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EXPLORING CHAPTER 11 REFORM:
CORPORATE AND FINANCIAL INSTITUTION
INSOLVENCIES; TREATMENT OF DERIVATIVES

WEDNESDAY, MARCH 26, 2014

HOUSE OF REPRESENTATIVES,

SUBCOMMITTEE ON REGULATORY REFORM,
COMMERCIAL AND ANTITRUST LAwW

COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to call, at 4 p.m., in room 2141,
Rayburn Office Building, the Honorable Spencer Bachus (Chairman
of the Subcommittee) presiding.

Present: Representatives Bachus, Marino, Holding, Collins, John-
son, and Jeffries.

Staff present: (Majority) Daniel Flores, Subcommittee Chief
Counsel; Anthony Grossi, Counsel; Jaclyn Louis, Legislative Direc-
tor for Rep. Marino; Jon Nabavi, Legislative Director for Rep. Hold-
ing; Jennifer Lackey, Legislative Director for Rep. Collins; Ashley
Lewis, Clerk; (Minority) Susan Jensen, Counsel; Norberto Salinas,
Counsel; and Slade Bond, Counsel; and Rosalind Jackson, Profes-
sional Staff Member.

Mr. BacHUS. The Subcommittee on Regulatory Reform, Commer-
cial and Antitrust Law hearing will come to order. Without objec-
tion, the Chair is authorized to declare recesses of the Committee
at any time.

I want to welcome our witnesses. This is a little unusual to have
a 4 hearing, but we have had other scheduling difficulties, so we
apologize. And there may be a vote on the floor starting fairly soon,
so I am going to read my opening statement as quick as I can and
then recognize the Ranking Member, and then we will go to the in-
troduction of our panelists.

And as Chairman of the Financial Services Committee, obviously
I had a lot of exposure to these same issues back in 2008, 2009.
And it is a very important issue, and I know there was a lot of good
work done bringing us to this hearing by the panelists. And it is
a real esteemed body of experts that we have here today.

An integral component of the American economy is the ability of
companies to turn to chapter 11 of the Bankruptcy Code to over-
come unexpected financial troubles. These companies may use
Chapter 11 to restructure their debt obligations while continuing
their business operations, which preserves jobs and increases the
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value of return to the company’s creditors, suppliers, customers,
and the American economy.

Meanwhile, creditors of companies rely on Chapter 11 to assess
the risks associated with their investment and can depend on
Chapter 11’s transparent judicial process to gain a level of cer-
tainty regarding their potential recoveries from a bankrupt busi-
ness. Chapter 11 has evolved since its inception and has adapted
to changing to changing and emerging markets. It may be time for
that again.

Thirty years ago companies did not have complex capital struc-
tures with layers of intertwined debt, nor did a robust derivatives
and repurchase agreement market exist. Similarly, the participants
in the Chapter 11 process have become increasingly sophisticated.
Given the constantly developing law and related practices, it is im-
portant that the Committee undertake a periodic review of the ap-
plication of Chapter 11 and related issues.

In part to assist Congress and this Committee’s oversight of
Chapter 11, the American Bankruptcy Institute has a similar col-
lection of premiere bankruptcy judges, practitioners, professionals,
and academics to discuss and debate wide-ranging issues related to
Chapter 11. While their process is not complete, it will be helpful
to hear from the ABI regarding their review of the issues that have
played a central role in the process, and whether there is any
emerging consensus on particular issues. We are grateful for the
work that ABI has completed today. I look forward to their report
at the end of this year.

In connection with its ongoing oversight of bankruptcy issues,
the Committee recently held a hearing on whether the Bankruptcy
Code could be improved to better facilitate the resolution of a fi-
nancial institution’s insolvency. The witnesses at that hearing
unanimously agreed that the Bankruptcy Code could be enhanced
and reformed to achieve this goal.

Today we will continue this discussion by further examining
what types of amendments to the Bankruptcy Code and potentially
Chapter 11 would assist with an efficient, successful resolution of
a financial institution. The bankruptcy process has long been her-
alded as the primary means of resolving distress companies’ insol-
vencies because of its established history of laws and impartial ad-
ministration.

It is our responsibility to ensure that the Bankruptcy Code has
all the tools necessary to address the unique issues presented by
financial institutions’ insolvency. Today’s hearing should assist the
Committee in discharging this responsibility.

An issue that could impact the ability of the Bankruptcy Code to
effectively administer financial institutions’ bankruptcy is the na-
ture of existing safe harbors for certain financial contracts. These
safe harbors have been expanded over time, and now apply to a
wide variety of financial contracts.

One of the primary rationales for creating the safe harbors was
to prevent contagion of risk in the financial market. Given the re-
cent financial crisis, it would be beneficial to review the existing
safe harbors, their effectiveness, and the effect of their continued
expansion. Safe harbors have a broad impact on liquidity in the
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short-term financial markets. And we will be mindful of this im-
pact as we conduct our review.

Today’s witnesses collectively have decades of experience on
these issues, and I look forward to hearing their testimony.

At this time, I recognize the Ranking Member, Mr. Hank John-
son of Georgia, for his opening statement.

Mr. JOHNSON. Thank you, Mr. Chairman. Before I begin, I would
like to take a moment to acknowledge the tragic landslide that oc-
curred this past weekend in Oslo, Washington—excuse me—Oso,
Washington. Oso is the congressional district of Suzan DelBene,
our colleague on this Subcommittee. I know that Susan cannot be
with us today because she is doing everything back home to help
those in need, and we empathize with her and her community.
They are going through so much pain and loss. And our thoughts
and prayers are with the community of Oso, the brave rescuers and
search parties, and also our colleagues from the State of Wash-
ington.

Now, turning to today’s hearing, I would like to thank Chairman
Bachus for convening this hearing on such an important topic. This
July will mark the 4th year since President Obama signed the
Dodd-Frank Act into law to address the financial crisis that nearly
brought this country to its knees. Though imperfect, passing the
Dodd-Frank Act was a crucial step in resetting our Nation’s eco-
nomic course.

It addressed the root cause of the financial crisis by reigning in
too big to fill financial institutions on Wall Street that caused im-
measurable hardship to so many American families. It is my belief
that we could have done more to create financial stability by lim-
iting the size of the largest institutions and holding wrongdoers ac-
countable, both civilly as we have done and also criminally as we
have not done.

But opportunities remain to safeguard the public through con-
gressional and regulatory oversight. Today, the Subcommittee is
exercising its important responsibility of oversight by asking how
best to perfect and strengthen the Bankruptcy Code to create soft
landings instead of financial crashes.

While we may not always agree on matters before this Sub-
committee, today’s hearing presents an opportunity to forge a bi-
partisan consensus and cooperation. I hope that this cooperation
will guide us to explore the strengths and weaknesses of the Bank-
ruptcy Code in other areas, particularly consumer bankruptcy.

Perhaps no other area is as important to most Americans as the
exponential growth and crippling effects of the student loan debt
that many face. According to the most recent quarterly report by
the Federal Reserve Bank of New York, student loan debt has tri-
pled in the last decade, rising to over $1 trillion. In my home State
of Georgia, students graduate with an average of $23,089 according
to the Institute of College Access and Success.

And while more people are defaulting on student loans than any
other form of debt, these loans are practically non-dischargeable.
Why? Although unsecured debt is typically dischargeable in bank-
ruptcy, the Bankruptcy Code has a specific carve-out that does not
exempt student loans unless the debtor is able to demonstrate that
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continued repayment of the debt would pose an undue hardship on
the debtor.

This standard is nearly impossible for distressed borrowers to es-
tablish. In fact, earlier this month, Reuters reported that in 2007,
courts granted some form of relief to only 81 debtors out of the
170,000 student loan debtors who filed for bankruptcy protection in
1 year alone.

This ballooning problem is already affecting the housing market.
David Stevens, the chief executive of the Mortgage Bankers Asso-
ciation echoed this concern, noting that “student debt” trumps all
other consumer debt. It is going to have an extraordinarily damp-
ening effect on young people’s ability to borrow for a home, and
that is going to impact the housing market and the economy at
large.

The goal of bankruptcy long has been to provide debtors a finan-
cial fresh start from burdensome debt. The Supreme Court recog-
nized this principle in the 1934 decisions Local Loan v. Hunt, not-
ing that bankruptcy gives the honest, but unfortunate, debtor a
new opportunity in life, and a clear field for future effort, unham-
pered by the pressure and discouragement of preexisting debt. This
principle applies to businesses and consumers alike. As we work to-
gether to improve the Bankruptcy Code, it is imperative that we
also look at consumer bankruptcy.

I again thank the Chairman for holding this hearing, and I look
forward to the testimony from this distinguished panel of wit-
nesses. And I thank you all for coming.

Mr. BacHus. Thank you. We have 4 minutes, 54 seconds left on
a floor vote. And I am thinking just to keep it in an orderly way,
instead of introducing maybe two of our witnesses, I will come
back, introduce the entire panel, and then we will have your open-
ing statements, and go from there.

So I understand none of you have a time constraint as such,
right? So thank you. One interesting thing, and I appreciate the
Ranking Member’s statement, he mentioned criminalizing some of
these things or criminal cases. This Committee has formed a bipar-
tisan group of five Republicans and five Democrats to talk about
over-criminalization because we continue to add to the long list of
Federal crimes. And many of them are by regulation. We pass
something not intending it to be a criminal act, and yet the dif-
ferent departments of the government are interpreting it and turn-
ing into criminal acts.

And so, we have literally filled our prisons with hundreds of
thousands of inmates, and some of them for actually violations of
regulations as opposed to laws because of the interpretation, which
is something we are going to be looking at in a bipartisan way.
And, of course, mandatory sentencing has added to that, so we
have to be kind of careful about defining something as a crime if
there is no mens rea. And you and I agree on that.

Mr. JOHNSON. We do, and I think we have a discussion coming
up about two types of crime. One is legal and the other illegal
crime. And the legal crime tends to wear a white collar, and the
illegal crime, they tend to wear blue collars. And so, when we can
get to the point of rectifying the disparity in the two crimes, then



5

we can start consolidating offenses and working on other problems
in our criminal justice system.

Particularly, I am interested in the effect that the private prison
industry has on our public policy.

Mr. BAcHUS. I did not mean to start this. [Laughter.]

Thank you. We will recess this Committee and probably be back
in about 35 or 40 minutes. Thank you.

[Recess.]

Mr. BAcCHUS. The hearing is reconvened, and we appreciate your
patience.

Our first witness is Judge Sontchi. Judge Sontchi, actually Chris-
topher Sontchi, is a United States bankruptcy judge from the Dis-
trict of Delaware and a frequent speaker in the United States and
Canada on issues relating to corporate reorganizations. He was re-
cently appointed to the Committee on Financial Contracts Deriva-
tives and Safe Harbors of the American Bankruptcy Institution’s
Commission to Study the Reform of Chapter 11. In addition, he is
a member of the American Bankruptcy Institute and the National
Conference of Bankruptcy Judges.

In 2010 and 12, he was selected as outstanding bankruptcy
judge by the magazine Turnarounds and Workouts. He recently
published Valuation: A Judge’s Perspective in the American Bank-
ruptcy Institution’s Law Review.

Judge Sontchi received a B.A. with distinction in political science
from the University of North Carolina at Chapel Hill where he was
elected to Phi Beta Kappa. He received his J.D. from the Univer-
sity of Chicago Law School. And I guess you have quit watching
the NCAA tournaments, right?

Mr. SONTCHI. At least we won one more game than Duke.

Mr. BAcHUS. That is right. Duke was out in the very first round.

Seth Grosshandler is a partner of Cleary Gottlieb Steen—is it
Stein or Steen?

Mr. GROSSHANDLER. Steen.

Mr. BACHUS. Steen, and Hamilton where he has been practicing
law for over 30 years. His practice focuses on financial institutions,
derivative products, securities transactions, secured transactions,
and structured finance. As an instrumental player in the develop-
ment of the safe harbor provisions of the Bankruptcy Code, the
Federal Deposit Insurance Act, and orderly liquidation authority,
Mr. Grosshandler is regarded as a preeminent expert on deriva-
tives and security transactions, and as well on the risk to
counterparties of regulated financial institutions in the event of
their insolvency.

During and after the financial crisis, he advised major Wall
Street firms, including Bear Stearns, and Lehman Brothers, and
various government agencies on market stabilization efforts. Boy,
you must have been paid well. Bear Stearns and Lehman Brothers.
You had your hands full.

Mr. GROSSHANDLER. They are counterparties to Bear Stearns.

Mr. BAcHUS. Oh, they are counterparties. Well, they did pretty
well.

Mr. GROSSHANDLER. Probably better than representing the debt-
ors.
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Mr. BacHuUS. That is right. Thank you. He received his under-
graduate degree from Reed College and his J.D. cum laude from
Northwestern University.

Ms. Jane Vris is general counsel and partner at Millstein & Com-
pany. And I did do that right. During her legal career, including
as a partner at Wachtell—is that right, Wachtell—she has advised
board special committees, creditors, potential purchasers of assets
from distressed companies, and equity investors and companies
emerging from Chapter 11. She most recently served as a partner
at Vincent & Elkins and was a founding partner of Cronin and
Vris.

And she is a member of the National Bankruptcy Conference.
She has been designated by Chambers USA as one of America’s
leading lawyers for business, named a New York Super Lawyer by
New York Super Lawyers, and is included in the Guide to the
World’s Leading Insolvency and Restructuring Lawyers by Legal
Media Group, and the International Who’s Who of Insolvency and
Restructuring Lawyers. It is kind of a who’s who of insolvency. I
am sorry. I am just joking. [Laughter.]

She received her B.A. magna cum laude from the University of
Pennsylvania and her J.D. from New York University School of
Law, where she served as the managing editor of the Law Review.
Quite impressive.

Professor Thomas H. Jackson is with the William H. Simon
School of Business at the University of Rochester. Professor Jack-
son holds faculty positions in the Simon School of Business and the
Department of Political Science at the University of Rochester,
where he also served as president from 1994 to 2005.

You know, Steve Covey in his book, I do not know if you are
aware, he says the job of a college president is the most difficult
job in America.

Mr. JACKSON. [Off audio.]

Mr. BAcHUS. Thank you. Before he became Rochester’s ninth
president, Mr. Jackson was vice president and provost at the Uni-
versity of Virginia, where he first joined as dean of Virginia’s
School of Law. Previously he was professor of law at Harvard and
served on the faculty at Stanford University.

He clerked for U.S. District Judge Marvin Frankel in New York
from 1975 to ’76, and then for Supreme Court Justice and later
Chief Justice William Rehnquist from 1976 to 1977.

Professor Jackson is the author of bankruptcy and commercial
law texts used in law schools across the country, and served as spe-
cial master for the U.S. Supreme Court in a dispute involving every
State in the country over the disposition of unclaimed dividends
held by brokerage houses.

He received his B.A. from Williams College and his J.D. from
Yale Law School. Welcome to you.

Professor Michelle Harner is a professor at University of Mary-
land Francis King Carey School of Law. She teaches courses in
bankruptcy and creditors’ rights, business associations, business
planning, and professional responsibility at the University of Mary-
land School of Law.

Prior to joining the University of Maryland, Professor Harner
served as Assistant Professor of Law at the University of Ne-
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braska, and was voted professor of the year by her students during
the 2006 and 2008 academic years. That is quite an honor.

Professor Harner is widely published and lectures frequently on
corporate governance, financially distressed entities, and related
legal issues. Professor currently is serving as the reporter to the
ABI Commission to study the reform of Chapter 11. She previously
was in private practice in the business restructuring insolvency
bankruptcy and related transactional fields. Most recently as a
partner of the Chicago office of the International Law Firm Jones
Day.

Professor Harner is a member of a number of professional orga-
nizations, including the American Law Institute, American Bank-
ruptcy Institute, the American Bar Association, and the Inter-
national Association of Restructuring, Insolvency, and Bankruptcy
Professors.

Professor Harner received her B.A. from Boston College and her
J.D. from Moritz College of Law at Ohio State University.

All right. That is a very impressive group of witnesses. Did you
want to ask them whether they had ever represented the Koch
brothers?

Mr. JoHNSON. The Koch Brothers?

Mr. BAacHUS. Koch Brothers, that is right.

Mr. JoHNSON. Have any of you ever represented the Koch Broth-
ers before?

Voice. No, sir.

Mr. JOHNSON. All right.

Mr. BACHUS. We are in good shape.

Mr. JOHNSON. How about Sheldon Adelman?

Mr. BAcHUS. No, we will get that out of the way. You only have
one. [Laughter.]

I do not know about that. The Koch Brothers, his opening state-
ment normally contains some reference to them, and you did not
work that into the statement.

Mr. JOHNSON. Well, I did not want any of that Koch Brothers
money coming into my reelection campaign. That is the situation.

Mr. BACHUS. But you got legal crimes in there, which is kind of
an oxymoron, so that is a new one. Pretty good.

Each of our witnesses’ written statements will be entered into
the record in its entirety. I ask each of the witnesses to summarize
his or her testimony. Actually, we are not going to hold you to 5
minutes. If you go 6 or 7 minutes, that is fine. This is something
they tell me to read every time about quitting and everything, but
we are just going to go with that.

Now, I will recognize the witnesses to their testimony. And,
Judge, we will start with you.

TESTIMONY OF THE HONORABLE CHRISTOPHER S. SONTCHI,
UNITED STATES BANKRUPTCY JUDGE FOR THE DISTRICT
OF DELAWARE, WILMINGTON, DE

Judge SONTCHI. Thank you. Chairman Bachus, Ranking Member
Johnson, and Members of the Committee, thank you for inviting
me to testify today. My name is Christopher Sontchi. I am a bank-
ruptcy judge in the District of Delaware, and I have presided over
a number of cases and issued numerous opinions involving the safe
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harbors for financial contracts, derivatives, and repurchase agree-
ments.

Most notably, I presided over the American Home Mortgage case.
At the time of its filing in 2007, American Home Mortgage was the
10th largest home mortgage originator in the country, and as part
of its origination and securitization business, the company was a
party to numerous repurchase agreements involving billions of dol-
lars. As you also stated, I have had the honor of serving as a Mem-
ber of the Committee on Financial Contracts, Derivatives, and Safe
Harbors of the American Bankruptcy Institute’s Commission to
Study the Reform of Chapter 11.

Today I would like to discuss two important issues related to the
safe harbors. First, I believe Congress should amend Section 546(e)
of the Bankruptcy Code to significantly narrow its scope. Section
546(e) exempts from avoidance as preferences or fraudulent convey-
ance settlement payments. I believe Congress’ intent was to insu-
late the securities transfer system. Security industry transferees
are generally not the beneficial owners of the subject transactions,
but rather are the conduits. Subjecting the conduits to avoidance
actions could trigger a series of unintended and disastrous defaults
in the interconnected securities markets.

As written and applied, however, the Section 546(e) safe harbor
has insulated settlement payments to the ultimate beneficiaries of
leveraged buyouts and other transactions, even if the securities
were privately issued. Absent the safe harbors, these payments
often made to directors, officers, and other insiders that led the
company into bankruptcy in the first place would be potentially
voidable as fraudulent or preferential transfers.

The safe harbor of Section 546(e) should protect the securities
transfer system, but not settlement payments or other transfers
with respect to the beneficial owners of privately placed debtor eq-
uity securities. And with regard to publicly-traded securities, Sec-
tion 546(e) should only protect transfers to the beneficial owners of
public securities that have acted in good faith.

I have and continue to be faced with a flurry of motions to dis-
miss and for summary judgment filed by insiders of bankrupt com-
panies seeking shelter from liability through the 546(e) safe harbor.

The secret is out, and defense attorneys are seeking to take ad-
vantage of the almost too good to be true safe harbor to the fullest
extent possible. And I respectfully urge Congress to act quickly to
close this unintended loophole in the safe harbor for the securities
transfer system.

The second subject I would like to discuss is more controversial.
What is the proper scope of the safe harbor’s governing mortgage
repurchase agreements? I respectfully urge Congress to remove
mortgages and interests in mortgages from the safe harbors relat-
ing to repurchase agreements and securities contracts.

The genesis of my request is my experience in the American
Home Mortgage bankruptcy case. One of the primary arguments of-
fered in favor of the safe harbors is that it is important for assets
subject to the safe harbors to remain liquid. The argument is that
without the liquidity supplied by the safe harbors, the cost of lend-
ing would increase, and in the event of default, there could be a
cascading series of defaults that might spread to the repo
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counterparty lender and parties to other agreements with the repo
counterparty.

It became quickly apparent to me during American Home that
mortgages and interests in mortgages are not liquid assets. In fact,
it can take several months to complete the sale of one bundle of
mortgages. The reality is that the counterparties to repurchase
agreements, i.e., the lenders, are not interested as much in pre-
serving the liquidity of their investment in the mortgages origi-
nated by a debtor as they are in owning what would otherwise be
property of the estate and the lender’s collateral.

The business of originating mortgages requires access to a large
amount of capital. Traditionally, a mortgage lender would borrow
the money necessary to originate mortgage loans through a ware-
house secured line of credit or loan. In the event of a bankruptcy
by the mortgage lender, the mortgage loans would become property
of the bankruptcy estate. The automatic stay would prevent the
warehouse lender from taking control of the mortgage loans. And
the warehouse lender would both have a secured claim against the
estate, collateralized by those loans, and be entitled, for example,
to adequate protection.

But as part of BAPCPA, Congress expanded the definition of “re-
purchase agreement” to include mortgages. And since then, the
bulk of lending to mortgage originators has been through repur-
chase agreements. The repurchase agreements and warehouse se-
cured loans are really identical in all aspects for the most part,
other than in a repo the mortgage belongs to the repo counterparty
lender rather than to the mortgage lender.

In the event of a default or a bankruptcy by a mortgage lender,
the repo counterparty has a right to declare a default and require
the mortgage lender to immediately repurchase the mortgage. And
in the event the mortgage lender cannot do so, which is normal, the
repo counterparty would obtain permanent ownership of the loan
and be able to sell it directly to investors, a securitization trust, or
keep the repo.

In my experience, that is what the repo counterparty is inter-
ested in doing. Rather than preserving liquidity by selling the
mortgage, it is likely to hold the loans for later disposition, espe-
cially in a crisis such as 2007 through 2009 where the value of the
mortgage was low. The safe harbors allow the repo counterparty,
rather than the debtor, to hold the mortgage and obtain the upside
of any increase in value. As applied to mortgages, the safe harbors
allow for the repo counterparty to grab what otherwise would be
its collateral, and prevent the mortgage lender debtor from maxi-
mizing the value of those loans for the benefit of the estate.

This is contrary to the treatment of secured loans in bankruptcy
and turns the Code on its head. The economic reality is that a
mortgage lender, such as American Home Mortgage, can be
stripped of its assets in days or even hours, leaving no ongoing
business, and denying its creditors in general of the value of its as-
sets, i.e., its mortgage loans. And while these safe harbors may
make sense in the context of assets that are actually liquid, such
as U.S. treasuries, they do not in the context of an illiquid assets,
such as mortgages.
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Based on my experience, I respectfully urge Congress to consider
removing mortgages and interests in mortgages from the definition
of repurchase agreement, as well as the definition of securities con-
tract. And thank you again very much for asking me to testify on
these important issues. I am more than happy to answer any ques-

tions you might have.
[The prepared statement of Judge Sontchi follows:]

Testimony-of Hon. Christopher 5. Sontchi
United States Bankruptey Judge for the District of Delaware
“EBxploring Chapter 11 Reform: Corporateand Financial Institution Insolvencies;

Treatment of Derivatives”

Before the
Subcomimitive on Regulatory Reform, Commercial and Antitrust Law
The Committee on the Judiciary
United States House'of Representatives

Washington, D.C.

March 26, 2014
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Chairman Bachus, Ranking Member Johnson and Members of the Committee:

Thank you for inviting me to testify today. My name is Christopher Sontchi and
I am a sitting United States Bankruptcy Judge for the District of Delaware. I have
presided over a number of cases involving the safe harbors for financial contracts,
derivatives and repurchase agreements. Most notably, I presided over the American
Home Mortgage case, At the time of its filing in 2007, American Home Mortgage was the
10t Jargest home mortgage originator in the country and was in the business of
originating, securitizing, selling and servicing “Alt-A” home mortgage loans, a step
above the now infamous subptime market. As part of its origination and securitization
business the company was a party to numerous repurchase agreements involving
billions of dollars. In addition, commiencing in late 2007, I presided over the case of
Delta Financial Cerporation, which was a somewhat smaller version of American Home
Mortgage, albeit in the riskier subprime market. I have presided over numerous other
cases and issued numerous opinions involving repurchase agreements, tri-party setoffs
and swaps. Finally, I have had the honor of serving as a member of the Committee on
Financial Contracts, Derivatives and Safe Harbors of the American Bankruptcy Institute’s
Commission to Study the Reform of Chapter 11.

Today, I would like to discuss two important issues related to the “safe harbors”
for derivatives, repurchase agreements and other similar contracts. The first is narrow
in scope and, I think, for the most part uncontroversial. I believe Congress should
consider amending section 546(e) of the Bankruptcy Code to significantly narrow its

scope. As set forth more fully below, Section 546(e) exempts from avoidance as

2
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preferences or fraudulent conveyances “settlement payments” and transfers made to a
class of financial institutions. I believe Congress’s intent was to insulate the securities
transfer system. Securities industry transferees are generally not the beneficial owners
of the subject transactions but, rather, are the conduits. Subjecting these conduits in the
securities transfer system to avoidance actions could frigger a scries of unintended and
disastrous defaults in the interconnected securities markets. As written and applied,
however, the section 546(e) safe harbor has insulated from preference and fraudulent
conveyance actions the ultimate beneficial recipients of a settlement payments,
including insiders in private transactions. The result has been to provide officers and
directors of bankrupt companies with an almost “too good to be true” defense to
preference-and fraudulent conveyance actions.

The second issue is broader and significantly more controversial. I belicve
Congress should consider scaling back the scope of the safe harbors for repurchase
agreements. The original 1984 safe harbor for “repurchase agreements” or “repos”
encompassed repos on U.S. government and Agency securities and other highly liquid
assets. In 2005 and 2006, the definition of “repurchase agreement” and “securities
contract,” under which certain repos had been afforded safe harbor treatment, were
expanded to include a broader range of potentially less liquid assets, including
mortgage loans and interests in mortgage loans. The current safe harbors for
repurchase agreements allow for “runs” on financial institutions by counterparties who
are not subject to the automatic stay and, thus, are free to terminate repos and other

financial contracts en masse. These en masse terminations drain a target institution of its

3
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liquidity, destroy its portfolio, and accelerate its liquidation. The end result is that it is
virtually impossible to reorganize companies with significant repo exposure such as
American Home Mortgage.

Section 546(e) of the Bankruptcy Code

As written and applied, the section 546(e) safe harbor has insulated settlement
payments to the ultimate beneficiaries of leveraged buyouts and other transactions,
even if the securities were privately issued. Absent the safe harbors, these payments -
often made to the directors, officers and other company insiders that led the company
into bankruptcy - would be potentially voidable as fraudulent or preferential transfers.
The safe harbor of section 546(e) should protect the securities transfer system, if and when
the financial institutions are acting as conduits for payment, regardless of whether the
securities involved are public or private. This safe harbor for the securities industry is
important because the initial transferee is not accorded a good faith defense under
section 550, potentially exposing the securities industry to large and inappropriate
liability for acting as mere intermediaries in securities transactions.

However, section 546(e) should not protect settlement payments or other
transfers with respect to the bencficial owners of privately placed debt securities or of
equity securities of a closely held entity. With regard to publicly traded securities,
section 546(e) should only protect transfers to the bencficial owners of public securities
holders that have acted in good faith.

Section 546(c) of the Bankruptcy Code provides-as follows:
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Notwithstanding sections 544, 545, 547, 548(a)(1)(B), and 548(b) of this
title, the trustee may not avoid a transfer that is a margin payment, as
defined in section 101, 741, or 761 of this title, or settlement payment, as
defined in section 101 or 741 of this title, made by or to (or for the benefit
of) a commodity broker, forward contract merchant, stockbroker, financial
institution, financial participant, or securities clearing agency, or that is a
transfer made by or to {or for the benefit of) a commodity broker, forward
contract merchant, stockbroker, financial institution, financial participant,
or securities clearing agency, in connection with a securities contract, as
defined in section 741(7), commodity contract, as defined in section 761(4),
or forward contract, that is made before the commencement of the case,
except under section 548(a)(1)(A) of this title.

“Settlement payment” is defined in section 741(8) in a circular fashion as-a “preliminary
settlement payment, a partial settlement payment, an interim settlement payment, a
settlement payment on account, a final settlement payment, or any other similar
payment-commenly used in the securities trade.” Because of this broad and circular
language, courts have interpreted it to include many kinds of transactions regardless of
whether it advances the legislative intent/policy behind enactment of the safe harbor,
ie., protection of the securities transfer system. These have included transfers to
insiders owning private and public securities and LBO's that would otherwise have
been fraudulent transfers.

Courts have applied section 546(e) literally and shielded from avoidance
transfers involving little or no impact on the functioning of the public securities market.
For example, in the case of In re Quebecor World (USA), Inc., 719 F.3d. 94 (2d Cir. 2013),
aff'g, 453 B.R. 201 (Bankr. 5.D.N.Y. 2011), the Second Circuit atfirmed the holding of the
bankruptcy court that payments made to repurchase privately-placed notes were both

“settlement payments” and transfers made in connection with a securities contract that
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were protected under the safe harbor! 1 propose narrowing the scope of section 546(e)
to make it clear that the safe harbor only protects the securities transfer system and
settlement payments made in connection with publicly traded securities.

Section 546(e) has also been successfully invoked to protect levéraged buyouts or
LBO's. In cases involving LBO transactions, the issue is whether a payment made to the
shareholders of the target company in exchange for their securities is a settlement
payment entitled to protection. There is a split in authority in cases interpreting the safe
harbor in the LBO context. A mincrity of courts have held that the safe harbor only
applies to LBO’s involving publicly traded securities or involving the public system of
intermediaries and guarantees typical of the securities industry? but a majority of courts
have increasingly found that the safe harbor protects the beneficial recipient even if the
transaction involved private securities and regardless of the involvement of a financial
intermediary.? My proposal supports the minority position and calls for revising the
statute to specifically exclude private transactions from the safe harbor.

Section 546(¢) can also impact LBO's of public companies. If the LBO leaves the
firm with an unrcasonably small capital or if it renders the firm insolvent, then the
payments to shareholders are potentially recoverable in a subsequent bankruptcy, for

the benefit of the target firm's pre-transaction creditors, if the other elements of a

* See also Envon Creditors Recovery Corp., 651 F.3d 329 (2d Cir. 2011); and In e Munford, Inc, 98 F.3d 604
(11th Cir. 1996),

2 In re Munford, Inc,, 98 [.3d 604 (11th Cir. 1956); In re MacMenamin's Grill Lid., 450 BR. 414 (S.DN.Y.
2012); and In re Norstan Apparel Shops, Inc., 367 B.R. 68 (ED.IN.Y. 2007).

3 In re Plassein Int'l Corp., 590 F.3d 252 (3d Cir. 2009); In re QSI Holdings, Inc., 571 T.3d 545 (6th Cir, 2009);
Contemporary Indus. Corp. v. Frosi, 564 F.3d 981 (8th Cir. 2009); In re Kaiser Steel Corporation, 952 F.2d 1230
(10th Cir. 1991); and AP Services LLP v. Silva, 483 BR. 63 (SD.IN.Y. 2012).
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fraudulent transfer are in place. Section 546{e) as written, however, can immunize
transfers made in connection with LBO's involving public companies, including those
that render the target firm insolvent, even if the target’s insiders acted in bad faith4 T
propose that shareholders of public companies would not be automatically immunized,
per se, by section 546(e). Rather they would only be protected if they have acted in good
faith.

Again, I believe Congress’s intent in implementing the safe harbor in section
546(e) was to insulate the securities transfer system. Securities industry transferees are
generally not the beneficial owners of the subject transactions but, rather, are the
conduits. Subjecting these conduits in the securities transfer system to avoidance
actions could trigger a series of unintended and disastrous defaults in the
interconnected securities markets, As written and applied, however, the section 546(e)
safe harbor has insulated from preference and fraudulent conveyance actions the
ultimate beneficial recipients of a settlement payments, including insiders in private
transactions. The result has been to provide officers and directors of bankrupt
companies with an almost “too good to be true” defense to preference and fraudulent

conveyance actions.

4 Compare Wiebolds Stores, Inc. v, Schottenstein, 94 B.R. 488 (N.DIIl. 1988) (With tespect to fraudulent
conveyance claim against insider shareholders of a public company, the court “collapsed” the LBO
transaction so that insiders were considered to have received property of the debtor in the transaction but
did not collapse the ransaction with respect to non-insider shareholders and, therefore, dismissed the
actions against the non-insiders); and In re Hechinger Investment Co. of Delaroare, 274 B.R. 71 (D. Del. 2002),
(In a frandulent conveyance action against insider shareholders resulting from an LBO of a public
commpany, the court concluded that the distinction between insider and non-insider status was “not one
that [held] legal significance under section 546(e)” and the insider shareholders were protected by the
safe harbor),



17

[ respectfully recommend that Section 546(e) of the Bankruptcy Code be
amended (1) to affirm the current statutory protections in section 546(e) to security
industries participants who act as conduits in both public and private securities
transactions, (2) to remove the section 546(e) protection from avoidance actions. for
beneficial owners of privately-issued securities, and (3) to continue to safe harbor public
securities holders from avoidance actions, if the public securities holder acted in good
faith.

More specifically, without providing precise statutory language, section 546(e)
should be amended as follows:

(1) If the settlement payment or transfer is made to (or a securities
contract is made with) a stockbroker, bank, clearing agency such as the
DTC or a similar financial institution obligated to forward what has been
paid or transferred, then, to the extent that the institution received such:
settlement payment or transfer for the benefit of a client or customer of the
transferee and is obligated to forward that payment or transfer, then the
institution shall receive the benefit of the existing section 546(e).

(2) The first beneficial recipient of the transfer chain in question will
be deemed to have received the relevant settlement payment or transfer
directly from the debtor.

(3) Parties receiving payments or transfers as beneficial owners of
non-public securities shall not be protected by section 546(e).

(4) Parties receiving payments or transfers as beneficial owners of
public sccurities shall be protected by section 546(e) from constructive
fraudulent transfer actions, as well as preferences under section 547,
provided they acted in good faith without knowledge of the avoidability
of the underlying transaction.

I have and continue to be faced with a flurry of motions to dismiss and for
summary judgment filed by insiders of bankrupt companics seeking shelter from

liability through the section 546(e) safe harbor. The “secret” is out and defense
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attorneys are seeking to take advantage of the safe harbor to the fullest extent possible.
I believe these changes would align the statutory language and the courts’
interpretation of the statute with Congress” original intent - to insulate the securities
transfer system from damaging and inappropriate litigation - while not protecting the
beneficiaries of private transactions or shielding insiders of bankrupt public companies
who have acted in bad faith.

I respectfully urge Congress to act quickly to close this unintended loophole in
the otherwise necessary safe harbor for the securities transfer system.

The Scope of the Safe Harbors for Repurchase Agreements

The second subject I would like to discuss is more controversial: what is the
proper scope of the safe harbors governing mortgage repurchase agreements?

For the reasons discussed below, 1 respectfully urge Congress to consider
removing “mortgages” and “interests in mortgages” from the definition of repurchase
agreements in section 101(47)(a)(i) as well as the definition of “securities contract” in
section 741(7)(A). The effect would be to remove “mortgages” and “interests in
mortgages” from the safe harbors of sections 555 and 559 {(and 561 under Chapter 15).

The genesis of my request is my experience in the American Home Mortgage
bankruptcy case filed in 2007. It became quickly apparent to me during that case that
mortgages simply do not fit into one of the primary purposes behind protecting
repurchase agreements, i.e., preservation of liquidity of investments. In fact, mortgages
and interests in mortgages are not liquid assets. This is due in large part to the fact that

mortgages are sold by the originators to investors or securitization trusts in bundles

9
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containing as many as thousands of mortgages as well as the unique nature of
mortgages. Every mortgage is secured by a unique piece of real property and involves
a buyer that has a unique credit profile and payment history. In order to address the
uncertainty arising from the individual nature of mortgages; sales often include lengthy
lock back periods where the bityer can return some mortgages in a portfolio to the
scller if there is an early default or representations regarding the loans turn out to be
inaccurate, In fact, it can take several months to complete the sale of a portfolio of
mortgagesS These are not United States government securities. The reality is that the
counterparties to repurchase agreements, i.e., the lenders, are not interested as much in
preserving the liquidity of their investment in the mortgages originated by a debtor as
they are in owning what would otherwise be property of the estate and the lender’s
collateral:

The current safe harbors for repurchase agreements allow for “runs” on financial
institutions such as American Home Mortgage by counterparties/lenders which are not
subject to the automatic stay and, thus, are free to terminate repos and other financial
contracts en masse. These en masse terminations drain a target institution of its liquidity,

destroy its portfolio, anid accelerate its liquidation. The end result is that it is virtually

5 While the same argument may be-applied to “mortgage related securities” and “interests in mortgage
related securities” there can be no question that these agreements are much more lquid than the
underlying mortgages themselves and, thus, I do not recommend their removal from the protections of
the safe harbors.

10
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impossible to reorganize companies with significant repo exposure such as American
Home Mortgage.®

The business of originating mortgages requires access to -a huge amount of
capital. For example, when a new homeowner buys a house for $100,000 with 20% or
$20,000 down and borrows the remainder of the purchase price through a mortgage, the
mortgage company must deliver $80,000 in cash at the closing of the sale. As of the end
of 2013, there were approximately $9.9 trillion in home mortgage loans outstanding,
every penny of which came from a mortgage lender. 7 In most cases, the mortgage
lender providing the cash at closing obtained that money from a counterparty to a
repurchase agreement or through a secured loan.

Traditionally, a mortgage lender would borrow the money necessary to originate
mortgage loans through a warehouse secured line of credit or loan. That warehouse
loan would be for a large amount of money, say $100 million. At the closing of a
mortgage loan, the cash necessary for the mortgage borrower to buy the property
would come from the warehouse lender (either directly or through the mortgage
lender). The amount of the balance under the warehouse loan would increase by the
amount of the mortgage loan and the mortgage itself would automatically become the

warehouse lender’s. collateral. However, the mortgage would remain property of the

% There is a persuasive argument to be made that the current scope of the repo safe harbors increases
systematic rvisk for the financial system as a whole and exacerbated the financial crisis of 2007-09.
Although I support that position, I am not addressing it in today’s testimony. Rather, I am limiting my
comments to the adverse effect that allowing the termination of repurchase agreements, notwithstanding
the automatic stay, has on a company’s ability to reorganize.

7 BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, MORTGAGE DEBT COUTSTANDING (March 6,
2014), http:/ /www federalreserve.gov/econresdata/releases/ mortoutstand / current htm.

11



21

mortgage lender. When the mortgage lender later sold the mortgage loan to another
financial institution or a securitization trust, the cash received from the sale would be
used to pay down the warchouse secured loan (plus interest) and the mortgage loan
would automatically be removed from the warchouse lender’s collateral pool. In the
event of a bankruptcy by the mortgage lender, the mortgage loans that had been
originated but not yet sold’ would become property of the bankruptcy estate, the
automatic stay would prevent the warehouse lender from taking control of the
mortgage loans, and the warehouse lender would both have a secured claim against the
estate collateralized by the mortgage loans and be entitled to adequate protection.
Starting in the late 1990°s, master repurchase agreements began to replace
warehouse secured loans. The prevalence of mortgage repos increased slowly until, as
part of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005,
Congress expanded the definition of “repurchase agreement” to include mortgages?
Since 2005, the bulk of lending to mortgage originators has been through repurchase
agreements. Mortgage repurchase agreements are virtually identical to warehouse
secured loans except for the fact that, under a repo, the mortgage belongs to the repo
counterparty/lender rather than to the mortgage lender. As discussed below, this

difference is of huge import.

8 Prior to 2005; mortgage repurchase agreements proceeded under the theory that they were protected by
the safe harbors governing securities contracts. The number of repos under that theory were limited by
the litigation risk that courts might not agree the safe harbors were applicable and the transaction was, in
fact, a loan,

12
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The procedure for originating mortgage loans under a master repurchase
agreement and a warehouse secured loan are virtually identical. The mortgage lender
and the repo counterparty/lender would enter into a master repurchase agreement for
a large amount of money, say $100 million. At the closing of a mortgage loan, the cash
necessary for the mortgage borrower to buy the property would come either directly
from the repo counterparty or the mortgage lender. Simultaneously with the mortgage
loan closing (or very shortly thereafter), the mortgage lender would sell the mortgage
loan to the counterparty with an agreement that the mortgage lender would repurchase
the mortgage loan within a specified period of time (usually between thirty and ninety
days) for the original purchase price plus a fee. The mortgage lender would use the
time of the repurchase agreement to arrange to sell the mortgage to a “permanent”
investor or a securitization trust. At the time of the closing of the ultimate sale or
securitization of the mortgage loan (or immediately prior), the mortgage lender would
repurchase the mortgage from the repo counterparty and flip it to the buyer. As
mortgage loans were sold to the repo counter party the balance of loans subject to the
master repurchase agreement would increase and as they were repurchased it would
decrease. I hope it is readily apparent that warehouse secured loans and repurchase
agreements are virtually identical except for the ownership of the mortgage loans
themselves.

Under a repurchase agreement, the mortgage loan is property of the repo
counterparty. In the event of a default or bankruptcy by the mortgage lender, the repo

counterparty has the right to declare a default and require the mortgage lender to

13



23

immediately repurchase the mortgages (in secured creditor parlance this would be the
equivalent of calling the loan). In the event the mortgage lender could not immediately
repurchase the loan, the repo counterparty would obtain permanent ownership over the
mortgage loans and would be able to immediately sell them directly to permanent
investors, securitization trusts or any other third party willing to buy the loans.
Alternatively, the repo counterparty could maintain ownership over the mortgages. In
any cvent, the mortgage loans would not be property of the estate and the automatic
stay would not be applicable. The structure discussed above and the safe harbor from
the rules governing warehouse secured loans such as the automatic stay have been
codified by the repo safe harbors.?

The ability of a repo counterparty/lender to be able to immediately sell the
mortgage loans to a third party and, thus, limit its exposure to the risks inherent in the
mortgage itself, i.e., liquidity, is asserted as one of the primary bases for the repo safc
harbors. The argument is-that without the liquidity supplied by the safe harbors the
cost of lending would increase and, in the event of a default, there could be a cascading
series of defaults that might spread to the repo counter party/lender and parties to
other agreements with the repo counterparty.

So far, so good. But, in my experience, the repo counterparty may not be
interested in having the ability to preserve liquidity by selling the mortgages but,
rather, is likely to hold the loans for later disposition, especially in a crisis such as in

2007-2009 where the value of the mortgage was artificially low. Indeed, as described

9 See Exhibit A attached hereto for a brief recitation of the relevant safe harbor provisions.
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above, mortgage loans are illiquid assets and, thus, the counterparty may have no
choice but to hold the loans. The safe harbors allow the repo counterparty rather than
the debtor to hold the mortgage and obtain the upside of any increase in value. In the
event the transaction was treated as a loan, the debtor would be able to retain
ownership and control over the mortgage loans, subject to providing adequate
protection, and preserve the upside for the estate as a whole. As applied to mortgages,
the safe harbors allow for the repo counter party/lender to grab what otherwise would
be its collateral and prevent the mortgage lender/debtor from maximizing the value of
those loans for the benefit of the bankruptcy estate.

This is contrary to the treatment of secured loans in bankruptcy and turns the
Bankruptcy Code on its head. The economic reality is that a mortgage lender such as
American Home Mortgage can be stripped of its assets in days or even hours, leaving
no ongoing business and denying its creditors in general of the value of its assets, i.e.,
its mortgage loans.’0 While these safe harbors make sense in the context of assets that
are actually liguid such as U.5. Treasuries, they do not in the context of an illiquid asset
such as mortgages.

Let me close my discussion of mortgage repurchase agreements with a real
world example. In the American Home Mortgage case, the debtor was a party to a master

repurchase agreement with Calyon Bank. At the time of the bankruptcy filing in 2007,

1 Generally speaking, a debtor would not be able to force a lender under a warehouse secured loan or a
repurchase agreement to continue funding future mortgages. 11 U.S.C. §365(c)(2). Bul, at the very least;
the debtor would still own its portfolio. In addition, forcing a debtor and a secured lender to deal with
each other often results in continued lending,

15
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the outstanding principal amount of the mortgage loans subject to the master
repurchase agreement was approximately $1 billion, Immediately prior to the
bankruptcy filing, Calyon declared a default under the master repurchase agreement
and tock ownership of the mortgage loans. If a repo counterparty such as Calyon takes
ownership of the mortgages subject to the repurchase agreement and the valuc of those
mortgages is less than the outstanding principal balance of the loans, the counterparty,
e, Calyon, can assert an unsecured claim for the deficit. They are, in effect, an
undersecured creditor asserting a claim for unsecured portion of their loan.

I conducted a trial over two related issues: (1) at what time does the coutt value
the mortgage loans for considering whether there is a deficit and, thus, a claim; and (2)
how does the court calculate the value of the loans. I ultimately issued an opinion on
those issues that was affirmed by the Third Circuit.? [ raise the issue here, however, for
a different reason. It became clear in trial that Calyon never had any intention of selling
the mortgage loans in the foreseeable future. Rather, its strategy was to hold the
miertgages until value rebounded and in the interim its credit exposure was minimized
because the mortgage borrowers, ie., the homeowners, were continuing to make
principal and interest payments.

There is nothing morally wrong with Calyon’s strategy to hold on to the loans,
Indeed, it makes perfecily valid economic sense. The problem is that it should have

been in the debtor’s purview - not Calyon’s - to make the decision whether to hold the

1 In ve American Home Mortgage Holdings, Inc., 411 B.R. 181 (Bankr. D. Del. 2009), 4fd, 637 F.3d 246 (3d
Cir. 2011},
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loans for the benefit of the bankruptcy estate and the debtor’s creditors rather than just
for Calyon. With virtually every other type of asset that serves as collateral for a
secured loan control rests in the debtor. But secured creditors are not without
protection. For example, they may be entitled to adequate protection. The law
governing the rights of secured creditors and the balance of those rights with other
considerations are well developed. The repo safe harbors remove what would
otherwise be considered a secured loan from the bankruptcy estate, depriving the
debtor with any conirel over what would otherwise be its property ‘and the lender’s
collateral. The asserted reason for exempting mortgages from the rules governing
virtually every other type of collateral is that those protections are necessary to preserve
liquidity in the system and, more particularly, for the repo counterparty’s exposure.
But, that asserted basis for extraordinary treatment is fallacious because mortgage loans
ate not liquid, especially in times when there is likely to be a default under the loans
such as in 2007-2009. There is no reason to exempt mortgage loans and interests in
mortgage loans from the ordinary, well established rules governing secured lending,

I am cognizant that the application of the safe harbors to mortgages and interests
in mortgages is a complicated and controversial subject and any amendmenit to the safe
harbors should be carefully weighed. It is not my intention to address the entirety of
the issues. Rather, I have attempted to pass on my conclusions as to one issue based on
my experience as a bankruptcy judge overseeing several cases involving repurchase

agreements governing mortgages, especially the American Home Mortgage case,

17



27

Based on my experience, I respectfully urge Congress to consider removing
“mortgages” and “interests in mortgages” from the definition of repurchase agreements
in section 101(47)(a){i) as well as the definition of “securities contract” in section

T41(TY(A).

In closing, thank you very much for inviting me to testify on these important
issues. I do not envy this committee’s task in addressing these complicated issues.
Nornetheless, T believe there are important, discrete changes that can be quickly
addressed. such as amending section 546(e) to align the statutory language and the
courts’ interpretation of the statute with Congress’s original intent - to insulate the
securities transfer system from damaging and inappropriate litigation - while not
protecting the beneficiaries of private transactions or shielding insiders of bankrupt
public companies who have acted in bad faith, In addition, [ think the committee
should take a step back and reconsider the scope of the repo safe harbors, especially as
they apply to mortgages. While there are a number of issues and arguments that
should be considered in such an examination, I think one thing is clear - the assertion
that the repo safe harbors are necessary to preserve liquidity does not apply to illiquid
assets-such as mortgages. They should be returned to whence they came and be subject

to the normal, long-standing, well-developed law governing secured lending.

Thank you again.
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Exhibit A
Since 1982, Congress has enacted a number of amendments to the Bankruptcy
Code that work in concert to preserve the liquidity of the repo market by exempting
repurchase agreements from significant provisions such as the automatic stay:
e Sections 555, 559 and 561, which protect the exercise of certain contractual rights

to liquidate, terminate and accelerate repurchase agreements from stays,
avoidance and other limitations;

»  Sections 362(b)(7) and 362(0), which exempt from the automatic stay and all
other Bankruptcy Code stays setoffs under repurchase agreements and the
realization against collateral for repurchase agreements;

e Sections 546(f) and 548(d), which provide exemptions from preference and
fraudulent transfer avoidance for settlement and margin payments; and

e Portions of sections 101 and 741, which define the key terms repurchase
agreement, margin payment, settlernent payment, repo participant and financial
participant.

Section 559 and its exclusion of repurchase agreements from the automatic stay
arc of primary significance. Collier explains that “[m]ost repurchase agreements afford
a non-defaulting party the right to ‘close-out” or ‘liquidate’ the agreement upon the
other party’s default! Furthermore, virtually all repurchase agreements contain ipso
facto clauses which authorize repo participants to terminate "for cause" (or otherwise
forfeit or -modify rights) if the other party becomes bankrupt, insclvent, or fails to
maintain contractually specified conditions.2 “In almost all instances, commencement
of a Bankruptcy Code case by a party ... will constitute a default triggering the

availability of such rights”®> Such clauses permit termination of the repurchase

15 COLLIER ON BANKRUPTCY 79 559,04 (Alan N. Resnick and Henry J. Sommer eds. 15t ed. rev, 2007).
27d. at %9 559.04 and 559.LH.
314
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agreement simply because of the other party's distressed financial condition. Section
559 protects rights triggered by a condition of the kind specified in section 365(e)(1), i.e.,
ipso facto clauses or bankruptcy defaults.* Thus, “section 559 allows protected parties to
act upon ipso facto clauses.”5

In addition, section 555 of the Bankruptcy Code provides the tool for the non-
defaulting repo participant to exercise its contractual right to close-out, terminate or
accelerate a “securities contract.”® “Such a close-out or liquidation typically entails
termination or cancellation of the contract, fixing of the damages suffered by the non-
defaulting party based on market conditions at the time of the liquidation, and
accelerating the required payment date of the net amount of the remaining obligations
and damages.””

Finally, as part of the Bankruptcy Abuse Prevention and Consumer Protection
Act of 2005, Congress expanded the definition of “repurchase agreement” to include the
transfer of “mortgage related securities (as defined in section 3 of the Securities
Exchange Act of 1934), mortgage loans, [and] interests in mortgage related securities or
mortgage loans.”

Section 101(47) of the Bankruptcy Code contains the definition of a repurchase

agreement. A repurchase agreement is an agreement, including related terms, which (i)

41d,

51d.

¢ As-defined in 11 U.5.C. § 741,

75 COLLIER ON BANKRUPTCY 9 555.04.
811 US.C. § 101(47).
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provides for the transfer of one or more mortgage loans or interests in mortgage loans;
(il) against the transfer of funds by the transferee of such mortgage loans or interests in
mortgage Joans; (iii) with a simultaneous agreement by such transferee to transfer to the
transferor thereof mortgage loans or interests mortgage loans; (iv) at a date certain not
later than 1 year after such transfer or on demand; and (v) against the transfer of funds.?
No other criteria are set forth in the statute for a contract to be considered a repurchase
agreement under the Bankruptcy Code.

The definition of repurchase agreement is incorporated into section 559 of the
Bankruptcy Code. As noted earlier, since 1982, Congress has enacted a number of
amendments to the Bankruptcy Code to preserve the liquidity of the repo market by
exempting repurchase agreements from significant provisions of the Bankruptcy Code.
Section 559 and its companion statute, section 555, preserve market liquidity by
providing a “safe harbor” for non-defaulting repo participants “to terminate, liquidate
or accelerate . . . repurchase agreements with the bankrupt or insolvent party.”1¢
Indeed, the legislative history of the 2005 amendments specifically provides that:

The reference to “repurchase and reverse repurchase transactions” is

intended to eliminate any inquiry under section 555 and related

provisions as to whether a repurchase or reverse repurchase transaction is

a purchase and sale transaction or a secured financing. Repurchase and

reverse repurchase transactions meeting certain criteria are already

covered under the definition of "repurchase agreement" in the Bankruptcy
Code.t

SId.
19 H R, Rep. 109-31, pt: 1, at 133 (2005),
1174, at 130,
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Mr. BAcHUS. Thank you.
Mr. Grosshandler?

TESTIMONY OF SETH GROSSHANDLER, PARTNER, CLEARY
GOTTLIEB STEEN & HAMILTON LLP, NEW YORK, NY

Mr. GROSSHANDLER. Thank you, Chairman Bachus. Thank you
for having me here. You have my written testimony. I am not going
to repeat what is in there. The only reference to the written testi-
mony I want to make is to thank my colleagues Knox Mcllwain and
Timmy Coldorovo who put it together in such short order.

I was the co-chair with Judge Peck of the Lehman bankruptcy
of the ABI Safe Harbors Committee that Judge Sontchi was on as
well. And we started that a few years ago, and we were given by
the ABI commissioners several pages of topics to cover. We could
not get to them all. This is a very, very complicated topic, the safe
harbors, the treatment of financial contracts in bankruptcy.

Part of that has to do with there are lots of different players in-
volved, and you may have different answers depending on who the
players are, so you have systemically important financial institu-
tions. You have hedge funds. You have industrial companies. You
have individuals on the debtor side. It may depend on who the
creditor is. Is the creditor a securities clearing agency, like DTC,
or is it a non-dealer party? And there are different policy consider-
ations depending on who you are talking about on the debtor and
on the creditor side.

Although we had many disagreements among the committee
members, there were several things we agreed on. First of all, real-
ly complicated. Could not get it all done in the time we had. And
then, the safe harbors do derogate from the general principles of
the Bankruptcy Code, and that needs to be justified, right? And the
justification, and different people on the committee disagreed as to
what was and was not justified under these standards. But I think
that the basic standards were agreed to, which is the safe harbors,
if they promote stability and liquidity, that those are things that
might justify derogating from the usual rules of the Bankruptcy
Code.

I think people generally agreed that the derivatives, creditors,
and repo creditors, at least some of them, maybe not the whole
loan repo creditors. I disagree with Judge Sontchi on that, but we
can talk about that if you would like. But that some of the risks
they face are different from other creditors under the Bankruptcy
Code, and, therefore, at least some of the safe harbors were justi-
fied under those standards.

The safe harbors also underpin very important markets. The de-
rivatives market, the repo market, they might not cease to exist if
you got rid of the safe harbors, but they would certainly shrink a
lot. And is that good or bad depends on a lot of things.

And one of the problems with just getting rid of the safe harbors
is it is a very blunt instrument because it would basically mean ev-
erybody is not safe harbored as opposed to, for instance, regulatory
change. So if you look at short-term funding transactions, like
repos, the Federal Reserve Board is all over it, in terms of greater
liquidity requirements, capital requirements, that sort of thing, to
give a disincentive to over reliance on those kinds of transactions,
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whereas just getting rid of a safe harbor under the Bankruptcy
Code, again, would be a very blunt instrument.

I think an interesting example is insurance insolvency, not the
subject of this Committee. It is State law. Insurance insolvency is
governed by State law.

Little known to most people because why would they be focusing
on this, but in the past 5 years, at least 10 States have enacted
new safe harbors for insurance company insolvency for derivatives
and repos. We are up to about 20, 22 now. But the bulk of that
has happened since the financial crisis. Why? It is the insurance
companies, the users of those products that wanted the safe har-
bors to have access to those markets because Wall Street was un-
willing to give them access or limited access because of the risk.
So this is not only about protecting Wall Street. It is also end users
like insurance companies who want the safe harbors.

All that being said, there are clearly issues with everybody liqui-
dating all at once. You want to avoid that if you can. In Lehman,
I think that that actually helped prevent more contagion. If all the
creditors had been stayed from exercising their rights, there would
have been a lot of problems. But the liquidations caused their own
problems, of course.

So I think mechanisms that achieve continuity—Chapter 14, the
Federal Deposit Insurance Act, single point of entry—all of these
designed to avoid close out and are very, very good things. The key
to them working from a creditor perspective is that there is some-
body who is creditworthy who is able to continue the performance,
and that is not only balance sheet creditworthiness. It is liquidity,
liquidity to be able to perform.

And then the final thing I would say is to the extent that Con-
gress believes that changes to the fundamental safe harbor provi-
sions are necessary, we need to be very careful. It is really com-
plicated. There are a lot of international aspects to this. There are
safe harbors around the world, capital implications for financial in-
stitutions.

And the final thing is on the committee we dealt with a number
of issues, the really hard issues like the scope of the repo exemp-
tion. There was a lot of division. There were several other issues
that we picked first because it was so-called low hanging fruit
where there was actually a lot of agreement about changes that
would make the safe harbors better for America. Thank you.

[The prepared statement of Mr. Grosshandler follows:]
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Chairman Bachus, and members of the committee:

Thank you for inviting me to testify today. I am Seth Grosshandler, a partner at Cleary
Gottlieb Steen & Hamilton LLP in New York City. I am co-chair of the Financial Contracts,
Derivatives and Safe Harbors Advisory Committee to the American Bankruptcy Institute’s
Commission on the Reform of Chapter 11 and a member of the Legal Advisory Panel advising
the Financial Stability Board on resolution questions. [ represented the Securities Industry and
Financial Markets Association in connection with the financial contract netting provisions of the
Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (for bank insolvency) and
the Bankruptcy Code amendments of 2005 and 2006. I previously testified with respect to the
2005 Bankruptcy Code amendments before the Subcommittee on Commercial and Administrative

Law of the House Judiciary Committee in 1999.

A large portion of my practice is dedicated to working on resolution plans for large
financial institutions required under Section 165(d) of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank Act”), which has allowed me to spend considerable time
thinking about the resolvability of financial institutions. 1 have also been actively engaged with
both market participants and regulators in the development and implementation of innovative
approaches to financial company insolvency, such as “bail-ins” and single-point-of-entry
resolution strategies. 1 also dedicate a substantial part of my practice to cleared and uncleared
over-the-counter derivatives and other financial contracts, ensuring that close-out and other rights
are protected in the event of an insolvency. | appear before you today in my individual capacity.
The views I express are entirely my own, and not those of Cleary Gottlieb Steen & Hamilton LLP

or any client or organization with which | am affiliated.
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This experience has led me to the conclusion that the Bankruptcy Code safe harbors' serve
a vital role in promoting systemic stability and resilience, have significantly increased the
availability to end-users of derivatives and repurchase agreements and the liquidity of these
transactions and related assets, have reduced the cost of transactions to end-users and have
decreased the cost of financing to issuers of assets. The safe harbors protect counterparties under
a wide variety of financial contracts, including contracts for the purchase or sale of securities and
commodities, derivatives contracts, such as swaps and forwards, and repurchase agreements on
securities and mortgage loans (collectively, “Safe Harbored Contracts”).> These contracts are
used both by major financial market participants, such as dealers, banks, mutual funds, hedge
funds and pension funds, and by businesses in the “real economy.” The benefits of the safe
harbors accrue not only to users of Safe Harbored Contracts, but to issuers of assets and
borrowers under loans financed by Safe Harbored Contracts. In particular, the safe harbor for
repurchase agreements on residential mortgage-backed securities and whole loan mortgages

serves to reduce the cost of mortgage financing to homeowners.

The risks related to Safe Harbored Contracts, which are secured by (or reference) financial
assets and commodities, the value of which can change rapidly, are fundamentally different from
the risks related to other contracts; the protections afforded by the safe harbors are aimed at
reducing the risks unique to Safe Harbored Contracts. These protections are especially important
to central counterparties, who facilitate and reduce risk in markets for Safe Harbored Contracts by
interposing themselves between parties to such contracts (acting as the “buyer” to the “seller,”

and the “seller” to the “buyer”). By protecting counterparties’ rights to terminate their Safe

! See 11 U.S.C. §§ 362(0)(6), (7). (17), (27), 362(0), 546(c)-(j). 548(d)(2). 553(a)2)(B)(ii), (@)3)(c). (b)(1), 555, 556,
559, 560, 561, 562. 753 and 767 (2012).

2 See 11 US.C. §§ 101(25) (forward contract), (38A) (masicr netling agreement), (47)(repurchasc agreement), (53B)
(swap agreement). 741 (securities contract). 761(4) (commodity contract) (2012).
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Harbored Contracts, net amounts owing between the parties, and to exercise rights against related
collateral, the Bankruptcy Code safe harbors serve as a firewall, ensuring that the failure of one
party does not expose its counterparties to excessive, unquantifiable and therefore un-hedgeable
risks. This firewall has been effective in allowing major market participants, such as Lehman
Brothers, MF Global and Enron, to exit the market without causing cascades of failures
throughout the financial system as a result of Safe Harbored Contracts. Of course, the Lehman
bankruptey did create risks in the financial system, but they, by and large, were not related to Safe
Harbored Contracts, and the risks to counterparties and the financial system would have been far

greater without the safe harbors.

One of the tangible effects of the safe harbors under “business as usual” conditions, that is,
prior to a bankruptcy, is the increase of the liquidity of Safe Harbored Contracts, which reduces
both the cost of these transactions and the costs to the issuers of the assets underlying the
transactions—the securities or commodities being bought or sold, the mortgages and credit card
receivables being financed, the risks being hedged. These benefits flow directly from the
certainty provided to market participants that, in the event of the failure of their counterparty, they
will be able to realize the value of their bargained-for security, crystalize their loss and hedge the

risk related to their counterparty’s failure.

It should be noted, however, that, in the context of systemically important financial
institutions, immediate close-out may not be the ideal approach. While risks to the financial
system would be far greater if counterparties could not immediately close out, the wide-spread
and immediate liquidation of contracts and collateral following the failure of a major financial
institution can negatively affect markets for less liquid assets. Indeed, this dynamic was present
for certain parts of Lehman’s book of Sate Harbored Contracts and increased losses to the

4
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Lehman estate. Instead, an approach that provides for the continuity of Safe Harbored Contracts
would be preferable in the case of a failed systemically important financial institution, as it would
avoid immediate close-outs. I discuss possible approaches at the end of this testimony. However,
the risks associated with counterparty contagion that the safe harbors mitigate are far more
detrimental to the financial system than the effects of widespread close-outs. Therefore, even if
mechanisms for promoting the continuity of Safe Harbored Contracts upon the failure of a
systemically important financial institution cannot be achieved, the current safe harbors should be

preserved.

Safe Harbors Reduce Systemic Risk by Protecting Against Contagion

Systemic risk can manifest itself in a variety of ways. One example is the risk that the
failure of one financial institution could cause a chain reaction of failures in the financial system
because of the high degree of interconnectedness within the system. Interconnectedness is
inherent in financial markets and the business models of many financial market participants,

”

especially dealers or “market makers.” Because there are always at least two parties to any Safe
Harbored Contract, major financial market participants are by definition interconnected to one
another and, generally, to non-financial companies as well. Similarly, many of the Safe Harbored
Contracts that market participants enter into are related or connected to other of their own Safe
Harbored Contracts. For example, dealers and other major market participants generally seek to
hedge market exposure. Thus, if they are exposed to a risk under one Safe Harbored Contract

they will attempt to hedge that risk under a matching and offsetting Safe Harbored Contract (or on

a portfolio basis), creating a web of interconnected financial contracts.
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While interconnections can be reduced (and industry and regulators have indeed been
taking steps to reduce interconnections), they cannot be eliminated. When considering how to
address systemic risk, the question therefore becomes how the risks associated with such
interconnections are handled during the insolvency of one of the parties to a transaction. While
the safe harbors do not address all aspects of systemic risk, they have proven to be very effective
in containing the risk of contagion by allowing counterparties to terminate volatile financial
contracts with the debtor quickly, thus limiting their exposure to possibly catastrophic losses from
the failure of the debtor. This is the very reason why Congress enacted the safe harbors in the

first place.’

The effectiveness of the safe harbors in containing contagion was demonstrated during the
bankruptcy of Lehman Brothers. None of Lehman Brothers’ counterparties (many financial
institutions among them) failed because of losses under Safe Harbored Contracts with Lehman.*
Almost all counterparties exercised their safe harbored rights to terminate, net and exercise rights
against collateral, with only approximately 3% of Lehman’s derivatives book remaining

outstanding after three months following its bankruptey petition.® If these counterparties were not

* See e.g., Bankruptcy Law and Repurchase Agreements: Hearing on HR. 2852 and H.R. 3418 Before the Subcomm.
on Monopolics and Comuncreial Law of the H. Comm. on the Judiciary, 98(h Cong. 19 (1984) (stalemnent of Hon.
Walter E. Fauntroy) (“The great fear is that a chain reaction would result because of the complex interrelation of
many transactions and firms, putting at risk hundreds of billions of dollars and threatening the solvency of many
institutions.”); H.R. Rep. 97-420, at 1 (1982), reprinted in 1982 U.S.C.C.A.N. 583, 583 (slating that the 1982 salc
harbor amendinents “are necessary to prevent the insolvency of one commiodity or security firm from spreading to
other firms and possiblc |sic| threalening the collapse of the alfected market”); Bankrupicy Reform Act of 1978:
Hearing on S. 2266 and H.R. 8200 Before the Subcomm. on Improvements in Judicial Machinery of the H. Comm.
on the Judiciary, 95th Cong. 524 (1978) (statement ol Stuart D. Root, Esq.) (stating that the absence of closc-out
rights for futures commission merchants would have “a potential domino effect”™). available at

http://www.archive. org/stream/bankruptcyreform1978unit/bankruptcy reform1978unit_djvu.txt.

*Kimberly Ann Summe, Zessons Learned from the Iehman Bankruptcy, in ENDING GOVERNMENT BAILOUTS AS WE
K~NOw THEM 39, 77 (2010), available at
http://media.hoover.org/sites/default/files/documents/Ending_Government_Bailouts_as_We_Know_Them_59.pdf.

S1d at79.
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protected by the safe harbors, these positions would have been indefinitely frozen, causing
potentially catastrophic capital and liquidity implications for counterparties in addition to any
losses under the contracts. While subsequent failures (and near-failures) occurred during the
financial crisis, they had other causes—mainly losses caused by outsized exposures to the
subprime mortgage market and the seizure of the inter-bank credit market. The effects of these
dynamics were exacerbated by the political uncertainty caused by letting Lehman fail, while
shoring up other institutions, which led to or exacerbated runs on not just broker-dealers, but on

insured depository institutions (the first time runs had occurred since the Great Depression).

The effectiveness of the safe harbors in containing contagion was evident in the
insolvencies of other financial companies, such as the failures of MF Global in 2011 and Enron in
2001. MF Global was a leading broker in a variety of U.S. and European commodities markets,
but was able to exit the market safely and without disrupting financial markets® Enron was a
party to one out of every three gas transactions and one out of every five electricity transactions in
the United States.” Despite this massive and unrivaled market presence, no other major financial

institution failed as a result of Enron’s bankruptcy.

Repealing or Substantially Narrowing the Safe Harbors Would Have Significant Negative

Effects on Counterparties and Markets Related to Safe Harbored Contracts

The safe harbors are not a silver bullet against all systemic risk, but repealing them or

substantially narrowing them would eliminate the most effective tool for addressing the risk of

® Jack Farchy, MF Global’s Demise Felt by Commodities Exchanges, FT.coM (Nov. 1, 2011),
http://www ft.com/intl/cms/s/0/418fa2f2-046¢-11¢1-ac2a-00 144fcabdc). html?sitcedition=uk#ax7zz2wiK4MXNO.

’ Committce on Governmental Affairs Members and Staff, Committee Staff Tnvestigation of the Federal Encrgy
Regulatory Commission’s Oversight of Enron Corp. 19 (2002), available at
http://f11 findlaw.com/news findlaw.com/hdocs/docs/enron/111202fercmemo. pdf.
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contagion. This would decrease the resilience of financial markets and increase the risks to

financial market participants, thereby increasing systemic risk.

Absent safe-harbor protection, counterparties would be subject to the Bankruptcy Code’s
automatic stay and assumption/rejection powers, which would subject Safe Harbored Contract
counterparties to a variety of risks. Unlike other contracts, the value of Safe Harbored Contacts
typically can change rapidly based on the fluctuating value of the underlying assets or collateral,
prevailing market conditions and other factors. The inability of counterparties to terminate such
contracts and foreclose on collateral exposes them to risks that cannot be hedged effectively. 1f
the debtor is given the right to assume or reject Safe Harbored Contracts in bankruptcy, this
effectively gives the debtor an indefinite option to perform or terminate the contract, making it
impossible to effectively hedge the related risks in an adequate manner. It could also potentially
give the debtor the right to “cherry pick™ between contracts, exacerbating losses to creditors.
Although the Bankruptcy Code provides protections to secured creditors, the mechanisms are not
timely enough and are too cumbersome to obtain to effectively protect counterparties under
volatile Safe Harbored Contracts, especially on a large scale, such as during the failure of a

systemically important financial institution.

For example, a party who is owed 100 by the debtor at the time of the debtor’s insolvency,
and who has 105 in collateral, would be protected from risk if it could immediately terminate the
contract, realize on 100 of the collateral and return the remaining 5 of collateral. However, if the
counterparty is unable to terminate, and the value of the contract changes such that the debtor
owes the counterparty 120 and additional collateral is not posted, the counterparty is exposed to a
loss of 15. Similarly, if the value of the collateral were to decrease to 80, and the debtor did not

post additional collateral, the counterparty would be exposed to a loss of 20. Further, the
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increased loss for the counterparty would result in a larger claim against the estate, which would

potentially reduce recoveries for other creditors of the estate.

The inability to exercise close-out rights is particularly problematic where a counterparty
has entered into back-to-back or related transactions. For example, a dealer or market maker
generally will have entered into one or more offsetting transactions to eliminate its financial
exposure and lock in a spread; the receipt of a payment under one contract offsets the obligation
to make payments under the related contracts. A debtor’s failure to post margin or make other
payments required under the contract puts an immediate liquidity pressure on the counterparty.
This liquidity pressure creates an immediate risk for counterparties, over and above any ultimate
loss that may be realized on the contract. It is therefore critical for the non-defaulting party to
close out contracts with the debtor, liquidate the collateral and use the proceeds to replace the
position with a solvent, creditworthy counterparty. These risks do not exist nearly to the same
extent for other creditors in bankruptcy. For example, the value of a loan secured by plant,

property or equipment is not likely to change rapidly after the filing for bankruptcy.

These risks are particularly acute with respect to central counterparties, which interpose
themselves between parties to Sate Harbored Contracts. Central counterparties reduce risk to the
system and to clearing members by reducing net exposures and by maintaining collateral and
other loss-absorbing mechanisms that prevent losses from being propagated through the financial
system. Central counterparties therefore serve a role similar to that of the safe harbors—as a
mechanism for containing contagion. But central counterparties can serve this risk-reducing
function only if they can quickly close out Safe Harbored Contracts to contain and manage their

own risk—otherwise, central counterparties become a vector for systemic risk.
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One of the primary effects of the certainty and protections afforded by the safe harbors is
to increase the liquidity of markets for Safe Harbored Contracts, which reduces the costs of both
the safe harbored transactions and the costs to the issuers of the assets underlying such
transactions. The history of the repurchase agreement market and the related safe harbor
demonstrates well this dynamic. In the early 1980s, the securities dealers underwriting the
issuances of U.S. Government debt (the so-called “primary dealers™) financed their purchases of
Treasuries by entering into repurchase agreements on the purchased securities with other market
participants in reliance on the “securities contract” safe harbor. In 1982, the Lombard-Wall
bankruptcy case threw a shadow over the safe-harbor protection for repurchase agreements by
holding that they were to be treated as secured loans rather than purchases and sales of securities
and were thus subject to the automatic stay.® The uncertainty that the case created had a
substantial effect on the repurchase agreement market—the volume of repurchase agreement
transactions dropped and the cost rose.” As a result, there was a measurable increase in the U.S.
Treasury’s borrowing costs and the cost of financing the U.S. debt. Concerned that the lack of a
robust and liquid repurchase agreement market would impair the U.S. Govemnment securities

market, Congress created the safe harbor for repurchase agreements in 1984.'

& Lombard-Wall Inc. v. Columbus Bank & Trust Co., No. 82 B11556 (Bankr. S D.N.Y., Sept. 16. 1982) (bench
decision). Courts in later decisions rule to the contrary, See e.g., In re Residential Resources, 98 B.R. 2 (Bankr, D.
Ariz. 1989).

? Bankruptcy Law and Repurchase Agreements: Hearing on H.R. 2852 and H.R. 3418 Before the Subcomm. on
Monopolics and Commcrcial Law of the H. Comin. on the Judiciary, 98thCong. 19 (1984) (statement of Hon. Waller
E. Fauntroy) (acknowledging the “major impact™ the ruling had on the repurchase agreement market and the resulting
increase in repurchase agrecment interest rates); Bankruplcy Law and Repurchase Agreements: Hearing on H.R.
2852 and H.R. 3418 Before the Subcomm. on Monopolies and Commercial Law of the H. Comm. on the Judiciary.
98th Cong. 48 (1984) (statement of Peter D. Sternlight, Executive Vice President of the Federal Reserve Bank of New
York) (stating that, in the aftermath of the Lombard-Wall case, some repurchase agreement participants withdrew
from the market and repurchase agreement financing costs were negatively affected).

14 at 18-19.
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Lombard-Wall’s effect on the repurchase agreement market demonstrates what would be
the result for other Safe Harbored Contracts were their safe-harbor treatment eliminated or scaled
back: the price of such transactions would increase, liquidity would decrease and the markets for
such contracts would undoubtedly shrink. In my experience, financial market participants simply
would not enter into certain Safe Harbored Contracts without the protection afforded by the safe
harbors, meaning that markets for those contracts could virtually disappear. Because of the direct
and dramatic effect that eliminating or substantially narrowing the safe harbors would have on
markets for Safe Harbored Contracts, a decision to proceed with such revisions equates to a
determination that these markets do not provide value to the financial system or the broader

economy and thus can be curtailed or eliminated.

The benefits of the safe harbors are also evidenced by the fact that many states have very
recently—since the financial crisis—incorporated safe-harbor protections into their laws
governing the insolvency of insurance companies. Rather than being subject to the Bankruptcy
Code or other federal insolvency law, insurance companies are subject to state “rehabilitation”
regimes, many of which did not originally contain safe harbors for financial contracts. As of
2013, at least 21 states had added safe-harbor protections to their insurer insolvency laws, and
most of these safe harbors have been added since 2008. My understanding is that the drive to
enact these reforms came from the insurers themselves (rather than from the banks and dealers) in
an effort to gain broader and more cost-effective access to markets for Safe Harbored Contracts,

such as repurchase agreements and swaps.

Elimination of the safe harbors could also affect the funding profile and stability of
financial companies, including systemically important financial institutions. In the absence of
safe harbors, the preference of parties providing funding would likely be for very short-term

11
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transactions in order to reduce the likelihood of being trapped in term transactions upon a
counterparty’s failure. Further, all counterparties—secured and unsecured, short term and long
term—would be more likely to stop engaging in new transactions (i.e., to “run”) at the first sign
of weakness, making entities less stable and resilient. The safe harbors, therefore, provide
counterparties the comfort necessary to engage in longer-term transactions and to continue to

engage in transactions with a financial company notwithstanding signs of weakness.

Last but not least, the United States is not alone in providing safe-harbor protections for
financial contracts. Since the financial crisis, numerous international bodies have considered the
issue of systemic risk and financial company insolvency. The resounding consensus has been in
favor of broad safe harbors for the termination of financial contracts, netting of amounts owing
and realization on related collateral if such contracts cannot be transferred to a creditworthy
successor within one or two days. This approach was enshrined in the Financial Stability Board’s
“Key Attributes of Effective Resolution Regimes for Financial Institutions,” which was endorsed
by the Group of Twenty Finance Ministers and Central Bank Governors (the G20) and serves as
the global standard for financial company insolvency regimes in the developed world."" This
approach was based on the financial contract safe harbors under the bank insolvency provisions of
the Federal Deposit Insurance Act and the Orderly Liquidation Authority provisions of the Dodd-
Frank Act, which served as models for the “Key Attributes.” Both the Basel Committee on

Banking Supervision and the International Monetary Fund, among others, support this approach.

Qutside the sphere of financial company insolvency, there has been broad international

support for safe harbors as effective means of protecting financial markets and cabining

" Financial Stability Board, Key Attributes of Effective Resolution Regimes for Financial Institutions (2011),
available at https://www financialstabilityboard.org/publications/r_111104¢c.pdf.

12
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contagion. According to data from the International Swaps and Derivatives Association, Inc., as
of 2010, there were thirty-seven jurisdictions allowing a non-defaulting party the right to
terminate and net obligations under derivatives contracts in the event of insolvency.> Any action
by the United States to scale back on the safe harbors would be at odds with the international
trend towards providing robust safe harbor protections. More importantly, it would put U.S. firms

at a significant competitive disadvantage.

More Targeted Measures Should be Pursued

Some have criticized the safe harbors and argued for their repeal, citing among other
things the creation of skewed incentives and potentials for distortions in asset markets. These
criticisms are particularly prevalent in academic circles. To the extent any such criticisms are
justified, and that they outweigh the safe harbors’ unquestionable benefits to the stability of
financial markets, such risks should be addressed directly, through targeted means, and not by the

blunt instrument of repealing or narrowing of the safe harbors.

Take for example the criticism that the safe harbor for repurchase agreements has created
an incentive for large financial institutions to rtely excessively on short-term repurchase
agreements rather than on other forms of funding.”® The banking and securities regulators are
uniquely positioned to address any such issues. In fact, regulators have already taken steps to

reduce reliance on short-term funding through tougher capital and liquidity requirements,'* and

'? David Mengle, The Importance of Close-Out Netting, ISDA Research Note, No. 1 (2010), available at
http://www.isda.org/rescarchnotes/pd[/Netling-ISD ARescarchNotes-1-2010.pdf.

3 Mark J. Roe, Statement (o the Subcommitice on Regulatory Reform, Commercial and Antitrust Law of (he
Committee on the Judiciary of the House, The Bankruptcy Code and Financial Institution Insolvencies (Dec. 3,
2013), available ar http://judiciary. house.gov/_files/hearings/1 13th/12032013_2/Roc%20Testimony. pdf.

! See Regulatory Capital Rules: Regulatory Capital, Tmplementation of Basel T1T, Capital Adequacy, Transition
Provisions, Prompt Comective Action, Standardized Approach for Risk-weighted Assets. Market Discipline and

13



46

plan further action.”> These rules address specific concerns about the funding profile of major
financial institutions without increasing risks to counterparties that would arise if the safe harbors

were instead narrowed or eliminated.

Consider also the criticism that the wide-spread close-out that can occur upon the failure
of a systemically important financial institution can have negative effects on markets for less
liquid collateral.  Rather than eliminating the transactions in question, by narrowing or
eliminating safe-harbor protection, I would encourage the committee to explore mechanisms that
provide for the continuity of such transactions and that avoid close-outs. A case in point is the
Federal Deposit Insurance Act’s treatment of Safe Harbored Contracts, which facilitates the
transfer of a failed bank’s portfolio of Safe Harbored Contracts to a creditworthy successor—a
successor that is solvent from a capital perspective and that has the liquidity to meet its
obligations. Similar concepts exist under the Securities Investor Protection Act, which facilitates
the transfer of a failed broker-dealer’s “customer” property and transactions to a successor broker-
dealer, and Subchapter IV of Chapter 7 of the Bankruptcy Code and the Commodity Futures
Trading Commission’s Part 190 Rules thereunder, which similarly facilitate the transfer of a
failed commodity broker’s “customer” property and transactions to a successor commodity
broker. Indeed, the recent “Chapter 14” bill proposed just such a mechanism in the context of

special bankruptcy proceedings designed to allow financial institutions to restructure rather than

Disclosure Requirements. Advanced Approaches Risk-Based Capital Rule, and Market Risk Capital Rule, 78 Fed.
Reg. 62018 (Oct. 11, 2013), available ar hip://www.gpo.gov/[dsys/pkg/FR-2013-10-11/pd(72013-21653.pdl;
Liquidity Coverage Ratio. 78 Fed. Reg. 71.818 (Nov. 29, 2013) (Proposed Rule), available af
http://www.gpo.gov/[dsys/pkg/FR-2013-11-29/pdl/2013-27082.pdl.

'* See Danicl K. Tarullo, Speech al the Americans for Financial Reform and Economic Policy Institute Conference
(Nov. 22, 2013) (indicating the need to address short-term wholesale funding through regulation and outlining
possiblc regulatory approaches) , available at

http://www federalreserve. gov/mewsevents/speech/tamillo2013 1122 htm.
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liquidate."® Such approaches may ultimately prove the most effective at reducing the systemic

risks associated with the failure of a major financial institution.

Finally, as noted at the beginning of my testimony, there are many aspects to systemic
risks. Some have argued that because the Dodd-Frank Act and related regulatory efforts are
aimed at reducing systemic risk, that there is no longer any justification for the safe harbors and
that they should therefore be repealed. At best, this argument fails to distinguish among the
various aspects of systemic risk. As I have described, the safe harbors are aimed at preventing
failures from cascading throughout the financial system—one form of systemic risk. But as the
2008 financial crisis demonstrated, there are many other forms of systemic risk. The Dodd-Frank
Act reforms are largely aimed at reducing other forms of systemic risk."” The fact that other
aspects of systemic risk are being addressed through other regulatory means does not mean that
the safe harbors are no longer justified or that they are no longer needed as a bulwark against
cascading failures. To the contrary, the multiple aspects of systemic risk require that we deploy a

variety of defenses.
Conclusion

In conclusion, the safe harbors should not be narrowed or repealed because they serve an
important role in preventing the spread of financial contagion throughout financial markets. The

certainty that these protections provide has created robust and liquid markets for Safe Harbored

'8 Taxpayer Protection and Responsible Resolution Act, S. 1861, 113th Cong. (2013).

'7 While the “single-counterparty credit limit” requirement of Section 165 of the Dodd-Frank Act is aimed at
reducing intcrconnectedness, it would of course not climinaltc it. The safc harbors would still be nceessary (o address
counterparty contagion risk under the remaining interconnections. Further, while the Orderly Liquidation Authority
provisions of the Dodd-Frank Act do address contagion risk, the Dodd-Frank Act provides that the Bankruptcy Code
remains the preferred means of addressing financial company failures. Accordingly. it cannot be said to address
contagion risk other than in the extreme cases in which it was designed to be used.
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Contracts. This is not to say that the safe harbors cannot be improved upon. The Financial
Contracts, Derivatives and Safe Harbors Advisory Committee, which 1 co-chaired with Judge
James Peck, recommended to the American Bankruptcy Institute’s Commission on the Reform of
Chapter 11 a variety of potential improvements to the safe harbors. Other work is under way to
develop mechanisms for providing continuity for financial contracts during the failure of a major
financial institution and other improvements to the way the Bankruptcy Code addresses the failure
of financial institutions. I encourage the subcommittee to consider these approaches when

considering potential reforms to the Bankruptcy Code.
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Mr. BAcHUS. Thank you.
Ms. Vris?

TESTIMONY OF JANE LEE VRIS, PARTNER AND GENERAL
COUNSEL, MILLSTEIN & CO., WASHINGTON, DC

Ms. VRis. Thank you. Thank you, Chairman Bachus
Mr. BAcHUS. Maybe pull that mike a little closer. It will actually
put less of a strain on

Ms. VRis. There we go. Is that better?

Mr. BACHUS. Yes, there you go.

Ms. VRris. Okay, great. Thank you, and thank you, Ranking
Member Johnson, as well for this opportunity to speak on behalf
of the National Bankruptcy Conference. I am the chair of the Cap-
ital Markets Committee there, and I am submitting for our testi-
mony today position papers and proposed changes to the Bank-
ruptcy Code that the conference has previously prepared. And
these topics cover both safe harbors for, let us call them, the quali-
fied financial contracts. By that I mean the derivatives, the swaps,
the repos that you have been hearing about, as well as some form
of bankruptcy proposal for treatment of SIFIs, the systemically im-
portant financial institutions.

So in a sense, I sort of appropriately sit in the middle here be-
cause I am dealing both with the QFCs and safe harbors, as well
as the Chapter 14 topic that I think you are going to be hearing
more about.

I will start with the SIFIs. We recognize in the conference that
SIFIs face extraordinary challenges in bankruptcy. Ordinarily the
mission in bankruptcy, and I think the Bankruptcy Code does a
good job of this, is to preserve asset value for the benefit of all of
the constituents. The automatic stay is a key component of that
protection. It protects the debtor’s assets from actions of creditors
that would otherwise allow them to get at the assets, favor the first
to act creditors, and leave less value behind for the other creditors.

When a SIFI files, we are concerned that to some extent the re-
verse happens, that the filing itself can trigger a loss of asset value
to the detriment of all parties concerned. I think it is important to
think for a moment what we mean when we say “when a SIFI
files.” By that I mean a parent holding company whose assets are
the equity in operating subsidiaries, institutions like banks, insur-
ance companies, broker dealers. So it is the parent that we are fo-
cusing on when we talk about bankruptcy solutions, including, I
think you will hear, for Chapter 14 type solutions.

The parent when it files has its assets protected by the automatic
stay, but the operating subsidiaries do not have the benefit of the
same protection. First, many of them are not eligible to file. Insur-
ance companies, banks, they cannot file for bankruptcy under any
chapter. Some subsidiaries can file, but only liquidation, and one
conducted by a trustee, which is not really conducive to maximizing
asset value for anybody.

So for these reasons when the parent files, the regulated subsidi-
aries may be seized by their regulators, both here in the U.S. and
abroad. Even if they are not seized, parties who have deposits with
the banks are likely to demand their deposits back, a lack of con-
fidence in the SIFI. And parties who may previously have been ex-
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tending short-term financing are likely to stop extending that fi-
nancing to those enterprises. All of this increases the need for li-
quidity at the subsidiaries at the same time that liquidity is no
longer available to those subsidiaries. In these circumstances,
value dissipates quickly.

We think that the safe harbors for QFCs to some degree contrib-
utes to this dynamic. Even at the parent level the counterparties
are not bound by the automatic stay. They may seize collateral, as
you heard from the judge. They may sell the collateral, and they
may terminate contracts. Not only at the parent level, but because
the parent often guarantees these qualified financial contracts on
behalf of its subsidiaries, when the parent files, because it is a
guarantor, that can trigger the rights of the counterparties down
at the subsidiaries to also terminate contracts, grab collateral. So
as a consequence, when the parent files, there is a ripple effect
throughout the entire enterprise that can cause assets to dissipate
and also increase the need for the liquidity.

We have thought about the ways in which the Bankruptcy Code
could be modified to help a SIFI when it files. We support some
limited modifications to the safe harbors. We think that would be
beneficial. But we do not support the wholesale revocation of those
safe harbors. We do recognize the single point of entry, and I think
you will hear more about this, framework for a bankruptcy solution
for SIFIs. Its chief component is allowing assets to be moved rap-
idly away from the parent, and to allow new management, and
with the help and the input of regulators, to make fundamental de-
cisions about how best to stabilize those subsidiaries away from the
battleground that bankruptcy can sometimes be and that the par-
ent will be under.

However, even for the single point of entry solution to work, we
think there must be a temporary stay of the safe harbors for the
qualified financial contracts. And we also believe that the entire
enterprise will need access to liquidity of some sort. And so, we
think while the Chapter 14 single point of entry is a very positive
development in the thinking about how to resolve SIFIs in bank-
ruptcy and the Bankruptcy Code can be amended to incorporate
that, we think it also requires some changes to the safe harbors
and requires some access to liquidity.

On behalf of the National Bankruptcy Conference, again I want
to thank you for allowing us to present this testimony today.

[The prepared statement of Ms. Vris follows:]
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The National Bankruptcy Conference (the "Conference") appreciates the opportunity
to participate in this hearing. The Conference is a voluntary, non- profit, non-partisan, self-
supporting organization of approximately sixty lawyers, law professors and bankruptcy judges
who are leading scholars and practitioners in the field of bankruptcy law. Tts primary purpose is
to advise Congress on the operation of bankruptcy and related laws and any proposed changes

to those laws.

The Conference has recognized that a failing systemically important financial
institution (STFT) faces extraordinary challenges when it becomes a debtor under the Bankruptcy
Code. In the bankruptey circumstances considered unique to a SIF, the debtor is a parent holding
company whose chief assets are equity in regulated banks and broker dealers with operations both
here and, in the case of global SIFIs (G-SIFls), internationally. When the parent files, its
regulated subsidiaries are likely to be seized by domestic and foreign regulators; depositors may
demand their deposits and short term financing throughout the corporate family ceases to roll over,
both increasing the need for liquidity and eliminating ready access to it; and remaining assets are
sold, some rapidly. In these circumstances, value and liquidity throughout the entire corporate
group dissipate quickly to the detriment of all constituents, and the resulting instability and “fire

sale” of assets may threaten market confidence in other SIFIs and the assets they hold.

Contributing to this dynamic, a group of provisions in the Bankruptcy Code referred to as
safe harbor provisions permit (generally) counterparties to short-term repo financings, swaps and
other derivatives to terminate agreements, set off obligations and seize collateral. Ordinarily, once
a company becomes a debtor, the automatic stay under the Bankruptcy Code prevents parties from
taking any of these actions, preserving asset value for the benefit of all creditors ratably in

accordance with legal priorities. However, actions by counterparties to derivatives, or Qualified
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Financial Contracts (QFCs) (a term used elsewhere but not in the Bankruptcy Code), are to a
meaningful degree exempt from the automatic stay. This freedom to act is firmly embedded in
intemnational forms for global transactions of this nature. In addition to being a party to
derivatives itself, the parent holding company for the SIFT may have also guaranteed its
subsidiaries” derivative obligations. As a consequence, a bankruptcy filing by the parent STF1 who
is also a guarantor typically triggers a default under each of its subsidiaries” derivative obligations,
permitting the counterparty to demand cash collateral from the subsidiary or even to terminate the
denvative prematurely, generating termination obligations for the subsidiary. With access to
capital constrained by the parent filing, these new demands can cause a subsidiary which is
otherwise financially sound to buckle. Tt is only a matter of time before the failure of the
guarantor parent assures either the seizure (for the regulated banking entities) or filing (for the

other entities) of most if not all of its subsidiaries.

The Conference has considered ways in which the Bankruptcy Code could be modified to
avoid the meltdown described above without unduly interfering with the global derivatives market.?
I have attached to my opening statement three resources reflecting the views of the Conference on
these issues. The first is a letter from the Conference in January this year submitted to Senators
Cornyn and Tommey in response to S. 1861 entitled the “Taxpayer Protection and Responsible
Resolution Act (“TPRRA”). The letter recommended medifications to the TPRRA, some technical
and some substantive, and identified in more detail than here the challenges a SIFI faces. The other
is testimony I presented on behalf of the Conference to the American Bankruptcy Institute

Commission to Study the Reform of Chapter 11 in May of last year. The testimony summarized

% The Dodd-Frank Wall Street Reform and Consumer Protection Act {the “Dodd-Frank Act”) has created a
mechanism for resolution of SIFls outside of bankruptcy and created other measures designed to minimize the
impact of a failed SIFl on the financial system generally. Notably, though, it did not alter the Bankruptcy Code for
SIFls.
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prior recommendations the Conference had given the House Judiciary Committee to amend the safe
harbor provisions in the Bankruptcy Code. For reference, Thave also included the Conference’s
2010 letter to Representative Conyers in his capacity as Chairman of the Committee on the
Judiciary with a more detailed description of the recommended amendments to the safe harbor

provisions. These attachments constitute the Conference’s testimony today.

T also present a few observations summarized from the attached materials. First, SIFIs need
liquidity to function, and a bankruptcy filing disrupts the ability of a SIFI to pump Liquidity
throughout its enterprise. Second, even the threat of a bankruptcy filing pulls liquidity and the
ability to replace it rapidly away from a SIFL. Third, a bankruptcy filing can trigger the need for
even more liquidity throughout the SIFI under its QFCs as counterparties act on their legal remedies

largely free from the constraints of the automatic stay.

As stated in the Conference’s 2014 letter to Senators Cornyn and Toomey in response to

TPRRA (on page 2):

The NBC generally supports the idea that resolution of [SIFIs] should be done in a
manner that (i) maximizes value for stakeholders, (ii) minimizes systemic disruption and
moral hazard, yet (iit) protects taxpayers from loss. We accordingly support the growing
global consensus that financial firms should be required to maintain a sufficient stack of loss
absorbing, contractually or structurally subordinated equity and debt that can be utilized to
quickly recapitalize the enterprise . . . .

The Conference has not proposed a single set of modifications to the Bankruptcy Code to
address all of these issues. It has recognized the single point of entry (SPOE) approach, which has
been proposed both for out of court and bankruptey resolutions, as a framework which can insulate

the operating entities in the SIFI from the shock created by the parent bankruptey filing.* The

® Fellow Conferee Donald S. Bernstein testified in his individual capacity before this Subcommittee on December 3,
2013 and in his testimony gave a detailed and excellent description of the SPOE approach. | would refer this

4



57

Bankruptcy Code can be effectively amended to permit a SIFT debtor (or regulators on its behalf) to
transfer all of the equity it holds in its operating subsidiaries to a newly formed subsidiary, allowing
new management to decide how best to handle the operating subsidiaries while allowing the parent
to realize and distribute any equity value which might remain after stabilizing and resolving the
situation at the operating subsidiaries, utilizing familiar and tested bankruptcy precepts. This SPOE
structure assumes there will be coordination with regulators, both domestic and, for G-SIFIs,
foreign. In fact, much of that coordination should occur before the bankruptey filing. The
modifications to the Bankruptecy Code to permit the SPOE transaction are not intended to — and

cannot -- replace the need for communication with and the cooperation of relevant regulators.

To be effective and to permit the immediate and orderly transfer of assets which is core to
the SPOE approach, any SPOE regime must include at least a temporary stay from counterparty
actions under QFCs at the parent and subsidiary level. Even with the SPOE approach, though, the
Conference considers some ability to access new capital for liquidity essential. The Conference
believes that without this, regulators and the market generally wall lack the confidence needed to
preserve at least a minimal sense of calm without which all parties -- regulators, counterparties and

other market participants — will race to seize assets and withdraw liquidity at all levels of the SIFT.
Once again, on behalf of the National Bankruptcy Conference I would like to thank the

Chair and the rest of this Subcommittee for inviting the Conference to testify here today and for

permitting us to submit our prior work as part of this testimony.

Subcommittee to his testimony rather than attempt my own description here.

5
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Attachments to Testimony of Jane Lee Vris
On behalf of the
National Bankruptcy Conference
Worldwide Web References

1. Letter from National Bankruptcy Conference dated January 29, 2014 to Senators Cornyn and
Toomey regarding R. 1861 — Taxpayer Protection and Responsible Resolution Act

http://www.nationalbankrupteyconference.org/images/NBC%20Ltr%20re%205%201861%20(Ch%29
14).pdf

2. Statement of Jane Lee Vris on behalf of the National Bankruptcy Conference before the ABI
Commission to Study Reform of Chapter 11, May 15, 2013

[Not available without credentials through worldwide web.]

3. Letter from National Bankruptcy Conference dated March 15, 2010 to Representative Conyers
regarding Proposed Amendments to the Bankruptcy Code Concerning Exemptions for Financial
Contracts

htto://www.natipnalbankrupteyconference. org/images/National%20Bankruptey%20Conference-
%20Proposed®%20Amendrments%20t6%20tha%20Bankruptcy?%20Code%20Concerning%20Exemptio
ns%20for%20Financial%20Contracts 3-15-2010.pdf
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Letter from National Bankruptcy Conference dated January 29, 2014 to Senators Cornyn

and Toomey regarding R. 1861 — Taxpayer Protection and Responsible Resolution Act
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NATIONALBANKRUPTCYCONFLRENCE

A Voluntary Organization Composed of Persons Interested in the

af the -y Cade and Its A
OIT] "g]-:fl{ January 29,2014
Vi G
r ‘n
- “. Hon. John Cornyn Hon. Pat Toomey
o e e e United States Senate United States Senate
Washington, DC 20510 Washington, DC 20510

CONFEREES

Re: S, 1861 - Taxpayer Protection and Responsible Resolution Act

The National Bankruptcy Conference (NBC) is a voluntary, non-partisan,
not-for-profit organization composed of about 60 of the nation’s leading

Congress on bankruptcy legislation for over 75 years. T enclose a Fact Sheet,
which provides further information about the NBC.

The NBC has reviewed S, 1861, the “Taxpayer Protection and

issues. Our substantive comments follow immediately below. 1n addition,
consistent with our mission of providing technical assistance to Congress in this
very technical area of the law, and without regard to our substantive comments,
we have reviewed the legislation for technical and drafting issues that might
prevent the bill from achieving its policy objectives. Following the substantive
comments is our report on technical and drafting issues and our suggested
solutions. We hope this report is helpful in your deliberations.

Background

TPRRA creates a new chapter 14 of the Bankruptcy Code available only
for “covered financial corporations”, which are bank holding companies or
financial institutions. The chapter 14 debtor is likely to be a parent entity with its
operations and regulated activities conducted through subsidiaries or affiliates.

permit an expedited transfer of potentially all the assets of the debtor at the
nvzrires beginning of the case, to be administered outside of the confines of the debtor’s
T case and away from the jurisdiction of the court. This is accomplished through
the rapid transfer of select assets and liabilities to a new bridge holding
company, a “bridgeco,” whose equity interests are held in trust for the chapter
14 estate and administered by a special trustee approved by the court. A
temporary stay prevents the occurrence of certain destabilizing actions during
the transfer process. The expectation is that the chapter 14 debtor in possession
will thereafter complete a plan process using the same provisions as under a
chapter 11 case, culminating in a plan to distribute any proceeds realized by the

ADMINISTRATIVE OFFICE
THERT &, WK
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special trustee from the equity of the bridgeco to the creditors of the parent company
whose debts have not been assumed by the bridgeco as part of the asset transfer.

The bridgeco mechanism attempts to set the stage for and enable what is now
commonly referred to as the Single Point of Entry strategy for resolution of SIFls. The
TPRRA does not contain any special liquidity facility and repeals title 11 of the Dodd-
Frank Wall Street Reform and Consumer Protection Act, including the potential credit
support guaranty facility and the ability of U.S. regulators to take over the resolution
process if necessary to gain the cooperation of foreign regulators. The NBC has not
studied the repeal of title IT and thus takes no position on the repeal, focusing instead on
the portions of TPRRA that contain the proposed chapter 14 provisions.

General Observations

At the outset we note that the NBC has not previously reviewed the TPRRA or
any of the proposals on which it is based, so our comments and questions about the bill
are necessarily preliminary and general given the limited time we have had for review.
Based on our preliminary review, several menibers expressed serious reservations about
whether the approach under TPRRA would work for SIFls, raising as it does novel and
difficult issues. We have provided a preliminary discussion of some of the most
important issues below. We will continue to study the bill after submission of this initial
letter and hope to provide more detailed drafting comments in the future.

The NBC generally supports the idea that resolution of covered financial
corporations' should be done in a manner that (i) maximizes value for stakeholders, (ii)
minimizes systemic disruption and moral hazard, yet (iii) protects taxpayers from loss.
We accordingly support the growing global consensus that financial firms should be
required to maintain a sufficient stack of loss absorbing, contractually or structurally
subordinated equity and debt that can be utilized to quickly recapitalize the enterprise,
as well as assets (such as intercompany loans) that can be contributed to the capital of
distressed operating subsidiaries in connection with any such recapitalization. In
contrast to the unitary bank model employed in some other countries, the bank holding
company structure in the United States facilitates this approach by separating significant
amounts of long-term unsecured debt from deposit and account-holding regulated
entities, thereby adding an additional layer of loss absorbency at the holding company
level.

1”Covered financial corporalion” is Lhe lerminology used in the TPRRA, seclion 3(a), adding a
new seclion 101(9A) Lo the Bankruplcy Code. The enlily does nol have Lo be a SIF|, since any
bank holding company can gualify for chapler 14. Some of our concerns here, parlicularly with
respect Lo the need for liquidily and global coordinalion, are aimed primarily al SIFIs and G-
SIFIs. We recognize that a limited number of smaller bank holding, companies holding only US
assets have been able to restructure on an expedited basis under chapter 11, and if anything,
chapter T4 as proposed would polentially make such restructurings easier.
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The proposed chapter 14 takes advantage of the bank holding company structure
to recapitalize the covered financial corporation by permitting the rapid transfer of select
assets —equity in subsidiaries and other assets held at the parent holding company —to
the bridgeco, leaving significant (if not most) liabilities of the parent behind. We believe
that to be successful, any such recapitalization needs to be announced and accomplished
with remarkable speed to stabilize the recapitalized firm and minimize any liquidity
"run" or asset fire-sales. The TPRRA addresses this by including expedited procedures to
create the bridgeco. (Our detailed comments below suggest ways in which the
procedures can be further expedited.) We also believe the temporary stay prohibiting
the exercise of rights by counterparties to qualified financial contracts (“QFCs”) has the
potential to substantially reduce the short-term liquidity and collateral needs of the
covered financial corporation and avoid wholesale termination of QFCs on terms
disadvantageous to the covered financial corporation, aiding in its near-term stability
and ability to recapitalize. Civen the interconnectivity of exposure between covered
financial corporations which are SIFIs through QFCs, the temporary stay may also
significantly reduce the risk of contagion.

Stabilizing and permanently restructuring any financial institution, though, will
require some form of immediate liquidity source and/or credit support which the
TPRRA does not provide. Despite the speed of the recapitalization proposed nnder
TPRRA, we believe, even under the best of circumstances, it will take a period of time
for the market to assimilate information about the financial restructuring of the covered
financial corporation before the institution's full access to market liquidity returns.”
Without some degree of certainty that the bridgeco has sufficient liquidity on its own
taking into account the specific assets and liabilities assumed and discarded, that
funding will be available at the time of filing, or failing both, without advance planning,
commnnication and coordination among the debtor, the Federal Reserve Board, and
regulators worldwide, the commencement of a chapter 14 case may cause ring-fencing
by regulators worldwide, flight of short-term capital and value erosion. In severe cases,
these events could cause the very sort of run on the regulated subsidiary entities that the
Single Point of Entry strategy seeks to avoid.

The TPRRA needs to provide for an additional source of backstop interim
liquidity for those covered financial corporations which will file without sufficient
liquidity to prevent flight of short-term capital and stabilize the institution, particularly
if there is a risk of contagion. The backstop can be limited to fully secured commitments
or advances similar to the discount window currently available to banks. At a minimum,
consideration should be given to incorporating provisions similar to section 364 to

2 The regulaled banks held by Lhe bridgeco will have access Lo Lhe discounl window and Lheir
deposils will be supported by deposil insurance, both of which should prevent and/or fund any
run on its liquidity resources. However, covered financial corporations that are diversified
financial firms will have broker dealers, insurers, and other operating subsidiaries which lack
access Lo any credil supporl other than Lhrough the public markels,
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permit priming liens in the bridgeco’s assets and first-out provisions for any new credit
support provided to bridgeco, although we question whether even this will be sufficient
to entice the public markets in the early stages of the recapitalization. In any event, all of
the NBC's comments below must be understood in the context of our overriding concern
that a successful recapitalization which achieves all of the goals stated at the outset of
this memorandum cannot be achieved in all cases without some provision for
potentially significant credit and collateral support.

Section-by-Section Comments

TPRRA Sec. 3(c). Who May be a debtor: The court should have the power to
authorize the conversion of a case under chapter 14 to a case under chapter 7 once the
transfer of assets to the bridgeco has occurred pursuant to section 1406. Section 1112
should be modified to permit conversion from chapter 14 to chapter 7. Chapter 7 will be
necessary in those instances when a chapter 14 debtor is not able to satisfy the
requirements for confirmation of a plan, for example, when the administrative expenses
cannot be paid in full in cash.

TPRRA Sec. 3(b). Applicability of chapters: Rather than create a full plan process in
chapter 14 or create the bridgeco mechanismn within existing chapter 11, TPRRA adds a
new section 103(m), which incorporates the chapter 11 plan process into chapter 14,
Given this approach, section 1401 should be expanded in a manner similar to section 901
after a thorough review of provisions in the other chapters of the Bankruptcy Code to be
sure their omission or inclusion is intentional.

Bankruptcy Code Sec. 1401. Inapplicability of other sections: See above.

Bankruptcy Code Sec. 1402, Definition of “capital structure debt”: The definition
creates a category of liabilities that are not permitted to be transferred over to the
bridgeco. 1t is critical to the success of a chapter 14 recapitalization that many liabilities
presumptively do not get assumed by the bridgeco. But great care should be taken with
this definition. Liabilities transferred over to bridgeco will presumably receive much
better recoveries than those left behind. The potential preferential treatment of certain
obligations and liabilities violates the fundamental bankruptcy policy of equality of
distribution and should occur only in furtherance of the chapter 14 goals. We considered
whether to approach the exercise by restricting the types of debts that bridgeco could
assuine rather than defining the liabilities that must remain with the chapter 14 debtor,
but determined that the Bankruptcy Code should give the Federal Reserve Board and
the special trustee flexibility in creating the optimum bridgeco. In any event, the NBCis
concerned that debt can be too easily structured to avoid characterization as capital
structure debt if the definition is based on the original niaturity date and suggests that
the following concept would not be as easily manipulated: all unsecured debt for
borrowed money for which the debtor is the primary obligator.

Bankruptcy Code Sec. 1403. Conrmencement of case: The successful
recapitalization under chapter 14 requires speed and certainty. After the fact challenges
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to either the appropriateness of the filing or the creation of the trust will undermine the
very maintenance or restoration of market confidence and prompt access to sources of
liquidity the bridgeco mechanism is designed to achieve. 1t is critical that the statute be
unambiguous, standards clear and opportunity to undo non-existent. Similarly, we
anticipate that before the chapter 14 petition is filed, most if not all of the planning for
the creation of the bridgeco will have occurred by the Federal Reserve Board and the
debtor in coordination with other relevant regulators, sources of funding and, in some
cases, potential buyers. A meaningful judicial review process of even one day could
jeopardize the process, and the NBC is concerned that the proposed one-day judicial
process would not be meaningful in any event given the import of the findings the court
is required to make.

We therefore propose here and in other places that certain actions would require
Federal Reserve Board approval in lieu of a notice and hearing before a court. We would
remove the requirement of a court determination in section 1403(a)(2)(B) and require
that for any petition to be accepted, the Federal Reserve Board must make the finding
and certification described in section 1403(a)(2)(A). Removing the judicial approval
construct would also mean removing the appeal process. To the extent it is considered
either necessary or desirable to limit the type of filing that is not subject to judicial
review further, we would still recommend removing the judicial approval construct
under section 1403(a)(2)(B) so long as the covered financial company has not objected to
the Board’s action within some very limited period of time. We also recommend that in
the event the debtor has either filed the petition or consented to the petition at the time it
is filed, the members of the board of directors and management involved in that
decision should be able to make it free from any threat of recrimination or penalty from
the constituents at the chapter 14 entity. The filing triggers an immediate transfer of
potentially all the assets of the chapter 14 entity for a recapitalization process that will be
largely without judicial review and will not be undertaken solely for the benefit of the
chapter 14 constituents. It is easy to imagine that the constituents’ representatives will
challenge the decision-making process that results in the extraordinary transfer of assets
without legally required approvals under constituent documents, exchange rules and
state laws requiring shareholder approval and the like. We would therefore recommend
that the statute include some form of safe harbor or exculpation protecting members of
the debtor’s board of directors and management for participating in the decision-making
process, albeit a narrowly crafted one.

Bankruptcy Code Sec. 1404. Regulator: None.

Bankruptcy Code Sec. 1405. Special trustee and bridge company. As a preliminary
observation, we believe the TPRRA anticipates that either the chapter 14 debtor will
have created an intermediary entity which can act as the bridgeco shortly before the
filing or one will be created simultaneously with the filing. In either event, the section
should more clearly distinguish between (1) the new holding company to which the
assets and certain liabilities of the chapter 14 debtor are transferred, (2) the trust, which
holds the equity of the new holding company, and (3) the equity of the subsidiaries held,
after the transfer, by the new holding company. Section 1405(a)(1) appropriately
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requires that the enlity should not be a preexisting company which has liabilities and
assets prior to the filing, For additional clarification, some consideration should be given
to insulating this new bridgeco from preexisting liabilities that attach by operation of
law on a joint and/ or several basis (for example, certain tax liabilities). ldeally, the
provision should also contemplate the transfer of lower-tiered equity interests in a
multi-tiered enterprise, while skipping the assets and liabilities of intermediate funding
entilies, so that bridgeco can recapitalize not only by the conversion of the parent debt to
equity but also by similar recapitalization of mezzanine type financing, for example,
trust preferred securities, although this additional type of selection requires more
detailed analysis.

Management of bridgeco and guardianship of the bridgeco interests will be
significant factors in the effort to restore or maintain market confidence. In addition,
similar to our comment with respect to section 1403, the designation of the special
trustee and management of bridgeco must be rapid and certain. To the extent the
Federal Reserve Board has appointed a person (or entity) to act as special trustee at the
time the request to create the trust is filed, that appointment should be final, absent
subsequent gross negligence, fraud, or similar misconduct. Likewise, the Federal
Reserve Board’s consent to the designation of senior management at bridgeco should be
required, again with the expectation that these individuals will have been selected prior
to the actual filing. Once the trust has been established and the selected assets and
liabilities transferred, the powers of the special trustee would include the power to
replace and appoint new senior management without further court approval. At the
chapter 14 case level, we believe that once the bridgeco order has been entered, the
mandatory appointment of a trustee rather than the continued control of prior
management as a debtor in possession under section 1107 is appropriate. (This should
not preclude any party in interest from seeking the appointment of a trustee sooner, and
some consideration should be given to an expedited request process if the Federal
Reserve Board wants a trustee at the chapter 14 debtor immediately upon filing.) The
chapter 14 debtor is not an operating entity after the transfer, and there is no particular
experlise existing management has for the negotiation of the allocation of value among
the chapter 14 constituents or administration of the claims allowance process. Removal
of existing management from the chapter 14 process should add to the perception of
fairness in the overall process.

Section 1405(b)(3) requires the special trustee to provide notice to the parties in
interest in the chapter 14 of certain corporate actions, including significant actions
affecting the assets and liabilities of the bridgeco. Nothing further is provided for,
leaving open the possibility that creditors and even equity interest holders in the parent
can object in court but equally leaving open the possibility that there is no recourse
beyond the ability to voice an objection. The special trustee will require extraordinary
skills in executing its fiduciary duties under extreme stress and time constraints. 1t may
seem beyond dispute that there is little a special trustee could do which would harm the
chapter 14 constituents beyond the filing itself, but experience has taught us that it is a
rare bankruptcy case in which valuation and strategy disputes do not exist. We would
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recommend that rather than such an open-ended process creating uncertainty both as to
the finality of actions taken by the special trustee and the special trustee’s potential legal
exposure for taking those actions, the statute permit (but not require) the special trustee
to specify any actions it intends to take in furtherance of the recapitalization of bridgeco
and its subsidiaries and, so long as the Federal Reserve Board does not object to any of
those actions, to allow the bridgeco order to reference such actions and immunize the
special trustee and the bridgeco’s directors and officers from any liability to the chapter
14 parties-in-interest for taking those actions.

The disclosure statement is a crucial element of the plan proposal process;
informed consent is essential. There are known difficulties in gathering and
understanding information when a debtor loses access to its books and records. Here, a
significant portion of the debtor’s books and records may be transferred to the bridgeco
and no longer in the control of the chapter 14 entity. The standard for the chapter 14
trustee’s access to that information in the current proposal seeins unnecessarily high. We
recommend that in lieu of “necessary” in section 1405(b)(2)(B), the special trustee should
make the information available if “necessary or advisable”.

Bankruptcy Code Section 1406: Special transfer of property of the estate. This
section, authorizing transfers of assets into the trust, should make clear that once assets
have been transferred into the trust, they are no longer part of the chapter 14 estate by
adding a new sentence following the first sentence of section 1406(a): “Property ceases to
be property of the estate once the court has ordered the transfer and the transfer has
occurred.” (Conforming clarifications may also be required to sections 1407 and 1408.)
Section 1406(c)(3) should be deleted: the bridgeco will not be a deposit holding entity
under any circumstances. To the extent that this provision refers to deposits which the
chapter 14 entity itself holds as depositor at any of its subsidiaries, there should be no
absolute requirement that all such deposits go over to the bridgeco. Once the bridgeco
has been created and assets have gone over, the chapter 14 estate will have no access to
cash flow. Conceivably, it might be able to get new (probably expensive) financing, but
to the extent it has sufficient cash to fund its chapter 14 administrative expenses and
fees, it should be allowed to retain at least some cash for that purpose.

Section 1406(c)(4) requires the court to find by a preponderance of the evidence
that the Federal Reserve Board has certified as to adequate assurance of future
performance of contacts, leases and liabilities assumed by the bridgeco. We are not
certain that this requirement adds anything beyond the certification by the Federal
Reserve Board itself, and in any event, believe that the Federal Reserve Board
certification should be sufficient. We would therefore recommend substituting a
requirement that the Federal Reserve Board provide the certification in a filing with the
court for the current section 1406(c)(4). Further, as with our earlier comments on sections
1403 and 1405, we believe that the Federal Reserve Board’s consent should also be
required. While there is no time period prescribed for the judicial review in this section,
the temporary stays in section 1407 and 1408 create a practical 48-hour limit for the
review process. We believe it will be far more valuable for the statute to encourage an
active dialogue between the Federal Reserve Board and the prospective debtor (whether
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as a continuation of the living will dialogue or otherwise) and to that end, the specifics
of bridgeco should be in hand and approved by the Federal Reserve Board by the time
the filing is made with the court.

‘We believe that the TPRRA should specifically address the treatment of liens in
assets which are transferred to the bridgeco. Section 363(k) provides for credit bidding,
but we do not expect that the transfer to bridgeco will occur in any sort of auction
process. One possibility would be for the liens to transfer with the assets on a
nonrecourse basis; there could also be a mechanism for bridgeco essentially to purchase
the collateral by giving the secured creditor cash equal to the value of the lien (although
this would have to be accomplished in a manner that did not interfere with the
expedited transfer at the beginning of the case). As a practical matter, there may not be
much of any secured debt at the chapter 14 entity, but to the extent there is, the transfer
process currently leaves the treatment of liens uncertain.

Bankruptcy Code Section 1407. Automatic stay; assumed debt: See below.

Bankruptcy Code Section 1408. Treatinent of qualified financial contracts and affitiate
contracts: Both this section and section 1407 create special stay provisions and are
addressed together here. These special stay provisions go beyond established
bankruptcy concepts by staying actions against nondebtors and their assets which
would otherwise occur because of the condition of the chapter 14 debtor and the transfer
to the bridgeco. They also significantly curtail actions by counterparties under QFCs,
which normally are protected by a variety of safe harbor provisions under the
Bankruptcy Code, safe harbors which include, importantly, special carveouts from the
automatic stay under section 362. Both of these new special stay provisions are in our
view appropriately limited in duration and scope; they are necessary to give the Single
Point of Entry approach to recapitalization a brief moment in time to freeze the effect of
the chapter 14 filing until the bridgeco is up and running and has assumed the liabilities,
contracts and leases it wants in order to recapitalize.

The transfer provisions are similar to, but not identical to, section 365.
Significantly, the bridgeco has the power to assume notwithstanding any state or
contractual restrictions, but not the power to assign in a subsequent transaction. We
considered whether these special provisions should extend to a subsequent transfer, and
concluded that on balance, because of the indeterminate duration of the bridgeco and
the myriad of potential transactions it may engage in during that time, it was better not
to give special treatment to subsequent transfers.*

2 Seclions 1407 and 1408 idenlify assumplions, assumplions and assignmenls, and assignment in
various places. We believe the inlent in cach case is in conneclion wilh (he Lransfer Lo bridgeco
and not a subsequent transfer. It is possible that a more consistent use of the different
terminolopy is required. As time permits, we recommend a thorough review of this terminology
Lo avoid confusion laler,
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We note that in a number of places, these special provisions preclude the
termination or modification of rights or obligations during the period in which the
special stay provisions are in effect. We believe particularly in light of the fact that debt
instruments are included in these special provisions, that the sections should specifically
reference acceleration (that is, eliminate or stay any acceleration) and any other
modification that occurs automatically upon the occurrence of one the specified events.
For example, most debt instruments provide for automatic acceleration of debt upon the
debtor’s (and sometimes, any of its significant affiliate’s) bankruptcy filing. There is no
need for this automatic acceleration for debt that is assumed by the bridgeco within the
prescribed time limits, and unwinding it may be more than a matter of simply
reinstating the debt. Likewise, some securitizations have “flip” or “extinction” clauses
which purport to change contractual entitlements to waterfalls upon a bankruptey filing.
These should also not be triggered automatically upon the filing. In other words, the
concepts termination and modification should clearly include any alteration in the
contractual or legal status quo that occurs because of the events specified, and for the
periods specified, in the applicable subsections of sections 1407 and 1408.

The NBC does not have substantive comments on any of the sections following
section 1408.

Technical and Drafting Comments

As a general comment, the NBC believes it would be preferable to include the
provisions on covered financial corporations in a new subchapter V of chapter 11,
instead of adding a new chapter 14. Most of the provisions of chapter 11 are applicable
to such cases, fewer Bankruptcy Code sections would have to be amended, and it would
cause less confusion if the new provisions on covered financial corporations were placed
in a new subchapter of chapter 11.

Other comments relate to specific provisions. References are to the new
provisions of titles 11 and 28, rather than the bill sections.

§103(!) - As proposed (“Chapter 14 of this title applies only in a case under this
title concerning a covered financial corporation”), this subsection suggests that chapter
14 would apply if a covered financial institution files a chapter 7 or chapter 11 petition
(even though section 109 would not make it eligible for such a filing). To make it clearer,
we suggest: “Chapter 14 of this title applies only in a case under such chapter.” That also
conforms to the style of section 103 (see 103(i) and (j)).

§103(m) - The new section 103(m) is fine, but if it is added to the Code it will
conflict with section 103(g). Therefore, section 103(g) should be amended as follows:
“Except as provided in sections 103(m) and seetien 901 of this title,...”

§109(i) - To conform to the style used in other subsections of section 109 (see
section 109(d), (e) and (f)), change section 109(i) to: “Only a covered financial
corporation may be a debtor in a case under chapter 14 of this title.”
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§ 1401 - Change to read: “Sections 321(c) and 322(b) of this title do not apply ina
case under this title.”

§1402(2) - Change to read “.... under section 1405(a) of this title.”

§ 1402(4) - First, the list of sections referenced in this provision should include
section 561. Also, the referenced sections do not define “contractual right.” Therefore,
change section 1402(4) to the following: “The term ‘qualified financial contract” means
any contract as-defined of the kind described in section 555, 556, 559, e+ 560, or 561 of
this title.”

§1402(5) - Change to “The term “qualified financial contract’ means any contract
of a kind speeified defined in paragraph (25) ...” Note that the sections cited do contain
definitions. Also, add “of this title” after “section 761).

§ 1402 - The use of the word “trustee” used in sections 1405, 1406 and elsewhere
is confusing. Chapter 11 uses that term to mean a person appointed or elected under
section 1104. Although section 1107 generally gives the debtor in possession the rights
and powers of a trustee, it is unclear whether “trustee” in chapter 14 is meant to include
a DIP when a trustee has not been appointed. For example, see section 1405(a), which
says “On request of the trustee or the Board, the court may order the trustee to appoint
...” Is it intended that a DIP can make that request if there is no trustee? Does the court
order the DIP to appoint the special trustee? To make it clear, we suggest that a
definition of “trustee” be included in section 1402. If it is intended that “trustee” mean a
DIP if there is no trustee, section 1402 can define “trustee” to mean “a person that has
been appointed or elected under section 1104 of this title, and that has been qualified
under section 322 of this title, to serve as trustee in the case or, in the absence of such
persor, the debtor in possession.”

§ 1403(a)(2) - The way the proposed provision is organized, a Board petition
certifying circumstance (IV) requires a duplicate certification of imminent financial harm
to financial stability in the US (see 1403{a)(2)(A)(i)(1V) and (a)(2)(ii), which are both
required). We suggest that (TV) be changed by ending it after “sufficiently soon”, thereby
deleting “such that the immediate commencement of a case .... financial stability in the
United States.” An alternative fix would be to move the provision that is now
1403(a)(2)(A)(ii) to follow (a)(2)(A)(I)(IIT) and then have what is now (a)(2)(A)(IV) as an
alternative basis for a Board petition.

§ 1403(a)(2)(B) - This refers to the “bankruptcy court” making a determination
that the requirements for commencing the case have been satisfied. 1s it intended that 28
USC § 157 does not apply? Does the bankruptcy court’s authority to make this
determination depend on a reference under section 157(a)? Can a district judge
withdraw the reference under section 157(dl)? If not, perhaps section 1403(a)(2)(B) should
start with “Notwithstanding section 157 of title 28.” If it is not intended that section 157
be displaced, it may be better to say “court,” instead of “bankruptcy court.” This also
applies in other places where “bankruptcy court” is used. Similarly, section 1403(c)(1)
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and (2) refer to the “district court” hearing an appeal. If a district judge withdraws the
reference and there is an appeal, it should go to the court of appeals.

§ 1403(b)(1) - As proposed, the hearing must be within 12 hours after a
certification under section (a)(2)(A), but there is nothing that prevents the certification
from being made (signed) before the petition is filed. To avoid the 12-hour period from
expiring prepetition, change “makes a certification under subsection (a)(2)(A)” to “files a
petition under subsection (a)(2).” The certification must be in the petition. In addition,
on lines 19-20, will the wording “with notice only to” create a potential problem if
someone else (other than the listed entities) gets actual notice? Would the court
proceeding then not be a “hearing described in this subsection”? 1t may help to insert
“given by the Board” between “notice” and “only”. This also seems like an indirect way
to prohibit notice to other parties (which is apparently the intent). Perhaps change
section 1403(b)(2) to directly prohibit such notice (“Only the Board and the entities listed
in paragraph (1) may receive notice, attend, or participate in a hearing...”).

§ 1403(b)(2) - Change the last sentence as follows: “Transcripts of such hearings
shall be sealed until the erd-of the case is closed.” The “end of the case” is ambiguous
and not consistent with Code style.

§ 1403(c) - First, the provision is silent about further appeals to the court of
appeals. If the intent is to limit appeals to the district court level, an exception should be
provided to make the relevant provisions of title 28 (§§158, 1291, 1292) inapplicable. 1f an
appeal to the court of appeals is contemplated, providing for an expedited appeal
should be considered. Second, (c)(1) says that a covered financial corporation may file an
appeal, but itis silent on whether the Board may file an appeal if the bankruptcy judge
dismisses the case because it finds that the Board has failed to meet its burden to prove
that the requirements for the filing have been satisfied? The negative inference is that the
Board does not have the right to appeal, but it is not clear? Are they to be treated as the
SEC is under section 1109(a)? This should be clarified. 1t could be clarified by amending
proposed section 1404(a). Third, section 1403(c)(2) is missing language specifying within
12 hours of what shall the district court review the determination. Should it be “within 12
hours of such determination?

§ 1403(d)(2) - Though this may be a substantive comment, it has been suggested
that “bankruptcy court shall immediately order” should be changed to “bankruptcy
court shall promptly order” to give the court some leeway if it is impractical to issue the
order exactly when the time to appeal has expired or when the district court affirms.

§ 1403(d)(2)(B)(i) - Change it to read “the period for appeal ... has passed
expired without an appeal.”

§1404 - The provisions regarding the Board’s and the FDIC's standing are
unclear. Does “case or proceeding under this title” mean only a proceeding that arises
under title 11, or does it have a broader meaning (any proceeding arising under title 11,
or arising in or related to a case under title 11)? The “in connection with” phrase is also
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unclear in section 1404(b). Also, the authority should be limited to chapter 14 cases
(similar to the limitation in section 1109 to “a case under this chapter”). We believe it
would be clearer if changed to: “The Fedelal Deposit Insurance Corporation may raise
and may appear and be heard on any issue ¢ ¥ i der-this-ith
eonnection-with-involving a transfel under section 1406 m a case under this chapter or in
any proceeding within such a case.” Similar changes should be considered for section
1404(a).

§ 1405(a)(2) - 1t is unclear as to which “estate” this paragraph is referencing. It
probably should be changed to “... are property of the estate of a debtor under this
chapter” or something similar. We make the same comments with respect to sections
1405(b)(1), 1406, 1408(f)(1), 1408(f)(3), and 1409(a).

§1405(b)(1) - The special trustee is supposed to be paid “from the assets of the
trust and not from property of the estate,” but under (a) the assets of the trust are the
equity securities of the bridge company and those equity securities are property of the
estate (and to be held by the special trustee for the sole benefit of the estate, so the estate
continues to hold the beneficial interest of the equity securities). Which assets of the trust
would not be property of the estate and, therefore, could be used to pay the special
trustee? Consider clarifying this paragraph.

§ 1406(b)(8) - Change to “the United States trustee or bankruptcy administrator.”

§ 1406(c)(3) - The proposed transfer must provide for “the transfer of any
accounts of depositors of the debtor...” Since the debtor is the bank holding company,
not the bank, how can the debtor transfer deposit accounts (which are not property of
the estate in the holding company’s bankruptcy case)?

§ 1406(c)(4) - Change “leased” to “lease” on lime 14 (typo).

§ 1407(a)(1) - Change as follows: “... any debt, contract, lease, or agreement of
the kind described in paragraph (2) ...” Thls conforms to the phrasing in section
1407(c)(1) and in (c)(2) on page 20, llnes 11-12, and page 21, lines 9-10.

§ 1407(a)(1)(B)(iv)(ILI) - on page 18, lines 1-2, delete “of the bridge company”
because the phrase repeats in (a)(a) on line 3.

§1408(a) - The list of sections referenced at the beginning of section 1408(a)
probably should include section 362(0). Consider changing the subsection as follows:
“Notwithstanding sections 362(b)(6), 362(b)(7), 362(b)(17), 362(b)(27), 362(0), 555, ....”

§1408(c) (1) — We believe the intent is to nullify certain provisions in a debt,
contract, lease, or agreement once it has been assuined by bridgeco, and we recominend
that this clarification be made. (This would be similar to the language in section 1408(d)
which does specify that the relevant agreement must have been assumed and assigned
to the bridgeco.)
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§1408(e) - We question whether the reference to section 1407(b) was intended to
be a reference to section 1407(a)(1).

28 U.S.C. § 298(b)(1) - The phrase “bankruptcy judges who are experts in cases
under title 11 in which a financial institution is a debtor” may be either too high a
standard or too unclear? Does taking a course on such cases (perhaps one to be offered
by the Federal Judicial Center) make a judge an expert? Does one become an “expert”
only by presiding over at least one such case? Assuming it does, are there as many as 10
bankruptcy judges sitting at the same time that have presided over such cases? Should
the standard be made clearer and also lowered a bit so that judges who have never
presided over a financial institution case, but have completed an FJC course of study or
another reputable course of study designed for such cases, and/ or have backgrounds in
private practice involving financial institutions, be eligible (which would resultina
greater pool and in more geographic diversity among the judges)?

28 U.S.C. § 298(f)(1) - The reference to “bridge company formed under section
1405” (page 30, lines 18-19) should be changed because the bridge company is not
“formed” under section 1405. We assume it is formed under state law (such as a
Delaware corporation). The phrase “formed under section 1405” should be deleted.
Since “bridge company” is defined in section 1402, the sentence in section 298(f)(1)
should work well without that phrase.

Conclusion

We hope these comments are useful in your deliberations. We conclude by
noting that this is important legislation, one that is deserving of far more attention and
study than we have been able to give it in the time allotted. To the extent the legislative
time table permits, the NBC would welcome the opportunity to continue its analysis and
submit further recommendations.

With best regards.

Sincere1¥,

Richard Levin
Chair
rlevin@cravath.com
(212) 474-1978

ce. Tonnie Wybensinger (by email)
Noah Phillips (by email)
Andrew Siracuse (by email)
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Statement Before American Bankruptcy Institute Commission
to Study the Reform of Chapter 11
May 15, 2013

My name is Jane Vris, and | am here today in my capacity as a conferee in the National
Bankruptcy Conference and chair of the Conference’s Committee on Capital Markets and the Uniform
Commercial Code. Our topic today is the treatment of certain financial contracts under the Bankruptcy
Code, call them “Qualified Financial Contracts” or QFCs, and | have been invited to share with you the
recommendations and conclusions reached by the NBC's Capital Markets Committee after reviewing

QFCs under the Bankruptcy Code.

As a preliminary matter, | note that the Capital Markets Committee did not undertake the
comprehensive review of QFCs that you are now engaged in, and | salute you for committing to this
brave project. The Committee has recognized over the years the extraordinary breadth, as well as
importance, of the exemptions and safe harbors afforded QFCs and has addressed certain aspects of
those exemptions and safe harbors with specific legislative recommendations. As | sit here today and
share these recommendations, | do so with the understanding that on topics as complex and significant
as these, the chapter 11 process will be well-served by as much collaboration among bankruptcy
professionals — judges, practitioners and professors alike — as possible, and it is therefore a pleasure to
be here today with you, a varied and accomplished group of professions, to share the Capital Markets

Committee’s work.

The Committee has recognized the reasons for the special treatment of QFCs and over the years
has consistently affirmed the need for some level of protection for QFCs. It has appreciated that any
proposed changes to the safe harbors should neither create uncertainty in the market about the
availability of the safe harbor, nor remove the protection from transactions that implicate systemic risk.
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However, it has also continuously expressed concern that the safe harbor provisions in their various
forms over the years have sheltered transactions which do not pose the type of systemic risk that
warrants special treatment. In particular, it has focused on three areas of concern and proposed
legislation for each: (1) limiting the protection for securities settlement payments once they have gone
to the beneficial holders; (2) protecting the estate’s operating assets from the safe harbors exemptions
to the automatic stay to avoid frustrating the ability to reorganize; and (3) not protecting forward and
commodity contracts entered into purely for commercial supply rather than financial purposes. In

addressing each of these, the Committee kept its recommendations as specific and targeted as possible.

Settlement payments under 546

Ten years ago, the Committee studied the origins and use of the safe harbor under section
548(e) and concluded then that the section went further than necessary to achieve its original purpose.

Congress created the safe harbor in reaction to a ruling in the Ira Haupt case.

A slight digression by way of an interesting history note, one that is useful to remember as you
review the safe harbor provisions — the Haupt opinion.® Ira Haupt & Co. was a commodities broker
which had the misfortune of having as its customer a company run by “a master swindler”, in the word
of the court. The customer had gone long on salad oil, too long, and collapsed from the effort of
meeting variation margin calls as the prices for salad oil dropped. (At one point, it was the buyer for
90% of the salad oil futures contract market.) It filed under old chapter XI. As Ira Haupt made calls on its
customer, the clearing association for the New York Produce Exchange in turn required Haupt to post
more collateral. Although Haupt had collected collateral from its customer and could have survived

{with help from the exchange, which shut down trading in oil futures to avoid further declines), it too

* Seligson v. New York Produce Exchonge (in re ira Haupt & Co., L.P.}, 394 F. Supp. 125 {S.D.N.Y. 1975).

2



76

collapsed with the discovery that the collateral posted by its client consisted of forged warehouse

receipts.

The trustee (for the historians here, Charlie Seligson) sued the New York Produce Exchange, its
clearing association, directors and officers, and some of the members (big names in commodities: Bunge
and Continental Grain). The suit alleged, among other things, that the transfers Haupt made to the
clearing association for variation margin payments were fraudulent transfers, payments made by Haupt
without receiving fair consideration in return at a time when it was insolvent. The clearing association

moved for summary judgment, and the court denied it.

Congress enacted the first safe harbor, former Section 764(c), to overrule the Haupt case. The
provision prohibited avoidance of margins or deposits to a commodity broker or forward contract
merchant and settlement payments by a clearing organization. The same protection moved to section
546 (then as section 546(d), and since renumbered as section 546(e)) in 1982, when Congress expanded
it to the securities exchanges and brokers. By protecting parties participating in the commaodities
clearance and settlement system (and by subsequent amendment, the securities system as well),
Congress wanted to avoid the failure of one participant in the system from spreading to other

participants, threatening the entire market —a systemic risk.

After studying the various types of payments protected by the safe harbor in the years since it
was first enacted, the Capital Markets Committee found that payments received by beneficial holders of
securities, in other words, payments going beyond those made to market system participants, were
being sheltered under section 546(e). The Committee concluded that avoidance recoveries from the
ultimate recipients of certain transfers on securities, the beneficial owners, would not create the
systemic risk the safe harbor was intended to avoid. As an unwarranted limitation on the trustee’s

power to recovery assets for all creditors, the Committee recommended that actions against beneficial



77

holders for recovery of redemption payments, principal payments, dividend payments, interest
payments or other distributions on or in respect of securities be taken out of the safe harbor provision

of section 546(e).

The Committee has periodically revisited section 546(e) (and now its analogues in sections 546
{f) and (g)) and the continuing developments in the case law. Over the years, more, not fewer, types of
payments have benefitted from the safe harbor. The Committee has maintained its recommendation,
adopted by the Conference, that payments of any kind on securities once received by (or for) ultimate
beneficial holders should not be exempt from avoidance actions. It has also expanded its
recommendation, more in the nature of a technical amendment, to exclude from the safe harbor actual
fraudulent conveyance actions under state law to mirror the exclusion under the federal cause of action

in the Bankruptcy Code.

Protecting operating assets

Following the enactment of the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 (the “2005 Amendments”), the Committee recognized the growing potential that ordinary loans
could be structured, and in fact were being structured, as repurchase or reverse repurchase
agreements. The Committee noted that the home mortgage industry relied increasingly on repurchase
and reverse repurchase agreements to finance the securitization pipeline, replacing the former
warehouse lines for whole loans. The 2005 Amendments explicitly included agreements for the
repurchase of mortgage loans, interests in mortgage loans, and mortgage-related securities in the
definition of “repurchase agreement” (as well as securities and obligations of Fannie Mae and Freddie
Mac). What had previously been ordinary commercial loans known as warehouse lines became

protected QFCs. The 2005 Amendments also added security agreements for these repurchase

? pub. L. No. 109-8, 119 Stat. 23 {April 20, 2005).
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obligations. As a result, lenders could structure ordinary financings as repurchase agreements secured
by a security interest in substantially all of the assets of the borrower, and foreclose on the collateral
during the bankruptcy without relief from the automatic stay. This risk is not limited to repurchase
agreements; the 2005 Amendments significantly expanded the definition of swaps, the protection for
which includes the ability to enforce security agreements, and added a new category of protected
transactions, master netting agreements, also with security agreements. {Just to complete the picture,
commodity, forward and security contracts also include security agreements, enabling certain
counterparties to foreclose, set off or take other enforcement actions notwithstanding the automatic

stay.)

The Committee explored different ways of addressing its concern and ultimately proposed that
the exemptions from the automatic stay should be limited to “financial collateral”, such as cash, U.S.
Treasuries and money-market instruments and should not include assets typically used in the operations
of a debtor that is not a financial services company In this way, the Committee concluded that the
operating assets of a typical non-financial services company business debtor necessary for
reorganization - e.g., inventory, trade receivables and equipment and other fixed assets - would remain

in the estate without creating any systemic risk of failure in the financial markets.

Supply contracts with end-users

The final area of concern which the Committee addressed was the protection given to ordinary
course supply contracts to end-users. The Committee followed developments in the case law, which
does not currently appear to distinguish the “end-user”, that is, a counterparty that contracts for the
future delivery of a commodity either expecting to take physical delivery at the end of the contract or
hedging for physical delivery it will need, from the market participant. Stated differently, the

Committee was of the view that the failure of a debtor to pay for commodities used in its business was
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not likely to create the type of systemic risk the safe harbors were designed to prevent, at least so long

as that end-user was not itself a financial participant.

The Committee treaded very carefully. It sought some way of distinguishing transactions which
threatened the commodity contract system from those that did not. Yet, it also recognized that even if
commodity contracts did not pose a systemic risk and were treated like other executory contracts under
section 365, the value of a commodity contract can swing widely (and wildly) in a short period of time,
creating challenges not usually faced by debtors and creditors (as well as bankruptey courts) when

considering the merits of assuming or rejecting executory contracts.

Ultimately, the approach that garnered the support of the Conference did not rely solely on
excluding contracts with end-users. Rather, it excluded certain contracts from the safe harbors,
“excluded commaodity contracts”, but limited the debtor’s/trustee’s ability to assume or reject to avoid
the potential for extraordinary prejudice to the counterparty. First, the debtor/trustee’s decision to
assume or reject must be made within a limited period of time; second, no cherry-picking with a
counterparty would be allowed; third, the debtor would have to perform until it either assumed or
rejected; and finally, the counterparty would be entitled to an administrative expense claim for
postpetition loss and security for that claim at 105% of the claim amount. Failing assumption by the
debtor/trustee, the counterparty would have a limited time to exercise any termination rights it may
have. The debtor/trustee could also file a list of financial contracts that would not be treated as
excluded commodity contracts within the first 48 hours of filing. In this way, the debtor/trustee could
avoid having to perform under the agreement and the counterparty would have all the exemptions and
safe harbors commodity contracts generally have under the Bankruptcy Code. Transfers to
counterparties to excluded commodity contracts would not be exempt from avoidance actions under

section 546.
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Even as the Conference reached a consensus on this final, most detailed and elaborate of the
Committee’s recommendations, the conferees continued a spirited debate on the merits of the 2005
Amendments to the safe harbor provisions generally. This debate is likely to continue, as is the Capital
Market’s study and consideration of further modifications as the case law develops. There is also some
sense in the Conference that the other initiatives and statutory regimes for containing the insolvencies
of systemically important financial institutions may affect the need for the safe harbors under the
Bankruptcy Code to some extent. Not surprisingly, SIFl initiatives are also a topic of Capital Market

attention.

As a postscript to this story, the National Bankruptcy Conference presented all three
recommendations to the then Chair of the House Committee on the Judiciary for his consideration. As

far as | am aware, there has been no legislative action on these recommendations.

Thank you. |look forward to your report, as, | am sure, do all members of our Capital Markets

Committee.
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Letter from National Bankruptcy Conference dated March 15, 2010 to Representative
Conyers regarding Proposed Amendments to the Bankruptcy Code Conceming Exemptions for

Financial Contracts
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EXHIBIT A

Amend section 362(b)(6), (7), (17) and (27) as follows:

(®)

The Aling of a petition under section 301, 302, or 303 of this title, or of an

application under section 5(a)(3) of the Securities Investor Protection Act of 1970, does
not operste as a stay —

©

)

an

@7

[ R ]

under subsection (&) of this section, of the exercise by a commodity
broker, forward contract merchant, stockbroker, financial institution,
financial participant, or securities clearing agency of any contractual right
(as defined in section 555 or 556) 1o foreclose on. dispose of, draw
against, demand and receive payment under, or otherwise realize on any
financial collateral under any security agreement or arrangement or other
credit enbancement forming a part of or related to any commodity
contract, forward contract or securities contract, or of any contractual right
(as defined in section 555 or 556) to offset ot net out any termination
value, payment amount, or other transfer obligation arising under or in
connection with 1 or more such confracts, including any master
agreements for such contracts;

under subsection (g) of this section, of the exercise by a repo participant er
financial participant of any contractual right {as defined in section 559) to
foreclose on, dispose of, draw against, domand and receive payment
under, cr otherwise realize on_any financial colieteral under any security
agreement or arrangement or other credit enhancement forming a part of
or related to any repurchese agreemend, or of any contractual right (as
defined in section 539) to offset or net out any termination value, payment
amount, or other transfer obligation arising under or in connection with 1
or more such agreements, including any master agresments for such
agreements;

*E

under subsection (a} of this section, of the exercise by a swap pariicipant
or financial participant of any contractuat right (as defined in section 560)
10 forecloss on, dispose of, draw against, demand and receive payment
undet, or otherwi i{ze on eny financial collateral under any security
agreement or arrangement or other credit enhancement forming a part of
or related to any swap agregment, or of any contractual right {as defined in
section 560) to offset or net out eny termination value, payment amount,
or other transfer obligation arising under or in connection with 1 or more
such agreements, including any master agr for such agr

LR R

under subsection {g) of this section, under subsection (a) of this section, of
the exercise by n master netting agreement participant of any contractual
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right-(as defined in section 555, $56, 5§39, or 560) & to foreclose on, dispose
of, draw sgeingt, dememnd and receive pivment tnder, or otherwise realize
on any finanecial collateral under any security agreement Or Arrangerment or
other credit enhancement forming a part of or related to any master netting
agreement, or of any contractuel right (as defined in section §55, 556, 559,
ar 560) to offset or net out any termnination value, payment amount, or
other transfer obligation arising under or in connection with | or more
such master netting agreements to the extent that such participant is
eligible to exercise such rights under paragraph (6), (7), or (17} for each
individual contract covered by the master netting agreement in issue; and

ERR
Amend section 101 to insert the following after paragraph (21B):

{21C) The term “financial collateral”

(A) _ means, with respect to one or more contracts of the kind described in
paragraphs (1) through (5} of section 561(al, -

any property sold or to be sold i the 0 cg of such
contracts, cash, onsh squivalent, scourily, instrument. certificate of deposit,
morteage loan, or interest in & conivact of the kind described:in pumgraphs
(1) through (3) of section $61(a) {except in each case any security or
instrument issued or executed by the debtor or & person under common
control with the debton), in each cage which also secures obligations under
such contzacts;

i) __any other property not used in the operation of any business owned
or conducted by the debtor or a person under common control with the
debtor, in each case which secures obligations under such contracts; or

({ii)___any letter of credit, guaranice, reimbursement agreement or other

credit enhancement issued or provided by a person other btor

for.the phligations under such contracts (resardless.nf any recoise that
ay have to.ihe deblorl.in cachc

sehperson.o n cach case which providey credit
enhancernent for obligations under such confracts; and
(B} __ notwithstandi agraph {A), does not include --
any rgeeiveble i i arising in the
Qr dxm course of business of the debtor or a person under common
sonfrol withthedeblor jelat;

Of), and

(i) any property that was not of a kind described in subparagraph (A
et the timg of the fifing of the petition, and the proceeds of such property.
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Note: The Section 362(b) portion of the foregoing is identical to the Drafting
Committes report of July 23, 2008, The Section 181(21C) portion of the foregeing
contains changes from sach report in clauses (A)({) and B(ji),
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EXHIBIT B

Amend Section $46(e) as follows:

(&)  Notwithstanding sections 544, 545, 547, 548(a)(1)(B), and 548(b)
of thig title, the trustee may not avoid a transfer that is a margin payment, as
defined in section 101, 741, or 761 of this title, or settlement payment, as defined
in section 101 or 741 of this title, made by or to (or for the benefit of) &
commodity broker, forward contract merchant, stockbroker, financial institution,
financial participant, or securities clearing agency, or that is a transfer made by or
1o (or for the benefit of) v commodity broker, forward contract merchant,
stockbroker, financial institution, financial participant, or securities clearing
egency, in connection with a securities contract, as defined in section 741(7),
commodity contract, as defined in section 761(4), or forward contract, that is
made before the commencement of the case, except

(1} _ atransfer that is otherwise avoidable under section
548(2)(1A) of this title; or

{2} ___ o tronsfor that is otherwise avoidable under section 544
545, 547, 548(a)(1)(B) or 548(b) of this title, but only to the
extent such transfer is a redemption pavment, principal
payment, dividend pavmen, interest payment ar other
distribution on or in yespect of a security, made for the
benefit of the beneficial holder of the seourity. by or on
behalf of ihe issuer of the sequrity or another entity
obligated with respect to the security.

Add a new Subsection (g) to Section 550 g follows;

{g). The trustee muy not recover any. transfr of u kind described in section
346(e}(2), éxcept from the entity that is the bencficial holder of the
security on or in respect of which such transfer is made.

Note: Tite Sectiom 546{e) portion of the foregoing is identical fo the Drafting
Comumnittee report of July 23, 2008, The Sectlon 556(g) portion has been changed.

H] 418842201
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EXHIBIT C

Excluded Commodity Contracts
Outline of Key Provisions

New definition of “excluded commodity contract”.

An *excluded commedity coniract” would be any “forward contract” or
“commodity contract” (or similar term, such as “forward agreement”) for the purchase or
sale of a commodity actually used or sold by the debtor in the ordinary course of its
business, including a hedging contract for actual business operations, if the debtor is not a
“financial participant”.

Replagemerit protections applicable to excluded commodity contragts,

Except as to all excluded commodity contracts with a single counterpan}; listed by
the debtor or trusiee in a statement filed with the court within 48 hours after the order for
relief, the Bankruptcy Code’s exemptions for financial contracts would not apply to an
excluded commodity contract. The exemptions that would not apply would include
exemptions from avoidance relating to the excluded commedity contract itself or any
guaranty of, security interest securing, or other credit enhancement of the excluded
financial contract.

Instead, the following protections would apply:

Interim post-petition performance. Pending assumption or rejection of each
excluded commodity contract, the trustee would be required to perform all terms of the
contract (other than provisions described in section 365(b)(2)) that are required to be
performed by the debtor post-petition. During this period the trustce would not be
required to pay any unpaid amounts on an excluded commodity contract that were
required to have been paid by the debtor pre-petition.

No cherry picking. The trustee would not be permitted to cherry pick among
excluded commodity contracts with a single counterparty, All such contracts with the
counterparty would have to be either assumed or rejected.

Administrative expense claim for “in the money” claims Including post-petition
changes in vaiue. If, on the date on which excluded commodity contracts with a
particular counterparty are assumed or rcjected, the net market value to the counterparty
of the excluded commodity contracts (measured across all such contracts) is positive,
then the counterparty would have en administrative expense claim for any amount by
which the nct market value to the counterparty on that date is greater than the net market
value (by the same measure) of all those contracts cn the earlier of the date of the order
for relief and the post-petition date on which the net market value (by the same measure)
to the counterparty is first positive.

Cash collateral to be posted to secure the administrative expense claim. The
trustee would be required to post cash collateral, starting no later than X (~5) days after

AF73173401.7
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the date of the order for relief, to sccurc payment of the administrative expense claim
(determined, as 1o each counterparty, as if all of such excluded commodity contracts were
being assumed or rejected as of the date of determination) in an amount equal to 105% of
the silowable adminisirative expense claim, and the counterparty would be required to
return any excess cash collateral. Cash collateral would be posted or returned each
business day based on the closing price at the end of the prior business day. The amouant
of cash collateral to be posted under this provision would not be subject to modification
by any agreement between the debtor and the counterparty, except a post-petition
agreement approved by the court.

Period in which to assume or reject. The trustee would have up to Y (~30) days
after the order for relief to move for court approval to assume or reject the coniract, Cash
collateral would continue to be posted or returned as required pending court approval. If
the contract is not assumed within that time peried, it is considered rejected.

Effect of rejection. If a counterparty’s excluded commodity contracts are rejected,
the counterparty’s netting rights would be preserved, and the contracts would no longer
be “excluded”, i.e., all financial contract exemptions would apply (including with respect
to collaterat posted post-petition for any administrative expense claim). The counterparty
would then have a period of up to 30 days following the rejection date to exercise the
counterparty’s right under the financial contract exemptions to terminate the contracts
and exercise liquidation and netting rights without leave from the bankruptey court. In
addition, on rejection, the counterparty’s damage claim under section 365(g) would be
measured as of the rejection date (subject to sections 562(b) and {(c)), rather than as of the
petiticn date.

Stay relief. 'If the trustee fails to post cash collateral, otherwise perform the
excluded commedity contract or timely assume the excluded commodity contract, then
stay relief weuld be automatic for the counterparty, all excluded commodity contracts of
that counterparty would cease to be cxcluded commodity contracts, and the general
financial contract exemptions would be available to the counterparty,

Transition provisions

The foregoing treatment of excluded commodity contracts would apply io a
contract entered into on or after the date of enactment. If a confirmation is entered into
on or after the date of enactment under a4 master agreement entered before the date of
enactment, the foregoing treatment would apply to the confirmation,

The foregoing treatment would not otherwise apply to a contract, or to a
confirmation under a master agrecment, entered into before the date of enactment unless
the contract or confirmation were amended on or after the date of enactment to add a
commodity or to increase the amount of a commeodity, the price for a eommedity or
margin or collateral or to provide a guaranty or other credit enhancement of the deblor’s
performance.

A73173401.7
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Mr. BAcHUS. Professor Jackson? And thank you.

TESTIMONY OF THOMAS H. JACKSON, DISTINGUISHED UNI-
VERSITY PROFESSOR & PRESIDENT EMERITUS, UNIVERSITY
OF ROCHESTER, ROCHESTER, NY

Mr. JACKSON. Chairman Bachus, and Ranking Member Johnson,
and other Members of the Subcommittee, thank you for inviting me
here this afternoon. And it is an honor to have an opportunity to
testify before you on a subject near and dear to my heart, which
is bankruptcy law, and specifically the role bankruptcy law can and
should play in the best possible resolution of a troubled large finan-
cial institution, and how modest, but important, amendments to
the Bankruptcy Code can facilitate that outcome.

First, what do I mean by the best possible resolution of a trou-
bled financial institution? I mean a resolution process that meets
three important tests: first, one that both minimizes losses and
places them on appropriate pre-identified parties; second, one that
minimizes systemic consequences; third, one that does not result in
a government bailout.

In reflecting on the 2008-09 financial crisis, everyone seemed to
acknowledge that bankruptcy law should play a major role, but few
had confidence that it was up to the task. The Dodd-Frank Act,
while placing bankruptcy at the core of a resolution regime, none-
theless created an administrative backstop to it. Bankruptcy’s core
role in Dodd-Frank is reflected in two places, first in the require-
ment of resolution plans—living wills—under Title I, which are fo-
cused on and tested against a bankruptcy resolution process. It is
also reflected in the statutory requirements for implementing an
administrative resolution proceeding, the orderly liquidation au-
thority under Title II.

Such a resolution proceeding cannot be commenced without a
finding that use of bankruptcy law would have serious adverse ef-
fects on U.S. financial stability. It is widely acknowledged that
bankruptcy is the preferred resolution mechanism.

But there is a disconnect between those premises in today’s
Bankruptcy Code. There is an emerging consensus that the best
resolution system, one that meets the three standards I noted
above, involves, first, loss bearing capacity known in advance that
can be jettisoned in a rapid recapitalization of a financial institu-
tion. In the United States, this system is represented by the FDIC’s
single point of entry proposal for the recapitalization via a bridge
company of a SIFI holding company under Title II.

Compared to this administrative resolution proposal, the current
Bankruptcy Code is, in my view, kind of “close but no cigar.” Yes,
Chapter 11 of the Bankruptcy Code is increasingly used to effec-
tuate a going concern sale of a business, sometimes rapidly through
a pre-packaged plan. But it will struggle to do this in the case of
a large financial corporation. The essence of the recapitalization is,
first, leaving behind equity and the loss-absorbing debt, presum-
ably long-term, unsecured debt, to bear the losses. And second, the
transfer of everything else—assets, liabilities, rights, and subsidi-
aries—to a bridge company that because of the stripping off the
loss-absorbing debt is presumably both solvent and in a position to
deal with the needs of its subsidiaries. And this must be done with
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great speed so as to restore market confidence without a contagion-
producing run.

Yet because of the exemption of qualified financial contracts from
most bankruptcy’s provisions, including the automatic stay, and be-
cause of the lack of clear statutory language permitting the assign-
ment of liabilities or the override of cross defaults or change of con-
trol provisions, the current Bankruptcy Code cannot provide the
necessary assurance of a rapid recapitalization. This will lead, in
my view, either to ineffective resolution plans and/or the reality
that Title IT will, contrary to desires, become the default resolution
mechanism.

In my view, amending bankruptcy law is the solution. Doing so
can harmonize resolution plans with what currently is perceived to
be the best way to deal with a troubled large financial institution,
and those fixes can assure that Title II of Dodd-Frank becomes, in
fact, a process of last resort to deal with emergencies that we are
simply not able to foretell.

What is required? In addition to specified loss absorbency capac-
ity known in advance, and that I understand the Federal Reserve
Board is working on, it requires explicit statutory authorization for
a rapid transfer of the holding company’s assets, liabilities, rights,
and subsidiaries, minus the loss absorbing debt and equity to a
bridge institution, and stays and overrides of certain provisions to
enable that to happen.

In my written statement, in a proposed Subchapter 5 to Chapter
11, and there are other proposals that are called Chapter 14 that
are referenced in it as well, goes into detail as to how to accomplish
this. And while the details are many, the concept is simple.
Through modest amendments to the Bankruptcy Code it indeed can
become the primary resolution vehicle for large financial institu-
tions as envisioned by the Dodd-Frank Act.

And because it is a judicial proceeding, bankruptcy places pri-
macy on the rule of law, on market-based solutions rather than
agency control, and on a process that is fair and known in advance,
indeed planned for via resolution plans. I urge that you consider
amending the Bankruptcy Code along these lines.

Again, I want to thank the Subcommittee for allowing me this
opportunity to present my views. I would, of course, be delighted
to answer any questions you may have.

[The prepared statement of Mr. Jackson follows:]
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Thank you for inviting me to testify today. I am Thomas Jackson, Distinguished
University Professor and President Emeritus at the University of Rochester. Prior to
moving to the University of Rochester, I was a professor of law, specializing in
bankruptcy, at Stanford, Harvard, and the University of Virginia schools of law. I am
the author of a Harvard Press book, The Logic and Limits of Bankruptcy Law, a
bankruptcy casebook, and numerous articles on bankruptey law. Recently, my work in
the field of bankruptcy has focused on the use of bankruptey in resolving systemically
important financial institutions (SIFIs). In that capacity, I was co-chair of a Bipartisan
Policy Center working group that produced, in May of 2013, Zoo Big to Fail: The Path
to a Solution. 1 have also been, since 2008, a member of the Hoover Institution’s
Resolution Project, which has produced two books discussing how bankruptcy can be
made more effective in terms of the resolution of SIFIs. And, since December, I have
been a member of the Federal Deposit Insurance Corporation’s Systemic Resolution
Advisory Committee. I am here today in my individual capacity, and the views I

express are my own, not those of any organization with which I am affiliated.

I am a firm believer that the Bankruptcy Code, with a few significant changes,
can be made an important player in the resolution of SIFIs and that both bankruptcy
law and the Dodd-Frank Act can be made more effective as a result. Before discussing
those changes, however, I believe it is important to set, out, briefly, (a) the relationship
envisioned between the Dodd-Frank Act and bankruptcy law, (b) the current status of
the major alternative to bankruptcy—the Orderly Liquidation Authority (OLA) of Title
II of the Dodd-Frank Act, (c) why bankruptcy law, without statutory changes, cannot

adequately fulfill what virtually everyone believes should be its role, and (d) why this
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creates problems both for the Dodd-Frank Act’s Title I provisions for resolution plans
under Section 165(d)—so-called “Living Wills"—as well as for its OLA provisions under
Title II. After setting out that important backdrop, I will discuss the core of changes
that I would suggest be implemented in the Bankruptey Code in order to make it an
effective alternative to the FDIC’s development of “single-point-of-entry” (SPOE) as its
presumptive method of implementing OLA under Title IT of the Dodd-Frank Act, thus

fulfilling the intent of both Title I and Title II.

The Relationship Envisioned Between the Dodd-Frank Act and Bankruptcy Law

In two key places, the Dodd-Frank Act envisions bankruptcy as the preferred
mechanism for the resolution of SIFIs. The first occurs in Title I, with the provision for
resolution plans under Section 165(d). Covered financial institutions are required to
prepare, for review by the Board of Governors of the Federal Reserve System (Federal
Reserve Board), the Financial Stability Oversight Council, and the Federal Deposit
Insurance Corporation (FDIC), “the plan of such company for rapid and orderly
resolution in the event of material financial distress or failure . .. .”1 If the Federal
Reserve Board and the FDIC jointly determine that a submitted resolution plan “is not
credible or would not facilitate an orderly resolution of the company under title 11,
United States Code,” the company needs to resubmit a plan “with revisions
demonstrating that the plan is credible, and would result in an orderly resolution under

title 11, United States Code . .. .”2 The failure to submit a plan that meets these tests

' Dodd-Frank Act § 163(d)(1).
2 Dodd-Frank Act, § 165(d){4)
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can lead to restrictions, and divestiture, “in order to facilitate an orderly resolution of
such company under title 11, United States Code . . ..”8 For present purposes, the
important point is that effective resolution plans are tested against bankruptcy law, not
OLA under Title IT of the Dodd-Frank Act. It therefore goes without saying—but is
worth saying nonetheless—that the effectiveness of bankruptcy law in being able to
resolve SIFIs is critically important to the development of credible resolution plans

under Title 1.

The second occurs in the context of the ability to initiate the OLA process under
Title II of the Dodd-Frank Act. Invocation of Title II itself can only occur if the
government regulators find that bankruptcy is wanting.* That is, by its own terms,
bankruptcy is designed by the Dodd-Frank Act to be the preferred resolution
mechanism.> The FDIC has announced that it supports the idea that bankruptcy, not
OLA, should be the presumptive resolution procedure.® The ability of bankruptey law
to fulfill its intended role as the presumptive procedure for resolution, of course, turns
on the effectiveness of bankruptcy law in rising to the challenge of accomplishing a

resolution that meets three important goals: One that (a) both minimizes losses and

5 Dodd-Frank Act, § 163(dGXA) & (13).

4 Dodd-Frank Act, § 203 1)) & )T § 2030)(2) & (3).

5 Federal Deposil Insurance Corporation, The Resolution of Sysiemically Important Financial
Institutions: The Single Point of Entry Strategy, 78 Fed. Reg. 76614 (Dec. 18, 2013) (herealler
“FDIC SPOE”), at 76615 (“the statute makes clear that bankruptey is the preferred resolution
framework in the event of the failure of a SIFT’); see Statement of Martin J. Gruenberg, Chairman,
Federal Deposit Insurance Corporation on Implementation of the Dodd-Frank Act before the
Committee on Banking, Housing and Urban Affairs, United States Scenate (Necember 6, 201 1);
available al htip Ay ww, fdic govmews/newsfspocches/chairman/spdec061 L dml G the firms are
success(ul in their resolution planning, then the OLA would only be used in the rare instance where
resolution under the Bankruptey Code would have serious adverse effecis on U.S. (inancial
stabilily”).

% See Remarks by Martin J. Gruenberg, Chairman, I"ederal Deposit Insurance Corporaltion, in
Implementation of the Dodd-Frank Act before the Volker Alliance Program (October 13, 2013),
available at hiip//www fdic/zovnews/news/speeches/spoet 1312 hitml

3
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places them on appropriate, pre-identified, parties, (b) minimizes systemic

consequences; and (¢) does not result in a government bail-out.

The Current Status of the Orderly Liquidation Authority

Title 1T of the Dodd-Frank Act, containing the OLA, in many ways adopts much
of bankruptcy law’s provisions, with a key difference being that the resolution is
handled by the FDIC, as receiver, retaining significant discretion, as compared to a
bankruptcy court, subject to statutory rules that can and will be enforced by appellate

review through the Article I1I judicial system.

But we are not in 2010, when the Dodd-Frank Act was envisioned and enacted.
Much thinking and work has occurred since then, in terms of how, effectively, to resolve
a SIFI without jeopardizing the financial system and without a government bailout.”
Increasingly, attention has turned, in Europe as well as in the United States, on a rapid
recapitalization. Europe has focused on a “one-step” recapitalization via bail-in® while

the FDIC has focused, in its SPOE proposal, on a “two-step” recapitalization rather

7 A useful discussion of whether and how well Title II of Dodd Frank responded to the 2008 crisis—
prior to the development of the SPOE proposal—is contained in David Skeel, Single Point of Entry
and the Bankruptcy Alternative (forthcoming, Brookings 2014).

8 Financial Stability Board. frogress and Next Stops Towards Finding “Too-Big-to-Fail,” Report of
the Financial Stability Board Lo the (3-20, available al

www, [inancialsiabilivvbosrd org/publications/y 180802 udl (Sept. 2013); Thomas luerlas, Viee
Chairman, Comm. Of Buropean Banking Supervisors and Dir., Banking Scctor, UK. Fin. Services
Auth., The Road to Better Resolution: From Dail-out (o Bail-in, speech atl The Euro and the
Financial Crisis Conference (Sept. 6, 2010), available al

htip/Awww fea gov uldibrarvicommunication/speeches/20 1070006 _th.shimi: Clifford Chance, Legal
Aspects of Bank Bail-Ins (2011).
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than a formal bail-in® Under the FDIC’s approach,® a SIFI holding company (the
“single point of entry”) is effectively “recapitalized” over a matter of days, if not hours,
by the transfer of virtually all its assets and liabilities, except for certain long-term
unsecured liabilities, to a new bridge institution whose capital structure, because of the
absence of those long-term unsecured liabilities, is both different and presumptively
“sound.” The bridge institution then forgives intercompany liabilities or contributes
assets to recapitalize its operating subsidiaries. Because of the splitting off of the long-
term unsecured debt, the bridge institution, in the FDIC’s model, looks very much like
a SIFI following a European-like “bail in”; the major difference is that in the “bail in,”
the SIFI operating subsidiaries are directly recapitalized, hence the “one-step,” whereas
in the FDIC’s SPOE proposal, the “recapitalized” bridge institution, a different legal
entity, is formed first and effectively receives a “new” capital structure by virtue of
having long-term unsecured debt left behind in the transfer to it and the bridge
institution, in turn, recapitalizes (where necessary) its operating subsidiaries, hence

the “two-step.”t!

2 FDIC SPOK, supranote 5. Sce Foderal Deposit Insurance Corporation & Bank of England, Joint
Paper, Resolving Clobally Active, Systemically Important, Iinancial Institutions (Dee. 10, 2012),
available at bivs/Awwsw bankolengland couk/publicabions/Documenta/nows/2012/ne »df Gointly
proposing the single-point-of-entry approach).

10 Barly signs of which were [oreshadowed in Randall CGuynn, Are Bailouls Ineviiable?, 29 YALE J.
ON RECTLATION 121 (2012).

11 In part, this difference is driven by different organizational structures common to U.S. SIFT's
versus European SIFIs—our SIFIs are much more likely to use a holding company structure: in part
this difference is driven by Title IT's liquidation “mandate.” Section 214(a) of the Dodd-Frank Act
explicitly states: “All financial companics put into reccivership under this subchapter shall be
liquidated.” As a bankrup holar, | view this latter mandate, al least in the abstract, as
unfortunate. A [irst-day lesson in a corporale reorganization course is that “understanding that
financial and cconomic distress are conceplually distinel from cach other is fundamental Lo
understanding Chapter 11 of the Bankruptey Code,” Barry Adler, Douglas Baird & Thomas Jackson,
DBANKRUPTCY: CASFES, PROBLEMS AND MATERIALS 28 (Foundaltion Press 4t ed. 2007). Avoiding a
bailout requires that losses be borne by appropriate parties, identified in advance, not necessarily by
liquidation of the underlying business, which may cause an unnecessary destruction of value. The

5
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There are pre-conditions for making this work. Important among them are legal
rules, known in advance, setting forth a required amount of long-term debt to be held
by the SIFI that would be legally subordinate to other unsecured debt—in the sense of
its debt-holders knowing that this debt would be “bailed-in” (in a one-step
recapitalization) or left behind (in a two-step recapitalization).'? And the effective use
of a two-step recapitalization in Title [T—the FDIC has promulgated for comments a

working document on its SPOE proposal*—needs to straddle the tension between Title

II's liquidation mandate (literally met because, following the transfer to the bridge
company, the assets of the original holding company will have been removed from the
SIFI holding company, which will subsequently itself be liquidated) and the notion of
limiting financial contagion and using Title II only when its results are better than
would occur in bankruptey. That said, many recognize that the FDIC's SPOE proposal
for Title II of Dodd-Frank, consistent with parallel work in Europe, is a significant
development in terms of advancing the goals of avoiding “too big to fail’—a resolution
process that (a) allocates losses among the appropriate parties, (b) limits systemic

consequences, and (c) avoids a government-funded bail-out!1

DIC's SPOL strategy formally complies with the statutory requirement, by liquidating the S1K1
holding company aller its asseis have been liquidated via the transfer Lo the bridge company.

12 See John Bovenzi, Randall Cuynn & Thomas Jackson, Too Dig to IFail: The Path (o a Solution
(Bipartisan Policy Cenler, Failure Resolution Task Force May 2013).

1% See FDIC SPOE, supra note 5.

4 See Daniel Tarullo, Toward Building a More Effective Resolution Regime. Progress and
Challenges” (Oct. 2013), available at

hion v fodoralrosorye govinowsrventampoceh/iarullo201310182 himl ("The single-point-of-ontry
approach offers the best polential for the orderly resolution of a systemic linancial firm .. 7); William
Dudley, President and Chiel lixeeutive Officer, 'ederal Reserve Bank of Now York, Remarks at the
Tederal Reserve Board and Federal Reserve Bank of Richmond Conflerence, Planning (or the Orderly
resolution of a Clobally Systemically Important Bank, p. 1 (Wash. D.C. Oct. 18, 2013) €¢I very much
endorse the single-poini-of-entry framework for resolution as proposed by the [Federal Deposit
Insurance Corporation (FDIC)."); John Bovenzi, Randall Guynn & Thomas Jackson, supra note 12;
David Skeel, supranote 7.
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The Inadequacies of Current Bankruptcy Law Seen in Light of SPOE

I believe the “bones” for a comparably-successful resolution of a SIFI under the
Bankruptcy Code are already in place. But, without statutory revisions, such as I will
be addressing in this statement, those “bones” are unlikely to translate to a competitive
resolution procedure to SPOE, as developed by the FDIC, under Title II of the Dodd-

Frank Act.

While it is probably the case that the original “intent” of Section 363 of the
Bankruptcy Code—a provision providing for the use, sale, and lease of property of the
estate—at the time of its enactment in 1978 was to permit piecemeal sales of unwanted
property, Chapter 11 practice began, over time, to move in the direction of both (a) pre-
packaged plans of reorganization and (b) procedures whose essential device was a
going-concern sale of some or all of the business (whether prior to or in connection with
a plan of reorganization), leaving the original equity and much of the debt behind and
with the proceeds of the sale forming the basis of the distribution to them according to
the plan of reorganization and bankruptcy’s priority rules.l®> While these going-concern
sales don't fit perfectly with the original vision, which assumed the Chapter 11
company would be reorganized, not sold, such sales have been used, repeatedly, as a
way of continuing a business outside of bankruptcy while the claimants and equity

interests, left behind, wind up as the owners of whatever was received by the

15 David Skeel, Debt's Dominion: A TTistory of Bankrupiey Law in America 227 (Princeton 2001);
Barry Adler, Douglas Baird & Thomas Jackson, supra note 11, al 466-467 (‘belween 1983 and 2003]
a sea change occurred through which an auction of the debtor’s assets has become a commonplace
alternative to a traditional corporate reorganization”).

7
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bankruptcy estate in connection with the sale. And it, at least in rough contours, has
structural features in common with the two-step recapitalization that is envisioned

under the FDIC's SPOE procedure.

That said, a Section 363 sale is an imperfect competitor to SPOE in its current
form. While both will require identification of long-term debt (or capital structure debt)
that will be left behind—and presumably that may emerge from the current Federal
Reserve Board consideration of this issue—a successful two-step recapitalization
essentially requires the bridge company to be able to acquire all of the remaining
assets, contracts, permits, rights, and liabilities of the SIFI holding company, while

preserving the businesses of the transferred, non-bankrupt, operating subsidiaries.

That seems to me very difficult to accomplish under the current Bankruptcy
Code. First, because of a series of amendments designed to insulate qualified financial
contracts—swaps, derivatives, and repos—from many of bankruptcy’s provisions, most
notably the automatic stay and the unenforceability of ipso facto clauses—there is no
effective mechanism in the current Bankruptcy Code to preclude counterparties on
qualified financial contracts from running upon the commencement of a bankruptcy

case.’ Importantly, even if most such contracts reside in non-bankrupt operating

15 Bankruptey Code §§ 362(0)(6), (7), (17), (27), 346(e), @), (). G), 535, 556, 539, 560, 561. (The FDIC
SPOE proposal, consistent with statutory authorization, Dodd-Frank Act § 210(c)(8), (9), (10), (18),
will override any such provisions in counterparty contracts (and subsidiary cross-default provisions):
bankruptey, being a judicial proceeding, cannot (and should not) do that without comparable
stalutory authorization which currently not only is missing but is expressly contradicied by
provisions that exist.) While my statement today (ocuses on changes thal are necessary in these
exisling protective provisions [or counterparties on qualified financial contracts in the Bankruptey
Code in order Lo permil an effective two-step recapitalization of a SIFT holding company, I believe
these existing Bankruptey Code provisions, and their relationship Lo bankruptey law more generally,
needs to be rethought. See David Skeel & Thomas Jackson, Transaction Consistency and the New
Finance in Bankruptey, 112 COLUM. L. REV. 152 (2012),

8
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subsidiaries of the bridge company, such creditors may have cross-default or change-of-
control provisions triggered by the Chapter 11 filing of their former holding company.
Nor would it be clear under existing bankruptcy law that operating licenses, permits,
and the like could be transferred to the bridge company, either because it legally is a
new company or because there has been a change of control of the holding company and
its operating subsidiaries in derogation of change-of-control provisions or requirements

applicable to individual entities.

Moreover, while the Bankruptcy Code clearly contemplates an ability to move
with necessary speed, including when a provision calls for a notice and hearing before
any decision (such as under Section 363(b)),'” the lack of clear statutory authority for a
very rapid transfer to a bridge company may leave too much—for the comfort of a SIFI
or a regulatory body—up to the discretion of a particular judge who first gets a SIFI
holding company requesting such a transfer. Nor is there a clear necessity for notice to,
or hearing by, a government regulator—whether the FDIC or Federal Reserve Board, in
the case of the holding company, or a foreign regulator, in the case of a foreign
subsidiary that is proposed to be transferred to a bridge company. These uncertainties,
even with a robust resolution plan, may inspire enough lack of confidence by the FDIC
and the Federal Reserve Board so as to view the commencement of an OLA proceeding
under Title II of the Dodd-Frank Act to be the preferable course—or, alternatively, lack

of sufficient confidence by foreign regulators so as to acquiesce in allowing the

17 Bankruptey Code § 102(1) provides thal “after notice and a hearing” includes (B) “authorizling] an
act without an actual hearing if such notice is given properly and if . . . (i) there is insufficient time
for a hearing to be commenced before such act must be done, and the court authorizes such act . . . .”

9
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bankruptcy process to unfold without the regulator intervening at the foreign

subsidiary level.

The Problems These Inadequacies Create for the Dodd-Frank Act

As noted above, resolution plans under Title I of the Dodd-Frank Act focus on
bankruptcy, and Title II of the Dodd-Frank Act is, explicitly, designed to be a fall-back
solution to be invoked when bankruptcy is determined to be inadequate to avoid serious
financial consequences on the U.S. financial system. But if the “best” resolution process
we currently envision—one that, as noted above, (a) both minimizes losses and places
them on appropriate, pre-identified, parties, (b) minimizes systemic consequences, and
(¢) does not result in a government bail-out—involves, indeed, a recapitalization such as
proposed by the FDIC with its SPOE procedure under Title II,'® then there is a
disconnect between design and implementation. As a result, the resolution plans will
fail to do what they are supposed to do—prepare a SIFI for the most successful possible
resolution—leading to OLA under Title II assuming primacy in terms of the resolution
process. Moreover, the resolution plans, relentlessly focused on a bankruptcy process
under Title I's own standards, will be addressing a different set of issues and will
provide little guidance to the FDIC in its OLA proceeding. To have the statutory pieces
“fit” together—to have resolution plans effectively prepare a firm for resolution, to have
bankruptcy serve as its intended role as the primary resolution device, and

(beneficially) to have the resolution plans be relevant to a proceeding under Title II of

8 See gsources cited, supra note 14.

10
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the Dodd-Frank Act “just in case”—it makes sense to move, through limited but
important changes to the Bankruptcy Code, from the “bones” of a successful two-step
recapitalization process in the current Bankruptcy Code to a process that can deliver

what it can only incompletely promise today.?

Proposed Amendments to the Bankruptey Code

What might those necessary amendments be? Attached to this statement is a
proposal for adding a “Subchapter V” to Chapter 11 of the Bankruptey Code that
contains what I believe are the necessary (and useful) amendments.2° I do not intend to
repeat the numerous (and sometime intricate) details here, but, rather, plan to use this

statement to outline the heart of what they are designed to accomplish.

At the center of effectuating a bankruptcy-based two-step recapitalization of a
SIFI holding company, are two principles. First, that there is sufficient long-term

unsecured debt (or “capital structure debt”) at the holding company level to be “left

2 | recognize that many may want to reduce the size and complexity of SIFls and may sce

current inadequacios as one way Lo realize thal goal. Por, il bankrupicy is viewed as
nol adequale, then the resolution plans cannol. be approved until the 811 is reduced sulficiently in
size and complexily Lo bring bankruptey back into play. T think, however, it would be extremely
unfortunate (o mix the complex question of size (“loo big”) with the separate question of how Lo best
resolve the institutions we mighl have al any moment. Thus, I hope that bankruptey law—i.e., the
failure to amend it—is not used in a chess game focused on a different set of issues.

20 See Appendix A. S. 1861 (Dec. 2013) has a proposal designed to a similar end, albeit with several
different features. The Hoover Institution's Resolution Project is working on a comprehensive
proposal (dubbed “Chapter 14 2.0”) that picks up many of the ideas from its oviginal proposal in
BANKRUPTCY NOTBAILOUT: A SPECIAL CHAPTER 14 (Kenneth Scoli & John Taylor, eds., Hoover
Press 2012), and adds Lo il [ealures necessary Lo implement a rapid recapitalization sale. The
principal (but not sole) difference is that the Resolution Project’s current. work is designed (o produce
a more comprehensive proposal for how the Bankruptey Code should handle otk a SIFT al the
holding company level and al the operating division level, while the proposal in Appendix A is
focused on accommodation in bankruptey of a SPOE-like two-step recapitalization at the holding
company level.

11
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behind” in the transfer to a bridge company so as to effectuate the recapitalization.
(This is—or should be—largely an issue outside of bankruptcy law itself—and, indeed,
is central to a basically rule-based application of the FDIC’s SPOE proposal under Title
II of the Dodd-Frank Act. It is my understanding the Federal Reserve Board is working
precisely on such a proposed requirement.) Second, that the bridge company otherwise
be able to acquire all the assets, rights, and liabilities of the former holding company,

including ownership of the former holding company’s operating subsidiaries.2!

Thus, the “guts” of the proposed amendments [ believe are necessary to place
bankruptcy law where the Dodd-Frank Act—in both Title I and Title II—envisions it
should be, center on a provision that substantially sharpens the nature and focus of a
sale of assets under Section 363 of the Bankruptey Code. This provision contemplates a
rapid transfer to and, in effect, recapitalization of, a bridge company (e.g., within the
first 48 hours of a bankruptcy case)?? by a SIFI holding company (the debtor), after
which the bridge company can recapitalize, where necessary, its operating
subsidiaries.2? If the court approves the transfer, then the SIFI holding company’s
operations (and ownership of subsidiaries) shift to a new bridge company that is not in

bankruptcy—and will be perceived as solvent by market-participants, including

21 There is a third, important, question of access to liquidity by the bridge company that, formally not
a part of the bankruptey process—and thus outside the jurisdiction of this Subcommittee—I do not
address in any detail in this statement. See infia, note 24.

22 In the Subchapter V proposal, Appendix A, Sce. 3, § 1183, commenced cither under Sections 301
and 303 ol the Bankrupicy Code or by the Federal Reserve Board, upon the Federal Reserve Board's
cerlification that (a) the institution is under defined (inancial stress and (b) the commencement of a
bankrupicy case and a transfor Lo a bridge company would preserve or promole linancial stability in
the United States.

23 The institutions thal can use these new bankrupley procedures, I would recommend, should track
those who can be placed into OLA under Title IT of the Dodd-Frank Act. See Appendix, Sec. 2
(amending Bankruptey Code §§ 101, 103, & 109).
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liquidity providers2! because it will be (effectively) recapitalized, as compared to the
original SIFI, by leaving behind in the bankruptcy proceeding previously-identified
long-term unsecured debt of the original SIFI. Afterthe transfer, the debtor (i.e., the
SIFI holding company) remains in bankruptcy but is effectively a shell, whose assets
usually will consist only of an interest in a trust that would hold the equity interests in
the bridge company until they are sold or distributed pursuant to a Chapter 11 plan,
and whose claimants consist of the holders of the long-term debt that is not transferred
to the bridge company and the old equity interests of the SIFI holding company. This
debtor in Chapter 11 has no real business to conduct, and essentially waits for an event
(such as the sale or public distribution of equity securities of the bridge company by the
trust) that will value or generate proceeds from its assets (all equity interests in the
new, recapitalized entity) and permit a distribution of those equity interests or
proceeds, pursuant to bankruptcy’s normal distribution rules, to the holders of the long-
term debt and original equity interests of the debtor (the original SIFI holding

company).

The details of accomplishing this are somewhat intricate and, of course, can

vary, but it is useful, I believe, to trace the general ideas of how I envision this two-step

24 Recognizing that this liquidity is not a part of bankruptey law, and thus not within the jurisdiction
of this Subcominittee, I will not here enter into the debate over whether market-based liquidity to
the bridge company, backed by existing Board lender-of-last-resort access under Federal Reserve Act
§ 13(s “program or facility with broad-based cligibility,” in the event of a broader liquidity freeze,
are sulficient. Without greater access (o government liquidity—under the stringent standards sel
forth in John Bovenzi, Randall Guynn & Thomas Jackson, supra note 12—however, | can envision
cases where the government may commenee an OLA proceeding under Tidle T of the Dodd-Frank
Act, in preference Lo bankruptey, for the primary purpose of gaining liquidily access via the Orderly
Liquidation Fund, Dodd-Trank Act § 210(n). (Appendix A contains a proposed amendment adding
paragraph 15 to Federal Reserve Act § 13, to authorize, under limited circumstances and for a
limited time, temporary liquidity by the Federal Reserve Board. Appendix A, Sec. 5.)

13
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recapitalization might be implemented in bankruptcy.2” The transfer motion would be
heard by the court? no sconer than 24-hours after the filing (so as to permit 24-hour
notification to the 20 largest holders of unsecured claims, the Federal Reserve Board,
the FDIC, and the Secretary of the Treasury, and the primary financial regulatory
authority—whether US or foreign—with respect to any subsidiary whose ownership is
proposed to be transferred to the bridge company).2” And, because the provisions must
stay qualified financial contract termination (and related) rights (including those based
on cross-defaults in non-bankruptcy subsidiaries) for a period to allow the transfer to
the bridge company to be effective in a seamless fashion, the transfer decision
essentially must be made within a designated period (e.g., 48-hours) after the filing.23
There should be conditions on the ability of the court to authorize the transfer to the
bridge company—but conditions that can be satisfied by advanced planning (e.g.,
resolution plans) or otherwise within a very short time-frame. For example, the
proposal in Appendix A provides that the court can order the transfer only if it finds the
transfer will (a) preserve or promote financial stability in the United States and (b)
does not provide for any assumption of the long-term unsecured debt and, in addition,
the Federal Reserve Board certifies that it has found that the bridge company
adequately provides assurance of future performance of any executory contract,

unexpired lease, or debt agreement being transferred to the bridge company.2®

25 And reflected in the proposal in Appendix A, particularly Sce. 3.

2 In Appendix A, the proposal includes an amendment to 28 U.S.C. § 298 to create a group of
designaled disiricl judges, at leasl one [rom cach circuil, 1o hear cases arising under Subchapter Vol
Chapter 11. Appendix A, Sec. 4.

27 Appendix A, Sec. 3, § 1186(b).

28 Appendix A, Sec. 3, §§ 1187, 1188.

2 Appendix A, Sec. 3, § 1186(c)(2).

14
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Many of the remaining provisions that I believe would need to be adopted as
well, and are set out in Appendix A, are designed to permit the successful transfer of
assets, contracts, liabilities, rights, licenses, and permits—of both the holding company

and of the subsidiaries—to the bridge company.

First, there are provisions applicable to debts, executory contracts, and
unexpired leases, including qualified financial contracts.® Conceptually, the goal of
these provisions is to keep operating assets and liabilities “in place” so that they can be
transferred to the bridge company (within a 48-hour window) and, thereafter, remain
“in place” so that “business as usual” can be picked up the bridge company and its
operating subsidiaries once it assumes the assets and liabilities.*? This requires
overriding “ipso facto’ clauses (of the type that would otherwise permit termination or
modification based on the commencement of a bankruptcy case or similar circumstance,
including credit-rating agency ratings, whether in the holding company or in its
operating subsidiaries), 32 and it requires overriding similar provisions allowing for

termination or modification based on a change of control, again whether in the holding

8 See generally Appendix A, Sce. 3, § 1187 (debts, executory contracts, and unexpired leases); § 1188
(qualificd (inancial contiracls).

31 T envision this including relevant tax atlribules, such as a NOT carrylorward. Sce Appendix A,
Sce. 3, § 1190(0).

32 Appendix A, Sec. 8, § 1188(0). While these provisions affect the contractls, permits, liabilities, and
the like of entities (e.g., affiliates such as operating subsidiaries) not themselves in bankruptey, 1
believe they are fully authorized (at least for domestic subsidiaries), if not by Congress’ Article I
bankruptey power, then by application of the independent (albeit related) Congressional power
pursuant to the “necessary and propor” clause of Article |, as interpreted since MeCulloch v.
Murytand, 4 Wheat. 316 (1819), sce also United States v. Comsiock, 560 U.S. ___ (2010), since the
bankruptey of the SIFI eannol successlully be concluded without these provisions that permil the
unimpeded transfor of the aperating subsidiary's ownership Lo the bridge company. (The question of
foreign subsidiaries, while complex, is being actively discussion by U.S. and foreign regulators, and
legislaiion is being discussed in Europe and elsewhere that is designed (o help assure these resulis
extend to non-U.S. operations in the case involving the resolution of a U.S.-based SIFI holding
company.)
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company or in its operating subsidiaries, since the ownership of the bridge company
will be different than the ownership of the debtor prior to the bankruptey filing. 3
These provisions need to be broader than Section 365 of the Bankruptcy Code, for at
least two reasons. First, perhaps because of the limited scope of the original “purpose”
of Section 363, bankruptcy doesn't have a provision expressly allowing for the “transfer”
of debt (although many debts are in fact transferred as a matter of existing practice
under Chapter 11 “going concern sales”). Unlike executory contracts, which might be
viewed as net assets (and thus something to “assume”) or as net liabilities (and thus
something to “reject’), debt is generally considered breached and accelerated (think
“rejected”) upon the filing of a petition in bankruptcy.>! But, if there is going to be a
two-step recapitalization, the bridge company needs to take the liabilities it would
assume “as if nothing happened.” Thus, provisions designed to accomplish that need to
be included.?®> Second, Section 365 doesn’t deal with change-of-control provisions;

amendments need to add that and extend it to debt agreements as well 3¢

With respect to qualified financial contracts, there should be provisions in
addition to those just mentioned. The stay on termination, offset, and net out rights
should apply for the period from the filing until the transfer occurs, it is clear it won't
occur, or 48 hours have passed.?” Because of this interregnum, when there is a
likelihood that the transfer will be approved, and all of these qualified financial

contracts (and related guarantees, if any) go over “in their original form” to the bridge

5 Appendix A, See. 8, § 1187()(2). "This includes offsels and netting out under qualificd (inancial

conlracis, § 1188.

34 See David Skeel & Thomas Jackson, supra note 16.

3% Appendix A, Sec. 3, § 1187,
ppendix A, Sec. 3, § 1187(L)(2).

37 Appendix A, Sec. 3, § 1188(a).
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company, there is a requirement that the debtor and its subsidiaries shall continue to
perform payment and delivery obligations.?® Conversely, because the counterparty may
not know for sure what the outcome will be during this interregnum, there is a
provision that the counterparty may promptly “cure” any unperformed payment or

delivery obligations after the transfer. s

Just as the principle of having the bridge company have the same rights, assets,
and liabilities drive the provisions regarding debts, executory contracts, and unexpired
leases just discussed (including qualified financial contracts), a similar provision is
necessary to keep licenses, permits, and registrations in place, and does not allow a
government to terminate or modify them based on an “ipso facto” clause or a transfer to

a bridge company.*®

Conclusion

While the details are many, the concept is simple. Through modest amendments
to the Bankruptcy Code, expressly enabling it to effectuate a rapid two-step
recapitalization from a SIFI holding company to a bridge company (by leaving long-
term unsecured debt behind), it indeed can be considered the primary resolution vehicle
for SIFTs, as envisioned by the Dodd-Frank Act, limiting the role of Title II—and
therefore administrative-based resolution—to the cases, that almost inevitably may

oceur, where we cannot contemplate today the causes or contours of the next crisis, so

38 Appendix A, Sec. 3, § 1188(L)(1).
ppendix A, Sec. 3, § 1188(b)(2).
Appendix A, Sec. 3, § 1189.
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that the FDIC'’s inevitable discretion, compared to a judicial proceeding, becomes a

virtue rather than a concern.

Absent that (hopefully rare) need, however, I view the virtues of bankruptcy
resolution over agency resolution to be several. First, the new company formed in the
Section 363-like recapitalization sale (or transfer) is neither (a) subject to the jurisdiction of a
bankruptey court* nor (b) subject to “control” by a government agency, such as the FDIC,
whereas the bridge company created in the SPOE process is effectively run, for a while at least,
by the FDIC.*? In this bankruptcy process, the bridge company, appropriately, faces market-
discipline first and foremost; in Title 11, there inevitably is a heavier layer of regulatory overlay
and control. Second, and related, a bankruptcy process envisions at least the possibility that the
market can determine the equity value of the new company (and thus the amount to be
distributed to the creditors and old equity interests “left behind”), whereas the FDIC’s SPOE

proposal relies on expert valuations for those distributions.* Third, because of language in the

4 Explicitly stated in Appendix A, Sec. 3, § 1185(f).

42 See, e.g., FDIC SPOK, supranote 5, p. 76617 (“The FDIC would retain control over certain high-
level key matters of the bridge financial company’s governance, including approval rights for . . .
capital transactions in cxcess of established thresholds; asset transfors or sales in oxeecss of
established thresholds; merger, consolidation or reorganization ol the bridge linancial company; any
changes in direetors ol the bridge (inancial company (with the FDIC retaining the right Lo remove, at
its discretion, any or all dircctors); any distribution of dividends; any equity based compensation
plans . ... Addilional controls may be imposed by the FDIC as appropriate.”). Compare this with
comparable provisions in Appendix A, Sec. 3, § 1185(L)(3), wliere tlie trustee is authorized Lo make
such decisions only after “providling] notice to and consultling| with parties in interest in the
cagse....”

4 FDIC SPOE, supranote 5, p. 76618 (“the SPOE strategy provides for the payment of creditors’
claims in the veccivership through the issuance of securities in a securitics-for-claims exchange.

This exchange involves the issuance and distribution ol new debt, equily and, possibly, conlingent
seeuritics . . . to the receiver. The receiver would then exchange the new debl and equity [or the
creditors’ elaims. . .. Prior (o the exchange of sceurities for claims, the FDIC would approve the
value of the bridge (inancial company. The valuation would be performed by independent experts . . .
selected by the board of direclors of the bridge (inancial company. Selection of the bridge (inancial
company’s independent experts would require the approval of the FDIC, and the FDIC would engage
its own experts to review the work of these firms and to provide a fairness opinion.”).
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Dodd-Frank Act,* the FDIC may push on its own initiative for the replacement of management
(i.e., not permit management of the former SIFI holding company take similar positions in the
bridge company).** In the bankruptcy process, the Board of Directors, and management, of the
newly-created bridge-company would be identified with the input both of the SIFI’s primary
regulators as well as the beneficiaries of the transfer and, importantly, would be subject to the
approval of the district court in an open and transparent process at the time of the transfer of the
holding company’s assets and liabilities to the bridge company.*® Fourth, at various points, the
FDIC has discretion that can amount to ex post priority determinations (such as whether
liabilities other than pre-defined long-term unsecured debt gets transferred to the bridge
company)—discretion that may be useful in extraordinary cases, but that is potentially a cause
for undermining market confidence in the rule of law in other circumstances.”’ Fifth, Title IT
treats the bridge company created in an OLA under Title Il as a government entity, exempt from
taxes;** I think that provision is a mistake, preferring the bridge company to its non-protected
competitors, and should not be replicated in any bankruptcy amendments, whose goal is to have

the bridge company treated “just as” the holding company was before the two-step

recapitalization. Sixth, and (perhaps) finally, | am concerned—as | suspect the FDIC is as

4 Dodd-Trank Act § 206(4) (the TDTC shall “ensure thal management responsible for the failed
condition of the covered [inancial company is removed?): see also Dodd-Frank Act § 206(5) (similar
provision for members of a board of directors).

45 See FDIC SPOE, supra note 5, p. 76617 (“As required by the statute, the FDIC would identify and
remove management of the covered financial company who were responsible for its failed condition”).
4 Appendix A, Sec. 3, § 1183(a)(2)(i)). See also Appendix A, Sec. 3, § 1183(3)(A), where the trustee,
in the case of a change in officers and directors, is required to first “provide notice to and consult
with partics in interest in the case ... 7

17 See, e, FDIC SPOI, supra note 5, p. 76618 (in addition to identificd categories, the FDIC retains
“a limited ability Lo treal similarly situated ereditors differently.”).

48 Dodd-Trank Act § 210(h)(10) (‘Nolwithstanding any other provision of Federal or State law, a
bridge financial company, ils franchise, property, and income shall be exempl from all Laxation now
or hereafter imposed by the United States, by any territory, dependency, or possession thereof, or by
any State, county, municipality, or local taxing authority.”).
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well—that the actual use of SPOE under Title 11 will be subject to ex post criticism and
investigation. Bankruptcy, with appropriate amendments, is in a more robust position to “do the
right thing” in terms of fairly addressing the consequences of financial failure without having it

necessarily lead to economic failure.

I 'want to thank the Subcommittee for allowing me this opportunity to present my views.
It is an honor to appear before you today. 1 would of course be delighted to answer any

questions you may have about my testimony.
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APPENDIX A:
PROPOSED AMENDMENTS TO FACILITATE THE RESOLUTION
OF FINANCIAL INSTITUTIONS UNDER THE BANKRUPTCY CODE:

FOCUSED ON A NEW SUBSECTION V TO CHAPTER 11

Title: To _insert purpose_

Be it enacted by the Senate and House of Representatives of the United States of
America in Congress assembled,

SECTION 1. SHORT TITLE.
This Act may be cited as the [ Act of 2013".]

SEC. 2. GENERAL PROVISIONS RELATING TO COVERED
FINANCIAL CORPORATIONS.

(a) Definition.—Section 101 of title 11, United States Code, is amended by inserting
the following after paragraph (9):

“(9A) The term ‘covered financial corporation’ means any corporation
incorporated or organized under any Federal or State law, other than a
stockbroker, a commodity broker, or an entity of the kind specified in paragraph (2)
or (3) of section 109(b), that is—

“(A) a bank holding company, as that term is defined in section 2(a) of the
Bank Holding Company Act of 1956 (12 U.S.C. 1841(a)); or

“(B) predominantly engaged in activities that the Board of Governors of the
Federal Reserve System has determined are financial in nature or incidental
to such financial activity for purposes of section 4(k) of the Bank Holding
Company Act of 1956 (12 U.S.C. 1843(k)).”.

(b) Applicability of Chapters.—Section 103 of title 11, United States Code, is
amended by adding at the end the following:
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“(1) Subchapter V of chapter 11 applies only in a case under chapter 11 concerning a
covered financial corporation.”.

(c) Who May Be a Debtor.—Section 109 of title 11, United States Code, is amended—
(1) in subsection (b)—
(A) in paragraph (2), by striking “or” at the end;

(B) in paragraph (3)(B), by striking the period at the end and inserting  or’;
and

(C) by adding at the end the following:

“(4) a covered financial corporation.”; and

(2) in subsection (d)—
(A) by striking “and” before “an uninsured State member bank”;
(B) by striking “or” before “a corporation’; and

(C) by inserting “, or a covered financial corporation” after “Federal Deposit
Insurance Corporation Improvement Act of 1991”,

SEC. 3. LIQUIDATION, REORGANIZATION, OR
RECAPITALIZATION OF A COVERED FINANCIAL CORPORATION.

Chapter 11 of title 11, United States Code, is amended by adding at the end the
following:

“SUBCHAPTER V—LIQUIDATION, REORGANIZATION, OR
RECAPITALIZATION OF A COVERED FINANCIAL CORPORATION

“1181. Inapplicability of other sections

“Sections 321(c) and 322(b) do not apply in a case under this chapter concerning a
covered financial corporation.

“1182. Definitions for this chapter
“In this subchapter, the following definitions shall apply:

“(1) The term ‘Board’ means the Board of Governors of the Federal Reserve
System.

“(2) The term ‘bridge company’ means a corporation whose equity securities are
transferred to a special trustee under section 1185(a).

“(3) The term ‘capital structure debt’ means debt, other than a qualified financial
contract, of the debtor for borrowed money with an original maturity of at least 1

2
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year.

“(4) The term ‘contractual right’ means a contractual right of a kind defined in
section 555, 556, 559, or 560.

“(5) The term ‘qualified financial contract’ means any contract of a kind specified
in paragraph (25), (38A), (47), or (53B) of section 101, section 741(7), or paragraph
(4), (5), (11), or (13) of section 761.
“1183. Commencement of a case concerning a covered financial
corporation

“(a) A case under this chapter concerning a covered financial corporation may be
commenced by the filing of a petition with the bankruptcy court—

“(1) under section 301 or 303; or

“(2) by the Board, if and only if the Board certifies in the petition that it has
determined that—

“(A) the covered financial corporation—

“() has incurred losses that will deplete all or substantially all of the
capital of the covered financial corporation, and there is no reasonable
prospect for the covered financial corporation to avoid such depletion;

“(i1) is insolvent;

“(iii) is not paying, or is unable to pay, the debts of the covered financial
corporation (other than debts subject to a bona fide dispute as to liability
or amount) as they become due; or

“(iv) is likely to be in a financial condition specified in clause (i), (i), or
(ii) sufficiently soon so that the immediate commencement of a case
under this title concerning the covered financial corporation is necessary
to preserve or promote financial stability in the United States; and

“(B) the commencement of a case under this title and the effect of a transfer
under section 1186 would preserve or promote financial stability in the United
States.

“(b) The commencement of a case under subsection (a)(2) constitutes an order for
relief under this chapter.

“(c¢) In a case commenced under section 303, the court shall order relief against the
debtor under this chapter if the Board—

“(1) makes a certification of the kind described in subsection (2)(2); and

“(2) consents to an order for relief against the debtor under this chapter.

3
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“1184. Regulators

“(a) The Board may raise and may appear and be heard on any issue in any case or
proceeding under this title relevant to the regulation of the debtor by the Board or to
financial stability in the United States.

“(b) The Federal Deposit Insurance Corporation may raise and may appear and be
heard on any issue in any case or proceeding under this title in connection with a
transfer under section 1186.

“1185. Special trustee and bridge company

“(a) On request of the trustee or the Board, the court may order the trustee to appoint
1 special trustee and transfer to the special trustee all of the equity securities in a
corporation to hold in trust for the sole benefit of the estate if—

“(1) such corporation does not have any property, debts, executory contracts, or
unexpired leases, other than any property acquired or debts, executory contracts,
or unexpired leases assumed, in a transfer under section 1186;

“(2) such equity securities are property of the estate; and
“(3) the court approves—
“(A) the trust agreement governing the special trustee;
“(B) the governing documents of the bridge company; and
“(C) the identity of—
“(1) the special trustee; and
“(ii) the directors and senior officers of the bridge company.
“(b) The trust agreement governing the special trustee shall provide—

“(1) for the payment of the costs and expenses of the special trustee from the
assets of the trust and not from property of the estate;

“(2) that the special trustee provide—
“(A) periodic reporting to the estate; and

“(B) information about the bridge company as reasonably requested by a
party in interest to prepare a disclosure statement for a plan providing for
distribution of any securities of the bridge company:

“(3) that the special trustee provide notice to and consult with parties in interest
in the case regarding—

“(A) any change in a director or senior officer of the bridge company;
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“(B) any modification to the governing documents of the bridge company;
and

“(C) any major corporate action of the bridge company, including—
“(i) recapitalization;
“(ii) a liquidity borrowing;
“(iii) termination of an intercompany debt or guarantee;

“(iv) a transfer of a substantial portion of the assets of the bridge
company; or

“(v) the issuance or sale of any securities of the bridge company;
“(4) that the proceeds of the sale of any equity securities of the bridge company

by the special trustee be held in trust for the benefit of or transferred to the estate:
and

“(5) that the property held in trust by the special trustee is subject to
distribution in accordance with the plan and subsection (e).

“(e) The special trustee shall distribute the assets held in trust in accordance with the
plan on the effective date of the plan, after which time the office of the special trustee
shall terminate, except as may be necessary to wind up and conclude the business and
financial affairs of the trust.

“(f) After a transfer under section 1186, the special trustee shall be subject only to
applicable nonbankruptcy law, and the actions and conduct of the special trustee shall
no longer be subject to bankruptcy court approval.

“1186. Special transfer of property of the estate

“(a) On request of the trustee or the Board, and after notice and a hearing, beginning
24 hours after the commencement of the case, the court may order a transfer under this
section of property of the estate to a bridge company. Except to the extent inconsistent
with this section, section 363 applies to a transfer under this section.

“(b) Unless the court orders otherwise, notice of a request for an order under
subsection (a) shall consist of electronic or telephonic notice of not less than 24 hours
to—

“(1) the holders of the 20 largest unsecured claims against the debtor;
“(2) the Board;
“(3) the Federal Deposit Insurance Corporation;

“(4) the Secretary of the Treasury;
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“(5) the United States trustee; and

“(6) each primary financial regulatory agency, as defined in section 2(12) of the
Dodd-Frank Wall Street Reform and Consumer Protection Act (12 U.S.C.
5301(12)), with respect to any affiliate that is proposed to be transferred under this
section.

“(¢) The court may not order a transfer under this section unless the court
determines, based upon a preponderance of the evidence, that—

“(1) the transfer under this section will preserve or promote financial stability in
the United States;

“(2) the proposed transfer does not provide for the assumption of any capital
structure debt by the bridge company; and

“(3) the Board certifies to the court that the Board has determined that the
bridge company provides adequate assurance of future performance of any
executory contract or unexpired leased assumed and assigned to the bridge
company, and of payment of any debt assumed by the bridge company, in the
transfer under this section.

“1187. Automatic stay: assumed debt

“(a)(1) A petition filed under section 301, 303, or 1183 operates as a stay, applicable
to all entities, of the termination, acceleration, or modification of any debt (other than
capital structure debt), executory contract (other than a qualified financial contract), or
unexpired lease of the debtor, any agreement under which the debtor issued or is
obligated for debt (other than capital structure debt), any debt, executory contract
(other than a qualified financial contract), or unexpired lease of an affiliate, or any
agreement under which such affiliate issued or is obligated for debt, or of any right or
obligation under any such debt, contract, lease, or agreement, solely because of a
provision in such debt, contract, lease, or agreement that is conditioned on—

“(A) the insolvency or financial condition of the debtor at any time before the
closing of the case;

“(B) the commencement of a case under this title concerning the debtor;

“(C) the appointment of or taking possession by a trustee in a case under this
title concerning the debtor or by a custodian before the commencement of the case;

“(D) a default by the debtor under any agreement; or

“(E) a credit rating agency rating, or absence or withdrawal of a credit rating
agency rating—

“(i) of the debtor at any time after the commencement of the case;
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“(ii) of an affiliate during the 48 hours after the commencement of the case;
or

“(iii) while the special trustee is a direct or indirect beneficial holder of more
than 50% of the equity securities of the bridge company—

“(I) of the bridge company; or

“(IT) of an affiliate, if all of the estate’s direct or indirect interests in the
affiliate are transferred under section 1186.

“(2) The stay under this subsection terminates—
“(A) as to the debtor, upon the earliest of—
“(i) 48 hours after the commencement of the case;

“(ii) assumption of the debt, contract, or lease under an order authorizing a
transfer under section 1186; or

“(iii) a determination by the court not to order a transfer under section 1186;
and

“(B) as to an affiliate, upon the earliest of —

“(i) entry of an order authorizing a transfer under section 1186 in which the
direct or indirect interests in the affiliate that are property of the estate are
not transferred under section 1186;

“(ii) a determination by the court not to order a transfer under section 1186;
or

“(iii) 48 hours after the commencement of the case, if the court has not
ordered a transfer under section 1186.

“(3) Sections 362(d), 362(e), 362(f), and 362(g) apply to a stay under this subsection.

“(b) Notwithstanding a provision in an agreement or in applicable nonbankruptcy
law, an agreement under which the debtor has issued any debt, executory contract
(other than a qualified financial contract), or unexpired lease that is assumed by the
bridge company in a transfer under section 1186 may not be terminated or modified,
and any right or obligation under the agreement, debt, contract, or lease may not be
terminated or modified, as to the bridge company solely because of—

“(1) a provision in the debt, contract, lease, or agreement of the kind specified in
subsection (a)(1); or

“(2) a provision in an agreement or in applicable nonbankruptcy law that
prohibits, restricts, or conditions the assignment of the debt, contract, or lease or
that terminates or modifies, or permits a party other than the debtor to terminate
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or modify, the debt, contract, or lease on account of the assignment of the debt,
contract, or lease or a change in control of any party to the debt, contract, or lease.

“1188. Treatment of qualified financial contracts and affiliate contracts

“(2) Notwithstanding sections 362(b)(6), 362(b)(7), 362(b)(17), 362(b)(27), 555, 556,
559, 560, and 561, a petition filed under section 301, 303, or 1183 operates as a stay,
during the period specified in section 1187(a)(2)(A), applicable to all entities, of the
exercise of a contractual right—

“(1) to cause the liquidation, termination, or acceleration of a qualified financial
contract of the debtor or an affiliate;

“(2) to offset or net out any termination value, payment amount, or other
transfer obligation arising under or in connection with a qualified financial
contract of the debtor or an affiliate; and

“(3) under any security agreement or arrangement or other credit enhancement
forming a part of or related to a qualified financial contract of the debtor or an
affiliate.

“(b)(1) During the period specified in section 1187(a)(2)(A), the trustee or the affiliate
shall perform all payment and delivery obligations under a qualified financial contract
of the debtor or the affiliate, as the case may be, that become due after the
commencement of the case. The stay provided under subsection (a) terminates as to a
qualified financial contract of the debtor or an affiliate immediately upon the failure of
the trustee or the affiliate, as the case may be, to perform any such obligation during
such period.

“(2) A counterparty to any qualified financial contract of the debtor that is assumed
and assigned in a transfer under section 1186 may perform any unperformed payment
or delivery obligation under the qualified financial contract promptly after the
assumption and assignment with the same effect as if the counterparty had timely
performed such obligations.

“(¢) A qualified financial contract between an entity and the debtor may not be
assigned to or assumed by the bridge company in a transfer under section 1186
unless—

“(1) all qualified financial contracts between the entity and the debtor are
assigned to and assumed by the bridge company in the transfer under section 1186;

“(2) all claims of the entity against the debtor under any qualified financial
contract between the entity and the debtor (other than any claim that, under the
terms of the qualified financial contract, is subordinated to the claims of general
unsecured creditors) are assigned to and assumed by the bridge company;

“(3) all claims of the debtor against the entity under any qualified financial

8
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contract between the entity and the debtor are assigned to and assumed by the
bridge company; and

“(4) all property securing or any other credit enhancement furnished by the
debtor for any qualified financial contract described in paragraph (1) or any claim
described in paragraph (2) or (3) under any qualified financial contract between the
entity and the debtor is assigned to and assumed by the bridge company.

“(d) Section 365(b)(1) does not apply to a default under a qualified financial contract
of the debtor that is assumed and assigned in a transfer under section 1186 if the
default—

“(1) is a breach of a provision of the kind specified in section 1187(a)(1D(E);

“(2) in the case of a breach of a provision of the kind specified in section
1187(a)(1)(E)(iii), occurs while the bridge company is a direct or indirect beneficial
holder of more than 50 percent of the equity securities of the affiliate.

“(e) Notwithstanding any provision in a qualified financial contract or in applicable
nonbankruptcey law, a qualified financial contract of the debtor that is assumed or
assigned in a transfer under section 1186 may not be terminated or modified, and any
right or obligation under the qualified financial contract may not be terminated or
modified, at any time after the entry of the order under section 1186 until such time as
the special trustee is no longer the direct or indirect beneficial holder of more than 50
percent of the equity securities of the bridge company, solely because of a condition
described in section 1187(b).

“(f) Notwithstanding any provision in any agreement or in applicable nonbankruptcy
law, an agreement of an affiliate (including an executory contract, an unexpired lease,
or an agreement under which the affiliate issued or is obligated for debt) and any right
or obligation under such agreement may not be terminated or modified, at any time
after the commencement of the case, solely because of a condition described in section
1187(b) if and only if—

“(1) all direct or indirect interests in the affiliate that are property of the estate
are transferred under section 1186 to the bridge company within the period
specified in subsection (a);

“(2) the bridge company assumes—

“(A) any guarantee or other credit enhancement issued by the debtor
relating to the agreement of the affiliate; and

“(B) any right of setoff, netting arrangement, or debt of the debtor that
directly arises out of or directly relates to the guarantee or credit
enhancement; and

“(3) any property of the estate that directly serves as collateral for the guarantee

9
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or credit enhancement is transferred to the bridge company.
“1189. Licenses, permits, and registrations

“(a) Notwithstanding any otherwise applicable nonbankruptcy law, if a request is
made under section 1186 for a transfer of property of the estate, any Federal, State, or
local license, permit, or registration that the debtor or an affiliate had immediately
before the commencement of the case and that is proposed to be transferred under
section 1186 may not be terminated or modified at any time after the request solely on
account of—

“(1) the insolvency or financial condition of the debtor at any time before the
closing of the case;

“(2) the commencement of a case under this title concerning the debtor; or

“(3) the appointment of or taking possession by a trustee in a case under this
title concerning the debtor or by a custodian before the commencement of the case.

“(b) Notwithstanding any otherwise applicable nonbankruptcy law, any Federal,
State, or local license, permit, or registration that the debtor had immediately before
the commencement of the case that is included in a transfer under section 1186 shall
vest in the bridge company.

“1190. Exemption from securities laws and special tax provisions

“(a) For purposes of section 1145, a security of the bridge company shall be deemed to
be a security of a successor to the debtor under a plan if the court approves the
disclosure statement for the plan as providing adequate information (as defined in
section 1125(a)) about the bridge company and the security.

“(b) [Tax treatment to come.]

“1191. Inapplicability of certain avoiding powers

“Except with respect to a capital structure debt, a transfer made or an obligation
incurred by the debtor, including any obligation released by the debtor or the estate, to
or for the benefit of an affiliate in a transfer under section 1186 is not avoidable under
section 544, 547, 548(a)(1)(B), or 549 or under any similar nonbankruptcy law.”.

SEC. 4. AMENDMENTS TO TITLE 28, UNITED STATES CODE.

(a) Amendment to Chapter 13.—Chapter 11 of title 11, United States Code, is
amended by adding at the end the following:

“SEC. 298. JUDGE FOR A CASE UNDER TITLE 11 CONCERNING A
COVERED FINANCIAL CORPORATION.

“(a) Notwithstanding section 295, the Chief Justice of the United States shall

10
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designate at least 1 district judge from each circuit to be available to hear a case under
title 11 concerning a covered financial corporation.

“(b)(1) Notwithstanding section 295, and except as provided in section 157, a case
under title 11 concerning a covered financial corporation shall be heard by a district
judge who—

“(A) is the district judge designated under subsection (a) from the circuit in
which the case is pending;

“(B) if more than 1 district judge has been designated under subsection (a) from
the circuit in which the case is pending, is 1 such district judge who is designated
by the chief judge of that circuit to hear the case: or

“(C) if none of the district judges designated under subsection (a) for the circuit
in which the case is pending are immediately available, is designated under
subsection (a) from another circuit by the Chief Justice of the United States.

“(2) If the district judge specified in paragraph (1) is not assigned to the district in
which the case is filed, the district judge shall be temporarily assigned to the district.

“(3) The case and all proceedings in the case shall take place in the district where the
case is pending.

“(c) Notwithstanding section 157, a district court may not refer a proceeding under
section 1186 of title 11, except that the district judge assigned to the case under
subsection (b) may appoint the bankruptcy judge to whom the case is assigned as a
special master to assist the district judge in the proceeding.

“(d) An appeal under section 158(a) in a case under title 11 concerning a covered
financial corporation shall be heard by the district judge assigned to the case under
subsection (b).

“(e) In this section, the term ‘covered financial corporation’ has the meaning given
that term in section 101(9A) of title 11.”.

(b) Amendment to Section 1334.—Section 1334 of title 28, United States Code, is
amended by adding at the end the following:

“(f) This section does not grant jurisdiction to the district courts after a transfer
pursuant to an order under section 1186 of title 11 of any proceeding related to a special
trustee appointed, or to a bridge company formed, under section 1185 of title 11, and
after a transfer pursuant to an order under section 1186 of title 11, the district courts in
the district in which a case under title 11 concerning a covered financial corporation (as
defined in section 101(9A) of title 11) is pending shall not have jurisdiction over the
property held in trust by the special trustee or over the property of the bridge
company.”.

(¢) Technical and Conforming Amendment.—The table of sections for chapter 13 of

11
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title 28, United States Code, is amended by adding at the end the following:

“298. Judge for a case under title 11 concerning a covered financial corporation.”.

SEC. 5. DISCOUNT WINDOW FOR CASES UNDER SUBCHAPTER V
OF CHAPTER 11 OF THE BANKRUPTCY CODE.

Section 13 of the Federal Reserve Act (12 U.S.C. 342 et seq.) is amended by adding at
the end the following:

“(15) Advances to Covered Financial Corporations and Bridge Companies.—Subject
to such restrictions, limitations, and regulations as the Board of Governors of the
Federal Reserve System may prescribe, any Federal reserve bank may make advances
to any covered financial corporation (as defined in section 101(9A) of title 11, United
States Code) that is a debtor in a pending case under chapter 11 of title 11, United
States Code, or to a bridge company (as defined in section 1182(2) of title 11, United
States Code) during any period in which the special trustee appointed under section
1185 of title 11, United States Code, is the direct or indirect beneficial holder of more
than 50 percent of the equity securities of the bridge company, in the same manner and
to the same extent that the Federal reserve bank may make advances to a member
bank, provided that—

“(A) the covered financial corporation or bridge company is solvent and in
generally sound condition at the time of each advance;

“(B) each advance is secured to the satisfaction of the Federal reserve bank; and

“(C) the rate of interest on each advance is above the market rate of interest at
the time of the advance, as determined by the Federal reserve bank.”.



129

Mr. BacHUS. Thank you very much, Professor Jackson.
Professor Harner?

TESTIMONY OF MICHELLE M. HARNER, PROFESSOR OF LAW,
DIRECTOR, BUSINESS LAW PROGRAM, UNIVERSITY OF
MARYLAND FRANCIS KING CAREY SCHOOL OF LAW, BALTI-
MORE, MD

Ms. HARNER. Thank you. Chairman Bachus, Ranking Member
Johnson, and Members of the Subcommittee, thank you for the op-
portunity to testify today. I am honored to appear before you.

My research at the University of Maryland Francis King Carey
School of Law focuses on corporate governance and financial dis-
tress, so I am very familiar with the topic of today’s hearing. I
want to note, however, that I am testifying in my capacity as re-
porter to the ABI Commission to Study the Reform of Chapter 11.
My comments are on behalf of the commission and not my personal
capacity.

The commission was formed in 2012 to study the utility of the
Bankruptcy Code. The commission comprises 20 of the Nation’s
leading practitioners, judges, and academics, and it was constituted
by the American Bankruptcy Institute, the largest multidisci-
plinary, non-partisan organization dedicated to research and edu-
cation on matters related to insolvency.

My testimony will summarize the potential need for Chapter 11
reform, the commission study process, and certain testimony and
research received by the commission.

The Bankruptcy Code has served us well for many years. Never-
theless, today’s financial markets, credit and derivative products,
and corporate structures are very different than what existed in
1978 when the Bankruptcy Code was enacted. Companies’ capital
structures are more complex and rely more heavily on leverage.
Their asset values are driven less by hard assets and more by serv-
ices, contracts, and intangibles. And both their internal business
structures and their external business models are more global. In
addition, claims trading and derivative products have changed the
composition of creditor classes.

These developments are not necessarily unwelcome or unhealthy,
but the Bankruptcy Code was not designed to rehabilitate compa-
nies in this environment. Moreover, anecdotal evidence suggests
that Chapter 11 has become too expensive, particularly for small
and middle market companies, and is no longer achieving certain
policy objectives, such as stimulating economic growth, preserving
jobs and tax bases, and helping to rehabilitate viable companies.

The commission study process was designed to explore the new
environment in which financially distressed companies operate,
and to determine what is and is not working as effectively as pos-
sible. Notably, the commission study process has involved over 250
individuals who work in or are affected by business insolvency.
These individuals are serving as commissioners or advisory com-
mittee members or have testified as hearing witnesses.

The commission has been actively engaged in the study process
since January of 2012. It has received detailed research reports
from its advisory committees on 12 broadly defined areas of Chap-
ter 11 practice, such as governance, finance, financial contracts and
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derivatives, sales, and plans. It also has received a comparative
analysis of many of these issues from an international working
group representing over 12 different countries. The commission is
currently reviewing this impressive body of work.

In addition, the commission has held 16 public field hearings in
11 different cities. The testimony at each of these hearings has
been substantively rich and diverse and has covered a variety of
topics. Several common themes have emerged from the field hear-
ings, including an acknowledgment that Chapter 11 cases have
changed over time, that Chapter 11 may no longer work effectively
for small and middle market companies, that the safe harbors for
financial contracts and derivatives have in some respects been ex-
tended beyond the original intent of that legislation, and that de-
spite some issues, Chapter 11 continues to be an important restruc-
turing tool for U.S. companies.

The commission’s study process is winding down, and the com-
mission is beginning its deliberations. It currently anticipates pro-
ducing a preliminary report in December of this year. Although the
commission does not yet know what it ultimately will recommend,
it is guided by its mission statement to study and propose reforms
to Chapter 11 and related statutory provisions that will better bal-
ance the goals of effectuating the effective reorganization of busi-
ness debtors with the attendant preservation and expansion of jobs,
and the maximization and realization of asset values for all credi-
tors and stakeholders.

Again, I want to thank the Subcommittee for this opportunity to
testify, and I, of course, am happy to answer any questions.

[The prepared statement of Ms. Harner follows:]
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Written Testimony

Michelle M. Harner
Professor of Law
Director, Business Law Program
University of Maryland Francis King Carey School of Law

“Exploring Chapter 11 Reform: Corporate and Financial
Institution Insolvencies; Treatment of Derivatives”

Subcommittee on Regulatory Reform, Commercial and Antitrust Law
Committee on the Judiciary
United States House of Representatives

2141 Rayburn House Office Building
March 26, 2014

Chairman Bachus, Ranking Member Johnson, and members of the Subcommittee,
thank you for the opportunity to testify today. My name is Michelle Harner, and [ am a
Professor of Law and the Director of the Business Law Program at the University of
Maryland Francis King Carey School of Law. Prior to my academic career, I was a
Partner at the law firm of Jones Day in Chicago, Illinois, and I practiced primarily in the
corporate restructuring area. As an academic, my research and scholarship focuses on
corporate governance and corporate restructuring issues. I am honored to appear before
you today.

I have been asked to testify today in my capacity as Reporter for the ABI
Commission to Study the Reform of Chapter 11 (the “Commission”). As such, my
comments today are on behalf of the Commission and not in my personal capacity. The
Commission was formed in 2012 to study the utility of chapter 11 of the U.S. Bankruptcy
Code. The Commission comprises twenty of the nation’s leading practitioners, judges,
and academics.! It was constituted by the American Bankruptcy Institute, the largest
multi-disciplinary, non-partisan organization dedicated to research and education on
matters related to insolvency. The University of Maryland Francis King Carey School of
Law received a grant from the American Bankruptcy Institute and the Anthony H.N.
Schnelling Endowment Fund to support my research and service as Reporter.”

Chapter 11 of the Bankruptcy Code facilitates the resolution of financial distress
primarily in the business context.” It emerged as a compromise to chapter X and
chapter XTI of the U.S. Bankruptcy Act of 1898 (introduced by the Chandler Act of 1938),
under which large, public business debtors were subject to the mandatory appointment of

! A list of the Commissioners is attached at Appendix A.

? The ABI has committed approximately $300,000 to fund the overall study and reform project.
* The Commission and the study are not addressing issues unique to the resolution of an
individual debtor’s financial distress under chapter 11.
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a bankruptcy trustee and oversight by the Securities and Exchange Commission and
smaller business debtors essentially negotiated a resolution with their creditors.” After
almost forty years of experience under chapter X and chapter XI of the prior Bankruptcy
Act, policymakers and practitioners agreed that reform was needed, resulting in one
business bankruptcy chapter—chapter 11 of the Bankruptcy Code.” After more than
thirty years of experience under chapter 11, many practitioners and commentators again
agree that it is time for reform.®

The Commission is conducting a thorough investigation of business bankruptcies
and the potential need for reform. The Commission is still in its study and deliberation
phase of the process, and it is not yet putting forth any conclusions or recommendations.
The Commission does not anticipate doing so until the study phase is completed and the
Commissioners have fully vetted all relevant issues. Accordingly, my testimony today
will summarize: (i) the potential need for reform of chapter 11 of the existing
Bankruptcy Code; (ii) the Commission’s study process; and (iii) certain testimony and
research received to date by the Commission on reform issues.

The Potential Need for Reform

The Bankruptcy Code has served us well for many years. Nevertheless, today’s
financial markets, credit and derivative products, and corporate structures are very
different than what existed in 1978 when the Bankruptcy Code was enacted. Companies’
capital structures are more complex and rely more heavily on leverage; their asset values
are driven less by hard assets (e.g., real estate and machinery) and more by services,

* See, e.g.., DAVID A. SKEEL, JR., DEBT’S DOMINION: A HISTORY OF BANKRUPTCY LAW IN
AMERICA (2001) (reviewing history of the Bankruptcy Code); Donald R. Korobkin,
Rehabilitating Values: A Jurisprudence of Bankruptcy, 91 COL.UM. L. REV. 717 (1991) (same);
Charles Jordan Tabb, The History of the Bankruptcy Laws in the United States, 3 AM. BANKR.
INST. L. REV. 5 (1995) (same); Daniel J. Bussel, Coalition-Building Through Bankruptcy
Creditors ' Commitrees, 43 UCLA L. REV. 1547, 1557-58 (1996) (same and discussing
components of chapter X and chapter XI of the Bankruptcy Act). See also SEC v. Am. Trailer
Rentals Co., 379 U.S. 594, 603—-606 (1963) (discussing the Chandler Act of 1938); CHARLES
WARREN, BANKRUPTCY IN UNITED STATES HISTORY (1935) (reviewing carly history of
Bankmuptcy Codce).

* Elizabeth Warren, Bankruptcy Policvmaking in an Imperfect World, 92 MiCH. L. REv. 336,
371-73 (1993) (cxplaining that “|o]nc of the key reasons for the adoption of the 1978 Code was
the widespread pereeption that the old Code was unworkablc™).

® See Richard Levin & Kenncth Klee, Rethinking Chapter 11,2012 INI’L INSOLVENCY INST,
available at hitp://www iiiglobal.org/componcnt/jdownloads/finish/337/5966.html. See also
Stephen J. Lubben, Some Realism About Reorganization: Explaining the Failure of Chapter 11
Theory, 106 DICK. L. REV. 267 (2001); Douglas G. Baird & Robert K. Rasmussen, Chapter 11 at
Twilight, 56 STAN. L. REV. 673 (2003); Harvey R. Miller & Shai Y. Waisman, Does Chaprer 11
Reorganization Remain a Viable Option for Distressed Businesses for the Twenty-First Century?,
78 AM. BANKR. L.J. 153 (2004); Harvey R. Miller & Shai Y. Waisman, /s Chapter 11 Bankrupt?,
47 B.C. L. REv. 129 (2005); James H. M. Sprayregen et al., Chapter 11: Not Perfect, but Better
than the Alternative, AM. BANKR. INST. J., Oct. 2003, at 1; Harvey R. Miller, Chaprer 11 in
Transition—Irom Boom to Bust and inio the IFuiure, 81 AM. BANKR. L.J. 375 (2007).
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contracts, and intangibles; and both their internal business structures (e.g., their affiliates
and partners) and external business models are more global. In addition, claims trading
and derivative products have changed the composition of creditor classes. These
developments are not necessarily unwelcome or unhealthy, but the Bankruptcy Code was
not designed to rehabilitate companies in this environment.

Moreover, anecdotal evidence suggests that chapter 11 has become too expensive
(particularly for small and middle market companies) and is no longer achieving certain
policy objectives such as stimulating economic growth, preserving jobs and tax bases at
both the state and federal level, or helping to rehabilitate viable companies.” Some
suggest that more companies are liquidating or simply closing their doors without trying
to rehabilitate under the federal bankruptey laws.® Some suggest that companies are
waiting too long to invoke the federal bankruptcy laws, which limits restructuring
alternatives and may lead to premature sales or liquidations.” Still others suggest that the
system continues to work well enough.'” These issues are at the core of the
Commission’s study. As explained below, the Commission’s process was designed to
explore the new environment in which financially distressed companies operate and to
determine what is—and is not—working as effectively as possible.

The Commission’s Study Process

The Commission has undertaken a methodical study of chapter 11 of the
Bankruptcy Code. Over 250 individuals (as either Commissioners, committee members,
or hearing witnesses) who work in or are affected by corporate insolvencies have been
involved in this study process. The Commission has strived to include all perspectives,
ideologies, and geographic and industry segments.

The Commission has met on a regular basis since January 2012. During these
meetings, the Commission has, among other things, discussed issues perceived as
potential problems in chapter 11, reviewed recent developments in the case law and
practice norms, and developed an effective process for identifying, researching, and
analyzing chapter 11 as a whole. As explained below, the Commission has used an
advisory committee structure and numerous public field hearings to amass the
information and research it requires to critically analyze chapter 11 and consider any
reform measures.

7 See. e.g., Stephen ). Lubben, What We “Know ” About Chapter 11 Cost is Wrong, 17 FORDHAM
J.Corp. & FIN. L. 1 (2012) (reviewing litcrature and presenting cmpirical data to contradict
common perceptions of bankruptcy costs).

¥ See, e.g., Douglas G. Baird & Robert K. Rasmussen, The End of Bankruptey, 55 STAN. L. REV.
751, 777-85 (2002) (discussing dccreasc in traditional stand-alonc rcorganizations).

? See. e. g., Michelle M. Hamer & Jamic Marincic Griffin, Facilitating Successful Failures,

66 FLA. L. REV. ___ (forthcoming 2014) (analyzing litcraturc and presenting results of cmpirical
survey on, among other things, timing of bankruptcy filings).

1 See, e.g., Stuart C. Gilson, Coming Through a Crisis: How Chapier 11 and the Debt
Restructuring Industry Are Helping fo Revive the U.S. Economy, 24 J. APPLIED CORP. FIN. 23
(Fall 2012).
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The Advisory Committees. To launch its study, the Commission identified
thirteen broad study topics to facilitate a detailed analysis of the various components of
chapter 11. These study topics are: administrative expense claims and other pressures on
liquidity; avoiding powers (e.g., preferences and fraudulent conveyances); bankruptcy-
remote entities and bankruptcy proofing; distributional issues under plans; executory
contracts and unexpired leases; financial contracts, derivatives, and safe harbors;
financing issues; governance and supervision of cases; labor and benefits issues; multiple
entities and corporate groups; procedural and structural issues under plans; role of
valuation; and sales in chapter 11."' The Commission then enlisted the volunteer service
of over 150 of the profession’s very talented and dedicated judges, lawyers, financial
advisors, academics, and consultants to serve on advisory committees for each of the
study topics.'

The advisory committees began their work in April 2012, The Commission
provided each advisory committee with a preliminary assessment containing initial study
questions for its general topic area. Each advisory committee devoted (and some
continue to devote) significant time to researching and evaluating the study questions.
The advisory committees met either in-person or telephonically on a frequent basis,
reviewing their research and debating the issues. The advisory committees engaged in
this work for approximately eighteen months and submitted research reports on most
topics to the Commission in December 2013.

The Commission then held a three-day retreat in February 2014 to meet with each
advisory committee and discuss the research reports. At the retreat, the advisory
committees presented their reports and highlighted complex and nuanced issues for the
Commission, and Commissioners actively engaged in a direct dialogue with committee
members. The Commission also used the forum to begin integrating the study topics and
reconciling overlapping issues. The retreat and the work of the advisory committees
leading up to the retreat have been informative and very helpful to the Commission in
this process. The Commission currently is reviewing the entire body of work produced
by the advisory committees and conducting follow up research and analysis on a variety
of issues.

The Commission also formed an international working group consisting of
leading practitioners and academics from twelve different countries. The working group

" The Commission has asked the financial contracts, derivatives, and safc harbors advisory
committce to consider related issucs involving systemically important financial institutions and
the chapter 14 proposal developed by Professor Thomas Jackson and his collcagucs. It also has
deferred the work of the multiple entitics and corporate groups advisory committee until a later
point in the process.

2 The names and affiliations of members of the advisory committees are listed at the
Commission’s website: www.commission.abi.org. Two of the witnesses appearing before the
Subcommittee today are members of the tinancial contracts, derivatives, and safe harbors
advisory committee—Seth Grosshandler (Co-Chair of the advisorv committee) and the Honorable
Christopher S. Sontchi.
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is studying targeted questions posed by the Commission and the advisory committees to
provide a comparative analysis of the relevant issues.

The Ilield Hearings. The Commission held its first public hearing in April 2012
at the House of Representatives, Committee on the Judiciary, Rayburn House Office
Building, Washington, D.C. Since that time, the Commission has held fifteen public tield
hearings in eleven different cities: Boston, Las Vegas, Chicago, New York, Phoenix, San
Diego, Tucson, Philadelphia, Austin, Atlanta, and Washington, D.C. In these hearings,
almost ninety individuals have testified.'® The testimony at each of these hearings has
been substantively rich and diverse. The hearings have covered a variety of topics
including chapter 11 financing, general administrative and plan issues, governance, labor
and benefits issues, priorities, sales, safe harbors, small and middle market cases,
valuation, professional fees, executory contracts (including commercial leases and IP
licenses), trade creditor issues, and avoiding powers reform. Transcripts and videos of
the hearings, and the related witness statements, are available at the Commission’s
website: www.commission.abi.org. A summary of the hearing topics is attached at
Appendix C.

Several common themes emerged from the field hearings. First, most witnesses
acknowledged that chapter 11 cases have changed over time.'* These changes include a
perceived: increase in the number and speed of asset sales under section 363 of the
Bankruptcy Code,'” decrease in stand-alone reorganizations, decrease in recoveries to
unsecured creditors,16 and increase in the costs associated with chapter 1.7 Second, the

" The names and affiliations of these witnesses are listed at Appendix B.

' See Bryan Marsal, Statement to the Commission, Hearing, October 26, 2012 (NCBJ Transcript
pp. 13-19), available ai http://commission.abi.org (“There is a gradual erosion of the underlying
public principle of the Code which was to preserve jobs and maximize value through
rehabilitation.”).

'* See Gerald Buccino, Statement to the Commission, Hearing, November 3, 2012 (TMA
Transcript p. 19), available af http://commission.abi.org. (“When sales occur too quickly before
the rehabilitative process, the yield to pre-petition creditors is diminished.”); Michael Richman,
Statement to the Commission, Hearing, October 26, 2012 (NCBIJ Transcript p. 20), available at
http://commission.abi.org (rccommending that section 363 sales should be modificed so that courts
can restrain hasty salcs and better monitor cxpedited sales).

'S See Paul Calahan, Written Statement to the Commission for the May 21, 2013 Hearing,
available at http://commission.abi.org (“The Code and the cconomic cnvironment have madc it
morc difficult for unsccurcd creditors to realize fair payment of their claims... A voice for
unscecured creditors is clearly needed and provides valuable insight to the court and other
partics.”); Joscph McNamara, Written Statement to the Commission for the May 21, 2013
Hearing, available at http://commission.abi.org (“A tremendous disparity remains between
payment of sccurcd and unsceured claims and some cvidence suggests sccured creditors with first
licns expericneed outstanding recoverics, while unsceured recoverics were around 20%, with the
median recovery sct at 10%.7).

17 See John Haggerty, Written Statement to the Commission for the April 19, 2013 Hearing,
available at http://commission.abi.org (recommending that the level of professionals should be
rationalized at the onset of a case and fees and billing should be more transparent and have
greater oversight during the process to keep overall costs down).



136

witnesses who testified on issues relating to small and middle market companies
generally opined that chapter 11 no longer works for these companies. Witnesses cited
cost and procedural obstacles as common barriers.'® Third, the witnesses who testified
on financial contracts and derivatives generally agreed that the safe harbor protections
have been extended to contracts and situations beyond the original intent of the
legislation." They did not necessarily agree, however, on appropriate limitations or
revisions to the relevant sections of the Bankruptcy Code.™ Finally, witnesses—even
those who were highly critical of certain aspects of chapter 11—all perceived value in the
U.S. approach to corporate bankruptcies, including the debtor in possession model *!

The Process Going Forward

The Commission’s study process is winding down, and it will begin deliberations
in April 2014. Prior to that time, the Commission and the ABI are co-sponsoring a
symposium with the University of Illinois College of Law to address issues relating to
secured credit and bankruptcy. This symposium is gathering many of the leading
bankruptcy scholars to explore the rights of debtors and secured creditors under state law
and the Bankruptcy Code. Many scholars also will address the related Constitutional and
public policy issues. * The research papers presented at that symposium will inform the
Commission’s work and appear in the University of lllinois Law Review.

'¥ See Hon. Dennis Dow, Written Statement to the Commission for the April 19, 2013 Hearing,
available at http://commission.abi.org (noting that the complexity, time and costs of the

chapter 11 process impose obstacles that small business debtors often cannot overcome); Prof.
Anne Lawton, Written Statement to the Commission for the November 1, 2013 Hearing,
available at hitp://commission.abi.org (“The Code’s small business debtor definition should be
simplified.”); Gerald Buccino, Statement to the Commission, Hearing, November 3, 2012 (TMA
Transcript pp. 7, 15), available at http://commission.abi.org (“A one-size-fits-all approach for the
Code does not work because smaller businesses have special needs.”).

' See Daniel Kamensky on behalf of Managed Funds Association, Written Statement to the
Commission for the October 17, 2012 Hearing, available at http://commission.abi.org (asserting
that the breadth of safc harbors has had unintended conscquences and some courts have held that
safc harbors cxtend to protect onc-off private transactions that do not involve financial
institutions); Janc Vris, Statcment to the Commission, Hearing, May 15, 2013 (NYCBC
Transcript p. 9), available ar hittp://commission.abi.org (“The original purpose of the safe harbors
was to prescrve the clearing of pavments and delivery within a fair closed system, the protcctions
have now cxpanded beyond that.™).

20 See Hon. James Peck, Statement to the Commission, Hearing, May 15, 2013 (NYCBC
Transcript p. 32), available af http://commission.abi.org (rccommending that judges should have
morc discrction to determine whether contracts fit the criteria for protection under the safe
harbors).

2 See William Greendyke, Written Statement to the Commission for the November 22, 2013
hearing, available ar http://conmission.abi.org (reporting that the membership of the Bankruptey
Law Section of the State Bar of Texas noted that the chapter 11 process still worked, but found it
to be more expensive and “faster” than 10 years ago.).

** The names and affiliations of the academics presenting at this symposium are listed at
Appendix D.
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The Commission will devote significant time to reviewing the vast body of
research, data, and testimony generated through its two-year study process. 1t will debate
the issues internally and work to build consensus around a set of findings and
conclusions. The Commission currently anticipates producing a preliminary report in
December 2014.

Although the Commission does not yet know what it ultimately will recommend
in that report, it is guided by its mission statement to “study and propose reforms to
Chapter 11 and related statutory provisions that will better balance the goals of
effectuating the effective reorganization of business debtors—with the attendant
preservation and expansion of jobs—and the maximization and realization of asset values
for all creditors and stakeholders.”



138

Appendix A

ABI Commission to Study the Reform of Chapter 11

D.J. (Jan) J. Baker, Latham & Watkins LLP

Donald S. Bernstein, Davis Polk & Wardwell LLP

Geoffrey L. Berman (ex officio), Development Specialists, Inc.

William A. Brandt, Jr., Development Specialists, Inc.

John Wm. Butler, Jr., Skadden, Arps, Slate, Meagher & Flom LLP

Babette A. Ceccotti, Cohen, Weiss & Simon LLP

Samuel J. Gerdano (ex officio), American Bankruptcy Institute

Hon. Arthur J. Gonzalez (retired), U.S. Bankruptcy Court, Southemn District of New York
Steven M. Hedberg, Perkins Coie LLP

Robert J. Keach (Co-chair), Bernstein Shur

Prof. Kenneth N. Klee, University of California at Los Angeles, School of Law
Richard B. Levin, Cravath, Swaine & Moore LLP

James T. Markus (ex officio), Markus Williams Young & Zimmerman, LLC
Harvey R. Miller, Weil, Gotshal & Manges LLP

James E. Millstein, Adjunct Professor of Law, Georgetown Law Center

Harold S. Novikoft, Wachtell, Lipton, Rosen & Katz

James P. Seery, Ir,, River Birch Capital, LLC

Sheila T. Smith, Deloitte Financial Advisory Services LLP

James H.M. Sprayregen, Kirkland & Ellis LLP

Albert Togut (Co-chair), Togut, Segal & Segal, LLP

Clifford J. White III, Director (non-voting), Executive Office for the U.S. Trustees (DOJ)
Bettina M. Whyte, Alvarez & Marsal

Deborah D. Williamson, Cox Smith Matthews Incorporated
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Appendix B

Public Filed Hearing Witness List

Rep. Howard Coble, NC

Hon. Joan Feeney, Bankruptcy Court D. Ma.

Sen. Charles E. Grassley, IA

Prof. Edward I. Altman, New York University, School of Business

Ted Basta, LSTA

John Greene, Halcyon Asset Management LLC

Prof. Edith S. Hotchkiss, Boston College, School of Management

Daniel B. Kamensky, Paulson & Co., Inc. (on behalf of MFA)

A.J. Murphy, Bank of America Merrill Lynch

Lee Shaiman, GSO Capital Partners, Blackstone

Hon. Eugene R. Wedoft, Bankruptcy Court N.D. Il

John Collen, Tressler, LLP

Howard Brownstein, The Brownstein Corp.

Bryan P. Marsal, Alvarez & Marsal

Michael P. Richman, Hunton & Williams LLP

Brad B. Erens, Jones Day

Craig Goldblatt, Wilmer Hale

Ronald Barliant, Goldberg Kohn Ltd., Bankruptcy Court N.D. Ill. (Ret.)

Hon. Melanie Cyganowski, Otterbourg, Steindler, Houston & Rosen, PC, Bankruptcy
Court ED. N.Y. (Ret.)

Michael Haddad, Newstar Business Credit (on behalf of CFA)

Jonathan N. Helfat, Otterbourg, Steindler, Houston & Rosen, PC (on behalf of CFA)

Richard M. Kohn, Goldberg Kohn Ltd. (on behalf of CFA)

Randall Klein, Goldberg Kohn Ltd.

Robert Katz, Executive Sounding Board Associates, Inc.

Gerald Buccino, Buccino & Associates

Kathryn Coleman, Hughes, Hubbard & Reed

Richard Mikels, Mintz, Levin, Cohn, Ferris, Glovsky and Popeo, P.C.
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Danielle Spinelli, Wilmer Hale

J. Scott Victor, SSG Capital Advisors, LLC

William Derrough, Moelis & Company LLC

Mark Shapiro, Barclays Capital

Jennifer Taylor, O’'Melveny & Myers LLP

Janet Chubb, Armstrong Teasdale

Hon. Robert D. Drain, Bankruptcy Court S.D.N.Y.

Hon. Gregg W. Zive, Bankruptcy Court D. Nev

Peter S. Kaufman, Gordian Group LLC

Hon. James M. Peck, Bankruptcy Court SDN.Y.
Sandra E. Horwitz, CSC Trust Company of Delaware
Eric Siegert, Houlihan Lokey

Prof. David C. Smith, University of Virginia, MclIntire School of Commerce
David R. Jury, United Steelworkers

Michael L. Bemstein, Arnold & Porter
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Appendix C

Summary of Field Hearings and Topics of Discussion

The October 17, 2012 field hearing was at held the Loan Syndications and
Trading Association (LSTA) annual meeting in New York, New York. The hearing
generally covered finance and governance concerns in chapter 11, and witnesses testified
on debtor in possession (dip) lending, distressed debt trading, and the role of secured
credit. The Managed Funds Association (MFA) testified on various aspects of
governance reform, suggesting changes involving the appointment of trustees, the
addition of new members to a debtor’s board of directors, and the appointment and
management of creditors’ committees. Representatives from LSTA presented data on the
relationship between dip lending and reorganization, and witnesses encouraged the
Commission to consider the positive role that distressed debt trading has on the market.

The Commission hosted a roundtable discussion on sales as part of a field hearing
on October 26, 2012 during the annual meeting of the National Conference of
Bankruptcy Judges (NCBJ) in San Diego, California. During the roundtable, witnesses
recommended reviewing the time limits on the section 363 sale process, in particular for
small business cases, and with respect to plan exclusivity. Another witness discussed the
scope and ambiguity in sales approved under section 363(f) of the Code. Witnesses also
spoke more generally on the challenges faced by small and middle market companies
using chapter 11, and on potential reforms in credit-bidding and lender control
provisions.

On November 3, 2012, the Commission held a field hearing at the Turnaround
Management Association’s annual meeting in Boston, Massachusetts. During the field
hearing, witnesses provided comments on reforming the Federal Rules of Bankruptcy
Procedure, the impact of Stern v. Marshall, the role of judicial discretion, executory
contracts, and DIP lending. Comments from witnesses included: the suggestion that the
time to assume or reject non-residential real property was too short; that the speed of a
section 363 sale was too quick, diminishing value to pre-petition creditors; and that
section 503(b)(9) protections should be abolished. One witness suggested reforms to DIP
lending and amending the standard in section 1111(b) in the context of credit-bidding.

The field hearing on November 15, 2012 was held at the annual convention of the
Commercial Finance Association (CFA) in Phoenix, Arizona. The primary focus of the
field hearing was finance, and the witnesses testified on DIP lending, the use of carve-
outs, and challenges to small and medium-size enterprises. The leadership of CFA
testified on behalf of their membership and suggested the Commission study the
following topics: adequate protection for secured creditors, carve-outs, the inclusion of
all contract rights in the definition of secured claims, and the enforceability of inter-
creditor agreements. Included among the potential reforms proposed by witnesses were:
modifying the Code to allow for the statutory appointment of a sale monitor or examiner;
codifying local rules to provide guidance or standards for the court to base its discretion
on; clarifying sections 1129 and 1104 of the Code; codifying gifting; providing for the
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enforcement of fraudulent conveyance savings clauses; and shifting the burden of proof
in preferential transfer claims.

During the ABI Winter Leadership Conference in Tucson, Arizona, the
Commission held a field hearing on November 30, 2012. This field hearing centered on
finance and governance under chapter 11, in particular the role of creditors’ committees,
DIP lending, the use of secondary markets, surcharges, and roll-ups. While discussing the
use of secondary markets, one witness suggested that the Code should clarify that bad
faith does not turn solely upon a creditor’s motivation and that bad faith does not exist
solely because a creditor took actions that are associated with distressed investing.

The Commission held a field hearing during the VALCON Conference in Las
Vegas, Nevada, on February 21, 2013. The field hearing focused on valuation, including:
different valuation methodologies; the pros and cons of judicial valuation; and the timing
of valuations in chapter 11 cases. Witnesses made a number of suggestions to improve
the valuation process used during chapter 11, including the use of the Discounted Cash
Flow Analysis over the Market Test, and offering the court, at its election, access to a
valuation consultant.

The March 14, 2013 field hearing was held at the spring meeting of the American
College of Bankruptcy in Washington, DC. The field hearing centered on labor
provisions within the chapter 11 process, in particular sections 1113 and 1114 of the
Code and the impact of the proposed Conyers Bill. Recommendations for reform
included: eliminating the 14-day time frame for a court hearing on section 1113 and 1114
motions; moditying the test to terminate a defined-benefit pension plan; restoring
concessions if unsecured creditors ultimately get paid in full or receive value equal to
100% of their claims; and maintaining the right to self-help. Many of the witnesses felt
that payment into pension funds or 401(k) plans should be more strongly enforced and
that the labor force should be permitted to participate more actively in a debtor’s business
plan.

In conjunction with the ABI Annual Spring Meeting in Washington, DC, the
Commission held a field hearing on April 19, 2013. This particular field hearing included
testimony on professional fees and the challenges of small and middle market companies
utilizing the chapter 11 reorganization process. A number of recommendations were
made to address the perception of excessive professional fees, including: a guideline in
the present billing system that would provide a ceiling for the class’ fees as a percentage
of total recovery; weekly reports accompanied by memos that explained the firm’s prior
week’s fees and expenses; or other systems that would promote greater transparency,
enhance debtor supervision of professionals, and rationalize the level of professionals at
the onset. Other witnesses provided insight into the unique challenges that small and
middle market companies face in efforts to reorganize under chapter 11 of the Code, like
the 300-day deadline for filing a plan and disclosure statement, the section 1 129(a) 45-
day requirement to confirm a plan, and the application of the Absolute Priority Rule. For
comparison purposes, the witnesses offered observations about the increased use of state
law alternatives to chapter 11.
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As part of the New York City Bankruptcy Conference, the Commission held a
field hearing on May 15, 2013 in New York, New York. The focus of the field hearing
was the role of financial contracts and derivatives, and the use of safe harbors, in
chapter 11 cases. A number of recommendations for reform were proffered by the
witnesses, including: tailoring the settlement payment definition to confirm more closely
to Congress’ original intent; imposing a self-reporting requirement on counterparties
exercising safe harbors; allowing the debtor continued access to information from its
clearing banks; and providing more protection to the estate’s operating assets. In addition,
a discussion was held surrounding the appropriateness of a three-day automatic stay for
the exercise of safe harbors, the level of judicial discretion that should be granted within
the definition and enforcement of safe harbors, and whether a set interest rate should
apply to payouts.

The Commission heard from a number of witnesses regarding administrative
claims and avoiding powers during its May 21, 2013 field hearing at the National
Association of Credit Management conference in Las Vegas, Nevada. During a robust
discussion on section 503(b)(9), one witness suggested the inclusion of drop shipment
transactions in the protections of that section. A number of witnesses supported changes
to the preference statute to afford more protections and defenses to creditors and place
more of the burden on trustees and debtors to evaluate preference claims prior to
demands. Additionally, witnesses shared that the window for bringing preference actions
was too broad and a cost-benefit analysis should be required when evaluating preference
demands, demonstrating that pursuing the preference action would provide benefit to the
unsecured creditors above the cost to pursue the action.

On June 4, 2013, the Commission held a field hearing on executory contracts,
leases, and related intellectual property issues in bankruptcy at the New York Institute of
Credit conference in New York, New York. A panel of witnesses represented two distinct
and opposite views on the impact and value of the 210-day rule to assume or reject non-
residential leases. The witnesses also discussed the treatment of stub rents, a lessee’s
post-petition obligations under section 365(d)(3), and the definition of adequate
assurance of future performance in the context of the assumption and assignment of
leases. The panel of witnesses that discussed intellectual property issues offered
suggestions to reform section 365(c) to adopt the “Actual Test,” and to reform sections
365(g), (n) to adopt the Lubrizol decision. Further, the suggestion was made to modernize
the definition of patents to include foreign issued patents and clarify change of control
provisions.

Another field hearing of the Commission was held on June 7, 2013 in Chicago,
Tllinois, at the annual meeting of the Association of Insolvency & Restructuring Advisors
(AIRA). The field hearing began with a report from AIRA leadership on those issues
most concerning to their membership, including the format and detail of disclosure
statements, the use of judicial discretion, and the revival of “KERPs.” The Commission
also heard from two academics regarding the interaction between labor law and the Code,
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and the role of governance and the value of information, in particular control discovery,
in chapter 11.

The Commission again held a field hearing at the National Conference of
Bankruptcy Judges Annual Meeting, which took place on November 1, 2013 in Atlanta,
GA. The discourse of this hearing focused on a number of general proposals for reform of
the Code, including: the oversight of committee work; the value of a third-party
reorganization professional; and the role and selection of a trustee. The Commission also
heard from an academic reporting on her study of small business debtors under the
current Code and proposals for reform, including modifying the definition of “small
business debtor” and eliminating the 45-day plan-confirmation deadline for those debtors.

On November 7, 2013, the Commission held its first field hearing in the third
judicial circuit at the 10™ Annual Complex Restructuring Program at the Wharton School
of Business in Philadelphia, PA. The Commission heard from a number of difterent
witnesses that testified on the role and responsibility of the debtor in possession and other
parties in interest, the unique challenges faced in asbestos-related chapter 11 cases, and
issues within priority rules, in particular, codifying the new value corollary of the
absolute priority rule. One witness focused on reform proposals that would reduce the
costs and ease the timetables applicable in small or middle market cases. The
Commission also heard testimony on behalf of the International Women’s Insolvency and
Restructuring Confederation (IWIRC). IWIRC’s testimony focused on streamlining the
process for asserting section 503(b)(9) claims, including standardizing the forms and
procedures for asserting such claims and establishing a timeline in which they must be
asserted.

The last field hearing of 2013 for the Commission occurred at the University of
Texas/Jay Westbrook Conference in Austin, TX on November 22, 2013. The
Commission heard from two representatives of the Bankruptcy Law Section of the State
Bar of Texas on the results of an online survey of its members, including general
suggestions for reform of the chapter 11 process like standardizing the role and practices
of the U.S. Trustee across districts and/or regions, legitimizing the section 363 sale
process, and making bankruptcy judges Article 111 judges. In addition to a number of
focused proposals on reform within the Code, the Commission heard testimony regarding
two larger issues: the impact of Stern v. Marshall and the role venue plays in bankruptey
proceedings.
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Appendix D

Academics Currently Scheduled for April 2014 Symposium

David C. Smith, University of Virginia Mclntire School of Commerce
Mark Jenkins, University of Pennsylvania, Wharton School of Business
Michelle M. Harner, University of Maryland, School of Law

Adrian J. Walters, IIT Chicago-Kent, College of Law

Melissa B. Jacoby, University of North Carolina

Edward J. Janger, Brooklyn Law School

Kenneth M. Ayotte, North Western University, School of Law

David G. Carlson, Yeshiva University, School of Law

Gary Holtzer, Weil, Gotshal & Manges LLP

Juliet M. Moringiello, Widener University, School of Law

David A. Skeel, Jr., University of Pennsylvania, School of Law
Steven L. Schwarcz, Duke University, School of Law

Edward Morrison, University of Chicago, School of Law

Bruce A. Markell, Florida State University, College of Law

Charles W. Mooney, Jr., University of Pennsylvania, School of Law
Steven L. Harris, IIT Chicago-Kent, College of Law

Charles J. Tabb, University of lllinois, College of Law

Barry E. Adler, New York University, School of Law

Stephen I. Lubben, Seton Hall University, School of Law

Jay Lawrence Westbrook, University of Texas, School of Law
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Mr. BAcHUS. Thank you very much. At this time, with consent
of Mr. Marino, we are going to Congressman Collins first. Is that
right?

Mr. CoLLINS. Thank you, Mr. Chairman. I do appreciate my dear
friend, Congressman Marino, for allowing me to go here. Professor
Jackson, in looking——

Mr. BAacHUS. He has been in the back listening on TV, so he
is—

Mr. CoLLINS. You all make great television stars. You all ought
to think about this. You look good back there.

Mr. BAcHUS. And they are wondering, this guy shows up and he
starts asking questions, and he has not heard a thing.

Mr. CoLLINS. Yes, I have heard every bit of it back there. It is
great. But again, Professor Jackson, your testimony indicates, and
also your written statement, that transparency, certainty, judicial
oversight of the bankruptcy process make it the preferred method
for resolution of a financial firm. I just have a question. Could
those same attributes make bankruptcy the ideal process for the
resolution of Fannie and Freddie?

Mr. JACKSON. I am not an expert on the details of Fannie and
Freddie, but in general it seems to me the structure of bankruptcy
law, with well-defined rules about how you deal with assets and li-
abilities and priorities, a huge body of judicial law and judicial re-
view of the processes, in my view, generally makes it the preferred
resolution mechanism for almost any institution.

That does not mean that there will not be perturbations to a sys-
tem if a Fannie or Freddie went into a bankruptcy proceeding, but
bankruptcy is pretty good at knowing how to deal with this. Trust
assets will be set aside, priorities will be determined by the kind
of priorities that they should have had.

So as I said at the start, I am a big fan of bankruptcy law be-
cause I think it, in general, we have decades of decision making
under it. We have strict priority rules. We have a judicial process
that I think is pretty free from political pressure most of the time,
that does a wonderful job of adhering to the rule of law.

Mr. CoLLINS. Okay. And I think that is the interesting, you
know, process here of amending the Bankruptcy Code because it
does have the history, for not only Fannie and Freddie, but also
large and middle-sized banks as well. Would that follow along that
same pattern of your answer?

Mr. JACKSON. Yes. When you are talking about depository banks,
they are historically done under the Federal Deposit Insurance
Corporation, but there is an actual feature of depository banks that
makes them distinguishable from other kinds of even financial in-
stitutions. The Federal Government is, in fact, the residual owner
of these institutions almost anyway because of the deposit insur-
ance guarantees. So it is really their own institution that they are
resolving at the end of the day, and that is very different from all
other financial institutions.

Mr. CoLLINS. I am very glad you all are here. Just on the ques-
tion line now, Professor Jackson, doing that, especially with Fannie
and Freddie, I am looking at derivatives, the bigger issues that we
have here, whether stockholder equity and enterprise is meeting its
financial obligations to creditors, but it needs to be restructured or,
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you know, put into a run-off. This is where the bankruptcy if we
amend it would probably work in situations like that given its his-
tory, given its structure. Would that be a fair statement?

Mr. JACKSON. That would be a fair statement. Again, what bank-
ruptcy would do is impose losses first on the shareholders, on the
equity. And then if any company was, in fact, insolvent, it would
impose those losses on the lower tiered debt in the first instance.
For example, in the SIFI process, the stripped off long-term debt
that is left behind will be the group that bears losses in case the
entity is insolvent so that you have to go deeper than wiping the
equity out. But all of that is firmly established by priority rules in
the Bankruptcy Code, which is one of the reasons I am such a fan
of it.

Mr. CoLLINS. Okay. And a final part here just is looking at this
and continuing on this sort of theme that we have developed here.
And after this, if anybody else would like to jump in on this ques-
tion. I see that bobble head going.

Financial obligations. Are Fannie and Freddie right now meeting
the financial obligations to creditors? If we did have a process like
this, you know, should a bankruptcy filing leaves derivatives con-
tracts and other financing arrangements in place? Would that be
something that could be done through this?

Mr. JACKSON. Well, again, leaving them in place requires some-
thing like what I have been talking about with the single point of
entry. It requires you to transfer everything to a new entity.

Mr. COLLINS. Right.

Mr. JACKSON. Currently under the Bankruptcy Code if you did
not have a stay to allow that continuation process to occur, and the
others who were talking about the qualified financial contracts,
under the Bankruptcy Code, those people can run. So you do need
amendments to the Bankruptcy Code to at least allow you to trans-
fer these to an entity where everything could stay in place.

Mr. CoLLINS. Go ahead.

Mr. GROSSHANDLER. Yes. I agree with everything Professor Jack-
son said, but I wanted to put one important point, extra point,
which is Fannie and Freddie, of course, issue guaranteed securities,
right?

Mr. COLLINS. Right.

Mr. GROSSHANDLER. And those securities consist of the holder
has a right to the payments on the mortgage loans that they are
holding in trust, plus the Fannie and Freddie guarantee. What is
going to happen to that guarantee in the bankruptcy? And the
usual Bankruptcy Code rule is there is a long time to determine
what happens to that guarantee in bankruptcy. It is a contingent
claim. You do not know whether those mortgages are going to de-
fault or not, whether you need to draw on it. And it is very com-
plicated. I think that kind of extended uncertainty in a regular
bankruptcy proceeding would make the value of those securities
tank.

Mr. CoLLINS. Well, even though this is the late hour and all, this
is something that needs to be looked at, I think, as we look at the
vast derivatives and other things that need to be looked at possibly
in the structure bankruptcy. And I thank you, and I do thank my
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colleagues for allowing to question. And I hope you all have a won-
derful evening. Thank you.

Mr. BAcHuUS. I thank the gentleman. Now, Ranking Member
Johnson is recognized.

Mr. JOHNSON. Thank you, Mr. Chairman. To be clear, Title II of
Dodd-Frank is only triggered by the determination of the Treasury
Secretary that a non-bank financial institution is systemically im-
portant. Could an entity like Lehman Brothers, whose impending
failure puts the financial marketplace into a free fall and freezes
the lending market? Is that enough to trigger a Title II orderly lig-
uidation?

Mr. JACKSON. Everybody can jump in on this. I think actually
Title II designed precisely for an entity such as Lehman. I mean,
if you look at when Dodd-Frank was being enacted, Lehman was
the elephant in the room because of the Lehman bankruptcy, and
a sense that Lehman had done zero pre-bankruptcy planning.

And so, I think a lot of effort that went into Dodd-Frank and
Title II was trying to design a process that could, in fact, happen
for Lehman. So, yes, I would assume that the Treasury and the
Fed and the FDIC would conclude that Lehman was a systemically
important financial institution for purposes of triggering Title II.

Mr. GROSSHANDLER. I think that is right certainly if Title II was
in effect in 2008. Today the question would be, because the stand-
ard is would there be severe and adverse effects on the economy
if there were not a Bankruptcy Code proceeding. If, in fact, the
Bankruptcy Code were changed along the lines of Chapter 14, et
cetera, 1n fact, and given the resolution planning that is happening,
it might be that Lehman today or tomorrow, assuming changes to
the Bankruptcy Code, would not require the Title II intervention.

Mr. JACKSON. I think that is completely correct. I was playing
with the world that exists today where I think you have a dis-
connect between the desire of the Dodd-Frank Act, which is bank-
ruptcy takes primacy. You cannot trigger a Title II proceeding until
you have found the bankruptcy is not up to the task. And the re-
ality is, which is because have not changed bankruptcy law, I think
today if a Lehman Brothers was to fail, it is almost inevitable that
the trigger would be pulled on Title II

The proposals I have talked about today, it seems to me, are ex-
plicitly designed to reduce almost to the vanishing point the need
to implement Title II, and instead use a judicially-based proceeding
in bankruptcy. So that I believe if you went in the direction I
talked about today with a Chapter 14 or Chapter 5 of Chapter 11,
you today would use bankruptcy and not Title II for Lehman
Brothers.

Mr. JOHNSON. Well, Professor Jackson, it is clear that you believe
that the judicial system would be better equipped to deal with the
resolution of a SIFI as opposed to a regulatory body. Can I ask
each of you what you think:

M1("1 BAcHUS. But he is saying with the changes that he has pro-
posed.

Mr. JOHNSON. Yes. Yes. But what Professor Jackson is saying is
that we need to do this judicially as opposed to administratively.
And I would like to get the other witnesses’ opinions on that.

Judge SoNTCHI. Well, I think that——
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Mr. JOHNSON. And I would also point out the case of GM bank-
ruptcy and the government money that went into that. And, of
course, Professor Jackson, you do not want any bailouts, any gov-
ernment bailouts. And so, how can you restructure a company like
GM in a bankruptcy proceeding without public dollars? So in light
of that, what is the best way to deal with this?

Mr. JACKSON. Do you want me to take that one on, and I think
the other question went to the other people at the table. The dif-
ference between General Motors, I think, and what we are talking
about here is I am explicitly talking about a system in which there
is loss absorbency built into the financial structure so that what
you do in the financial institution case, it is like a bail-in. You strip
the debt out, leave it behind in the bad company, and you start out
with a new company that is solvent again.

That option was not really available at the time of General Mo-
tors, nor was it available at the time of the 2008-2009 financial cri-
sis for other institutions. The beauty of this, and it does require
regulatory requirements that there is loss absorbency capacity built
into the system, is that by doing that, you get away from what I
think is the Hobson’s choice that they faced in 2008-2009, which
is either allow the financial system to crater or to bail them out.
And what this does is I think it allows you to get away from that
Hobson’s choice.

It is a very different thing because the financial institutions have
a different sort of structure and importance than a General Motors
so that I am not really talking now about what you do with cor-
porate reorganization.

Mr. JOHNSON. I understand. I understand. Could I, Mr. Chair-
man?

Mr. BAcHUS. You want to

Mr. JOHNSON. Yes, if the others could respond.

Mr. BACHUS. That is all right.

Mr. JOHNSON. Thank you.

Ms. HARNER. Certainly. Thank you, Ranking Member Johnson,
for that question. So first, I will say in my personal capacity, I, like
Professor Jackson, am a true believer in the bankruptcy system. I
think the transparency, the due process, the certainty and the judi-
cial oversight hold tremendous value when you are trying to re-
structure any company, including SIFIs and companies like GM.
Do we need to change the Bankruptcy Code to accommodate those
types of companies? Yes, I think we do.

Now, from the commission’s perspective, we have not made any
determinations about the type of issues Professor Jackson or you,
sir, have raised, but we are looking at them. In fact, we have asked
the Subcommittee that Judge Sontchi and Mr. Grosshandler are on
to help us consider ways to handle issues that come up in a Chap-
ter 14 and SIFI type situation.

I also will just point out that one of the themes we are hearing
continuously is that a one-size-fits-all approach in bankruptcy may
not be the most effective or best approach. So we may be consid-
ering ways to think differently about very large corporations, very
small corporations, and then what constitutes the majority of U.S.
companies and U.S. debtors, the small middle market companies.
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Judge SONTCHI. If I may very quickly. First of all, it is nice to
hear everybody trusts the bankruptcy system. [Laughter.]

I do not know if we deserve it, but I will take it.

Mr. GROSSHANDLER. You may hear a little dissent.

Judge SONTCHI. I think one of the primary problems is time is
your enemy. Time is your enemy in almost every Chapter 11. But
when you are talking about these SIFIs, you are talking about try-
ing to close out billions dollars in very short order, time becomes
a very difficult thing to deal with. And what the bankruptcy court
gives you is transparency. It gives you due process, but it takes
time.

So the difficult balance in trying to figure out how you can han-
dle a SIFI in a bankruptcy process I think has a lot to do with the
balance of due process, which takes time, and the need, the real
economic need, to move very, very quickly.

We actually do this every day. Every Chapter 11 case I have,
when you have an operating business under court supervision, time
is critical. And we are required to, and I think we do a pretty good
job, of balancing the issue about due process with the emergent na-
ture of the case. And why I say that is because you will hear that
a regulatory position or a regulatory answer might be better for it
because things can happen more quickly because we cannot wait
around for a court to get around to doing things.

And I would counter that, yes, there is a tension there. There is
no question. But I think the bankruptcy system does a pretty good
job of handling that on a day-to-day basis in all our cases. And I
think it would be a challenge, but I think we would be more likely
t};)an not to handle it in a SIFI type situation that we are talking
about.

Ms. VRris. I think that the bankruptcy judges are very good at
some tasks and some missions, and that the regulators are better
for other tasks and other missions. I think if we are talking about
a claims dispute process resolving disputes, I think the bankruptcy
judges are better for that. I think if we are talking about a planned
process or valuation, I think the bankruptcy judges are better suit-
ed for that.

I think if we say for resolution of SIFIs we are broadening the
mission and we want to also try and safeguard the disruptive effect
on our entire financial system and the economy of the country, I
think that is a lot to put on the shoulders of our bankruptcy judges,
as wonderful as they are. In Lehman, Judge Peck had an extraor-
dinarily short period of time to decide whether or not to approve
the sale of the broker dealer to Barclays. He did an admirable job.
Everybody and their brother objected. He had, as I said, very little
time.

And ultimately he made a decision, which I think most people
would say was the right decision, notwithstanding that people later
tried to upset that decision. But I do not think that is really what
we should ask of the bankruptcy courts if, as I say, our mission
with the SIFIs is to look at the broader effect on the economy as
a whole, and to do so quickly.

But I would also note that I think with any of the sort of Chapter
14 or bridgeco solutions that we are thinking of, those require ex-
traordinarily fast action at the beginning of the case. Twenty-four
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hours, 48 hours. If you are anywhere in that kind of timeframe, it
is very hard, as the judge has said, for the judges to really provide
due process and make all the decisions they will be asked to make
in that process.

So I think that it is hard to ask the judges to make too many
concrete decisions for approving the transfer of assets and certain
liabilities to bridgeco.

I do want to address your GM question, but if you will allow me,
I will speak instead to Chrysler since I was involved in that. I rep-
resented the equity there, so I can speak more from personal
knowledge.

I think it was the same situation in the sense that there was no
one else who would have provided the liquidity that was needed.
There was testimony presented that Chrysler needed $100 million
a month just to keep the lights on, and there was no one who was
willing to do that. If the government had not stepped in, I think
everyone there who had heard that testimony would agree the com-
pany would have to have been shut down, including the people who
were objecting to the whole process in Chrysler. They acknowl-
edged that there was no one else there to step in and provide that
liquidity.

And perhaps a little less optimistically than Professor Jackson,
I think we at the conference believe that with a SIFI, they are
going to need liquidity, too. I do not think that the single point of
entry structure removes the need for liquidity. And so, the question
is who provides that liquidity. And, you know, I cannot speak to
that today, and I do not know how much would be needed and
what the private markets would or would not be willing to do at
that point. But some liquidity and access to it will be needed we
think.

Mr. JOHNSON. Thank you.

Mr. GROSSHANDLER. I agree very much with Judge Sontchi and
Ms. Vris. Time is the enemy, and also the bankruptcy courts, I
think, are very well situated for sort of the after the fact adjudica-
tion of things. But approving that transfer is a lot to put on a
bankruptcy judge. And I am just not so wary of the Federal regu-
lators’ ability to make those decisions.

Mr. BACHUS. Thank you.

Ms. VRis. I am sorry. Could I just interject briefly?

Mr. BACHUS. Sure.

Ms. VRis. I would just also point out that with the living will
process, hopefully regulators will have had access to more informa-
tion. They will know more about the assets and the liabilities. And
even if the living wills are not a perfect blueprint to solve the prob-
lem, it is at least a huge head start.

Mr. BACHUS. Thank you. And what we did, and I think it is good.
I mean, instead of just shoehorning everything into 5 minutes, we
actually went 15 minutes with this, but I think that is good be-
cause we can get into the substance. And so, you can have as long
as you want. I mean, 15 minutes.

Mr. MARINO. I have one issue that I want to zero in on. I was
a prosecutor for 18 years, and I was a U.S. attorney, so I am used
to the Federal court system. And I actually shared an office with
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one of the bankruptcy judges because we needed room, and we split
things. [Laughter.]

So I have heard a lot of war stories. And I am going to ask each
of you to respond to this. I am going to ask Professor Harner,
would you respond first, and I am going to set up the scenario.

Whatever position you take, whether we need to change the
Bankruptcy Code particularly concerning safe harbors or not, what
impact would the change or not having the change have on our
international financial system, particularly dealing with the EU at
this point, because my area of expertise-ish concerning finance is
international finance. So could you please address that?

Ms. HARNER. Certainly. Thank you, Congressman, for the ques-
tion. So I think you raise a key point. Markets are no longer do-
mestic. They certainly are global in nature. And that was one rea-
son the commission felt so strongly about constituting an inter-
national working group.

And so, we are working with academics and practitioners in the
following countries, Austria, Australia, Belgium, Canada, France,
Germany, Italy, Japan, the Netherlands, People’s Republic of
China, South Africa, Spain, and the United Kingdom, to help con-
sider possible reform if the commission would determine it is nec-
essary. And they have been giving us very thoughtful research re-
ports on issues that would integrate and impact the financial mar-
kets just as you mentioned.

So I think like any change to the Bankruptcy Code, it is a matter
of finding that sweet spot, finding the balance where we are not
disrupting the financial markets either domestically or globally sig-
nificantly. But we are actually giving companies an opportunity to
rehabilitate.

Mr. MARINO. Okay. Thank you. Professor Jackson, please? Thank
you, Professor Harner.

Mr. JACKSON. Not particularly my expertise area, but I have a
couple of comments on it.

Mr. MARINO. Please.

Mr. JACKSON. I think we need to think about doing what we
think is right with respect to qualified financial contracts. I think
even if you wanted to modify, the world is not going to look like
they have been repealed. I think you want to look at what the rest
of the world does particularly with, I will go to the large financial
institutions, these holding companies and subsidiaries. Lehman
had over a thousand different subsidiaries. That is probably too
complicated. But the reality is these are global companies, and any-
thing we try to do that is going to work for these, even at the hold-
ing company level, is going to require the cooperation of the sub-
sidiaries and the regulators of the subsidiaries to go along.

We can solve that domestically, but when we are dealing with
foreign subsidies, and if our rules look weird to the foreign regu-
lators, we are going to have a hard time getting them to play by
our rules. And so, I think those cross-border issues, particularly at
the large financial institutions, is something we need to be very
sensitive to.

Mr. MARINO. Thank you, sir. Ms. Vris?

Ms. VRis. I agree with what Professor Jackson said. And the con-
ference believes that any kind of resolution will require discussion
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between the U.S. and the foreign regulators. They have to have
confidence in whatever we are proposing to do. If they do not, then
they are going to circle the fences around the assets in their coun-
try. This happened in Lehman. It has happened in other cases. And
so, cash that is overseas is going to stay there. Those creditors are
going to get favored.

Mr. MARINO. Yes.

Ms. VRiS. And you have to put it in context. Even with the best
of coordination, you may still encounter that in countries. It is a
natural instinct of the regulators to want to hold the cash in their
own country. But if you do not at least work with them up front,
you are going to have no chance at cooperation.

Some of our big SIFIs, I think, Lehman did have subsidiaries
around the world. I had the pleasure of representing the Central
Bank of Germany in that case. But you have to look a little more
carefully. Not all foreign subsidiaries are necessarily critical to the
long-term survival of some of our SIFIs. So it is a case by case situ-
ation.

Mr. MARINO. Sir. Thank you.

Mr. GROSSHANDLER. Yes. I have two basic points to make. The
first is, as I had indicated earlier, the safe harbors are an inter-
national phenomenon in Europe as well as Asia. Most of the devel-
oped countries have safe harbors for financial contracts. And so if
one were to get rid of them here or substantially narrow them, that
would have competitive issues, all of those sorts of things.

Also the single point of entry mechanism, one of the reasons for
it is because of the very difficult cross-border issues. So the idea
is the holding company goes under, but the operating bank, broker
dealer does not, and, therefore, the operating banks and broker
dealers overseas do not go under. Great thing if it works. It re-
quires cooperation.

At a very technical level, I think it is very important to think
about cross-border recognition. So Europe, the European Union, is
considering the BRRD, the Banking Recovery and Resolution Direc-
tive, which in Article 85 gives local regulators in Europe the ability
to recognize U.S. law. So, for instance, if U.S. law, like under Title
II overrides defaults and cross-defaults in financial contracts, Arti-
cle 85 allows recognition of that.

There is no comparable vice versa. So if the U.S. wants to recog-
nize a European law, which the BRRD also has that overrides de-
faults and cross-defaults, it is just basic comity law, which in many
courts very, very difficult. It would be wonderful if there were a
centralized bankruptcy court kind of mechanism like Chapter 15,
which does not apply to many of these contexts because it does not
apply to financial institutions, but a Chapter 15 expansion to recog-
nize European law.

Mr. MARINO. Thank you. Judge?

Judge SONTCHI. First of all, I think you just found out how in-
credibly knowledgeable Mr. Grosshandler is about these issues. His
encyclopedic knowledge is amazing, and I have a lot of respect for
him.

I think about it just maybe a little differently. I was at a con-
ference in Vancouver last month, and one of the main issues was
corporate groups. What do we do about cases like this where we
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have holding companies, we have subsidiaries, they may be in dif-
ferent countries? How do we deal with that on a cross-border basis?
And the Chapter 15 we have today that covers cross-border cases
does not deal with that.

So UNCITRAL, which is the UN organization that came up with
Chapter 15 in the first place, and the European Union, and people
in those entities, are today exploring, and there is a lot of talk
about how do we deal with corporate groups on an international
level.

And I do not know frankly whether anyone in the United States
is sort of on board with that discussion. But the discussion is going
forward, and I would hope and I think that as that moves forward,
I think you are going to start to see an international consensus
growing, at least on a procedural way, to deal with some of these
issues from a cross-border perspective.

Mr. MARINO. Thank you all very much. I could talk with you for
hours, but I am sure that you folks have important things to do
as well. But thank you very much, and I yield back.

Mr. BAcHUS. Thank you. Listening to the testimony, I had writ-
ten several things down. And the second thing I wrote down was
international institutions during the testimony, and then Mr.
Marino went into that. I was actually thinking I might want to
move that up to number one, and I think this discussion has gotten
around it.

When we talk about SIFIs, we are talking about international in-
stitutions. I am not sure we knew that before 2007, 2008, Members
of Congress, but we sure did after that because with AIG, you had
a British subsidiary that caused all the problems. The insurance
business was fully reserved, so bailout was not of AIG. It was the
counterparties, and they were paid 100 cents on the dollar.

And that money went through AIG within a matter of hours. It
went to the counterparties. Most of those were in Europe. And then
many of them then had agreements back with Goldman, had
agreed to ensure that. So you had the credit default swaps. So you
had money coming in here, going out there, coming back to the
United States. And it took literally a year before the public and
many Members of Congress knew where the money went.

If you are talking SIFI, you could not possibly have a chapter
that you used on middle and small or even large companies, and
these too big to fail. That is another word for that. And, you know,
there is a big debate here whether or not we are going to allow too
big to fail or SIFIs significantly.

There is tremendous debate on does that give them a preference.
Does that give them an advantage? And of course the regulatory
agencies are saying, well, we are going to protect them by requiring
more capital of them. And then they are saying, well, you know,
that makes us less efficient. So there are all these subplots.

But sitting here, I believe when it comes to the SIFIs, maybe not
the only, but the most rational approach would be a Chapter 16 or
whatever, you know, a chapter for this because Chapter 15 is not
designed for that. And it is going to be an international agreement
because there are some that I have disagreed with that say we do
not need financial institutions that big. Well, they are going to
exist. They will exist in other countries if they do not exist here.



157

And those are maybe the first choices, but I think they are going
to exist.

When it comes to them getting in trouble, there is going to have
to be an international resolution because if you try to change Title
11 to fit that, then you are going to have smaller companies. You
are going to have them structuring different things to fall under
safe harbor. And you are going to have all kinds of abuses because,
according to the judge, we are already having some market distor-
tions or people designing things to take advantage or to get a pref-
erence when that was not what was intended.

The second thing I wrote down, and this is sort of reminiscing,
but the American Securitization Forum, I asked one of the staffers,
I said, that was about 10 years ago. Find out when their first an-
nual conference of the American Securitization Forum was because
I spoke at their first conference, and it was 2004.

And the reason I went is because Chairman Oxley said, we were
sitting around, and the Subcommittee Chair of securities, Chair-
man Oxley, said, do you want to go and speak. And he said, well,
what would I speak about? And he said, CDOs, and CDSs, and
mortgage-backed securities. And he said, you know, I do not think
I want to go. [Laughter.]

And I had read sort of a book like derivatives for idiots. And so,
I was able to—what is a credit default swap? I said, well, it is a
form of insurance. So that one question got me a trip to Arizona
because we were dealing with things that we really did not know
what they were. I mean, Members of Congress did not know the
difference in a CDS and a CDO and a mortgage-backed.

And if you think about it, the Budget Control Act, 1978, a lot of
things we now have instruments we did not have then. And 2005
we may have had them, but I am not sure we knew we had them,
and we certainly did not know how prevalence they were. And the
OTS who regulated Thrift regulating, they were the regulator for
the AIG. And they may have been the least qualified, and I do not
mean that in a bad sort of way.

I will say this. Dodd-Frank, half of it was written in a 2-week
period in the Senate. But one thing that we actually in a bipartisan
way discussed—Chairman Frank, myself, others—we worked on a
living will, Title I. Does everybody agree that is a good thing? And
I think that you again, we have talked. I have very little debate
since then, and everybody agrees that is a good thing.

But we also, and you have talked about this, another thing I
wrote down is “panic/stable economic environment.” You know, a
lot of what works in a stable economic environment in a panic, you
know, it is a different environment, much of what was done then.
And I, for instance, received a call from Speaker Boehner, who may
have been minority leader—no, he was Speaker then—that had I
lost my mind because I had said we needed to get warrants from
these institutions. And the his staffer called and said he is saying
we need to get arrest warrants for these people. [Laughter.]

And I was talking about warrants, you know, the money that we
loaned them, which was not an arrest warrant.

So, you are dealing with Members of Congress who simply on an
ordinary day are overwhelmed. But on a day like this, we do not
understand. We were listening, and, you know, to varying degrees
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we understand what we are talking about. But something this com-
plex has got to have your institutions and your groups to tell us
what to do.

Safe harbor to most of us that have a legal background means
shielding from liability. That is usually how we consider it. It
shields us, not that it gives a preference to one asset or one cred-
itor or one over another. So we are going to need an awful lot of
guidance on these things. And that is what we are going to depend
heavily on you for. And I think part of it we may could do this
year, but when it comes to the SIFI part, it is going to have to be
some international agreement because, you know, a lot of the
things that were put in as a safe harbor, the original intent was
not to allow some of the things that happened.

But I found everything else said has been very helpful to us. And
what I think this Congress does best is not when it makes sweep-
ing changes in a crisis, but if you can come to agreement on a few
things, it can be done now. Not a reform bill to reform a whole
thing, but something to address a few specifics. And we might
could actually accomplish that this year.

So I am not going to ask any questions. You have answered the
question that needed to be asked without anybody asking it. But
if any of you want to make final comments, we would love to hear
those.

Judge SoNTCHI. Well, Chairman Bachus, what you said at the
very end about being able to deal with perhaps discrete items, I
would take you back to what I talked about, which is amending
Section 546(e) of the Bankruptcy Code. I think that is not a very
controversial topic. There are some, you know, bumps about how
exactly you treat public shareholders, for example. But I think for
the most part it is not controversial.

And I think frankly there is an immediate need to deal with that
safe harbor because as it is being applied now, and we have really
no choice given how it is drafted, there are people who are direc-
tors, officers, insiders who are using 546(e) to shield themselves
from potential fraudulent conveyance liability in private trans-
actions.

Mr. BACHUS. And that undermines the people’s trust——

Judge SONTCHI. I think so.

Mr. BACHUS [continuing]. When they hear things of that nature.
And obviously it is not fair to shareholders. It is not fair to credi-
tors, you know. Anybody else?

Ms. VRIS. Yes. The conference agrees with that, and, in fact, we
did propose some specific statutory changes to, I think, pretty
much, in fact, what you are discussing, Judge. And, you know, we
would be more than pleased to dust that off and work with your
staff on that.

Mr. GROSSHANDLER. And the Committee on Safe Harbors, in ad-
dition to mostly agreeing on changes to 546(e), and the differences
are in some of the details that are very detailed. There were a
number of other items where we agreed on things. But when you
get to issues of the scope of the repo safe harbor, there was a lot
of disagreement, but there was a lot of agreement on a number of
things.



159

And I think the process is that the full commission is going to
take the committee’s recommendations and come out with some-
thing. But I would be surprised if they did not take the rec-
ommendations that were pretty much unanimous.

Ms. HARNER. And, Chairman Bachus, I will just add onto that
the commission would be more than happy to work with the Sub-
committee in any way that would be helpful. And to the extent that
there are issues that you would like us to prioritize, certainly let
us know. And the safe harbor issues may be a starting point.

Mr. BacHUS. Well, obviously, Judge, what you said in your testi-
mony was disturbing that that is going on, that there are people
that are sort of insulating or looking out for themselves as opposed
to the corporation.

I personally would rather you make the determination of what
is a priority because you know much more than I do on this sub-
ject. Now, if it is railroad law, come to me and I will give you some
advice, but most of it will be 22 years old.

Mr. JOHNSON. Well, Mr. Chairman, you told me about that rail-
road case, and I find those country experiences to be inconsistent
with your knowledge in this particular area. [Laughter.]

And so I am perplexed, but I am also intrigued. And I look for-
ward to our Committee doing some good work in this area. This
has been a great panel, and I have learned a lot myself. And I real-
ize that our process often impedes our ability to learn from the pri-
vate sector, the academic sector, the commercial sectors. And when
we can take a few minutes to let ourselves question and try to un-
derstand outside of the 5-minute period that many so rigorously
adhere to, it gives us a better chance of coming to some sound deci-
sion making. So I definitely appreciate you.

Mr. BAcHUS. Let me say this. In a bipartisan way, the Congress
was concerned over not following rule of law, you know, not going
by an established Bankruptcy Code. What Professor Jackson—I am
not saying yes, yes, yes. You know, this is the preferred method.
This is rule of law. This is precedent. This is people. There is pre-
dictability. There are all these things, the transparency. It is not
politics or somewhat insulated, I mean, I think, to a great extent.
And you would really be doing, I think, a great service to the
American people because if this issue is not resolved, I mean, then
there is going to be an outcry from the American people to do
things that I think would damage our free market system and our
capitalism, and would be damaging to our financial system.

What you are saying is people are beginning to think, well, the
government owns the banks anyway, which I hope that is not the
case. But I can understand exactly what you meant. And so, you
would be doing a great service, even if we were able to make a few
changes to the things that most all of you agree with. And we
would have a much greater likelihood of enacting some law this
year. So I think this hearing is adjourned.

But I think your testimony has been excellent. The interchange
between the panel I think has been most helpful. And where you
can reach a reasonable consensus, if you can do that, I think we
can do our part.

So thank you very much, and this concludes today’s hearing. I
thank all the witnesses for attending.



160

Without objection, Members will have 5 legislative days to sub-
mit additional written questions for the witnesses or additional ma-
terials for the record.

This hearing is adjourned.

Mr. JOHNSON. Thank you, Mr. Chairman.

Voices. Thank you.

[Whereupon, at 6:28 p.m., the Subcommittee was adjourned.]
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MATERIAL SUBMITTED FOR THE HEARING RECORD

Prepared Statement of the Honorable John Conyers, Jr., a Representative
in Congress from the State of Michigan, and Ranking Member, Com-
mittee on the Judiciary

This is the second hearing examining whether current law would adequately ad-
dress the insolvency of a significant financial institution given what we learned from
the near collapse of our Nation’s economy just five years ago.

As we consider this issue, it is critical that we keep in mind exactly what pre-
cipitated the Great Recession.

Basically, it was the regulatory equivalent of the Wild West.

In the absence of any meaningful regulation in the mortgage industry, lenders de-
veloped high risk subprime mortgages and used predatory marketing tactics that
targeted the most vulnerable by promising them that they could finally share in the
Great American Dream of homeownership.

This proliferation of irresponsible lending caused home prices to soar even higher,
ultimately resulting in a housing bubble.

In the absence of any meaningful regulation in the financial marketplace, these
risky mortgages were then bundled and sold as investment grade securities to
unsuspecting investors, including pension funds and school districts.

Once the housing bubble burst, the ensuing 2008 crash stopped the flow of credit
and trapped millions of Americans in mortgages they could no longer afford, causing
vast waves of foreclosures across the United States, massive unemployment, and
international economic upheaval.

And, to this day, we are still dealing with the lingering effects of the Great Reces-
sion of 2008 in the form of a sluggish national economy, neighborhoods blighted by
vast swaths of abandoned homes, and municipalities struggling with reduced reve-
nues.

As I noted, this is the second hearing at which this Subcommittee is exploring
how the Bankruptcy Code could be improved to deal with systemically significant
financial institutions.

Indeed, the Committee and Subcommittee combined have held 23 hearings since
the last Congress on various anti-regulatory matters and measures that have abso-
lutely no hope of becoming law.

But when it comes to examining how the bankruptcy law can better accommodate
the needs of consumers and municipalities struggling with financial distress, the
Subcommittee has not held a single hearing on any of these critical issues: not dur-
ing the last Congress and not during the current Congress as of this date.

And, these are not frivolous issues. They include, for example:

e exploring ways to give homeowners who are victims of predatory lending re-
lief from excessive mortgage interest rates and hidden “gotcha” penalties;

e determining how to provide relief to well-meaning students ensnared by prof-
it-driven schools and private educational loan lenders into obligations they
will never be able to repay; and
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e conducting a long-overdue examination of the various ways how Chapter 9 of
the Bankruptcy Code, which deals with municipal bankruptcies, could be im-
proved.

Accordingly, I implore the esteemed Chairman of Subcommittee to focus on these
other issues that are more than equally deserving of being considered before the end
of the current Congress.

Finally, as one who was here during the consideration of the 2005 amendments
to the Bankruptcy Code, I can attest that measure illustrates just what happens
when special interests control the legislative process.

One of the issues that will be addressed at this hearing is whether the expansion
in 2005 of the Bankruptcy Code’s safe harbors for derivatives—in the aftermath of
the Great Recession—may have, in fact, contributed to the Nation’s near economic
collapse.

Over the course of prior hearings, we have learned how these derivative safe har-
bors not only destroyed billions of dollars of value in the Lehman Brothers bank-
ruptcy case, but how the precipitous collapse of that entity nearly froze the Nation’s
financial marketplace.

As I recall, these safe harbors were included in the 2005 law at the special insist-
ence of the industry, which later was very much traumatized by them.

I would hope that this could be at least one area where there may be the potential
for bipartisan resolution.

In particular, the National Bankruptcy Conference has a number of thoughtful
suggestions about how we can restore the original intent of these safe harbors,
namely, to protect the stability of the financial marketplace not the bottom lines of
private parties.

For example, the Conference recommends:

¢ closing the financial contract loophole that allows creditors to foreclose collat-
eral consisting of the debtor’s operating assets; and

e limiting recourse for settlement payments that otherwise constitute construc-
tive fraudulent transfers.

Accordingly, I look forward to hearing the testimony from our witnesses about
these and other recommendations to improve the bankruptcy process.



163

Testimony of Hon. Christopher S. Sontchi
United States Bankruptcy Judge for the District of Delaware
“Exploring Chapter 11 Reform: Corporate and Financial Institution Insolvencies;

Treatment of Derivatives”

Response to Questions Posed By Members of Subcommittee

Before the
Subcommittee on Regulatory Reform, Commercial and Antitrust Law
The Committee on the Judiciary
United States House of Representatives

Washington, D.C.

August 8, 2014



164

1. Setting the Bankruptcy Code aside for a moment, are there any practical
differences between a warehouse secured loan and a master repurchase
agreement?

The primary distinguishing characteristic between a warehouse secured loan
and a master repurchase agreement is that warehouse loans are secured loans
where the underlying mortgage is the collateral. As such, they are subject to the
long standing law regarding security interests and tend to be issued by large
institutional (and regulated) banks. In a repurchase agreement, on the other hand,
the mortgage is actually sold to the counter party and there is an obligation to
repurchase that mortgage at a future date. There is no formal legal mechanism
governing the parties’ relationship as there is with secured lending. Finally, while
repurchase agreements often involve institutional banks, much of the lending is
with non-traditional lenders such as hedge funds or special purpose entities that
are not part of the banking system. This is often referred to as “shadow banking”
and it takes place outside of the regulations and protections that govern banking.

2. Isit possible that the existing safe harbors could cause mortgage originators and
other mortgage market participants who use repurchase agreements to be more
sensitive to market events? In other words, by allowing repo counterparties to

quickly grab collateral, could that cause or accelerate the bankruptcy of an
otherwise solvent entity?

Yes, I believe that the existing safe harbors make mortgage originators and
other mortgage market participants who use repurchase agreements to be more
sensitive to market events. In an upcoming article entitled Rolling Back the Repo

Safe Harbors that I have co-authored with Prof. Mark J. Roe of Harvard Law
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School and Edward R. Morrison of Columbia Law School, we address this issue in
detail !

Briefly, proponents of the use of repurchase agreements for mortgages argue
that they increase the liquidity of what is otherwise an illiquid asset. But, liquidity
does not come for free. The safe harbors enhance liquidity in repurchase
agreement markets by reducing liquidity in other markets, especially markets for
traditional, long-term lending. Because safe harbor benefits are available for some
kinds of financing (repurchase agreements, which are largely short-term credit
facilities) but not others (traditional, longer-term lending; other shorter-term
markets like asset backed securities), the Bankruptcy Code is implicitly
subsidizing some markets at the expense of others.2 Liquidity is shifted from one
market to another. In the process, the safe harbors artificially distort the capital
structure of financial institutions toward less stable, run-prone financing.

The safe harbors encourage less stable financing for our largest and most
important financial institutions, making it more likely that a stressed institution
will need to liquidate in a costly way. Those who might be prepared to lend long-

term to an important financial institution would, all else equal, be induced by the

1 The article is scheduled to be published in the next issue of The Business Lawyer. 1am happy to forward
a copy to the Committee upon its publication. The following brief response is drawn from the upcoming

2In the event of financial failurce, non-safe-harbored creditors (oftentimes longer-term creditors) will be loss
likely to be paid immediately, while safe-harbored creditors (oftentimes shorter-term creditors) are
permilled lo immedialely liquidale collaleral—this thereby conlribules lo a markel preference for safe-
harbored debt over non-safe-harbored funding, all else equal.

3
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safe harbors to lend short-term (via repurchase agreement) and roll over that
repurchase agreement on a regular basis. They are then incentivized to decline to
rollover (to run) in the event of a financial crisis or in the event of financial
difficulty with the borrower. The result can be disastrous for a borrower. As most
repurchase agreements are for less than 90 days with many limited to thirty days,
a mortgage originator can see its entire source of financing dissipate in weeks.
Moreover, most repurchase agreements allow the counterparty to put the
repurchase agreement back to the mortgage company in the event of a default,
including the termination of other repurchase agreements. The “run” on the
mortgage companies can be shortened from weeks to days. Indeed, this is exactly
what occurred in the American Home Mortgage case.

a. Could the same principles be applied broadly to other markets such that

safe harbors have the potential to cause instability in the market
generally?

Yes, the safe harbors have the potential to cause instability in the market
generally. As drafted, the safe harbor for repurchase agreements is not limited to
mortgages. For example, it can apply to corporate bonds and equity securities.
The same problems relating to mortgages applies to those securities.

In our upcoming article, we argue that the safe harbors should be narrowed to
protect only repurchase agreements involving highly liquid securities backed by
the full faith and credit of the U.S. government, including Treasuries and some
agency securities (e.g., those guaranteed by Ginnie Mae). This category amounts
to about half of the outstanding securities in the repurchase agreement market, so

4
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it is not small. Repurchase agreements on other collateral —such as private
mortgage-backed securities, equities, bonds, and Agency securities that lack the
backing of the United States’ full faith and credit— should not receive safe harbor
treatment.

. Near the conclusion of the hearing, it appeared that all of the witnesses were in
general agreement regarding a proposed amendment to the Bankruptcy Code
that would address concerns raised in your testimony regarding section 546(e)
of the Bankruptcy Code. To what degree does similar consensus in support of
such an amendment exist in the wider bankruptcy community? To this end, any

feedback and input you have on developing a solution to these concerns as the
Committee looks at these issues would be appreciated.

While I believe that there is a general agreement in the wider bankruptcy
comimunity that section 546(e) as applied is overly broad and should be amended,
that belief is not universal. More vexing, however, is that there is not a broad
consensus among those who believe amendment is appropriate as to the proper
scope of the section 546(e) safe harbor. I believe virtually all members of the
bankruptcy community agree that financial intermediaries such as clearing houses
should be protected in connection with public transactions. Holding aside the
distinct minority that believe the statute is fine as is, however, there is sharp
disagreement over what other parties and what type of transactions should and
should not be protected. For example, some believe that in transaction involving
the public securities markets that all parties, including the ultimate recipients of
otherwise avoidable transactions, should be protected while others have called for
limiting the safe harbor in those transactions to parties that have acted in good

faith. Also, some believe that private transactions should be completely outside
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the safe harbors while other call for the protection of intermediaries even in private
transactions.

As a practical matter, I think the Committee should not act prior to the issuance
of the upcoming report of the American Bankruptcy Institute’s Commission to
Study the Reform of Chapter 11.> The Commission is charged with reviewing a
broad range of topics related to Chapter 11, including the safe harbors. Indeed,
the Commission formed a Comumittee on Financial Contracts, Derivatives and Safe
Harbors upon which 1 served. Our Committee made confidential
recommendations on various safe harbor topics, including the amendment of
section 546(e). The Commissioners represent a wide variety of members of the
bankruptcy commumnity and I expect their recommendations to be broadly
supported by most of the community.

Once the Commission has issued its report, I think the Committee should
consider working with the National Bankruptcy Conference to draft legislation
adopting those recommendations, which would possibly include amendment to
section 546(e). The end result of this process should be legislation that is carefully
considered and broadly supported.

4. Would the judicial system be better equipped to deal with the resolution of a

systematically important financial institution than a federal regulatory agency
such as the FDIC?

T believe the Commission is scheduled lo issue ils reporl in December, 2014,

6
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This is a difficult question. The short answer is that it depends. If the goal is
to quickly transfer the assets of the financial institution to another financial
institution on a “where is, as is” basis then the regulatory agency is better
equipped. Indeed, the FDIC regularly performs this task with failed banks.
Importantly, in such situations the regulatory agency is able to act much more
quickly than the bankruptcy court.

However, if the financial institution is seeking to reorganize or to sell some but
not all of its assets I think the bankruptcy court is better suited. This is particularly
true if there are disputes that need to be resolved prior to or in concert with a sale
or reorganization. The tools and protections of the Bankruptcy Code work well in
such situations and large firms are routinely sold or reorganized in bankruptcy
court.

. Is the ability to access new capital for liquidity essential to a bankruptcy regime
designed to resolve a systematically important financial institution?

Yes, the access to new capital for liquidity is essential for a systematically
important financial institution (or SIFI) to reorganize in a bankruptcy regime.
Indeed, no debtor can survive in bankruptcy for long without access to capital
through either existing channels or through new lending.

One of the primary probleins with repurchase agreements is that they provide
liquidity on a pre-petition basis but, as a result of the safe harbors that allow the
post-petition termination of the agreements, the liquidity disappears upon the

bankruptcy filing. When a debtor, including a SIF, is a party to secured loans
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liquidity may continue to exist on a post-petition basis. For example, a debtor may
still have access to the loan or line of credit provided it can provide adequate
protection to the lender.

While being a party to secured loans is no guarantee that a SIFI can reorganize
or sell its assets in an orderly fashion in Chapter 11, a debtor who has financed its
operations through repurchase agreements faces an almost impossible hurdle to

reorganization.

CLpps kot

Christopher S. Sontchi
U.S. Bankruptcy Judge

August 8, 2014
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Questions for the Record submitted to Seth Grosshandler, Partner,
Cleary Gottlieb Steen & Hamilton LLP, New York, NY*

Questions for the Record from
Mr. Conyers
for the Hearing on “Exploring Chapter 11 Reform:
Corporate and Financial Institution Insolvencies; Treatment of Derivatives”

March 26, 2014

Questions for Mr. Grosshandler

Would the judicial system be better equipped to deal with the resolution of a systemically
important financial institution than a federal regulatory agency such as the FDIC?

Is the ability to access new capital for liquidity essential to a bankruptcy regime designed
to resolve a systemically important financial institution?

*The Subcommittee had not received a response to these questions at the time this hearing
record was finalized and submitted for printing on September 25, 2014.
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Questions for the Record from
Mr. Conyers
for the Hearing on “Exploring Chapter 11 Reform:
Corporate and Financial Tnstitution Tnsolvencies; Treatment of Derivatives”

March 26, 2014

Questions for Ms. Vris

ANSWERS PROVIDED BELOW FOLLOWING EACH QUESTION

Mr. Grosshandler says that the “Bankruptcy Code safe harbors serve a vital role in
promoting systemic stability and resilience, have significantly increased the availability
to end-users of derivatives and repurchase agreements and the liquidity of these
transactions and related assets, have reduced the cost of transactions to end-users and
have decreased the cost of financing to issuers of assets.”

What is your response to this statement?

Response: The Capital Markets Committee of the NBC has supported the existence of
safe harbors for certain financial contracts such as derivatives and repurchase agreements.
1t recognizes that the provisions are intended to provide a high degree of certainty to the
capital markets and to minimize systemic risk to the capital markets by allowing
settlement to continue across a broad spectrum of the capital markets, including securities
clearance and payment systems. The NBC has noted, though, that the existing safe
harbors go further than is necessary to achieve this and has recommended various
changes over the years to narrow the breadth of the safe harbors. We have not studied the
effect the safe harbors have on the cost of financing and transactions.

From Judge Sontchi’s testimony, it appears that the immediate closeout of mortgage
repurchase agreements in the American Home Mortgage bankruptcy case effectively led
to fire sale prices for these assets.

Do you agree with Judge Sontchi that the Bankruptcy Code’s safe harbors should
not apply to illiquid assets such as mortgages?

Response: The NBC has observed that with inventive structuring, many types of
commercial financing can be protected by the safe harbors. Previously, the NBC has
recommended that the safe harbors be modified so that ordinary operating assets of a
debtor securing obligations would be protected by the automatic stay and the obligations
not included in the safe harbors. It is my view that this position was not driven by the
liquid or illiquid nature of the assets. Instead, the NBC has recognized that the safe
harbors are inconsistent with bankruptcy principles of fairness and collective action but
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are necessary to protect the capital markets and that the scope of the safe harbors should
therefore go no further than required to provide that protection.

With respect to mortgages, the NBC has noted that repurchase agreements covering
mortgages present a difficult situation: the borrower’s entire business could be funded
through financing which would be protected by the safe harbors and therefore, the
automatic stay could do nothing to preserve the going concern value for the benefit of
creditors. The situation in American Home Mortgage, Inc., 379 BR. 503 (Bankr. D.
Del. 2008) was noted specifically. The NBC does not have a specific recommendation,
although the only companies 1 personally am aware where this has been an issue, other
than ones involving financial institutions, were all in the mortgage origination business.

Judge Sontchi states that Bankruptcy Code section 546(e) “should not protect settlement
payments or other transfers with respect to the beneficial owners of privately placed debt
securities or of equity securities of a closely held entity.”

What are your thoughts about this observation?
Response: The NBC agrees with this.

What are some of the benefits of a single point of entry for a systemically important
financial institution?

Response:

Single of point entry as a resolution mechanism for systemically important financial
institutions takes advantage of the holding company structure commonly used in the US.
Depending on how it is implemented, it can immediately subordinate the unsecured debt
at the parent structurally to new debt at the new bridge company and potentially put
control of the operating entities in the hands of a third party and away from both existing
management and the creditors at the parent. The approach assumes a holding company
structure.

Is the ability to access new capital for liquidity essential to a bankruptcy regime designed
to resolve a systemically important financial institution?

Response: Yes. There may be difference of opinion as to whether any of it needs to be
advanced or drawn on, but the Conference is of the view that the availability of some
facility will be necessary at a minimum to instill confidence at the subsidiary level. The
expectation is that the need will be of even greater importance to the extent there are
regulated foreign subsidiaries or a broker dealer. For regulated foreign entities, the
regulators may not have the confidence necessary not to seize the regulated institution
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once some single point of entry resolution begins, but liquidity at the bridge company
may give them a sufficient degree of confidence in the process to wait. Likewise, at
broker dealers, which lack access to the discount window and are dependent on short
term financing, their lenders may lack sufficient confidence to roll over their exposure
without some credit support from the parent. Even with credit support, the lenders may
insist on being refinanced. These concerns assume there is no merger or acquisition by a
stronger financial institution of the operating subsidiaries all prepared and approved by
the regulators by the time the filing is public.

Note: In my response, 1 assume that by the phrase “capital for liquidity”, you are
referring to liquidity, i.e., funds to pay obligations, which can be provided either by
borrowing money on a secured or unsecured basis or by new equity. To the extent the
question may also include whether recapitalization is necessary at the operating
subsidiaries, [ would say that, unlike liquidity, this depends on the circumstances, but the
single point of entry is designed to provide immediate recapitalization of the institution
on a consolidated basis by the subordination of liabilities at the parent, as I described in
answer to the previous question.

Professor Jackson argues that there is no need for government funding under his
bankruptey proposal for systemically important financial institutions.

What are your thoughts about his argument?

Response: The NBC has not taken an official position on this important issue. The
question will be how much is needed to restore the confidence of the market and the
foreign regulators. In one sense, the response could be no amount will be adequate
unless it comes from the government with the implicit promise of more if needed; I
believe some of our members would respond in this manner. However, speaking for
myself, I have noted an absence of any public studies estimating what might be necessary
in the event of a single point of entry resolution of a truly large and global systemically
important financial institution (to my knowledge, at least). Without at least this
information, examined assuming there is some stay for qualitied financial contracts here
and abroad, I would not know how to assess whether there is even sufficient availability
at any given time in the capital markets to provide the necessary funding on some basis.

Note: As with the prior question, this response assumes you are asking about the need for
the government to provide the liquidity which will be necessary to stabilize the bridge
company and markets as they react to the news of the bankruptey filing. L believe in his
Statement, Professor Jackson has distinguished between recapitalization, which occurs by
the structural subordination 1 referred to above in response to question 4 without
government assistance, and funding for the liquidity needs of the bridge company. With
respect to the latter, in his written testimony, 1 understood him to be hesitant to predict
whether only the federal government could provide the liquidity. (See Jackson,
Statement, notes 21 and 24.)
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Would the judicial system be better equipped to deal with the resolution of a systemically
important financial institution than a federal regulatory agency such as the FDIC?

Response: 1understand this question to be with respect to a resolution process at the
parent and not at one of the regulated entities, where the regulators already have the
authority to seize the institution. Although we have not addressed the issue framed so
clearly, we have discussed and understood that speed is the key to preserving value at a
systemically important financial institution once the decision has been made to put it
through some form of resolution process. Bankruptcy courts can and have acted quickly
when necessary to stop value erosion at troubled companies. In the Lehman cases, the
bankruptcy court approved the sale of its investment banking business to Barclays in the
first week of the bankruptcy. Yet even that may not be speedy enough if fundamental
business decisions must be made over a weekend when markets are closed. On the other
hand, any collective resolution process requires asset recovery and a claims dispute
mechanism. These do not require the same speed, and the judiciary is obviously well
equipped to handle both. It is therefore no surprise that over the past several years, when
we have examined the various changes to the Bankruptcy Code parties have proposed to
accommodate and implement the single point of entry resolution, we have ultimately
decided that if the process is judicial, and if extraordinary relief is required immediately
to serve the public interest, then there needs to be some regulatory involvement as well,
probably more than has been proposed. We have not examined whether the reverse is
true, that is, whether a regulatory process alone is better than a process involving both.
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Questions for the Record from
Chairman Bachus
for the Hearing on “Exploring Chapter 11 Reform:
Corporate and Financial Institution Insolvencies; Treatment of Derivatives™

March 26, 2014

Questions for Professor Jackson

Does the “single point of entry” approach utilized in your subchapter V proposal address
concems related to international regulatory cooperation? If so, could you please explain how
the single point of entry approach would address intemational issues? Is your view related to
the single point of entry’s approach held by others? If so, who else shares your view?

The “single point of entry” approach in the draft bill proposing a subchapter V of Chapter 11
to the Bankruptcy Code attached to my written statement does not, directly, address issues of
international regulatory cooperation. This is very difficult, if not impossible, to doin a U.S.
statute. Rather, there is a growing international consensus, at least in Europe as well as in the
U.S., that “single point of entry” approaches—whether they be done in the fashion as
proposed by the F.D.1.C. in the U.S. or through various forms of “bail-in” being proposed in
Europe, is the appropriate resolution mechanism. See Federal Deposit Insurance Corporation
& Bank of England, Joint Paper, Resolving Globally Active, Systemically Important,
Financial Institutions (Dec. 10, 2012), available at

http://www bankofengland.co.uk/publications/Documents/news/2012/nr! 56.pdf (ointly
proposing the single-point-of-entry approach). That is the important first-step towards
necessary governmental cooperation in terms of ensuring that a resolution involving a “single
point of entry” commenced in the country where the holding company resides will not be
undermined by differing regulatory approaches to the operating subsidiaries in other
countries. Indeed, this cooperation will be as necessary in the case of the resolution of a
global financial institution by the F.D.I.C. under Title Il of Dodd-Frank as it would be in any
subchapter V of Chapter 11 resolution; the issues are identical. (The one possible difference
would be in greater regulatory “comfort” with U.S. regulators, rather than judges, although
this could be mitigated, if not eliminated, by strong regulatory support of a bill such as
subchapter V of Chapter 11.)

Are there elements of the “single point of entry” approach that require international
cooperation, and have there been any developments by intemational regulatory authorities to
address these issues? Does Article 85 of the December 18, 2013 European Council directive
address any of these issues?

See my answer to Question 1, above. The most important aspects of the single point of entry
approach requiring international cooperation has to do with ensuring that “runs” do not occur
at the operating subsidiary level, if the operating subsidiary is located in a foreign
jurisdiction. While the draft subchapter V bill has provisions stopping counterparties on
qualified financial contracts from terminating their contracts based on cross-default clauses
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(involving the holding company) or based on change-of-control provisions, these provisions
will not apply extraterritorially. Tn my view, it is here where the greatest international
cooperation is necessary. European and U.S. regulators have asked ISDA to amend its
standard contracts so as to reach this result; while a promising start, resolving this concern
may, in my view, require regulatory cooperation, rather than just an ISDA standardized
contract.

Article 85 of Council of the European Union, Proposal for a Directive of the European
Parliament and of the Council Establishing a Framework for the Recovery and Resolution of
Credit Institutions and Investment Firms, is a major step in the direction of international
cooperation because, similar to Chapter 15 of the U.S. Bankruptcy Code, it will allow a
European regulator to “recognize” (i.e., make enforceable under European law) the FDIC’s
exercise of powers under Title I1, although this would need to encompass the judiciary’s
powers under the provisions of the Subchapter V bill as well. As importantly, Article 60a of
the Council of the European Union directive gives European resolution authorities the
powers to support a single point of entry strategy initiated in the U.S., including the power to
override cross-default rights of counterparties to European contracts.

Near the conclusion of the hearing, it appeared that all of the witnesses were in general
agreement regarding a proposed amendment to the Bankruptcy Code that would address
concerns raised in Judge Sontchi’s testimony regarding section 546(e) of the Bankruptcy
Code. To what degree does similar consensus in support of such an amendment exist in the
wider bankruptcy community? To this end, any feedback and input you have on developing
a solution to these concerns as the Committee looks at these issues would be appreciated.

It is my understanding that there is broad support for an amendment along the lines proposed
by Judge Sontchi with respect to Section 546€ of the Bankruptcy Code in the broader
bankruptcy community. However, this question is best addressed to the other panelists, who
come from two of the most important national bankruptcy organizations.

Questions for the Record from
Mr. Conyers

If a systemically important financial institution was able to guarantee that it would be able to
repay the federal government for a loan with interest and that it would provide collateral to
the government to secure the loan, would you oppose this transaction even if it enabled the
debtor to complete its financial resolution in an orderly fashion without disrupting the
financial marketplace?

T, personally, would not oppose the identified transaction. Tam the co-author of a Bipartisan
Policy Center report, “Too Big to Fail: The Path to a Solution” (May 2013), that (a) draws a
distinction between capital and liquidity, see pp. 46-50, and supports access to a temporary,
fully-secured liquidity facility that is structured “to comply with the traditional safeguards for
lender-of-last-resort facilities announced by Walter Bagehot in his classic 1873 book on
central banking . . . . Under Bagehot’s rules, extensions of credit under lender-of-last-resort
facilities must only be made to solvent entities on a fully secured basis at above-market cost.”
Id., p. 67. 1believe that even fully solvent entities, such as a bridge company following a
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section 1185 transfer under the draft subchapter V bill, can suffer runs—as there is strong
evidence that runs occur not just on troubled banks—or otherwise lack liquidity, particularly
if it is in the context of a broader market-concern with the financial system.

How does your proposal differ from Senator Cornyn’s chapter 14 bankruptcy bill, S. 1861,
the “Taxpayer Protection and Responsible Resolution Act”?

The substance of the two bills are very similar. One, of course, proposes a new chapter to the
Bankruptcy Code (Chapter 14) with the other proposes a new subchapter (V) to the existing
Chapter 11 of the Bankruptcy Code, but this is not a substantive difference. While there are
anumber of other differences (such as whether involuntary petition appeals go to the district
judge or to a court of appeals panel), the heart-and-soul of the two are very much aligned,
and both point to the same end—the successful implementation of a “rapid recapitalization”
via a transfer to a bridge company of all assets and liabilities (other than capital structure
debt), so that the bridge company will be rendered solvent and able to proceed on its own,
and provisions (such as stays on termination rights) designed to make this happen. Senators
Cornyn’s and Toomey’s bill, S. 1831, of course has provisions regarding repealing Title 11
and explicitly prohibiting access to Federal Reserve Bank funds that the draft subchapter V
bill, which is focused exclusively on the Bankruptcy Code itself, does not.
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Questions and Responses for the Record from
Chairman Bachus
for the Hearing on “Exploring Chapter 11 Reform:
Corporate and Financial Institution Insolvencies; Treatment of Derivatives”

March 26, 2014

Questions for, and Responses from, Professor Michelle M. Harner

Question No. 1:

What arc somc of the reasons that have been submitted to the ABI for the reduction in stand-
alone reorganizations?

Response No. 1:

In general, witnesses before the ABI Commission to Study the Reform of Chapter 11 (ABI
Commission) have commented on two perceived trends in chapter 11 practice: a decrease in
stand-alonc plans of rcorganization and an increase in the use of section 363 of the Bankruptcy
Code to facilitate quick sales of all or substantially ali of a company’s assets.! Although largely
anecdotal in nature, the testimony as a whole suggests that companies often do not have the
liquidity or postpetition financing necessary to fund a more traditional plan of reorganization
process. This fact then leads the company to a scction 363 salc process or results in a dismissat
or conversion of the case rather than plan confinmation. In addition, if the company is able to
secure postpetition financing, the terms of that facility may include milestones or covenants that
require the company to pursue a sale process.

A company’s lack of liquidity may result from a variety of factors, including a delay in utilizing
the chapter 11 tool and refinancings that increase the company’s overall leverage. Testimony
before the ABI Commission suggests that a company may delay a chapter 11 filing because of

! See Mark Gittelman, Written Statement to the Commission, November 1, 2013, gvailable at
http://commission.abi.crg (“Chapter 11 is no longer being used for true recrganizations in the manncr it
was cnvisioncd when originally enacted. Now the ‘nornmal’ chapter 11 leads either to a faitly quick
[section] 363 sale or to a forced or orderly liquidation of asscts.”); Bryan Marsal, Statement to the
Commission, earing, October 26, 2012 (NCBJ Transcripl pp. 15-19), available at
http://commission.abi.org (“There is a gradual erosion of the underlying public principle of the Code
which was to preserve jobs and maximize value through rehabilitation.”); Gerald Buccino, Written
Statement to the Commission, November 3, 2012, gvaifable at http:{/commission.abi.org (“Today’s
prablems are even more daunting than the economic landscape faced during the creation of the 1978
Code. In light of the changes that Jod to BAPCPA, it appeared that debtors simply lost hope of
reorganizing their businesses, insteud opting for Chapter 7. BACTA seems to have impaired the
rehabilitative goal of bankruptcy by leaving insufficient time to rehabilitate or fix many bankruptey
businesses.”); Kathryn Coleman, Writien Statement to the Commission, November 3, 2012, available at
http://commission.abi.org (““As a result of amendments and changes in the worldview and behavior of
creditors, the trend appears fo be turning chapter 11 into an ever-more-efficient system for transferring
value to creditors, making the ‘fresh start’ of a true reorganization somewhat rare.”).
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concerns regarding loss of control in the case and costs associated with the process.” Some
testimony also suggests that certain deadlines imposed by the Bankruptey Code make
reorganizations under chapter 11 more difficult for companies in certain industries, as well as for
small and middle market companies.” Moreover, at several field hearings, participants discussed
the increased use of secured debt by distressed companies and the impact of this development on
business bankruptcies.

Notably, no one factor has been identified as the sole trigger for the changing chapter 11
landscape. Rather, various factors have been identified as contributing to that change.*
Mareover, testimony has noi definitively established that all of these factors are
counterproductive in every case. For example, some witnesses emphasize the importance of
robust credit markets to the restructuring of distressed companies.” Accordingly, the ABI
Commission is carcfully reviewing and considering the entire record from the public field
hearings and the vast body of research produced by its advisory committees and academics in the
field.

Question No. 2:
In your written testimony, you state that small and middle market companies are unable to
effectively use Chapter 11. Could you elaboraie on the testimony the ABI has received to date
on that issue?
Response No. 2:

" The testimony on small and middle market companies almost uniformly establishes that the

process is t00 expensive, litigious, and complicated for these companies. The following witness
statements are representative of these sentiments:

% See John Haggerty, Written Statement to the Commission, April 19, 2013, avaslable at
http://commission.abi.org (“In the last ten years, there has been an increase in the use of out of court.
alternatives...becausc the process is too time consuming and complex, and as a result, too costly.”).

3 See Responsc No. 2 for representative testimony.

* The following witness statement is representative of this scatiment: “It is my pereeption that there are a
number of factors that have fed to the decline in ‘true’ reorganization, including: (i) cscalating
professional fees; (ii) uncerlainly as to the outcome of a Chapter 11 case; (iii) inability to secure debtor-
in-possession or exit financing; and (iv) lower cost alternatives, such as out-of-court restructurings, and
traditional assignments for the benefit of creditors.” (Jeffrey Wurst, Written Statement to the
Commission, June 4, 2013, available at http://commission.abi.org).

® See A.J. Murphy, Written Statement to the Commission, October 17, 2012, available at
hitp:/fcommission.abi.org (“Secured lending is a critical part of the capital markets....Any movement
towards allowing courts ‘flexibility”’ to disregard secured creditors’ rights in bankruptcy will introduce
uncertainty and hamper the tlow of credit into the marketplace.”); John Greene, Written Statement to the
Commission, October 17, 2012, available at http://commision.abi.org (“Access to the capital markets,
particularly the market for distressed debt, is essential to improving a company’s chances of reorganizing
successfully.”).



181

Responses of Prof. Michelle M. Harner (cont.)

*  “The process of preparing a disclosure statement, obtaining approval of that document, soliciting
creditor votes and satisfying the numerous requirements to obtain confirmation of the plan takes
time and money. Adding to the costs is the requirement that the Chapter 11 debtor pay the costs
of professional fces incurred by other entities in the case, such as creditor’s commiitees.
Provisions offering accommoclations Tor small business debtors have been in the Code for some
time, but do not appear to have alleviated these problems.” (Hon. Dennis Dow, Written Statement
to the Commission, April 19, 2013, gvailable at hitp://cornmissicn.abi.org)

»  “The application of the [absolute priority rule] and the so-called ‘new value exception’ to it in
small to mid-size chapter 11 cases proves problematic.... There should be consideration as to
whether small and mid-sized companics should have the opportunity to reorganize over the
objection of an under-secured creditor who controis the unsecured vote. Perhaps requirements
should vary depending on the size of the business being reorganized.” (Hon, Barbara Houser,
Written Statement to the Commission, April 19, 2013, available at http:/commission.abi.org)

*  “It’s really widely understood and agreed, 1 think, in the community right now, that Chapter 11
just isn’t cost-effective in the middle market. It doesn’t really provide an opportunity of
companies to rehabilitate themsclves.... So people believe and I think I"m in this category as
well, that Chapter 11 and the middle market is simply too slow, and it’s simply too costly for
almost all the cases.” (Daniel Dooley, Statement to the Commission, Hearing, April 19, 2013,
(ASM Transctipt Pg. 37), available at http://commission.abi.org)

e “If we wish to preserve smaller businesses that provide the majority of new jobs in our economy,
bankruptcy legislation cannot be a onc-size-fits-all process. Special needs for small businesses
must be considered in drafting bankruptcy legislation that addrcsses issues such as the debtor’s
period of exclusivity, the amount of time to assume or assign leases, and the ability to raise
capital.” (Gerald Buccine, Written Statement to the Commission, November 3, 2012, available at
http://comumnission.abi.org)

e “The 45-day plan-confirmation deadline is unworkable. Data from the 2004 random sample
demonstrates that in less than 3% of confirmed-plan cascs was a plan confirmed within 45 days of
its proposal. That figure is even more dismal for smali business cases; less than 1% of small
businesses that confirmed a plan in 2004 did so within 45 days of first-ptan proposal. Had
BAPCPA’s 45-day deadline existcd in 2004, 112 small business cases would not have confirmed
a plan had debtor’s counsel not sought and the bankruplcy court granted, pursuant to §1121(e)(3),
an extension of the 45-day period.” (Prof. Anne Lawton, Written Statement to the Commission,
November 1, 2013, availuble at http://commission.abi.org)

*  “The number of middlc market and smaller businesses ¢ntering chapter 11 and emerging as viable
enterprises is falling. Administrative costs for plans in middle market and smaller cases ate too
high and as a result, debtors are increasingly relying on numerous alternatives to the traditional
chapter 11 process.” (Prof. George Kuney, Written Statement to the Commission, November 7,
2013, available at hitp://commission.abi.org)

Question No. 3:

Near the conclusion of the hearing, it appeared that all of the witnesses were in general
agreement regarding a proposed amendment to the Bankruptcy Code that would address
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concerns raised in Judge Sontchi’s testimony regarding section 546(e) of the Bankruptcy Code.
To what degree docs similar consensus in support of such an amendment exist in the wider
bankruptcy community? To this end, any feedback and input you have on developing a solution
to these concerns as the Committee looks at these issues would be appreciated.

Response No. 3:

The treatment of financial contracts and derivatives under the Bankruptcy Code is a very
complex and, in many respects, controversial issue. The ABI Commission rccognized this in
constituting its advisory commitiee on financial contracts, derivatives, and safe harbors, striving
to enlist the help of judges, academics, and practitioners on all sides of the issue. As evidenced
by the list of advisory committee members attached here to as Appendix A, the ABI Commission
believes that it achieved this goal.

Judge Sontchi’s testimony highlights an important issue in this area of the law. As a general
proposition, I believe that many judges, academics, and practitioncrs belicve that section 546(e)
of the Bankruptcy Code has been extended beyond its original legislative purpose of protecting
the securities transfer system. The ABI Commission and the advisory committee are studying
these issues carefully and currently are working to identify the scope of these concerns and a
tailored, effective resolution. They also are working to assess support for any proposed reforms
in the larger restructuring community. I will update the Subcommittee as additional information
becomes available.

Question No. 4:

As you know, the National Bankruptcy Review Commission issued its report and
recommendations to Congress in 1997, some of which were ultimately cnacted in 2005 as part of
a comprehensive legislative package.

Is the process that the ABI is using to solicit public input similar to that used by the 1997
Commission?

Have all of the Commission’s meetings and those of its advisory committees been open
to the public?

Response No. 4:

I have studied at great length the processes of, and the final reports issued by, the National
Bankruptcy Review Commission (NBRC) in 1997 and the Commission on Bankruptcy Laws of
the United States in 1971. I believe that the ABI and the ABI Commission are drawing upon and
learning from each of these prior Commission projects.

Specifically, with respect to the NBRC, the ABI Commission is using a similar advisory
committee structure to undertake in-depth, substantive studies of broad topic areas. Whereas the
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NBRC uscd eight topic working groups, the ABI Commission is using thirteen topic advisory
committees and an international working group. The thirtcen topic advisory committees are:

* Financing Chapter 11

*  Governance and Supervision of Chapter 11 Cases and Companies

¢ Multiple Enterprise Cases/Issues

+ Tinancial Contracts, Derivatives and Safc Harbors

*  Executory Contracts and Leases

*  Administrative Claim Expansion, Critical Vendors and Other Pressures on Liquidity; Creation
and/or Preservation of Reorganization Capital

* Labor and Benefit Issues

*  Avoidance Powers

*  Sales of Substantially All of the Debtor’s Assets, Including Going-Concern Sales

*  Plan Issues: Procedure and Structure

*  Plan Issues: Distributional Issues )

* Bankruptcy Remote Entities, Bankruptcy-Proofing and Public Policy

* The Role of Valuation in Chapter 11

These advisory committees spent approximately 18 months researching and discussing a variety
of issues within their topic areas and submitted study reports to the ABI Commission in
December 2013.° Similar to the NBRC, the ABI Commissioncrs retain authority for addressing
and deciding each issue, and the ABI Commission is currently engaged in this deliberative
process. It anticipates producing a preliminary report in December 2014.

To inform both the work of the advisory committces and the ABI Commission, the ABI
Commission conducted 16 public field hearings in 11 different cities. Each of these hearings was
open to the public, and the transcripts (and, in many cases, video recordings) are posted on the
ABI Commission website at www.commission.abi.org. Over 90 individnals have submitted oral
and/or written testimony in conncction with these hearings. In addition, the ABI Commission
proactively sought out and secured witnesses and forums that would represent the various
consfituents involved in and perspectives concerning the chapter 11 process. For example, the
ABI Commission held public field hearings at events organized by the National Conference of
Bankruptcy Judges, the National Association of Attormeys General, the Statcs® Association of
Bankruptcy Attorneys, the Association of Insolvency and Restructuring Advisors, the National
Association of Credit Management, the Association of the Bar of the City of New York, the
American College of Bankruptcy, the Commercial Finance Association, the Turnaround
Management Association, and the Loan Syndications and Trading Association. Several hearings
attracted more than 100 attendees.

The ABI Commission also worked with the University of Illinois College of Law to organize an
academic symposium on the rolc of secured credit in business bankrupteics. Ninctcen of the
nation’s leading bankruptcy scholars contribuled to the symposium. The symposium was open to

¢ The ABI Commission has deferred the work of thc multiple entities and corporate groups advisory
committee until a later point in the process.
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the public, and the papers and a video recording of the cvent are {or will be) pested on the ABL
Commission’s website. The papers from this symposiumn also will be published in the [Hinois
Law Review.

Minutcs from the meetings of the advisory committces and the ABI Commission are postcd on
the ABI Commission’s website. The ABI Commission has not made any of its or the advisory
committees” working papers or deliberations publicly available. Upon the completion of its
deliberations, the ABI Commission will issue a report not only setting forth any reform proposals
but also incorporating relevani matcrials from the ABI Comimission’s and advisory committces’
study processes.

In addition, similar to the process followed by the NBRC, ABI Commissioners are appearing at
restructuring events throughout the country to discuss and publicize thc ABI Commission’s work
and solicit feedback from affected constituents. To this end, ABI Commissioners will be
appearing al the following upcoming events: the O’Neill Institute in Cleveland in May, the
NACM Credit Congress in Orlando in Junc, the Northeast Bankruptcy Confercnec in Stowe,
Vermont in July, among other scheduled public events. The ABI Commission intends to
continue these outreach efforts even after the issuance of its report in December 2014.

Question Ne. 5:

You notc that over the course of the Commission’s work to date, there is a perception that the
number and speed of asset sales under Bankruptey Code scction 363 has increased.

Is that a positive or negative development?
Response No. 5:

The testimony before the ABI Commission suggests an increase in the number and speed of asset
sales under section 363 of the Bankruptcy Code. The testimony is not, howcver, consistent on the
impact of this development. Some witnesses view the quick section 363 sale as a detrimental
change that, among other things, strips creditors of their right to vote on the company’s
restructuring plan and prematurcly determines and cuts off the value available to satisfy
creditors’ claims.” Here, a repeated concern was the pressurc on courts and creditors to assess
and detcrminc these critical issues with insufficicnt information and time. Other witnesses
characterize this development as an effective means to preserve value and limit the costs
associated with a bankruptcy case. The ABI Commission s reviewing each of these

7 See Gerald Buccino, Statement to the Commission, Hearing, November 3, 2012 (TMA. Transcript

Pg. 19) availabie at http://commission.abi.org (“363 sales should be delayed so as to improve the value to
pre-petition creditors. If sales occur too quickly before the rehabilitative process, the yield to the pre-
petition creditors is diminished.”).

® See John Scoft Victor, Statement to the Commission, Hearing, November 3, 2012 (TMA Transcript

Pg. 10), available af hitp://commission.abi.org (“The overwhelming prevalence of section 363 saies is the
result of good lawyering, market sophistication and efficiency — it preserves jobs and maximizcs valuc.”).

6



185

Resp of Prof. Michelle M. Harner (cont.)

perspectives, as well as conducting its own research, to asscss the issues and find an appropriate
balance of the competing considerations.

Question No. 6:

Has the ABI Commission taken into consideraticn any lessons learned from the experience of the
National Bankruptcy Review Commission?

Response No. 6:

The ABI Commission: has studied carefully the work and procedures used by the NBRC. One
member of the NBRC, Babetle Ceccotti, also serves on the ABI Commission, providing unique
insight into the earlier experience. There are of course many differences between the ABI
Commission and the 1994-97 Commission. The latter employed a reporter, three semior
advisors, a general counsel, three staff attorncys, one velunteer staff attorncy, a legislative
counsel on detail from the U.S. Department of Justice, a part-time attorney responsible for the
Commiission's computerized database, and two administrative support personnel—funded by a
multi-million dollar budget. The ABI Commission operates on a much smaller scope and scale,
but has attempted to borrow the best practices of the NBRC, including ample public hearings
with witnesses from a broad cross-section of the insolvency community: attormeys, financial
advisors, judges, academics, lenders, and others. Although the NBRC was notable for sharp
disagreements on many issues, particularly in the arca of consumer bankruptcy where many
Commission’s votes were divided 5 to 4, there were scveral arcas on which there was broad
agreement, such as on cross-border insolvency procedures, provisions for direct appeal of
bankruptcy court decisions, partnership bankruptcies, mass tort claims, and a number of
procedurcs in small business bankruptcics. Scveral of these recommendations were enacted into
law as part of the 2005 amendments. The ABI Commission, with its field of vision limitcd
largely to chapter 11 matters, plans to emphasize consensus recommendations that can form the
basis for a package of solid reforms to the Bankmuptcy Code and Rules.

Question No. 7:
You note in your written testimony that there was a general conscnsus in the Commission’s field
hearings that chapter 11 cases have changed over time, causing an increase in the costs
associated with chapter 11.

How have chapter 11 cases changed over time?

How have these changes resulted in higher costs?

Could costs be more transparent in chapter 11 cases?

How would greater cost transparency help parties in chapter 11 cases?
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Would greater oversight over the chapter 11 process help reduce costs?
Response No. 7:

The testimony at the public field hearings suggests that chapter 11 cases have changed over time
in a number of ways, including: the use of different and more complex financial instruments;
fewer traditional banks and more private funds and claims traders holding the company’s debt;
more and quicker section 363 sales of all or substantially all of the company’s assets; companies
entering chapter 11 with more secured debt and kess cquity available to support their
restructuring efforts; and companies having to make certain decisions quicker to accommodate
deadlines in the Bankruptcy Code or covenants in their lending documents.

Notably, the existence of this testimony does not mean that all of these changes arc unhcalthy or
unwelcome or that all of them increase the cost of chapter 11. In fact, an increase in costs often
was cited as an independent change that makes chapter 11 more difficult or impractical for
certain companics, particularly small and middle market companies. According to the testimony,
increases in chapter 11 costs might arise from the litigious nature of some case and, for small and
middle market companies, from the process itself—e.g., the disclosure and reporting
requircments, solicitation requircments, and the expertise often needed to help these companies
simply understand the complex requirements of chapter 11. The following witness statements
are representative of the testimony the ABI Commission has received on chapter 11 costs:

*  “Ibelieve [cost] has been going up. I believe that there is a proliferation of counsel. I believe
that there is a proliferation of committees, ad-hoc committees that are getting paid for in certain
cases. [ also believe that we often don’t police ourselves. Ibelieve there’s too often unnecessary
‘fighting or issues that are raised.” (Bryan Marsal, Statement to the Commission, Hearing,
October 26, 2012, (NCBJ Transcript Pg 24) available at hitp://commission.abi.org)

*  “My view is that the perceived Chapter 11 deficiencies regarding slow speed and high cost are
one in the same. The more hand to hand legal combat on issues you have in a case, the slower the
case progresses and the more expensive the case becomes. It is clear that Chapter 11 has become
increasingly litigious of late.” (Daniel Idoaley, Written Statement to the Commission, April 19,
2013, available at hup://comtmission.abi.org)

*  “ believe there are several reasons for the high level of fees. At the onset of a case and
sometimes even well into it, it is difficult for the judge to decide how many constituencies may be
out of the money. This can lead to a proliferation of committees... The second problem is that
committees whose claims are at or ncar the cusp of werthlessness have cvery rcason to delay the
case in the hope that the Debtor’s business may turnaround... The third problem is the individual
large creditor or ad hoc group of snch creditors who may or may not be on the official committee
for that class but who in any event play a proactive individual role in the proceeding and
ultimately seek reimbursement of professional fees based on the argument of ‘substantial
contribution.” (Wilbur Ross, Written Statement to the Commission, April 19, 2013, available at
http://conumission.abi.org)

*  “The cost of financial advisors in bankruptcy is escalated by every constituency retaining an
advisor at the company’s expense. These muitiple financial advisors often duplicate each other’s
work and duplicate each other’s demands on the company’s finance team which inteiferes with
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their ability to run the busincss. This pain is particularly acute in smaller companies with less
finance staff. The composition and quantity of professionals and their cost cstimates should be
evaluated at the onset of the case in relation to the size of the case and the company’s cash
generation.” (John Haggerty, Written Statcment to the Commission, April 19, 2013, available af
http:/icommission.abi.org)

“Secured lender professional fees are a contributor to the escalating cost of Chapter 11. These
fees seem to be far higher than they were years ago. In many cases, I can only attribute this
escalation to the increasingly complex natute, size and composition of lender groups where much
of the cost appears to be related to managing the group, avoiding exposure, and/or dealing with
dissidents within the group. It is not clear that these incremental costs should be passed on to the
company. FA’s [financial advisors] and attorneys for the secured lenders should be required to be
more transparent as to billings amount and work performed if their fees are being passed through
to the debtor.” (John Haggerty, Written Staicment to the Commission, April 19, 2013, available
at http://commission.abi.org)

“We spend so much time, especially in this district looking at mega cases, it’s nice to have the
Delphi’s and G.M.’s and iU’s nice to be a court of choice for very large cases, bul most of us grew
up handling smaller cases and handting cases in the market that really cannot afford to seek
protection any longer and there’s something wrong with that system.” (Jeffrey Wurst, Statement
to the Commission, Hearing, June 4, 2013 {ABI NYIC Transcript Pg 28), avuilable at
http://commission.abi.org)

Results of survey of members of the “Section regarding Chapter 11 practice and experience” of
the “Bankruptcy Law Section of the State Bar of Texas™: “88% of those responding felt that
Chapter 11 is not utilized as much as in years past because it has become too expensive (and 98%
of respondents agreed that Chapter 11 is more expensive now than 10 years ago).” (as reported by
William Greendyke, Written Statement to the Commission, November 22, 2013, available at
http://commission.abi.org)

The ABI Commission has not yet determined the best means for controlling costs and making
chapter 11 more accessible and effective for all companies. It is, however, thoroughly studying

these issues and is very mindful of the need to address the cost factor associated with the
chapter 11 process.
Question No. 8:
You note in your written testimony that the consensus among small and middle-market
companies was that chapter 11 no longer works for these companies as a result of barriers like
cost and procedural obstacles.

Please describe some of these procedural obstacles.

Response No. 8:

Please see responscs to questions numbers 2 and 7 above.
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Question No. 9:

Would the judicial system be better equipped to deal with the resolution of a systemically
important financial institution than a federal regulatory agency such as the FDIC?

Response No. 9:

The ABI Commission has not yet focused on the utility of the Bankruptcy Code for rcsolving
systemically important financial institutions. To date, the ABI Commission and its advisory
committees have concentrated on issues that affect distressed companies in chapter 11 across the
board. It does, however, intend to study the ability of chapter 11 to resolve distressed
systemically important financial institutions in connection with issuing its final report.

10
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Appendix A

Financial Contracts, Derivatives, and Safe Harbors Advisory Committee

Lawrence Brandman, LAMCO, LLC (New York}

Mark C. Ellenberg, Cadwalader Wickersham & Taft LLP (Washington)
Seth Grosshandler, Cleary Gottlieb (New York)

Prof. Stephen Eubben, Seton Hall University School of Law (Newark)
Prof. Edward Morrison, University of Chicago Law School

Judge James G. Peck, U.S. Bankruptcy Court (S.D.N.Y.)

Judge Christopher S. Sontchi, U.S. Bankruptcy Court (D. Del)
Kimberly Summe, Partner Fund Management (San Trancisco, CA)
Shmuel Vasser, Dechert LLP (New York)

Prof. Mark Roe, Harvard Law School (Cambridge)

Eric Waxman, Westcrman Ball (Uniondale, NY)

Committee Co-chairs: Judge James G. Peck and Seth Grosshandler
Reporter: Prof. Edward Morrison and Eric Waxman
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