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THE HISTORY OF THE BANKRUPTCY LAWS IN
THE UNITED STATES

CHARLES JORDAN TAB"

INTRODUCTION

"Bankruptcy," one observer noted, "is a gloomy and depressing subject."' It
is a subject, however, that commands much attention in modem American life. No
corner of our society seems immune from the ubiquitous reach of bankruptcy. It
touches mass tort victims, mega corporations, mom-and-pop businesses, (supposed-
ly) wealthy California counties, fraudulent schemers, polluters, unfortunate
individuals-the list is endless. Since the enactment of the Bankruptcy Reform Act
of 1978,2 bankruptcy filings have multiplied dramatically.3 In 1994, Congress
passed the Bankruptcy Reform Act of 1994. 4 The 1994 law was significant in two
ways. First, it amended the current bankruptcy law in dozens of places. Second,
it provided for the creation of a National Bankruptcy Review Commission, to study
the bankruptcy law over the next two years and recommend further changes. 5

Mindful of Janus, the Roman god who represents beginnings,6 and is depicted
with two faces, one looking forward and one back, this Article seeks to inform the
Commission's forward look with a brief look back at the history of the bankruptcy
laws. Many radical proposals have been floated in recent years with regard to
bankruptcy reform. Before those ideas are too readily embraced, the Commission
and Congress should bear in mind the experience of almost five hundred years of
Anglo-American bankruptcy experience.

Part I of the Article examines the history of the bankruptcy law before 1978,
which as noted is the year our current bankruptcy law was enacted. That first

Professor of Law, University of Illinois College of Law.
'CHARLES WARREN, BANKRUPTCY IN UNITED STATES HISTORY 1 (1935).
2 Pub. L. No. 95-598, 92 Stat. 2549.

'See Jagdeep S. Bhandari & Lawrence A. Weiss, The Increasing Bankruptcy Filing Rate: An Historical
Analysis, 67 AM. BANKR. L.J. 1, 2 (1993) (reporting a 185% increase in bankruptcy filing rate from 1980,
shortly after 1978 Act took effect, to 1991). The data was obtained from the Administrative Office of the
United States Courts. Id. at 1 n. 1. Scholars disagree over whether the increased filing rate was due to the
changes rendered by the 1978 Act. Compare William J. Boyes & Roger L. Faith, Some Effects of the
Bankruptcy Reform Act of1978, 29 J.L. & ECON. 139, 148 (1986) (concluding empirical data demonstrates
1978 Act to be determining, but not sole factor, in increased number of filings subsequent to effective date
of Act) and Michelle J. White, Personal Bankruptcy Under the 1978 Bankruptcy Code: An Economic
Analysis, 63 IND. L.J. 1, 45-49 (1987) (arguing that increased exemption levels effected by 1978 Act and
increased unemployment rate primary contributors to increased filing rate for personal bankruptcies, with
other economic and demographic changes contributing to lesser extent) with Bhandari & Weiss, supra at 12
(arguing increased number of filings due to decreased debt servicing capacity rather than 1978 Act).

Pub. L. No. 103-394, 108 Stat. 4106.
M1d. §§ 601-610.

6 The word January, the first month of the year, is derived from Janus.
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section is broken down into several parts: the English antecedents of our United
States law; the Constitution and United States bankruptcy laws before 1898; and the
Bankruptcy Act of 1898' and the numerous amendments thereunder, notably the
Chandler Act of 1938' and other Depression-era legislation. Part II examines the
history of the passage of the Bankruptcy Reform Act of 1978. Part III then looks
at bankruptcy legislation since the enactment of the 1978 Bankruptcy Code.
Finally, in Part IV, the Article shifts from a chronological review to a thematic
study, with a brief consideration of major constitutional issues that have arisen with
regard to the bankruptcy laws.

I. BANKRUPTCY LAW PRIOR TO 1978

A. English Antecedents

1. Origins

The framers of the United States Constitution had the English bankruptcy
system in mind when they included the power to enact "uniform laws on the subject
of bankruptcies" in the Article I powers of the legislative branch.9 The first United

7 Ch. 541, 30 Stat. 544, amended by Act of June 22, 1938, (Chandler Act), ch. 575, 52 Stat. 840,
repealed by Bankruptcy Reform Act of 1978, Pub, L. No. 95-598, 92 Stat. 2549.

' Act of June 22, 1938, ch. 575, 52 Stat. 840 (1938), repealed by Bankruptcy Reform Act of 1978, Pub.

L. No. 95-598, 92 Stat. 2549.
9 U.S. CONST. art. I, § 8, cl. 4.
For discussions of the history of the United States bankruptcy laws, see PETER J. COLEMAN, DEBTORS

AND CREDITORS IN AMERICA: INSOLVENCY, IMPRISONMENT FOR DEBT, AND BANKRUPTCY 1607-1900
(1974); 1 COLLIER ON BANKRUPTCY 0.01-0.10 (James W. Moore et al. eds., 14th ed. 1974); FRANK 0.
LOVELAND, A TREATISE ON THE LAW AND PROCEEDINGS IN BANKRUPTCY §§ 1-8 (4th ed. 1912); F. REGIS
NOEL, HISTORY OF THE BANKRUPTCY LAW (1919); 1 NORTON BANKRUPTCY LAW AND PRACTICE 2D, chs.
1, 2 (1994); 1 HAROLD REMINGTON, A TREATISE ON THE BANKRUPTCY LAWS OF THE UNITED STATES, §§
1 et seq. (J. Henderson ed., 5th ed. 1950); WARREN, supra note 1; Vern Countryman, A History of
American Bankruptcy Law, 81 COM. L.J. 226 (1976); Charles J. Tabb, The Historical Evolution of the
Bankruptcy Discharge, 65 AM. BANKR. L.J. 325 (1991). A delightful companion piece to the Countryman
article just cited, set (sort of) in rhyme, is Lawrence P. King, An Ode to the Bankruptcy Lawr, 81 CoM. L.J.
234 (1976).

Good discussions of the development of the English system are found in Jay Cohen, The History of
Imprisonmentfor Debt and its Relation to the Development of Discharge in Bankruptcy, 3 J. LEG. HIST. 153
(1982); IanP. Duffy, English Bankrupts, 1571-1861, 24 AM. J. LEG. HIST. 283 (1980); Louis E. Levinthal,
The Early History of English Bankruptcy, 67 U. PA. L. REV. 1 (1919). Blackstone's well-known work
covered bankruptcy law. 2 WILLIAM BLACKSTONE, COMMENTARIES *471-88. So too did the work of the
second Vinerian Professor of Law at Oxford, Sir Robert Chambers. 2 ROBERT CHAMBERS, A COURSE OF
LECTURES ON THE ENGLISH LAW 199-203 (T. Curley ed. 1986). Professor Holdsworth addressed bankruptcy
law in numerous places in his monumental work. 1 WILLIAM S. HOLDSWORTH, A HISTORY OF ENGLISH
LAW 470-73 (1922); 8 id. at 229-45 (1926); 11 id. at 444-47 (1938); 12 id. at 387-88, 541-42 (1938); vol.
15 id. at 97-100 (1965). Other treatise writers have delved into the topic as well. See, e.g., EDWARD JENKS,

A SHORT HISTORY OF ENGLISH LAW 373-79 (1912); LOVELAND, supra § 3. Even Professor Samuel
Williston, later known as one of the giants of American contract law, discussed bankruptcy history, from

[Vol. 3:5
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States bankruptcy law, passed in 1800,"0 virtually copied the existing English
law. " United States bankruptcy laws thus have their conceptual origins in English
bankruptcy law prior to 1800. On both sides of the Atlantic, however, much has
changed since then.

Early English law had a distinctly pro-creditor orientation, and was noteworthy
for its harsh treatment of defaulting debtors. 2 Imprisonment for debt was the
order of the day, from the time of the Statute of Merchants in 1285,3 until
Dickens' time in the mid-nineteenth century. The common law writs of capias
authorized "body execution," i.e., seizure of the body of the debtor, to be held until
payment of the debt.

English law was not unique in its lack of solicitude for debtors. History's
annals are replete with tales of draconian treatment of debtors. Punishments
inflicted upon debtors included forfeiture of all property, relinquishment of the
consortium of a spouse, imprisonment, and death. In Rome, creditors were
apparently authorized to carve up the body of the debtor, although scholars debate
the extent to which the letter of that law was actually enforced.

As commerce expanded, the need for a collective procedure to collect debts
became evident. Individual collection remedies, such as the common law execution
writs of fieri facias,14 elegit,15 and levari facias,16 did not address the distinct
problems presented by a debtor's multiple defaults. Creditors needed protection
from defaulting debtors and from each other.

2. First Bankruptcy Laws: 1542 and 1570

In 1542, during the reign of Henry VIII, the first bankruptcy law was passed
in England, entitled "An act against such persons as do make bankrupts. "' This
law viewed debtors as quasi-criminals (they were called "offenders"), and placed
additional remedies in the hands of creditors. A more comprehensive bankruptcy

England to the 1898 Act. SAMUEL WILLISTON, SELECTED CASES AND STATUTES ON THE LAW OF

BANKRUPTCY 1-6 (1902).
10 Act of Apr. 4, 1800, ch. 19, 2 Stat. 19 (repealed 1803).

Much of the language of the Act of 1800 was copied verbatim from the statute of Geo. 2, ch. 30, §
10 (1732).

12 E. BALDWIN, A TREATISE UPON THE LAW OF BANKRUPTCY AND BILLS OF SALE 1 (10th ed. 1910).
Professors Baird and Jackson have described the early English laws as "viciously punitive from the
perspective of the debtor." DOUGLAS BAIRD & THOMAS JACKSON, CASES, PROBLEMS, AND MATERIALS ON
BANKRUPTCY 27-28 (2d ed. 1990).

13 13 Edw. 1, stat. 3 (1285). See also Statute of Acton Burnell, 11 Edw. 1 (1283); Statute of Westmin-
ster II, 13 Edw. 1, stat. 1, chs. 11, 18, and 45 (1285).

'" A writ of fieri facias authorized the judicial seizure and sale of a debtor's chattels. BLACK'S LAW
DICTIONARY 627 (6th ed. 1990).

,S A writ of elegit caused a defendant's goods and chattels to be appraised. Id. at 520.
16 A writ of levari facias authorized judicial seizure and sale of the produce of a debtor's land. Id. at

906.
17 34 & 35 Hen. 8, ch. 4 (1542-43).
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law was passed in 1570 during the reign of Queen Elizabeth 1.18 That law filled
out the basic parameters of the English bankruptcy system, lacking only the
discharge provisions added in the early eighteenth century, and remained in effect
until the time of the American Revolution.

Only creditors could commence a bankruptcy proceeding.' 9 This limitation,
which persisted for three centuries,' ° was indicative of the law's overriding
purpose, namely, to aid creditors in the collection of debts."' Relief was not for
debtors, but from debtors. Debtors could be imprisoned for committing fraudulent
acts of bankruptcy. A discharge of debts was unheard of, and indeed would have
been at odds with the entire premise of the law. The ground for commencing a
bankruptcy proceeding by the creditor was the commission of an "act of bankrupt-
cy" by the debtor. An act of bankruptcy was a form of conduct that indicated that
the debtor was attempting to prevent creditors from recovering on debts justly owed
them. 2 For example, one act of bankruptcy was "keeping house," whereby the
debtor would hole up in their home, immune from the reach of creditors. Another,
added by the 1570 law, was making a fraudulent conveyance. The premise of
debtor misconduct as the basis for involuntary bankruptcy, rather than financial
status, remained in place until the Bankruptcy Reform Act of 1978 was enacted.

Upon the occurrence of an act of bankruptcy, creditors could petition the Lord
Chancellor to convene a bankruptcy proceeding. The Chancellor would appoint
bankruptcy "commissioners" to supervise the process. In broad form, the process
mirrored a modem straight liquidation case. The bankrupt's assets were seized,
appraised, and sold, and the proceeds distributed pro rata to creditors. The
centrality of the principle of equal distribution in the bankruptcy case was
emphasized by Lord Coke in 1584 in The Case of Bankrupts.' Since there was
no discharge, creditors were free after bankruptcy to continue to pursue individual
collection remedies against the debtor.

The commissioners had substantial powers, originally somewhat akin to a
combination of today's trustee and bankruptcy judge. In addition to the normal
trustee-like activities of collecting, liquidating, and distributing the debtor's property
to creditors, commissioners could seize property, summon persons to appear before
them, and commit people to prison. Although appointed by the Chancellor,
commissioners initially were not subject to his jurisdiction. Recourse was to the
common law courts. By the early eighteenth century, however, the Chancellor had

" 13 Eliz., ch. 7 (1570).
'9 Id. § 1.

I The first purely voluntary bankruptcy law was the United States Bankruptcy Act of 1841. Act of Aug.
9, 1841, ch. 9, 5 Stat. 440 (repealed 1843).

2' NOEL, supra note 9 at 25-27; 1 REMINGTON, supra note 9, § 2.
' For discussions of acts of bankruptcy during this early period, see 2 BLACKSTONE, supra note 9 at

*477-79; 2 CHAMBERS, supra note 9, at 200-01; 8 HOLDSWORTH, supra note 9, at 237-38.

' 76 Eng. Rep. 441, 473 (K.B. 1584) (stating debtor's preferential payment to single creditor was act
opposite to bankruptcy statute's goal of equal distribution among creditors).

[Vol. 3:5
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largely taken over direct jurisdiction of bankruptcy matters.24 Later the trustee-
like functions were delegated to "assignees," so named because the bankruptcy
estate was assigned to them.

The bankruptcy law only applied to "traders," i.e., to merchant debtors.'
This limitation remained until the nineteenth century. Non-merchants were
relegated to the separate "insolvency" laws, which sporadically allowed for release
from prison in certain circumstances and occasional relief from debt.' For us
today, it is somewhat difficult to fathom the purpose of the limitation of the
bankruptcy laws to traders. But at that time, the bankruptcy laws were viewed as
a necessary concomitant to the exigencies of commerce, but no more. Credit
generally was viewed as immoral and almost fraudulent; as Blackstone noted:

[T]he law holds it to be an unjustifiable practice, for any person but a
trader to encumber himself with debts of any considerable value. If a
gentleman, or one in a liberal profession, at the time of contracting his
debts, has a sufficient fund to pay them, the delay of payment is a species
of dishonesty, and a temporary injustice to his creditor: and if, at such
time, he has no sufficient fund, the dishonesty and injustice is the
greater.2

In commerce, however, credit became recognized as a necessary evil. And once
credit is used, things can go wrong.2" Defaults happen, and in the instance of
multiple defaults, a collective remedy such as bankruptcy is needed. Bankruptcy
was limited to traders because it was believed that they had "peculiar facilities for
delaying and defrauding creditors. '"29  Non-traders, in short, simply lacked the
wherewithal to commit a wrong sufficient to need the bankruptcy remedy.

Over the next two centuries, Parliament periodically amended the bankruptcy

21 1 HOLDSWORTH, supra note 9, at 470.

1 The first English bankruptcy statute, 34 & 35 Hen. 8, ch. 4 (1542-43), was not on its face restricted
to traders, although in practice such a limitation may have existed. NOEL, supra note 9, at 25-26;
Countryman, supra note 9 at 227. This limit first appeared expressly in the next English bankruptcy statute,
13 Eliz., ch. 7, § 1 (1570). BALDWIN, supra note 12, at 237-38.

6 NOEL, supra note 9, at 140-41; WARREN, supra note 1, at 61.
2 2 BLACKSTONE, supra note 9, at *473-74.
1 Blackstone continued:
But in mercantile transactions the case is far otherwise. Trade cannot be carried on without mutual
credit on both sides: the contracting of debts is therefore here not only justifiable but necessary.
And if by accidental calamities, . . . a merchant or trader becomes incapable of discharging his
own debts, it is his misfortune and not his fault.

Id.
29 Levinthal, supra note 9, at 16 n.59; see also NOEL, supra note 9 at 25-26 (same).
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laws.3° In many instances, especially in the seventeenth century, Parliament
sought: (1) to enhance the power of the bankruptcy commissioners to reach more
of the debtor's assets; and (2) to increase the penalties against noncompliant
debtors. For example, the commissioner was empowered to break into the debtor's
house or shop to seize the debtor's property, thus eliminating the effectiveness of
"keeping house." 31  A debtor could be pilloried and have his ear cut off.32

During this long period, bankruptcy remained an involuntary remedy to be used by
creditors only against debtors who were merchant traders.

3. Discharge Introduced in 1705

The English bankruptcy law of this era became complete with the passage of
the Statute of Anne in 1705.33 That law introduced the discharge of debts for the
benefit of a debtor who cooperated in the bankruptcy proceeding. 34 A cooperative
debtor also was granted a monetary allowance out of the bankruptcy estate, the
amount of which depended on the percentage dividend that was paid to creditors. 3

At the same time, however, the Statute of Anne raised the stakes even higher for
uncooperative debtors by providing for the death penalty for fraudulent bank-
rupts .36 While the quasi-criminal nature of bankruptcy remained, the Statute of
Anne first established the roots of a more humanitarian legislative treatment of
honest but unfortunate debtors.

It is unlikely, however, that humanitarian concerns for debtors primarily
motivated the legislators of 1705 .37  Rather, the main focus was on assisting

-1 English laws dealing with the topic of bankruptcy after the passage of the 1570 Statute of Elizabeth
up to the ratification of the United States Constitution were: 1 Jam., ch. 15 (1604); 21 Jam., ch. 19 (1623);
14 Car. 2, ch. 24 (1662); 4 Anne, ch. 17 (1705); 5 Anne, ch. 22 (1706); 7 Anne, ch. 25, § 3 (1708); 10
Anne, ch. 15 (1711); 3 Geo., ch. 12 (1716); 5 Geo., ch. 24 (1718); 6 Geo., ch. 22 (1719); 7 Geo., stat.
1, ch. 31 (1720); 11 Geo. 1, ch. 29 § 1, (1724); 13 Geo., ch. 27 § 2 (1726); 3 Geo. 2, ch. 29 (1730); 5
Geo. 2, ch. 30 (1732); 9 Geo. 2, ch. 18 § 2 (1736); 16 Geo. 2, ch. 27 (1743); 19 Geo. 2, ch. 32 (1746);
24 Geo. 2, ch. 57 §§ 9-10 (1751); 31 Geo. 2, ch. 35, § 2 (1758); 4 Geo. 3, ch. 33 (1764); 4 Geo. 3, ch.
36 (1764); 12 Geo. 3, ch. 47 (1772); 14 Geo. 3, ch. 77, §§ 58-59 (1774); 16 Geo. 3, ch. 38, §§ 68-69
(1776); 18 Geo. 3, ch. 52, §§ 75-76 (1778); 21 Geo. 3, ch. 29 (1781); 28 Geo. 3, ch. 24 (1788).

3' 21 Jam. 1, ch. 19, § 8 (1623).
32 1 Jam. 1, ch. 15, § 9 (1604).
33 4 Anne, ch. 17 (1705).
14 Id. § 7. This provided that "all and every person and persons so becoming bankrupt ... who shall

... in all things conform ... shall be discharged from all debts by him, her, or thems due and owing at
the time that he, she, or they did become bankrupt.' Id.

3 Id. §§ 7-8.
36 Id. §§ 1, 18. The typically English terminology for the death penalty was that the criminal "shall

suffer as a felon, without benefit of clergy." Id.
31 See Tabb, supra note 9, at 333, 337-39.

[Vol. 3:5
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creditors; the title and preamble to the act reflect as much.3" Indeed, the fact that
only creditors could file a bankruptcy petition negates any serious argument that the
1705 law was intended as a debtor relief measure. Furthermore, non-traders
remained ineligible for bankruptcy. Nor was a discharge an automatic entitlement.
The commissioners had to certify that the debtor had "conformed" to the
requirements of the act, meaning in essence that the debtor cooperated in the
bankruptcy proceeding. Interestingly, the same basic premise persists today in
section 727 of the United States Bankruptcy Code,3 9 which predicates denial of a
debtor's discharge on various acts that hinder the trustee in the collection and
distribution of the estate.

More evidence of the predominantly pro-creditor orientation of even the
discharge provision is the fact that during the very next year, 1706, creditor consent
was added as a prerequisite to the granting of a discharge.' In various forms
creditors retained some voice in whether the debtor received a discharge until the
late nineteenth century. In practice the creditor consent provision seriously
undercut any beneficial effects of the discharge. It is reputed that a lack of creditor
consent blocked Daniel Defoe from obtaining a discharge.4'

While obviously quite dramatic, the importance of the death penalty for
fraudulent bankrupts should not be overstated (except for the few unfortunate souls
who suffered that punishment). Although some writers have highlighted the travails
of some of those who were executed, in fact at most five executions occurred in the
115 years that the death penalty for fraudulent bankruptcy was on the books.42 It
also should be remembered that bankruptcy was no different from most property
crimes of that era, which also provided for the possible imposition of the death
penalty.

Although on the books the laws remained strongly pro-creditor, by the middle
of the eighteenth century a somewhat more enlightened attitude toward bankruptcy
had taken hold. Attitudes about credit and commerce were changing as the
Industrial Revolution took hold.43 Blackstone, writing in 1765, observed:

I The act was entitled: "An act to prevent frauds frequently committed by bankrupts." 4 Anne, ch. 17
(1705). The preamble refers to the need for "the prevention" of losses caused by persons who become
bankrupt "not so much by reason of losses and unavoidable misfortunes, as to the intent to defraud and
hinder their creditors." Id. § 1.

3 11 U.S.C. § 727(a) (1988).
'o 5 Anne, ch. 22, § 2 (1706).
4' Tabb, supra note 9, at 340.
42 See LEON RADZINoWICZ, A HISTORY OF ENGLISH CRIMINAL LAW AND ITS ADMINISTRATION FROM

1750: THE MOVEMENT FOR REFORM, 1750-1833, at 520-21 n.94 (1948) (citing J. STEPHEN, A HISTORY
OF THE CRIMINAL LAW OF ENGLAND 229, 230 (1883)).

43 See Robert Weisberg, Commercial Morality, the Merchant Character, and the History of the Voidable
Preference, 39 STAN. L. REV. 3, 32 (1986). "[Tlhe idealogy of commerce that took hold in the eighteenth
century ... turned the morally questionable and perceptually elusive phenomena of trade and credit into
necessities, and then into virtues." Id.
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A bankrupt... was formerly considered merely in the light of a criminal.
... But at present the laws of bankruptcy are considered as laws calculated
for the benefit of trade, and founded on the principles of humanity as well
as justice: and to that end they confer some privileges, not only on the
creditors, but also on the debtor or bankrupt himself."

The 1732 Statute of George 11" was the English bankruptcy law in effect at
the time of the ratification of the United States Constitution and the passage of the
first United States bankruptcy law in 1800. That English law served in many
respects as the model for the American 1800 Act. The carrot and stick approach
of prior laws was continued: a discharge and an allowance for the debtor who
cooperated, and death for the fraudulent debtor.' Debtors also were permitted to
retain a modest amount of property as exempt. The 1732 law gave direct juris-
diction to the Chancellor.

Bankruptcy throughout remained an involuntary proceeding available only
against traders. A separate set of "insolvency" laws addressed the concerns of
debtor relief more directly. These laws dealt with relief from debts and, more
commonly, release from imprisonment.47 In this early English period, such laws
were only infrequently in force, and were often ineffective. Discharge from debts
was rare. The Privy Council had intervened directly on behalf of debtors with
greater effect, but the Council's jurisdiction was abolished in 1641." Debtor
relief laws became more common, and effective, in the nineteenth century.

B. The Constitution and American Bankruptcy Law Prior to 1898

1. The Constitution

In the colonial era, many of the states had comprehensive laws regulating
debtor-creditor relations.49 Some of these were bankruptcy laws, and others were
insolvency laws. Imprisonment for debt was commonplace in the colonies and then
in the states, until the mid-nineteenth century. Some states had more liberal debtor
relief measures than did England. Since no provision was made for federal

" 2 BLACKSTONE, supra note 9, at *471.
41 5 Geo. 2, ch. 30 (1732).

46 BAIRD & JACKSON, supra note 12, at 28-29.
4' For a particularly enlightening discussion of the movements to assist honest debtors through the

insolvency laws, see Cohen, supra note 9; Duffy, supra note 9. Professor Holdsworth deals with the subject
in some detail. 8 HOLDSWORTH, supra note 9, at 233-36. The first relief measure was passed in 1670. 22
& 23 Car. 2, ch. 20 (1670). Subsequent measures included 30 Car. 2, ch. 4 (1678); 2 W. & M., sess. 2,

ch. 15 (1690); 5 & 6 W. & M., ch. 8 (1694); 7 & 8 Will. 3, ch. 12 (1696); 8 & 9 Will. 3, ch. 18 (1697);
1 Anne, stat. 1, ch. 25 (1701); 2 & 3 Anne, ch. 16 (1703).

4Countryman, supra note 9, at 227.
41 The standard reference on this subject is COLEMAN, supra note 9. See also NOEL, supra note 9, ch.

[Vol. 3:5
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bankruptcy legislation in the Articles of Confederation, state regulation continued.
The subject of bankruptcy received only passing attention from the framers at

the Constitutional Convention of 1787.50 A bankruptcy law was apparently
believed to be a necessary subject of federal legislation because of the problems that
varying and discriminatory state laws caused for nonresident creditors and interstate
commerce in general.5 James Madison described the perceived purpose of the
Bankruptcy Clause:

The power of establishing uniform laws of bankruptcy is so intimately
connected with the regulation of commerce, and will prevent so many
frauds where the parties or their property may lie or be removed into
different states that the expediency of it seems not likely to be drawn into
question.52

The Bankruptcy Clause, empowering Congress to "pass uniform laws on the
subject of bankruptcies,"53 was added late in the proceedings of the Constitutional
Convention, after very little debate. Charles Pinckney of South Carolina is
generally credited with first drafting the Bankruptcy Clause.54 The only vote
against was by Connecticut, with Roger Sherman expressing concern that
bankruptcies could be punished by death, as was still the law in England.55 An
unsuccessful attempt was made to extend the prohibition against impairing the
obligation of contracts from the states to the federal government, which if successful
would have undermined the utility of any federal bankruptcy legislation.56

For over a century after the Constitution, however, the Bankruptcy Clause
remained largely unexercised by Congress. During this period, many states stepped
into the void and passed theit own bankruptcy legislation. A federal bankruptcy
law was in existence only from 1800 to 1803,"7 from 1841 to 1843,58 and from
1867 to 1878.' 9 Permanent federal bankruptcy legislation did not go into effect

I NOEL, supra note 9, ch. 4; WARREN, supra note 1, at 4-7; Frank R. Kennedy, Bankruptcy and the
Constitution, 33 U. MICH. L. QUAD. 40 (Spring 1989); cf. James M. Olmstead, Bankruptcy a Commercial
Regulation, 15 HARV. L. REV. 829, 831 (1902) (explaining entire historical origin of Bankruptcy Clause
in one paragraph).

5' Judith Koffler, The Bankruptcy Clause and Exemption Laws: A Reexamination of the Doctrine of
Geographic Uniformity, 58 N.Y.U. L. REV. 22, 36 (1983).

52 THE FEDERALIST No. 42 (James Madison).
51 U.S. CONST. art. I, §, 8 cl. 4.
1 Koffler, supra note 51, at 35 (citing THE RECORDS OF THE FEDERAL CONVENTION OF 1787 447 (M.

Farrand ed. 1911)).
" Symposium, Contemporary Issues in Bankruptcy and Corporate Law: "A View From the Bench", 61

U. CiN. L. REV. 511, 513-14 (noting this was not regarded as serious objection).
s Koffler, supra note 51 at 37.
s' Bankruptcy Act of 1800, ch. 19, 2 Stat. 19, repealed by Act of Dec. 19, 1803, ch. 6, 2 Stat. 248.

Bankruptcy Act of 1841, ch. 9, 5 Stat. 440, repealed by Act of Mar. 3, 1843, ch. 82, 5 Stat. 614.
5 Bankruptcy Act of 1867, ch. 176, 14 Stat. 517, repealed by Act of June 7, 1878, ch. 160, 20 Stat.
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until 1898. Thus, states were free to act in bankruptcy matters for all but 16 of the
first 109 years after the Constitution was ratified. Each instance of federal
legislation followed a major financial disaster: the Act of 1800 followed the Panic
of 1797; the Act of 1841 came after the Panic of 1837; the 1867 Act followed the
Panic of 1857 and the Civil War; and finally the 1898 Act was passed in the wake
of the Panic of 1893.

2. Bankruptcy Act of 1800

The first federal bankruptcy law was passed on April 4, 1800, eleven years
after the ratification of the Constitution.' Pressure had been brought for a
national bankruptcy law by a crash in 1792, but nothing was done until 1797, when
another panic caused widespread ruin and the imprisonment of thousands of debtors.
Robert Morris, one of the main financiers of the Revolution, spent three years in
debtor's prison owing $12 million, and Supreme Court Justice James Wilson fled
from Pennsylvania to avoid a like fate.6 The 1800 Act finally was passed,
carrying by but a single vote in the House. Federalist representatives of commer-
cial interests pushed the bill, while the law was opposed by anti-Federalist
southerners and agricultural sympathizers.62 The 1800 Act was designed as a
temporary measure, to sunset in five years, but actually was repealed after only
three. 63

The 1800 Act was very similar to the 1732 English act, and also had many of
the features of the Pennsylvania statute. It was purely a creditors' remedy. Only
creditors, upon proof of the debtor's commission of an act of bankruptcy,' could
initiate a bankruptcy. 5 Debtors, however, apparently were often able to persuade
a friendly creditor to bring a case. Only merchants were eligible debtors. 6

Fraudulent bankruptcy was a criminal offense, but was not punishable by death.67

Commissioners appointed by the district court68 supervised the process, and had
powers very similar to the English commissioners. The commissioners would
appoint assignees to effect the liquidation and distribution.69

A discharge of the debts7 and the person7' of a cooperative debtor was

60 Ch. 19, 2 Stat. 19.
61 WARREN, supra note 1, at 13.

Q Id. at 19.
6 Ch. 6, 2 Stat. 248 (1803) (repealing 1800 Act).
14 Ch. 19, § 1, 2 Stat. at 18-21.
65 Id. § 2, 2 Stat. at 21-22. A creditor owed at least $1000 by the debtor could initiate bankruptcy

without the cooperation of other creditors of the bankrupt. Id., 2 Stat. at 21.
66Id. § 1.
67 Id. § 18, 2 Stat. at 26-27 (providing prison term of twelve months to ten years).
61 Id. § 2, 2 Stat. at 21-22.
69 Id. § 7, 2 Stat. at 23. The creditors of the debtor were permitted to elect an assignee to replace the

one chosen appointed by the commissioners. Id. §§ 6-7, 2 Stat. at 23.
70 Id. § 34, 2 Stat. at 30-31.
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allowed. Before a discharge could be granted, the bankruptcy commissioners had
to certify to the federal district judge that the debtor had cooperated, and two-thirds
of the creditors, by number and by value of claims, had to consent to the
discharge.' The debtor received a graduated allowance out of the estate,
depending on the size of the dividend to creditors.73 Modest exemptions were also
permitted.74 The 1800 Act did provide a discharge for some of the prominent
financiers, including Robert Morris, who had been ruined in 1797.

By 1803, the sentiment for repeal of the 1800 Act was overwhelming. Some
of the objections ring familiar. Small dividends were paid, and many of the
discharged debtors were high-rolling speculators who went through bankruptcy and
then started their operations anew. In addition, travel to the distant federal courts
was difficult. Finally, agricultural interests were outraged at the perceived
favoritism of mercantile groups.'

3. State Law in Nineteenth Century

The states picked up part of the slack and continued to regulate relations
between debtors and creditors, bankruptcy, and insolvency during the lengthy era
of federal inaction after the 1803 repeal. In some important respects state relief was
limited. In 1819, the Supreme Court, in Sturges v. Crowninshield,76 held that
states could not constitutionally discharge preexisting debts.77 In 1827, the Court,
in Ogden v. Saunders" held that states could not discharge the debts due a citizen
of another state.79 Ogden did hold, however, that states could discharge future
debts against citizens of the same state.' The Sturges decision in particular caused
considerable consternation, because the period around 1819-1820 was one of
extreme economic depression. During this depression there was no federal
bankruptcy law by which debtors could be relieved, and because of Sturges, state
relief was not possible as to preexisting debts.

71 Id. § 38, 2 Stat. at 32 (providing district court judge may order incarcerated debtor released upon
proof, in form of certificate, that all debtor's nonexempt assets were turned over).

7 Id. § 36, 2 Stat. at 31. Only creditors owed at least fifty dollars by the debtor were entitled to vote
on whether the debtor should receive a discharge. Id.

7 Id. § 34, 2 Stat. at 30-31. For example, if the amount distributed to creditors gave them a 50% return
on their claims, the debtor received 5 % of the proceeds collected for distribution, up to a maximum of $500.
Id. If the return to creditors was 75% or more, the debtor received 10% of the proceeds collected for
distribution, up to a maximum of $800. Id.

14 Id. § 5, 2 Stat. at 23 (exempting necessary wearing apparel and bedding of debtor and family); id.
§ 18, 2 Stat. at 26-27 (same).

75 WARREN, supra note 1, at 19-20.
76 17 U.S. (4 Wheat.) 122 (1819).
7 Id. at 208.
78 25 U.S. (12 Wheat.) 213 (1827).
" Id. at 368-69.
8 Id.
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In the meantime, the lengthy era of widespread use of imprisonment for debt
was coming to an end. The practice was abolished at the federal level in 1833, and
many states followed suit in the 1830s and 1840s. In England, general abolition of
the practice did not come until 1869. Today only vestiges of "body execution"
remain, usually in cases where the debtor is perceived to be morally culpable, such
as a debt incurred through fraud, or for failure to make alimony"' or child support
payments."

Even though debtors eventually no longer went to prison, they lacked any
means to discharge preexisting debts during the first four decades of the nineteenth
century after 1803. At times, especially in the 1830s, states did give partial relief
through the enactment of stay laws or moratoria on debt collection. These laws
presaged the stay laws to follow a century later.

4. Bankruptcy Act of 1841

Throughout the 1820s attempts were made to pass a bill permitting voluntary
bankruptcy for the direct relief of debtors, merchant and non-merchant alike.8 3

Yet throughout that period all such efforts were rebuffed by an alliance of
southerners, who opposed any federal bankruptcy bill, and others who believed that
voluntary bankruptcy was unconstitutional.' John Calhoun, for example, heatedly
fought off federal intervention. Daniel Webster, conversely, was a leading advocate
of a national bankruptcy law, and often fronted for Joseph Story, who wrote a
number of bankruptcy bills.' Even those who favored a bankruptcy bill differed
on-whether involuntary bankruptcy should be permitted and whether corporations
should be eligible debtors. Finally, the devastating Panic of 1837, coupled with the
victory by the Whigs over the Democrats in the 1840 election, turned the tide. In
a very close vote, the Bankruptcy Act of 184 1' was passed. Again a major
national financial crisis had forced Congress's hand. The legislative background
to the passage of the 1841 Act is a fascinating story in itself, demonstrating how
strange bedfellows and apt logrolling can sometimes work to accomplish seemingly
impossible legislative goals.' 7 The final compromise allowed both involuntary and
voluntary bankruptcy, did not limit eligibility to merchant debtors, but did exclude

s See, e.g., Bible v. Bible (In re Bible), 110 B.R. 1002, 1005 (S.D. Ga. 1990) (noting that any sanction

against debtor, including imprisonment, would be to coerce debtor to make payments, not to punish debtor
for failure to make payments).

' See, e.g., Nathan v. Ehrhart (In re Ehrhart), 155 B.R. 458, 460 (E.D. Mich. 1993) (noting contempt
proceedings against noncustodial parent could result in incarceration).

13 For a detailed treatment of these attempts, see WARREN, supra note 1, part III.
' CARL B. SWISHER, 5 HISTORY OF THE SUPREME COURT OF THE UNITED STATES: THE TANEY

PERIOD, 1836-1864, at 138 (1974).
d. at 133.

Ch. 9, 5 Stat. 440, repealed by Act of Mar. 3, 1843, ch. 82, 5 Stat. 614.
WARREN, supra note 1, at 56-79. A thorough discussion of the background of the 1841 law is found

in SWISHER, supra note 84, ch. 6.
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corporations from eligibility.
While the 1800 Act was nothing more than a reprise of the old English

bankruptcy model, the 1841 Act, because of its establishment of voluntary
bankruptcy, was a watershed event in bankruptcy history."8 For the first time, a
financially troubled debtor could file for bankruptcy and receive a discharge. Nor
was relief limited to merchant debtors; eligibility was extended to "all persons
whatsoever . . . owing debts . ... "89 Considerable debate focused on whether
such a law even fell within the "subject of bankruptcies" specified by the
Constitution as one of Congress's enumerated powers.' Ultimately Congress's
power was upheld, although never directly by the Supreme Court. 9

The 1841 Act was a coordinated, simple, and short act of only seventeen
sections. It was reputedly written in large part by Story' and modeled after the-
Massachusetts insolvency law of 1838. 93 The act provided that "[a]ll persons
whatsoever . . . owing debts" who did petition "for the benefit of this act, and
therein declare themselves to be unable to meet their debts . . . shall be deemed
bankrupts within the purview of this act. "94 Involuntary bankruptcy was permitted
against merchants.' Jurisdiction was vested in the district court, "in the nature
of summary proceedings in equity." '96 Assignees effected the liquidation and
distribution,' thus replacing the commissioners featured in previous bankruptcy
laws.

The debtor was allowed basic exemptions," but was not permitted to invoke
state exemption laws. This restriction became a point of considerable contention
during the consideration of later federal bankruptcy acts. The discharge extended
to "every bankrupt, who shall bona fide surrender all his property [except that made
exempt], and shall fully comply with . . . and conform to . . . this act. "
Creditors still could block the discharge, but only through a written dissent filed by
a majority in number and value of creditors. °" Even then the debtor could

" See John C. McCoid, II, The Origins of Voluntary Bankruptcy, 5 BANKR. DEV. J. 361, 361-62 (1988)
(noting that currently, far more voluntary filings occur than involuntary filings and stating "Congress
seemingly broke new ground" by departing from English precedent and providing for voluntary bankruptcy).

9 Ch. 9, § 1, 5 Stat. at 441.
9 See infra part IV.A (discussing scope of Bankruptcy Clause).
9' See SWISHER, supra note 84, at 141 (noting that while Supreme Court interpreted 1841 Act in

numerous decisions, the Act's constitutionality was discussed only in lower court cases).
9 Id. at 133.
93 WARREN, supra note 1, at 70.
94Ch. 9, § 1, 5 Stat. at 441.
93 Id., 5 Stat. at 441-42. An involuntary petition could be initiated by any creditor owed more than $500

by the debtor, but only if the total amount of the debtor's indebtedness was at least $2000. Id.
9 Id. § 6, 5 Stat. at 445.
9 Id. § 3, 5 Stat. at 443. In this respect, the assignee's duties were similar to those of today's trustees.
9 d. (exempting "necessary household and kitchen furniture" and other items at discretion of assignee,

up to a maximum of $300, as well as wearing apparel of debtor and debtor's family).
" Id. § 4, 5 Stat. at 443.
10D Id.
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demand a trial by jury or appeal to the circuit court on the issue of whether the
debtor had conformed."0' Unlike the 1800 Act, a number of grounds for denying
discharge were included."°  Like the 1800 Act, very few debts were excepted
from the discharge. Special emphasis in the new law was placed on halting prefer-
ences. The giving of preferences was made a ground for denial of discharge.0

A hearing on the discharge was held in the district court."°4 The old practice of
commissioners certifying the discharge to the court was abandoned. The discharge
was enforced as an affirmative defense raised by the debtor in subsequent collection
efforts. This practice did not change until 1970.

Even though in operation the law worked well, from the viewpoint of creditors,
the 1841 Act, like its 1800 predecessor, was a dismal failure. Many thousands of
debtors were discharged, minimal dividends were paid to creditors, and administra-
tive fees were high."'6 Control was in the hands of the courts and the assignees,
not creditors. With the immediate goal of relieving the plight of the mass of
insolvent debtors accomplished, and with little continuing political capital to be
gained from the law, the 1841 Act was repealed in early 1843 after little more than
a year of operation."° Nonetheless, the 1841 Act established the fact of voluntary
bankruptcy for all debtors. Voluntary proceedings have been a feature of all
subsequent bankruptcy laws. Never again was the constitutionality of voluntary
bankruptcy seriously questioned. The 1841 Act, with its marriage of the concepts
of "bankruptcy" and "insolvency," could be called the first modem bankruptcy law.

5. Bankruptcy Act of 1867

The years after the 1843 repeal of the 1841 Act were finally times of prosperity
for the United States, and consequently, no push was made for a federal bankruptcy
law. To the Whigs, considering the political harm done to them by the 1841 Act,
a bankruptcy law was anathema. Determined to stave off any more disastrous
federal laws, states experimented even more with stay and insolvency laws.
England, meanwhile, finally liberalized its bankruptcy law in favor of debtors by
abolishing the requirement of creditor consent to the discharge in 1842, '0
allowing voluntary bankruptcy in 1844, '

9 and extending eligibility to non-
merchants in 1861."0

101 d. 5 Stat. at 444.

102 Id. 5 Stat. at 443-44. Grounds for discharge included fraud, willful concealment of assets, preferential
treatment of creditors, and willfully refusing to comply with court orders. Id.

103 Id. § 2, 5 Stat. at 442; id. § 4, 5 Stat. at 443-44.
I'l Id. § 4, 5 Stat. at 443-44.
105 Id. § 4, 5 Stat. at 444.

'06 WARREN, supra note 1, at 81-82.
,o Act of Mar. 3, 1843, ch. 82, 5 Stat. 614.
'00 Bankruptcy Law Amendment Act, 1842, 5 & 6 Vict., ch. 122, § 39.
,0 Law of Insolvency, Bankruptcy and Execution Amendment Act, 1844, 7 & 8 Vict., ch. 96, § 41.
110 Bankruptcy and Insolvency Law Amendment Act, 1861, 24 & 25 Vict., ch. 134", §§ 69, 86.
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After the Panic of 1857 and the financial cataclysm caused by the American
Civil War, overwhelming pressure for another federal bankruptcy law led to the
enactment of the Bankruptcy Act of 1867."' The inability of state laws to
discharge preexisting debts" 2 or debts of nonresident creditors' '3 contributed to
the need for a federal law. Northern creditors pushed hard for the bankruptcy bill,
viewing such a law as essential to their ability to collect anything from southern
debtors. The compromise bill that eventually passed was described as "unwieldy
because of too great attention to details. 114

The 1867 Act included both voluntary" 5 and involuntary" 6 bankruptcy.
The constitutionality of voluntary bankruptcy was now taken for granted. Unlike
the 1841 Act, corporations were permitted to take advantage of the act." 7  In
keeping with the times, an oath of allegiance to the United States had to be taken
by a petitioning bankrupt. "I The 1841 Act's restriction of involuntary bankruptcy
to merchants was dropped. Now "any person" was subject to the threat of
involuntary bankruptcy. The list of "acts of bankruptcy" that would support an
involuntary petition was greatly extended as well.' '

The judicial machinery for dealing with bankruptcy cases was much closer to
the system in place today. The district courts were given original jurisdiction as
"courts of bankruptcy. "n The district courts were directed, however, to appoint
one or more "registers in bankruptcy, to assist the judge of the district court in the
performance of his duties."' These registers thus were the predecessors of the
twentieth century referee and bankruptcy judge. Assignees superintended the
liquidation itself.

In time, this law too proved to be a failure and was eventually repealed in
1878." As with the prior federal bankruptcy acts, criticisms levied by creditors
included small dividends, high fees and expenses, and lengthy delays."
Northern creditors who had hoped to use the bankruptcy law to facilitate collection
from southern debtors were disappointed. Indeed, most of the pressure for repeal
came from creditors.

"I Ch. 176, 14 Stat. 517, repealed by Act of June 7, 1878, ch. 160, 20 Stat. 99 (1878).
12 See supra text accompanying notes 76-77 (discussing Sturges v. Crowninshield, 17 U.S. (4 Wheat.)

122 (1819)).
113 See supra text accompanying notes 78-80 (discussing Ogden v. Saunders, 25 U.S. (12 Wheat.) 213

(1827)).
114 NOEL, supra note 9, at 153.
11 Ch. 176, § 11, 14 Stat. at 521-22.
226 Id. § 39, 14 Stat. at 536-37.
" Id. §§ 36-37, 14 Stat. at 534-35.

Id. § 11, 14 Stat. at 521.
"9 Id. § 39, 14 Stat. at 536.
120 Id. § 1, 14 Stat. at 517.
2 Id. § 3, 14 Stat. at 518.
"- Act of June 7, 1878, ch. 160, 20 Stat. 99.

'1 NOEL, supra note 9, at 153-54; WARREN, supra note 1, at 127.
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Nor did debtors do very well under the 1867 law. Due to the inclusion of
numerous grounds for denying discharge," u only about one-third of the debtors
received a discharge."n Procedurally, the discharge was obtained after applica-
tion by the debtor, upon notice to creditors and a court hearing. 6 The discharge
still had to be raised as an affirmative defense to subsequent collection efforts. 27

The issues of creditor consent to the discharge and the need for a minimum
dividend were very hotly debated, and produced an odd history. In the 1867 Act
itself, creditors seemingly carried the day; unless a majority of creditors consented,
the law required a fifty percent dividend as a prerequisite to the granting of a
discharge.' 2 However, the effective date of this provision was postponed for a
year, which of course allowed debtors to file before that time and discharge their
debts. Later amendments denuded the provision of what little vitality it still
had. 9 Later laws completely abandoned the creditor consent restriction.

An important benefit of the 1867 Act to debtors, however, was that it allowed
debtors to elect the benefit of generous state exemption laws as an alternative to the
federal scheme. 30 The constitutionality of this provision was contested, on the
ground that it violated the uniformity requirement of the Bankruptcy Clause. In
1902, while construing the 1898 Act, the Supreme Court finally held that the
uniformity requirement was satisfied notwithstanding the incorporation of state
exemptions.' 3' The utilization of state exemption laws in federal bankruptcy cases
has continued to the present. 132

A major innovation, the composition agreement, was introduced into the

12 Ch. 176, § 29, 14 Stat. at 531-32.

'2 Countryman, supra note 9, at 230 (citing ANNUAL REPORT OF THE ATTORNEY GENERAL OF THE
UNITED STATES34 (1879)).

1- Ch. 176, § 29, 14 Stat. at 531-32.
127 Id. § 34, 14 Stat. at 533.
28 d. § 33, 14 Stat. at 533.

129 An 1870 amendment provided that the provision did not apply to any debts contracted before January
1, 1869. Act of July 14, 1870, ch. 262, § 1, 16 Stat. 276. In 1874, the law again was amended, so that
the consent rule was eliminated entirely for involuntary cases, and reduced voluntary cases to either a 30%
dividend or the consent of one-fourth in number and one-third in value of creditors. Act of June 22, 1874,
ch. 390, § 9, 18 Stat. 180.

1- Ch. 176, § 14, 14 Stat. at 523.
M Hanover Nat'l Bank v. Moyses, 186 U.S. 181, 188-90 (1902). For a more detailed discussion of

the uniformity requirement, see infra part IV.B.
13 An intriguing aspect of the state exemption question under the 1867 Act concerned fixing the date

of the effective state exemption law that was to be used in federal bankruptcy cases. The 1867 Act allowed
debtors to use state exemption laws as of 1864. Ch. 176, § 14, 14 Stat. at 523. This of course excluded the
southern states. After the war the southern and many western states adopted new exemption laws that were
very generous to debtors. In 1872 the incorporation date was changed to 1871. Act of June 8, 1872, ch.
339, 17 Stat. 334. This allowed debtors to take advantage of those post-war amendments. A serious question
developed over the constitutionality of applying the 1872 amendment against preexisting debts. Congress
passed a "clarifying" law in 1873 that stated that the prior year's amendment did apply to preexisting debts.
Act of Mar. 3, 1873, ch. 235, 17 Stat. 577. However, some courts held that the clarifying law was
unconstitutional.
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bankruptcy law in 1874.' 3  England had taken a similar step in 1869."3
Congressional action had been hastened by the Panic of 1873. The composition
agreement, the forerunner of modern reorganization provisions, allowed the debtor
to propose payment of a certain percentage of his debts over time in full discharge
of those debts, while also keeping his property. If the proposed composition was
accepted by a majority in number and three-fourths in value of the creditors, 135

it was binding on all creditors named in the composition. 3 6  Dissenters were
protected by a "best interests" test, 137 which required that creditors be paid as
much as they would receive in a liquidation. 3 '

The new composition law also was held to be within the "subject of bankrupt-
cies, ' 1 thus complying with the Bankruptcy Clause. Indeed, as a proceeding in
bankruptcy, compositions were governed by other provisions of the bankruptcy law.
For example, in 1881 the Supreme Court held that a debt based on fraud could not
be discharged in a composition without creditor assent. 14  Of course, the
composition law died with the rest of the bankruptcy law upon its repeal in 1878.
By all accounts, the sentiment for repeal was overwhelming.

The twenty years following the repeal of the bankruptcy act in 1878 marked the
final period during which there was no federal bankruptcy law. One last attempt
was made to solve bankruptcy and insolvency problems at the state level, and again
these efforts did not succeed. The Panics of 1884 and 1893 highlighted the inability
of the states to deal with national financial problems.

6. Equity Receiverships

Federal courts entered the reorganization business with the advent of the equity
receivership. Use of this device blossomed in the late nineteenth century as a
means to keep the railroads running. At a time when railroads were of great
economic importance, but in dire financial straits, there was no federal bankruptcy
law or composition provision on the books to deal with their problems. Given the
interstate nature of virtually all of the railroads, state remedies were entirely

3 Act of June 22, 1874, ch. 390, § 17, 18 Stat. 178, 182-84 (repealed 1878).

,l The Bankruptcy Act, 1869, 32 & 33 Vict., ch. 71, § 126.
5 Ch. 390, § 17, 18 Stat. at 183. Fully secured creditors were not entitled to vote on a proposed

composition unless their security was relinquished. Id.
136 Id.

3 Id. (providing that court will approve composition if, inter alia, it is "satisfied that the .

[composition] is for the best interest of all concerned . . .).
11 See, e.g., In re Whipple, 29 F. Cas. 929, 930 (D. Mass. 1875) (No. 17, 513) (rejecting composition

that proposed to distribute $11,000 among unsecured creditors where forced sale of debtor's net assets would
have yielded $18,000). The court explained that compositions must be rejected "even if opposed by a small
minority of creditors when it is made to appear that a settlement in bankruptcy would be more for their
advantage." Id.

"3 In re Reiman, 20 F. Cas. 490, 497 (S.D.N.Y. 1874) (No. 11,673).
'4 Wilmot v. Mudge, 103 U.S. 217, 219 (1880).
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inadequate. The creative solution achieved was to invoke the power of the federal
courts to supervise the restructuring of troubled railroads. 4' Court-supervised
receiverships remained the predominant means of corporate reorganization for about
a half century, until federal reorganization laws were enacted during the Great
Depression.

A receivership was commenced by a creditor's petition'42 to the federal court
to exercise its equity jurisdiction to appoint a receiver to take control of the
corporate debtor's assets. 143  The receiver would take title to the assets, thereby
stopping collection efforts by individual creditors. The receiver, while looking for
a buyer for the assets, would continue to run the railroad. Eventually the creditors
would be paid out of the proceeds of a foreclosure sale of the assets. Since the
business could be sold as a going concern, a higher price could be realized and jobs
could be preserved.

In practice, the equity receivership came to be dominated by insiders, and was
subject to much abuse. In form, the receivership resulted in the sale of the debtor's
assets, with the proceeds distributed to creditors. In substance, however, the entire
elaborate proceeding often resulted in old management retaining control of the
enterprise, and dictating the terms of the sale. While a market sale was supposedly
utilized, the only bidder in many cases was a "reorganization committee" or
"protective committee" controlled by insiders.'"4 The equity receivership had a
number of other defects that limited its usefulness. 45

A number of judicial doctrines were developed to curb insider abuses. The
most important was the "absolute priority rule," which precluded shareholders from
retaining their interests unless all creditors were paid.'" Another was the use of
an "upset price," to ensure that an adequate price was paid at the foreclosure sale.
The "best interests" test used in compositions was not applied to equity receiver-

'4' The issue of whether federal courts possessed jurisdiction to take charge of a debtor corporation's
assets in the absence of statutory authority is discussed in Garrard Glenn, The Basis of the Federal
Receivership, 25 COLUM. L. REV. 434, 436-46 (1925).

141 But see Wabash, St. L. & P. Ry. v. Central Trust Co., 22 F. 272, 273-75 (C.C.E.D. Mo. 1884)

(describing federal court's appointment of receiver for financially troubled railroad upon request of debtor
railroad); D.H. Chamberlain, New-Fashioned Receiverships, 10 HARV. L. REV. 139, 142-43 (1896)
(criticizing appointment of receiver by federal court upon request of debtor in Wabash case, and noting that
receivers have been appointed upon request of debtors in other cases).

143 For a brief, informative discussion of the equity receivership, see supra BAIRD & JACKSON note 12,
at 960-64.

'" Jacob Trieber, The Abuses of Receiverships, 19 YALE L.J. 275, 276-77 (1910).
145 For a discussion of some of these defects, see THOMAS K. FINLET-TER, THE LAW OF BANKRUPTCY

REORGANIZATION (1939); JOHN GERDES, CORPORATE REORGANIZATIONS (1936); Trieber, supra note 144,

at 277-78 (noting tendency of receivers to hire numerous professionals at considerable expense to debtor
business).

" See Northern Pacific Ry. Co. v. Boyd, 228 U.S. 482, 501-08 (1913) (where shareholders of railroad
to be foreclosed pursuant to reorganization plan are reserved stock interest in reorganized company,
transferees interests are subject to claims of nonconsenting unsecured creditors of foreclosed railroad not
made parties to foreclosure).
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ships.
Vestiges of many of the judicial doctrines developed in the receivership cases

remain in present-day corporate reorganizations. Furthermore, many of the issues
confronted in the receivership cases-notably, how to protect dissenting creditors
and ensure that the sale price is fair-are still sources of considerable controversy
in the current debate over the merits of Chapter 11.

C. Bankruptcy Act of 1898 and Amendments

1. Bankruptcy Act of 1898

The Bankruptcy Act of 1898147 marked the beginning of the era of permanent
federal bankruptcy legislation. The 1898 Act remained in effect for eighty years,
until being replaced by the Bankruptcy Reform Act of 1978.148 During the course
of its existence, the 1898 Act was amended numerous times; most radically in 1938
by the Chandler Act. 149

The road to the passage of the 1898 Act was anything but smooth. 1 °

Enormous hostility against a federal bankruptcy law of any sort had been generated
by the 1867 law. However, the panics of 1884 and 1893 clearly exposed the need
for some form of federal bankruptcy law. State laws were simply incapable of
dealing with the financial problems created by these widespread calamities.

As had been true throughout much of the nineteenth century, southern and
western congressmen, in particular, opposed a national bankruptcy bill. Their
opposition focused on the use of involuntary bankruptcy as a means of collection
by northern and eastern creditors. An alternative bill, introduced by Bailey of
Texas, provided only for voluntary bankruptcy. In 1894, it actually was passed by
the House. Ironically, in half a century the debate had come full circle; bankruptcy
was now being urged only as a relief measure for debtors.

Another major point of contention was whether bankruptcy law should be
instituted as a permanent regulation, or instead as a temporary expedient to resolve
the immediate financial crisis only. The earlier laws had been of the latter variety,
and substantial sentiment remained for that view, especially in the Senate. In the
end, the forces seeking to establish bankruptcy law as a permanent part of the
federal code prevailed.

A leading advocate and draftsman of a bankruptcy bill during the 1880s was
Judge Lowell of Massachusetts. His bill proposed striking revisions to bankruptcy
administration, anticipating some of the changes to come many decades later.

147 Ch. 541, 30 Stat. 544 (repealed 1978).
148 Pub. L. No. 95-598, 92 Stat. 2549.
149 Ch. 575, 52 Stat. 840 (1938) (repealed 1978).
" For a discussion of the events that ultimately led to the enactment of the 1898 Act, see WARREN,

supra note 1, at 128-41.
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Although at one point the Lowell bill did pass the Senate, his efforts did not bear
fruit.' More successful was the bill drafted by Jay Torrey, a St. Louis lawyer.
The "Torrey Bill" originally was inspired by commercial creditor interests. First
introduced in 1889, the Torrey Bill eventually became the Bankruptcy Act of 1898.
Numerous amendments that were more favorable to debtors were added during the
1890s to secure its passage.

Notwithstanding its origins with the credit industry, the 1898 Act ushered in the
modem era of liberal debtor treatment in United States bankruptcy laws.'52 While
the earlier laws had allowed a debtor a discharge, many restrictions qualified that
privilege. In particular, the 1867 Act, containing numerous grounds for denial of
the discharge, had made discharge hard to obtain. All prior bankruptcy laws had
conditioned discharge upon the consent (or at least failure to object) of a specified
percentage of creditors and a minimum dividend payment to creditors. The 1898
Act abolished those restrictions, and also severely limited the number of grounds
for denial of discharge. '3 Furthermore, very few debts were excepted from the
discharge."' Indeed, some contemporary commentators suggested that Congress
went too far in favoring debtors. 5 One commentator suggested that Congress
had forgotten that bankruptcy was primarily a "commercial regulation," not a
general debtor "jubilee" on the Biblical model. 56  Congress did not elect to
follow the English system of conditional and suspended discharges.

The exemption question, so divisive under the 1867 Act, was resolved in favor
of allowing the debtor to claim only state exemptions. '57  No separate federal
exemptions were permitted. In 1902, the Supreme Court held that this delegation
to the states did not run afoul of the Bankruptcy Clause mandate for uniform

'"' On this point, Professor King's Ode is entertaining:
Venture to the State of Mass./Judge named Lowell, quite upper class.
What a bill he put in draft./Many must have thought him daft ....
Many years ahead of time,/Lowell's bill met a hostile clime ....
For a more successful story/Let's turn to a Colonel Torrey.
While at Lowell so many laughed,/Torrey handed in his draft.

King, supra note 9, at 235 (emphasis omitted).
'52 Tabb, supra note 9, at 364.
's3 Ch. 541, § 14, 30 Stat. at 550 (discharge granted unless debtor commits crime or fraudulently

conceals financial condition).
'5' Id. § 17, 30 Stat. at 550-51.
'5' See, e.g., Walter D. Coles, The Bankrupt Law of 1898-Its Merits and Defects, 7 AMER. LAW. 283

(1899); John W. Hinsdale, The New Bankruptcy Law, 59 ALBANY L.J. 497, 501 (1898) (criticizing
discharge without consent of creditors and lack of means for court to hear creditor objections to discharge).
Another commentator observed that "the principal object of the law appears to be to make discharges easy,
inexpensive and certain." Henry G. Newton, The United States Bankruptcy Law of 1898, 9 YALE L.J. 287,
290 (1900).

'" Olmstead, supra note 50, at 843. The Bible has been acknowledged as a fundamental source of
Western law concerning relationships between debtors and creditors. HOWARD L. OLECK, DEBTOR-
CREDITOR LAW 3 (1953).

'1- Ch. 541, § 6, 30 Stat. at 548.
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laws. 5 '
Much of the 1898 Act was directed not at debtor relief, but rather at facilitating

the equitable and efficient administration and distribution of the debtor's property
to creditors. Considerable attention was devoted to the details of estate administra-
tion. Unlike the 1978 Act, which left most procedural questions to the Bankruptcy
Rules, the 1898 Act addressed many procedural matters. The Supreme Court was
given the power to prescribe rules, forms, and orders for procedure." 9 Creditors
exercised significant control over the bankruptcy process through the power to elect
the trustee"W (no longer called an assignee) and creditors' committees.

The federal district courts sat as "courts of bankruptcy," 6' but the bulk of the
judicial and administrative work was done by "referees in bankruptcy" appointed
by the district courts.' 62 Referees were compensated on a fee basis 163 which did
not change until 1946, when a salary based compensation scheme was substitut-
ed." 6  Referees became "bankruptcy judges" in 1973. The referees were the
successor to the "registers" of the 1867 Act, and the "commissioners" of earlier
times. Through references by district judges, referees exercised much of the
jurisdiction given to the district court. 1  State courts retained concurrent
jurisdiction of many bankruptcy-related issues."'6 Litigation over which court had
jurisdiction was frequent. The distinction between "summary" jurisdiction and
"plenary" jurisdiction67 became a point of enormous contention. Indeed, one of
the main thrusts of the reforms of the 1970s was to give the federal bankruptcy
courts comprehensive, unified jurisdiction. Unfortunately, that effort failed.

Provisions were made in the 1898 Act for both voluntary 168 and involun-

11 Hanover Nat'l Bank v. Moyses, 186 U.S. 181, 188-90 (1902).

9 Ch. 541, § 30, 30 Stat. at 554.
16 Id. § 44, 30 Stat at 557.
161 Id. § 2, 30 Stat. at 545.
'6 Id. § 34, 30 Stat. at 555.
16 Id. § 40, 30 Stat. at 556.
" Act of June 28, 1946, ch. 512, § 40, 60 Stat. 323, 326-28.
'6 Ch. 541, § 22, 30 Stat. at 552; id. § 38, 30 Stat. at 555.
6 Id. § 23, 30 Stat. at 552-53.
67 Generally, the term "summary jurisdiction' referred to proceedings over which federal courts of

bankruptcy exercised exclusive jurisdiction; proceedings involving administration of the bankruptcy estate
under the Bankruptcy Act, and those involving property in the bankruptcy court's possession. 2 COLLIER

ON BANKRUPTCY, supra note 9, 23.02 [1]; OLECK, supra note 156, at 204-05. The term was derived from
the common bankruptcy court practice of acting through summary proceedings-those in which formal
pleading were not required. 2 COLLIER ON BANKRUPTCY, supra note 9, 23.02 [1], [2].

"Plenary jurisdiction" referred to authority to adjudicate disputes between the bankruptcy trustee or
receiver and third parties concerning property not in the possession of the bankruptcy court. Id. [1]. If the
adverse party did not consent to bankruptcy court jurisdiction, a case involving a plenary matter could only
be brought in a court that would have jurisdiction of the matter in a non-bankruptcy context, i.e., a state
court or, if subject matter jurisdiction exists on an alternative basis, a federal district court not sitting in
bankruptcy. Ch. 541, § 23b, 30 Stat. 552-53; 2 COLLIER ON BANKRUPTCY, supra note 9, 123.12; OLECK,

supra note 156, at 204-05.
'6 Ch. 541 § 4, 30 Stat. at 547; id. § 18, 30 Stat. at 551.
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tary169 bankruptcy. Acts of bankruptcy were retained as the basis for submitting
a debtor to involuntary bankruptcy, 7° but there were fewer acts than had been
included under the 1867 law. Furthermore, a new definition of "insolvency" re-
placed the former equity test of whether the debtor was paying his debts as they
came due with a balance sheet test.' 71

Eligibility for voluntary bankruptcy was extended to "any person who owes
debts, except a corporation."" No requirement was imposed of either insolvency
or a minimum amount of debts. Although corporations were excluded from
voluntary bankruptcy, certain types of business corporations were subject to
involuntary bankruptcy. 73 Provisions were made for partnership bankruptcy.' 74

The 1898 Act gave the trustee important powers to avoid preferential 75 and
fraudulent transfers 76 and to recapture their value for the bankruptcy estate. In
addition, such transfers constituted an act of bankruptcy that could subject the
debtor to involuntary bankruptcy.'" The need to unwind preferential transfers
was viewed as a primary justification for the passage of the national bankruptcy
law.

Compositions in lieu of liquidation were authorized much along the lines of the
1874 law.78 For the composition to be confirmed, a majority of creditors in both
number and value had to accept the composition, and the court had to approve it
as being in the "best interests" of creditors. 179  A debtor could not confirm a
composition if the debtor had committed any acts that would be a bar to the
discharge under section 14."' °  Upon confirmation, the consideration was
distributed and the bankruptcy case was dismissed.18'

2. Legislation Between 1898 and the Depression

The enactment of the Bankruptcy Act of 1898 did not end Congressional
infatuation with the bankruptcy law. To the contrary, this century has witnessed
an unending parade of bankruptcy legislation. During the period between the

169 Id. § 3, 30 Stat. at 546-47.
170 Id.
'71 Id. § 1, 30 Stat. at 544. The definition of insolvency was important because many of the acts of

bankruptcy hinged on whether the debtor completed certain transfers of property while insolvent. See id.
§ 3, 30 Stat. at 546.

17 Id. § 4a, 30 Stat. at 547.
Id. § 4b.

'4 Id. § 5.
171 Id. § 60, 30 Stat. at 562; id. § 67c, 30 Stat. 564.
176 Id. § 67e, 30 Stat. at 564.
177 Id. § 3, 30 Stat. at 546.
,71 Id. § 12, 30 Stat. at 549.
1- Id. § 12b, d, 30 Stat. at 549-50.
0 Id. § 12d, 30 Stat. at 550.

18, Id. § 12e, 30 Stat. at 550.
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passage of the 1898 Act and the onset of the Depression, Congress made a number
of changes.'" The most comprehensive of these amendatory acts was that of
19 26 .11 While many in number, these amendments did not reflect any sea
change in fundamental attitude. Periodic attempts were made to ameliorate the
perceived extreme pro-debtor orientation of the 1898 Act. Several of the acts added
grounds for denial of discharge'" or added debts excepted from the dis-
charge, I" and the number of acts of bankruptcy was increased.'" The penal
provisions were strengthened considerably in 1926."8T Corporations were made
eligible for voluntary bankruptcy in 1910."'s Preferences were another favorite
subject of congressional tinkering. 89

Not all congressmen were enamored of the permanent bankruptcy law.
Concerted efforts were made to repeal the law in 1902, 1903, 1909, and 1910.' 9

Those efforts failed. The main objections were raised by southern congressmen
who believed that bankruptcy should only be used to relieve debtors, not as a
collection law.

By the time of the Hoover administration,' 9' the credit industry had come to
question the wisdom of the still generous discharge provisions. In efforts similar
to those launched by the credit industry in the 1960s, 1980s and 1990s, a serious
attempt was made in the late 1920s and early 1930s to change the basic premise of
the discharge. The credit industry wanted to impose a form of payment require-
ment upon those debtors with some ability to pay as a condition to receiving a
discharge. The idea of a suspended or conditional discharge along the lines of the
English system was suggested. However, the creditors' timing was bad. With the
Depression deepening daily, their concerns over debtor abuse of the bankruptcy dis-
charge were hard to sell to Congress. The creditors' attempts were rebuffed. With
the coming of the New Deal and its militant pro-debtor attitude, the credit industry
could do little in Congress but fight a rear-guard action, then take their fight to the
Supreme Court.

"8 Act of Feb. 5, 1903, ch. 487, 32 Stat. 797; Act of June 15, 1906, ch. 3333, 34 Stat. 267; Act of

June 25, ch. 412, 36 Stat. 838; Act of Jan. 28, 1915, ch. 22, § 4, 38 Stat. 803; Act of Sept. 6, 1916, ch.
448, § 3, 39 Stat. 726; Act of Mar. 2, 1917, ch. 153, 39 Stat. 999; Act of Jan. 7, 1922, ch. 22, 42 Stat.
354; Act of Feb. 13, 1925, ch. 229, 43 Stat. 936 ; Act of May 27, 1926, ch. 406, 44 Stat. 662.

" Act of May 27, 1926, ch. 406, 44 Stat. 662. For a detailed discussion of those amendments, see
James A. McLaughlin, Amendment of the Bankruptcy Act, 40 HARV. L. REV. 341 (1927).

'" Act of Jan. 7, 1922, Ch. 22, 42 Stat. 354; Act of Mar. 2, 1917, ch. 153, 39 Stat. 999; Act of Feb.
5, 1903, ch. 487, § 5, 32 Stat. 797, 798.

' Ch. 406, § 6, 44 Stat. at 663-64; Act of June 25, 1910, ch. 412, § 6, 36 Stat. 838, 839-40.
196 Ch. 406, § 3, 44 Stat. at 663.
191 Id. § 11, 44 Stat. at 665-66.
lu Ch. 412, § 3, 36 Stat. at 839 (1910). The act extended eligibility for voluntary bankruptcy to "[any

person except a municipal, railroad, insurance, or banking corporation. . . ." Id.
'89 Ch. 406, § 3, 44 Stat. at 662; ch. 412, § 11, 36 Stat. at 842; ch. 487, §§ 12-13, 32 Stat. at 799-800.
190 See NOEL, supra note 9, at 161-62, 166-67; WARREN, supra note 1, at 143.
191 Herbert Hoover served as President from 1929 to 1933.
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3. Depression-Era Legislation: Congress Versus the Court and the Chandler Act

After the Depression came crashing down in 1929, Congress passed several
pro-debtor amendments that facilitated rehabilitation through bankruptcy. Severe
restraints were laid upon the ability of creditors to collect, even upon their
collateral. The Supreme Court that infuriated President Roosevelt so much held
some of these acts to be unconstitutional. Ultimately however, Congress was able
to enact revised versions that passed constitutional muster. The pro-reorganization
sentiment in Congress became cemented during these trying times. With the
passage of these amendments, federal equity receiverships fell into disuse.

The legislative onslaught began in 1933 with a law that made compositions
more readily and widely available," 9 authorized agricultural compositions,193

and permitted railroads to reorganize." Corporate reorganizations were
sanctioned just a year later."9 Also in 1934, Congress introduced a reorganiza-
tion law for municipalities." 9  The Supreme Court overturned this law in
1936.197 Congress passed yet another version in 1937,1 which then was
upheld by the Court." The Frazier-Lemke Act was passed in 1934, giving
farmers greater ability to keep their farms. 2  In 1935, the Supreme Court struck
down this act on the ground that it violated the Fifth Amendment property rights
of mortgagees. 20' In just a few weeks Congress responded by passing a revised
amendment,' which then survived judicial review. 23  The railroad reorganiza-
tion law was amended in 1935, 0 as was the corporate reorganization section. 2' 5

In a crucial decision, the Supreme Court upheld the constitutionality of § 77, the
railroad reorganization section. 2' 6 Numerous other amendments were made to the

11 Act of Mar. 3, 1933, ch. 204, 47 Stat. 1467, 1467-70 (creating § 74 of Bankruptcy Act of 1898).
193 Id., 47 Stat. at 1470-74 (creating § 75 of 1898 Act).
114 Id., 47 Stat. at 1474-82 (creating § 77 of 1898 Act).
'95 Act of June 7, 1934, ch. 424, 48 Stat. 911, 912-25 (creating § 77B of 1898 Act). Good discussions

of the corporate reorganization provisions are found in FINLET"rER, supra note 145; GERDES, supra note 145;
GEORGE E.Q. JOHNSON, BANKRUPTCY REORGANIZATION (1936).

' Act of May 24, 1934, ch. 345, 48 Stat. 798 (creating Chapter IX of 1898 Act).
'9 Ashton v. Cameron County Water Improvement Dist. No. 1, 298 U.S. 513, 527-532 (1936) (holding

law permitting local governmental units to voluntarily attain bankruptcy relief unconstitutionally interferes
with states sovereignty).

'9 Act of Aug. 16, 1937, ch. 657, 50 Stat. 653 (creating Chapter X of 1898 Act).
199 United States v. Bekins, 304 U.S. 27, 51-54 (1938) (upholding provision allowing state taxing

authorities to enter into compositions with creditors).
= Ch. 869, 48 Stat. 1289 (1934) (amending § 75 of 1898 Act).

201 Louisville Joint Stock Bank v. Radford, 295 U.S. 555, 589-602 (1935).
1 Act of Aug. 28, 1935 (Second Frazier-Lemke Act), ch. 792, 49 Stat. 942.
2 Wright v. Vinton Branch, 300 U.S. 440, 470 (1937).
2o4 Act of Aug. 27, 1935, ch. 774, 49 Stat. 911 (amending § 77 of 1898 Act).

I Act of Aug. 19, 1935, ch. 809, 49 Stat. 965 (amending § 77B of 1898 Act).
Continental Illinois Nat'l Bank & Trust Co. v. Chicago, Rock I. & P. Ry., 294 U.S. 648, 667-685

(1935).
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Bankruptcy Act in the mid-1930s. 2

The fury of bankruptcy legislation in the 1930s came to a head in 1938 with the
passage of the comprehensive Chandler Act."°  The Chandler Act followed a
lengthy period of careful study of the bankruptcy law, although not by a formal
commission.' At the instance of President Hoover, Congress published the
Donovan Report2"0 in 1931, and the Thacher-Garrison Report in 1932.21" The
American Bar Association successfully opposed the enactment of the recommenda-
tions of the Thacher Report, which had been introduced as the Hastings-Michener
bill."' However, some of the ideas in that bill found their way into the Chandler
Act. The National Bankruptcy Conference, formed in 1932 to study bankruptcy
reform, played an important role in the enactment of the Chandler Act. Other
influential organizations included the National Association of Referees in
Bankruptcy, the Commercial law League of America, and the National Association
of Credit Men."'

Extensive hearings were held in 1937 and 1938 on Congressman Walter
Chandler's bill,214 which had been introduced in 1936. The bill finally was
enacted in the summer of 1938, forty years after the 1898 Act had become law, and
forty years before the 1978 Code was enacted.

The Chandler Act substantially revised virtually all of the provisions of the
1898 Act. 2 '5  The substantive law and procedural workings of liquidation cases
were thoroughly updated. A serious attempt was made to improve bankruptcy
administration. Perhaps most significant, however, was its reworking of the

I Act of Feb. 11, 1932, ch. 38, 47 Stat. 47; Act of June 18, 1934, ch. 580, 48 Stat. 991; Act of May
15, 1935, ch. 114, 49 Stat. 246; Act of Aug. 20, 1935, ch. 577, 49 Stat. 664; Act of April 10, 1936, ch.
186, 49 Stat. 1198; Act of April 11, 1936, ch. 210, 49 Stat. 1203; Act of June 5, 1936, ch. 512, 49 Stat.
1475; Act of June 26, 1936, ch. 833, 49 Stat. 1969; Act of Aug. 12, 1937, ch. 589, 50 Stat. 622; Act of
Aug. 25, 1937, ch. 777, 50 Stat. 810; Act of Mar. 4, 1938, ch. 41, 52 Stat. 84.

Ch. 575, 52 Stat. 840 (1938) (repealed 1978).
Much of the background to the Chandler Act can be found in Mitchell S. Dvoret, Bankruptcy Under

the Chandler Act: Background, 27 GEO. L.J. 194 (1938).
210 HOUSE JUDICIARY COMM., 71ST CONG., 3D SEss., DONOVAN REPORT (Comm. Print 1931). For a

summary of the report, see Dvoret, supra note 209, at 197-99.
211 S. Doc. No. 65, 72d Cong., 1st Sess. (1932). For a summary of the Thacher Report, see Dvoret,

supra note 209, at 199-200.
212 S. 3866, 72d Cong., 1st sess. (1932).
213 Dvoret, supra note 209, at 203.
214 Hearings Before Comm. on Judiciary ofH. Rep. on H.R. 6439 and H.R. 8046,75th Cong., 1st Sess.

(1937); Hearings Before Subcomm. of Comm. on Judiciary of Senate on H.R. 8046, 75th Cong., 2d Sess.
(1937 and 1938). The first version of Chandler's bill, H.R. 12889, was followed by H.R. 6439 and H.R.
8046.

215 Some of the contemporary commentary on the Chandler Act included: Jacob M. Lashly, The
Chandler Bill, 23 VA. L. REV. 880 (1937); Dvoret, supra note 209; Mitchell S. Dvoret, Bankruptcy Under
the Chandler Act: Legislative History and Summary, 27 GEO. L.J. 345 (1939); Mitchell S. Dvoret,
Bankruptcy Under the Chandler Act: Analysis, 27 GEO. L.J. 599 (1939); W. Randolph Montgomery &
Garrard Glenn, The Chandler ActAgain: Two Criticisms, 25 VA. L. REV. 881 (1939). For a more complete
listing, see 1 COLLIER ON BANKRUPTCY, supra note 9, 0.07 n. 1.

1995]

HeinOnline -- 3 Am. Bankr. Inst. L. Rev. 29 1995



ABI LAW REVIEW [Vol. 3:5

recently enacted reorganization provisions into the form that prevailed for the next
forty years: Chapter X governed corporate reorganizations; Chapter XI dealt with
arrangements; Chapter XII applied to real property arrangements; and Chapter XIII
provided for wage earners' plans.

Another important development at the time was the investigation of protective
and reorganization committees by the Securities and Exchange Commission under
the leadership of William Douglas. The end result was a monumental eight-part
study, published between 1937 and 1940.216 The essential conclusion of the
report was that public investors needed protection from insiders in reorganization
cases.

4. Legislation After 1938

Over the next forty years, Congress amended the bankruptcy laws dozens of
times, but only as to specific and discrete issues.217 A few of these amendments

116 SECURITIES AND EXCHANGE COMMISSION, REPORT ON THE STUDY AND INVESTIGATION OF THE

WORK, ACTIVITIES, PERSONNEL AND FUNCTIONS OF PROTECTIVE AND REORGANIZATION COMMITTEES, pts.
1-8, (1937-1940).

217 Act of July 28, 1939, ch. 393, 53 Stat. 1134; Act of Aug. 11, 1939, ch. 689, 53 Stat. 1406; Act of
Mar. 4, 1940, ch. 41, 54 Stat. 44; Act of June 28, 1940, ch. 438, 54 Stat. 667; Act of July 1, 1940, ch.
500, 54 Stat. 709; Act of June 22, 1942, ch. 434, 56 Stat. 377; Act of Oct. 16, 1942, ch. 610, 56 Stat. 787;
Act of Mar. 11, 1944, ch. 87, 58 Stat. 113; Act of June 3, 1946, ch. 280, 60 Stat. 230; Act of June 28,
1946, ch. 512, 60 Stat. 323; Act of July 1, 1946, ch. 532, 60 Stat. 409; Act of Apr. 2, 1948, ch. 225, 62
Stat. 198; Act of June 25, 1948, ch. 645, §§ 151-155, 62 Stat. 683, 689-90; Act of Mar. 18, 1950, ch. 70,
64 Stat. 24; Act of Sept. 19, 1950, cl. 954, 64 Stat. 866; Act of Dec. 20, 1950, ch. 1138, 64 Stat. 1113;
Act of Dec. 29, 1950, ch. 1193, 64 Stat. 1134; Act of May 16, 1951, ch. 81, 65 Stat. 42; Act of May 16,
1951, ch. 82, 65 Stat. 42; Act of July 3, 1951, ch. 205, 65 Stat. 114 ; Act of Oct. 24, 1951, ch. 543, 65
Stat. 606; Act of July 7, 1952, ch. 579, 66 Stat. 420; Act of July 7, 1952, ch. 580, 66 Stat. 438; Act of
Aug. 5, 1953, ch. 327, 67 Stat. 366; Act of May 10, 1956, ch. 257, 70 Stat. 151; Act of July 30, 1956,
ch. 784, 70 Stat. 725; Act of Aug. 1, 1956, ch. 819, 70 Stat. 785; Act of Aug. 2, 1956, ch. 893, 70 Stat.
955; Act of Sept. 2, 1957, Pub. L. No. 85-275, 71 Stat. 599; Act of Sept. 4, 1957, Pub. L. No. 85-295,
71 Stat. 617; Act of July 11, 1958, Pub. L. No. 85-515, 72 Stat. 357; Act of Aug. 23, 1958, Pub. L. No.
85-732, 72 Stat. 820; Act of Aug. 28, 1958, Pub. L. No. 85-824, 72 Stat. 984; Act of May 13, 1959, Pub.
L. No. 86-24, 73 Stat. 24; Act of June 23, 1959, Pub. L. No. 86-49, 73 Stat. 80; Act of June 23, 1959,
Pub. L. No. 86-64, 73 Stat. 109; Act of July 28, 1959, Pub. L. No. 86-110, 73 Stat. 259; Act of Aug. 7,
1959, Pub. L. No. 86-144; 73 Stat. 296; Act of Sept. 21, 1959, Pub. L. No. 86-293, 73 Stat. 571; Act of
June 11, 1960, Pub. L. No. 86-504, 74 Stat. 198; Act of June 12, 1960, Pub. L. No. 86-519, 74 Stat. 217;
Act of July 12, 1960, Pub. L. No. 86-621, 74 Stat. 408; Act of July 12, 1960, Pub. L. No. 86-631,74 Stat.
466; Act of July 14, 1960, Pub. L. No. 86-662, 74 Stat. 528; Act of Sept. 2, 1960, Pub. L. No. 86-701,
74 Stat. 753; Act of Sept. 19, 1962, Pub. L. No. 87-677, 76 Stat. 559; Act of Sept. 25, 1962, Pub. L. No.
87-681, 76 Stat. 570; Act of May 8, 1963, Pub. L. No. 88-16, 77 Stat. 14; Act of May 8, 1963, Pub. L.
No. 88-17, 77 Stat. 14; Act of Nov. 13, 1963, Pub. L. No. 88-175, 77 Stat. 330; Act of Oct. 3, 1964, Pub.
L. No. 88-623, 78 Stat. 1001; Act of Sept. 2, 1965, Pub. L. No. 89-166, 79 Stat. 646; Act of May 10,
1966, Pub. L. No. 89-414, 80 Stat. 135; Act of July 5, 1966, Pub. L. No. 89-495, 80 Stat. 268; Act of July
5, 1966, Pub. L. No. 89-496, 80 Stat. 270; Act of Nov. 28, 1967, Pub. L. No. 90-156, 81 Stat. 510; Act
of Nov. 28, 1967, Pub. L. No. 90-157, 81 Stat. 511; Act of Nov. 28, 1967, Pub. L. No. 90-158, 81 Stat.
516; Act of Nov. 1967, Pub. L. No. 90-161, 81 Stat. 518; Act of July 24, 1970, Pub. L. No. 91-354, 84
Stat. 468; Act of Oct. 19, 1970, Pub. L. No. 91-467, 84 Stat. 990; Act of Dec. 27, 1973, Pub. L. No. 93-
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were fairly significant. Specifically, a 1946 amendment changed the compensation
of referees from a fee to a salary basis.218 The amendments of 1952,219 respond-
ed to a number of undesirable court decisions (including some from the Supreme
Court),m made clear that the "fair and equitable" requirement for plan confirma-
tion' did not apply in Chapters XI,m and otherwise cleared up some ambigu-
ities in the 1938 law.' In 1966 Congress limited the priority and non-discharge-
ability of tax claims in bankruptcy cases.'

Bankruptcy procedure was governed in substantial part by many sections of the
1898 Act. Under the authority of section 30 of the 1898 Act, the Supreme Court
periodically passed General Orders in Bankruptcy to further govern procedure. In
1960, an Advisory Committee on Bankruptcy Rules was established. In 1964,
Congress authorized the promulgation of rules of bankruptcy procedure by the
Supreme Court.' After years of effort by the Rules Committee, the bankruptcy
rules took effect in 1973. Special rules for the various rehabilitation chapters came
into being in the years following. The rules superseded inconsistent statutory
provisions, which was quite important under the Act, given its detailed procedural
provisions. Today the situation is reversed; rules cannot supersede a statute.226

200, 87 Stat. 838; Act of Feb. 27, 1976, Pub. L. No. 94-217, 90 Stat. 192; Act of Apr. 8, 1976, Pub. L.
No. 94-260, 90 Stat. 315; Act of Sept. 22, 1978, Pub. L. No. 95-383, 92 Stat. 729.

218 Act of June 28, 1946, ch. 512, § 6, 60 Stat. 323.
219 Act of July 7, 1952, ch. 579, 66 Stat. 420.

0 In Cline v. Kaplan, 323 U.S. 97 (1944), the Court held that a defendant could object to the
bankruptcy court's summary jurisdiction at any time until the court rendered its decision, i.e., that
appearing, answering, and participating in the proceeding did not waive the jurisdictional objection. Id. at
100. The 1952 amendment to § 2a(7) reversed this result. Ch. 579, § 2(b), 66 Stat. at 420. In SEC v.
United States Realty and Improvement Co., 310 U.S. 434 (1940), the Court held that an improperly filed
Chapter XI case had to be dismissed. Id. at 456-57. An amendment to § 328 allowed the judge to permit
a debtor to amend a pleading and seek relief instead under Chapter X without having the case dismissed.
Ch. 579, § 30, 66 Stat. at 432. See generally, H.R. REP. No. 2320, 82d Cong., 2d Sess. (1952), reprinted
in 1952 U.S.C.C.A.N. 1960 (outlining legislative history of 1952 amendments).

22" The central premise of the fair and equitable rule was that in order for the equity owners of a debtor
business to retain any ownership interest pursuant to a reorganization plan, the plan must provide for
payment in full of the claims of both secured and unsecured creditors. See Case v. Los Angeles Lumber
Products Co., 308 U.S. 106, 115-19 (1939) (explaining rule). The rule was described as one of "absolute
priority." Id. at 117. See supra note 146 and accompanying text (explaining operation of rule as applied to
equity receiverships).

m Ch. 579, § 35, 66 Stat. at 433 (omitting fair and equitable rule from list of Chapter XI plan
confirmation requirements).

I For discussions of the 1952 amendments, see Samuel C. Duberstein, Highlights of Bankruptcy
Amendments (1952), 58 CoM. L.J. 42 (Feb. 1953); Charles E. Nadler, The Bankruptcy Act Materially
Overhauled, 15 GA. B.J. 178 (1952).

Act of July 5, 1966, Pub. L. No. 89-496, 80 Stat. 270 (1966).
Act of Oct. 3, 1964, Pub. L. No. 88-623, 78 Stat. 1001, 1001 (1964) (codified at 28 U.S.C. § 2075,

amended 1978, 1994). The amendment did check the rule making power of the Supreme Court by providing
that bankruptcy rules were not permitted to "abridge, enlarge, or modify any substantive right." Id.

28 U.S.C. § 2075 (1988), as amended by Bankruptcy Reform Act of 1994, Pub. L. No. 103-394,
§ 104(0, 108 Stat. 4106, 4110.
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However, since the current Bankruptcy Code has very few procedural provisions,
the rules still actually have a fairly unfettered field in which to operate.

In 1970, Congress enacted a new dischargeability law,' strongly enhancing
the debtor's ability to protect and enforce the discharge. The law made the
discharge self-executing rather than just an affirmative defense. It also gave the
bankruptcy court exclusive jurisdiction over some common types of dischargeability
litigation.' The principal features of that reform of the discharge provisions
were continued in the 1978 Code.

5. The Commission

In 1970, Congress created the Commission on the Bankruptcy Laws of the
United States to study and report on the existing law. 29 The Commission filed
its two-part report in 1973.0 Five years later, almost a decade of study and
debate about bankruptcy reform culminated when the Bankruptcy Reform Act of
1978 replaced the 1898 Act with the Bankruptcy Code."'

II. THE BANKRUPTCY REFORM ACT OF 1978

The Bankruptcy Reform Act of 19782 was the first comprehensive reform
of the federal bankruptcy law in the forty years since the passage of the Chandler
Act and replaced the law that had been in effect since the end of the nineteenth
century. The 1978 Act is unique in the history of the nation's bankruptcy
legislation in that it was the first major enactment that was not enacted as a response
to a severe economic depression. The Bankruptcy Code governs bankruptcy law
in the United States today. As will be discussed in the following section, the Code
has been the subject of a number of amendments in the years since 1978, most
recently in 1994.

The reform process that led to the passage of the 1978 Act lasted for a
decade. 33  The process began in 1968, when Senator Quentin Burdick chaired
hearings before a subcommittee of the Senate Judiciary Committee to determine

m Act of Oct. 19, 1970, Pub. L. No. 91-467, 84 Stat. 990.
m See Ven C. Countryman, The New Dischargeability Law, 45 Am. BANKR. L.J. 1 (1971).

Act of July 24, 1970, Pub. L. No. 91-354, 84 Stat. 468.
Report of the Commission on the Bankruptcy Laws of the United States, pts. I and II, H.R. Doc. No.

137, 93d Cong., 1st Sess. (1973).
231 Pub. L. No. 95-598, 92 Stat. 2549 (1978).
232 This law is variously referred to as "BRA," "the 1978 Act," "The Reform Act," or, most often, with

reference to the primary law it created, the "Bankruptcy Code" or "Code" (except for aficionados of the
Uniform Commercial Code or the Internal Revenue Code, who also jealously refer to their patron saint law
as "the" "Code").

233 For a good review of the legislative history of the Bankruptcy Reform Act, see Kenneth N. Klee,
Legislative History of the New Bankruptcy Law, 28 DEPAUL L. REV. 941 (1979). Mr. Klee, along with
Richard Levin, served on the congressional staff that drafted the Bankruptcy Code.
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whether a bankruptcy review commission should be formed.' Congress created
such a review commission in 1970, charged with the mission to "study, analyze,
evaluate, and recommend changes to the [1898] Act ... in order for such Act to
reflect and adequately meet the demands of present technical, financial, and
commercial activities. "23'

The Commission, under the able guidance of Professor Frank Kennedy as
Executive Director, filed its two-part report in July 1973.236 Part I contained a
series of reports and recommendations. Part II consisted of a draft bankruptcy
statute, which then was introduced as a bill in both the House and Senate.237 The
"Commission Bill" recommended many substantial changes from prior law,
including expansion of the jurisdiction of bankruptcy judges, creation of a
Bankruptcy Administration to handle all administrative matters, consolidation of all
of the business reorganization chapters into a single chapter, and greater protection
on a uniform basis of the rights of consumer debtors.

A competing bill was drafted by the National Conference of Bankruptcy Judges.
The "Judges' Bill" was also introduced in both the House and Senate.23 In 1975
and 1976, Representative Don Edwards presided over thirty-five days of hearings
on the two bills.23 9 Senator Burdick presided over twenty-one days of hearings
in the Senate on the companion bills in 1975.'l From 1973 to 1978, the
bankruptcy reform bills underwent numerous metamorphoses, and were the subject
of extensive commentary and debate.

Committee reports regarding the extant versions of the bill were published in
1977 by the House" l and in 1978 by the Senate. 2  While these reports are of
great assistance as legislative history in construing the Bankruptcy Code, in some

I Id. at 942 (citing Hearings on S.J. Res. 100 Before the Subcomm. on Bankruptcy of the Senate Comm.
on the Judiciary, 90th Cong., 2d Sess. (1968)).

z Act of July 24, 1970, Pub. L. No. 91-354, § 1(b), 84 Stat. 468, 468 (1970).
Report of the Commission on the Bankruptcy Laws of the United States, pts. I and II, H.R. Doc. No.

137, 93d Cong., 1st Sess. (1973).
In 1971, while the Commission was engaged in its work, a useful study of bankruptcy was published

by the Brookings Institution. DAVID T. STANLEY & MARJORIE GIRTH, BANKRUPTCY: PROBLEM, PROCESS,
REFORM (1971).

- H.R. 10,792, 93d Cong., 1st Sess. (1973); S. 4026, 93d Cong., 1st Sess. (1973). The bills were
reintroduced in the 94th Congress as H.R. 31 and S. 236.

1 H.R. 32, 94th Cong., 1st Sess. (1975); S. 235, 94th Cong., 1st Sess. (1975).
239 Hearings on H.R. 31 & H.R. 32 Before the Subcomm. on Civil and Constitutional Rights of the House

Comm. on the Judiciary, 94th Cong., 1st & 2d Sess. (1975-1976).
'o Hearings on S. 235 and 236 Before the Subcomm. on Improvements in Judicial Machinery of the

Senate Comm. on the Judiciary, 94th Cong., 1st Sess. (1975).
241 H.R. REP. No. 595, 95th Cong., 1st Sess. (1977), reprinted in 1978 U.S.C.C.A.N. 5963

(accompanying H.R. 8200, which was reported favorably by House Judiciary Committee in September
1977).

242 S. REP. No. 989, 95th Cong., 2d Sess. (1978), reprinted in 1978 U.S.C.C.A.N. 5787 (accompanying
S. 2266, which was reported favorably by Senate Judiciary Committee in July 1978). The Senate Finance
Committee also published a report on S. 2266. S. REP. No. 1106, 95th Cong., 2d Sess. (1978).
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instances the reports refer to bill provisions which underwent further amendment
before the final bill became law. No conference report on the 1978 Act was
prepared. Instead, the floor leaders of the bill, Congressman Edwards and Senator
DeConcini, issued a joint explanatory statement as to the compromise bill that
became law.u3

A decade of study and debate came to a conclusion when President Carter
signed the Bankruptcy Reform Act of 1978 into law on November 6, 1978. The
law took effect, for the most part, on October 1, 1979.' 4 Some of the provisions,
in particular those affecting the bankruptcy courts, were to be phased in over a five-
year transition period.'

A major point of debate in the bankruptcy bill concerned the status of
bankruptcy judges. One of the major weaknesses of the 1898 Act was the splint-
ered jurisdictional scheme, in which bankruptcy referees (renamed judges in 1973)
could only hear certain core matters. A key aspect of the 1978 Act's substantial
enlargement of bankruptcy court jurisdiction was the enabling of bankruptcy judges
to hear virtually any matter arising in, or related to the bankruptcy case. Everyone
agreed that creating a unified jurisdictional system would be a substantial
improvement.24

What was not agreed upon was the status of the judges who would exercise that
enlarged jurisdiction.u7 The options were to (1) keep the bankruptcy judges as
non-Article III adjuncts to the federal district court judges, or (2) make the
bankruptcy judges Article III judges in their own right, with the constitutional
guarantees of life tenure and protection against diminution in salary. The latter
course would eliminate the constitutional concern over non-Article III bankruptcy
judges exercising the judicial power of the United States in derogation of Article III,
and would enhance the status of the bankruptcy bench. The House favored giving
bankruptcy judges Article III status, while the Senate steadfastly opposed such a
course. U  Chief Justice Burger lobbied against the creation of Article III
bankruptcy judges. In the end the Senate prevailed: bankruptcy judges were given
jurisdiction over all matters arising in, under, or related to bankruptcy cases as
adjuncts of the district court, without the protections of Article III. This choice
proved improvident, however, for in 1982, the Supreme Court held in Northern
Pipeline Construction Co. v. Marathon Pipe Line Co.249 that the 1978 Act

u4 124 CONG. REC. 32,350-420 (1978); 124 CONG. REC. S17403-34 (daily ed. Oct. 6, 1978).

2 Pub. L. No. 95-598, tit. IV, § 402(a), 92 Stat. 2549, 2682 (1978).

5 Id. §§ 402(b), 404-407, 92 Stat. at 2682-86.
246 S. REP. No. 989, supra note 242, at 15-16, reprinted in 1978 U.S.C.C.A.N. at 5801-02.
247 H.R. REP. No. 595, supra note 241, app. II at 63-87, reprinted in 1978 U.S.C.C.A.N. at 6023-6049

(publishing differing scholarly opinions regarding the constitutionality of bankruptcy judges powers under
1978 Act).

' Compare id. at 7, reprinted in 1978 U.S.C.C.A.N. at 5968 (arguing bankruptcy judges should be
granted full powers and protections of Article III) with S. REP. No. 989, supra note 242 at 16, reprinted
in 1978 U.S.C.C.A.N. at 5802 (arguing bankruptcy courts should be adjuncts of district courts).

458 U.S. 50 (1982).
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unconstitutionally gave Article III powers to non-Article III judges.
A strong effort was made in the 1978 Act to improve the administration of

bankruptcy cases. The Commission had recommended the use of a Bankruptcy
Administrator. This suggestion was not adopted, although a pilot program utilizing
"United States trustees" as administrative officers was implemented. In 1986 the
United States Trustee system was established nationwide (except in Alabama and
North Carolina). An attempt was made to relieve bankruptcy judges of administra-
tive duties, thereby permitting them to focus more exclusively on their judicial role.
For example, judges were no longer to preside at the first meeting of creditors .o

Another administrative matter concerned professional fees. Under the 1898
Act, the "economy" principle artificially capped the amount of fees that could be
paid to lawyers and other professionals. The drafters of the 1978 Act rejected the
economy principle, concluding that bankruptcy administration would be better
served if the best professionals were willing to serve in bankruptcy cases. 25

Competitive fees were seen as necessary to that end.
Another notable feature of the 1978 law was the merger of the reorganization

chapters into a single chapter. This marriage combined features of old Chapter X
and Chapter XI. The new Chapter 11 left the debtor in possession, with a trustee
to be appointed only for cause;252 gave the debtor in possession a limited exclu-
sive period to file a reorganization plan;2 3 adopted a modified form of the
absolute priority rule, to be applied only when a class dissents; 4 limited the
involvement of the SEC in reorganization cases,255 and otherwise attempted to
streamline reorganization practice. The success of this reform is a matter of
considerable debate.

The 1978 Act also sought to encourage greater use of Chapter 13, the mode of
relief allowing for the readjustment of the debts of individuals with regular income
(the old "wage-earner" chapter expanded). The hope was that creditors would be
paid more in a Chapter 13 and that debtors would emerge with better credit.
Congress rejected suggestions for a compulsory Chapter 13, however. Thus only
voluntary Chapter 13 cases are allowed. Congress did offer a number of
inducements to encourage debtors to select Chapter 13, such as the "super
discharge" of some debts that would not be dischargeable in a straight liquidation

m 11 U.S.C. § 341(c) (1988) (prohibiting court from attending creditors' meetings).
151 See H.R. REP. No. 595, supra note 241, at 329-30, reprinted in 1978 U.S.C.C.A.N. 6286

(explaining that consistently low bankruptcy attorneys' fees will result in dearth of bankruptcy specialists
with result that bankruptcy system will operate less smoothly); see also 11 U.S.C.A. § 330(a)(1)(e) (West
Supp. 1995) (fees to be allowed attorneys in bankruptcy are to be based in part on "customary compensation
charged by comparably skilled practitioners . in non-bankruptcy cases).

2 11 U.S.C. § 1104(a) (1988).
2" Id. § 1121(b) (providing for 120 day exclusivity period).
5 Id. § 1129(b).
' For a discussion of how the Act altered the role of the SEC in the bankruptcy process see Allen F.

Corotto & Irving H. Picard, Business Reorganizations Under the Bankruptcy Reform Act of 1978-A New
Approach to Investor Protections and the Role of the SEC, 28 DEPAUL L. REV. 961 (1979).
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case. 56 In the ensuing years, however, Congress has made Chapter 13 less
favorable to debtors by weakening the discharge and requiring compliance with a
"disposable income" test as a prerequisite to plan confirmation. 57 And yet, at the
same time Congress has indirectly attempted to force some debtors out of Chapter
7 and into Chapter 13, primarily by authorizing bankruptcy courts to dismiss
Chapter 7 cases where it is determined that granting Chapter 7 relief would be a
"substantial abuse" of the liquidation process. 2"

The treatment of individual debtors otherwise represented a fairly even balance
between the interests of the credit industry and debtors (although creditors might
take issue with that assertion!). The basic format of the discharge established in the
1970 amendments was retained. Discharge was made readily available save but for
a number of excepted debts.259 Discharge was also still subject to grounds for
complete denial.' In the years since 1978, many additional types of debts have
been excepted from the discharge. The discharge was enforced by statutory
injunction, with no need for the debtor to assert the discharge as an affirmative
defense.2"' In addition, certain forms of discrimination on the basis of bankruptcy
were outlawed.5 2

Other aspects of the bill favored creditors. While reaffirmation agreements
were regulated more strictly than they had been under the 1898 Act,2 63 the
enacted law did not go as far to prevent uninformed or ill-advised decisions to
reaffirm as reformers had suggested. Also, the discharge provisions were not as
favorable to debtors as early drafts of the bill had provided.

The legislative history of the exemption provision under the 1978 law was
especially bizarre. The old issue of state versus federal exemptions' was played
out yet again. Until the last minute, the bill provided for debtors to have a choice
of state or federal exemptions. However, a final change gave states the right to
"opt out" of the federal exemptions for debtors residing in their state.' To date,
three-fourths of the states have enacted legislation limiting resident debtors to the

11 U.S.C. § 1328(a) (1988 & Supp. V 1993), as amended by Bankruptcy Reform Act of 1994, 11
U.S.C.A. § 1328(a) (West Supp. 1995).

11 U.S.C. § 1325(b) (1988).
Id. § 707(b).
Id. § 523(a) (1988 & Supp. V 1993), as amended by Bankruptcy Reform Act of 1994, 11 U.S.C.A.

§ 523(a) (West Supp. 1995).
11 U.S.C. § 727(a) (1988).
I' id. § 524(a) as amended by Bankruptcy Reform Act of 1994, 11 U.S.C.A. § 524(a) (West Supp.

1995).
' Id. § 525, as amended by Bankruptcy Reform Act of 1994, 11 U.S.C.A. § 525 (West Supp. 1995).
1 Id. § 524(c), (d), as amended by Bankruptcy Reform Act of 1994, 11 U.S.C.A. § 524(c), (d) (West

Supp. 1995).
2 See supra notes 130-31, 157-58 and accompanying text (discussing exemption provisions of 1867 and

1898 Acts).
I 11 U.S.C. § 522(b) as amended by Bankruptcy Reform Act of 1994, 11 U.S.C.A. § 522(b) (West

Supp. 1995).
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bankruptcy exemptions provided under state law.

III. LEGISLATION SINCE 1978

The passage of the Bankruptcy Reform Act of 1978 did not put an end to
congressional tinkering with bankruptcy legislation.' Several factors have
spurred Congress into almost non-stop consideration of the federal bankruptcy laws
since 1978. First, Congress has felt compelled to respond to court decisions handed
down by both the Supreme Court and lower courts. Second, the credit industry,
unhappy with increased bankruptcy filings and mounting bad debt losses, has
steadily lobbied for amendments providing for harsher treatment of debtors. Third,
the farm crisis of the early 1980s prompted a call for relief for family farmers.
Fourth, the bankruptcy court has unexpectedly become the forum in which many
complex social problems have been aired. Fifth, special interest groups have tried
to persuade Congress to amend the Code in ways favoring their interests. Finally,
the exponential growth in the number of bankruptcy cases since the enactment of

I Since the Bankruptcy Reform Act of 1978, the following laws relating to bankruptcy have been

enacted: Act of Aug. 14, 1979, Pub. L. No. 96-56, 93 Stat. 387; Staggers Rail Act of 1980, Pub. L. No.
96-448, § 227, 94 Stat. 1895, 1931; Bankruptcy Tax Act of 1980, Pub. L. No. 96-589, 94 Stat. 3389; Act
of July 27, 1982, Pub. L. No. 97-222, 96 Stat. 235; Technical Corrections Act of 1982, Pub. L. No. 97-
448, § 304, 96 Stat. 2365, 2398-99; Rail Safety and Service Improvement Act of 1982, Pub. L. No. 97-468,
tit. II, 96 Stat. 2543, 2543-47; Act of Nov. 28, 1983, Pub. L. No. 98-166, 97 Stat. 1071; Bankruptcy
Amendments and Federal Judgeship Act of 1984, Pub. L. No. 98-353, 98 Stat. 333; Act of Oct. 19, 1984,
Pub. L. No. 98-531, 98 Stat. 2704; Act of Sept. 30, 1986, Pub. L. No. 99-429, 100 Stat. 985; Judicial
Improvements Act of 1985, Pub. L. No. 99-336, § 7, 100 Stat. 633, 639; Act of Oct. 18, 1986, Pub. L.
No. 99-500, tit. II, 100 Stat. 1783, 1783-45 to 1783-46; Omnibus Budget Reconciliation Act of 1986, Pub.
L. No. 99-509, § 501, 100 Stat. 1874, 1911-12; Bankruptcy Judges, United States Trustees, and Family
Farmer Bankruptcy Act of 1986, Pub. L. No. 99-554, 100 Stat. 3088; Act of Oct. 30, 1986, Pub. L. No.
99-591, tit. II, 100 Stat. 3341, 3341-45 to 3341-46; Act of Nov. 14, 1986, Pub. L. No. 99-651, § 375, 100
Stat. 3642, 3647; Act of Nov. 14, 1986, Pub. L. No. 99-656, § 2, 100 Stat. 3668, 3668-69; Act of May
15, 1987, Pub. L. No. 100-41, 101 Stat. 309; Act of Aug. 18, 1987, Pub. L. No. 100-99, 101 Stat. 716;
Agricultural Reconciliation Act of 1987, Pub. L. No. 100-203, § 10103, 101 Stat. 1330, 1330-386; Retiree
Benefits Bankruptcy Protection Act of 1988, Pub. L. No. 100-334, 102 Stat. 610; Act of Oct. 18, 1988,
Pub. L. No. 100-506, 102 Stat. 2538; Act of Nov. 3, 1988, Pub. L. No. 100-587, 102 Stat. 2982; Act of
Nov. 3, 1988, Pub. L. No. 100-597, 102 Stat. 3028; Retirement and Survivors' Annuities for Bankruptcy
Judges and Magistrates Act of 1988, Pub. L. No. 100-659, 102 Stat. 3910; Judicial Improvements and
Access to Justice Act, Pub. L. No. 100-702, § 1003, 102 Stat. 4642, 4665 (1988); Act of Nov. 21, 1989,
Pub. L. No. 101-162, tit. IV, 103 Stat. 988, 1011; Act of June 25, 1990, Pub. L. No. 101-311, 104 Stat.
267; Omnibus Budget Reconciliation Act of 1990, Pub. L. No. 101-508, § 3007, 104 Stat. 1388, 1388-28;
Act of Nov. 5, 1990, Pub. L. No. 101-509, § 110, 104 Stat. 1389, 1452; Criminal Victims Protection Act
of 1990, Pub. L. No. 101-581, 104 Stat. 2865; Criminal Victims Protection Act of 1990, Pub. L. No. 101-
647, tit. XXXI, 104 Stat. 4916; Judicial Improvements Act of 1990, Pub. L. No. 101-650, § 317, 104 Stat.
5089, 5115-16; Act of Oct. 28, 1991, Pub. L. No. 102-140, tit. III, 105 Stat. 782, 808; Bankruptcy
Judgeship Act of 1992, Pub. L. No. 102-361, 106 Stat. 965; Rail Safety Enforcement and Review Act, Pub.
L. No. 102-365, § 19, 106 Stat. 972, 982-85 (1992); Energy Policy Act of 1992, Pub. L. No. 102-486, §
3017, 106 Stat. 2776, 3130-31; Act of Aug. 6, 1993, Pub. L. No. 103-65, 107 Stat. 311; Act of Oct. 27,
1993, Pub. L. No. 103-121, tit. 1, 107 Stat. 1153, 1157; Id. § 111, 107 Stat. at 1164-65; Bankruptcy
Reform Act of 1994, Pub. L. No. 103-394, 108 Stat. 4106.
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the 1978 Act has impeded the administration of those cases and clogged the
bankruptcy courts.

A. The 1984 Amendments: BAFJA

The Supreme Court's decision on June 28, 1982 in Northern Pipeline
Construction Co. v. Marathon Pipe Line Co. 27 forced Congress to restructure the
bankruptcy court system. In Marathon, the Court held that the broad grant of
jurisdiction to bankruptcy courts in the 1978 Act violated Article III of the
Constitution by vesting non-Article III bankruptcy judges with too much of the
"judicial power" of the United States.268 The Court further held that the unconsti-
tutional portion of the jurisdictional grant could not be severed from the constitu-
tional portion, thus condemning the entire bankruptcy court system, and forcing
Congress to reorganize the jurisdictional and court scheme. 9  The Court did
avoid wholesale disaster by deciding that its holding of unconstitutionality should
only apply prospectively, thus validating actions taken by bankruptcy courts under
the Code to that date.' 0 To give Congress time to fix the broken court system,
the Marathon Court stayed its judgment until October 4, 1982,27' and later
extended the stay until December 24, 1982 .'

Surprisingly, Congress did not act to amend the bankruptcy court system before
the expiration of the Marathon stay on Christmas Eve 1982, instead delaying any
response until July 1984. During the eighteen month interregnum in which no
federal statute governed the operation of the bankruptcy courts, the Judicial
Conference of the United States stepped into the breach by proposing a model
"Emergency Rule." Adopted as a local rule by all United States District Courts,
the Emergency Rule used a bifurcated jurisdictional scheme, with some core
bankruptcy matters heard by bankruptcy judges on reference from the district
courts, and the remaining matters heard in the district courts.273 Although many
doubts were raised as to the constitutionality of the Emergency Rule, 74 the circuit
courts upheld the Rule and the Supreme Court refused to decide the Rule's validity.
The Supreme Court's decision in February 1984 in NLRB v. Bildisco & Bildisco27 s-
finally triggered congressional action. In Bildisco, the Court held that a Chapter

458 U.S. 50 (1982).
id. at 61, 76, 87.

' Id. at 88.
270 Id
271 Id.
27 Northern Pipeline Constr. Co. v. Marathon Pipe Line Co., 459 U.S. 813, 813 (1982).
z The Emergency Rule eventually transmitted by the Administrative Office of the United States Courts

to the circuit courts of appeal, district courts, and bankruptcy courts as a model rule is reprinted in 11
U.S.C.A. FED. R. BANKR. P. app. at 377-80 (West 1984).

214 See, e.g., Vern Countryman, Emergency Rule Compounds Emergency, 57 AM. BANKR. L.J. 1, 6
(1983) (describing draft version of proposed rule as "both invalid and unworkable").

-5 465 U.S. 513 (1984).
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11 debtor in possession could reject its collective bargaining agreement in
bankruptcy and that the debtor did not commit an unfair labor practice by
unilaterally modifying that labor contract.276 The resulting furor pushed Congress
into speedy action, and the jurisdictional problem was corrected along with the
labor problem. The consumer credit industry and other special interest groups took
advantage of the congressional activity and seized the opportunity to obtain desired
changes in the Bankruptcy Code.

The result was the Bankruptcy Amendments and Federal Judgeship Act of 1984
(BAFJA).27  Congressional consideration of the Marathon problem revived the
long-running debate of the 1970s over whether the bankruptcy judges should have
comprehensive jurisdiction, and if so, whether they should be made Article III
judges. The Marathon decision prevented Congress from granting comprehensive
jurisdiction to bankruptcy courts without conferring Article III status on bankruptcy
judges. One or the other had to go. The House again favored Article III status and
unified jurisdiction, and the Senate favored non-Article III status and bifurcated
jurisdiction. The Senate position prevailed. The jurisdictional and court scheme
established by Title I of BAFJA created the bankruptcy courts as units of the district
court.278 Bankruptcy courts hear cases and proceedings in bankruptcy only by
reference from the district courts.279 BAFJA made a distinction between "core"

bankruptcy matters, in which the bankruptcy court can enter a final order, and
"non-core" matters, which are reviewable de novo by the district court.2 °

Title II of BAFJA created additional judgeships.28' Title III contained a series
of amendments to the Bankruptcy Code itself. 2  In Subtitle J,2 Congress
responded to the Bildisco decision by enacting a new section to govern the rejection
of collective bargaining agreements.2 The consumer credit industry got many
of the items on its wish list in Subtitle A, the "Consumer Credit Amendments. "I

These amendments, Congress's reaction to the hotly debated allegation that many
consumer debtors were abusing the bankruptcy laws, 6 tightened the reins on

276 Id. at 534.
277 Pub. L. No. 98-353, 98 Stat. 333 (codified as amended in scattered sections of 11 and 28 U.S.C.).
278 28 U.S.C. § 151 (1988).

279 Id. §§ 157(a), 1334(a).
Id. § 157(b), (c).

28 Pub. L. No. 98-353, §§ 201-202, 98 Stat. at 346-51.
z Id. §§ 301-553, 98 Stat. at 352-92.
2 Id. § 541, 98 Stat. at 390-91.

11 U.S.C. § 1113 (1988).
Pub. L. No. 98-353, §§ 301-324, 98 Stat. at 352-58.

' Much of the fuel for the consumer credit industry's fire was provided by a study financed by the
industry itself. CREDIT RESEARCH CENTER, KRANNERT GRADUATE SCHOOL OF MANAGEMENT, PURDUE
UNIVERSITY, MONOGRAPHS No. 23-24, CONSUMER BANKRUPTCY STUDY (1982) [hereinafter PURDUE
STUDY]. Monograph no. 23 is reprinted in Personal Bankruptcy: Oversight Hearings Before the Subcomm.
on Monopolies and Commercial Law of the Comm. on the Judiciary, 97th Cong., 1st and 2d Sess. at 868
(1982), available in WESTLAW, BANKR84-LH Library. The Purdue study concluded that at least a third
of consumer debtors could repay a significant portion of their debts. The Purdue Study has been severely
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consumer debtors.' Not fully satisfied with these changes, the consumer credit
industry has continued to lobby vigorously for more amendments, but has not yet
repeated the coup of 1984. Other special interest groups shared in the bounty of
the 1984 amendments. For example, lessors of commercial real estate obtained
substantial beneficial changes in Subtitle C, the Leasehold Management Amend-
ments .2

B. The 1986 Amendments: Family Farmers and United States Trustees

The farm crisis motivated Congress to pass yet another major bankruptcy bill
just over two years after BAFJA became law. In October 1986, the Bankruptcy
Judges, United States Trustees, and Family Farmer Bankruptcy Act of 1986 was
enacted. 89  The 1986 legislation created Chapter 12, designed specifically for
"family farmers." The avowed purpose of Chapter 12 was to make it easier for
such farmers to keep their farms and pay their creditors over time. Chapter 12 was
not enacted as permanent legislation, but was to sunset after seven years. The
sunset period has since been extended until October 1998.290 Chapter 12 is
largely analogous to Chapter 13 as tailored to farm bankruptcies.

The 1986 bill also made the United States Trustee System permanent on a
nationwide basis (except in Alabama and North Carolina).29 The United States
Trustee performs many of the administrative and supervisory tasks in a bankruptcy
case, 292 enabling the bankruptcy judge to serve more exclusively in a judicial role
than was the case under the 1898 Act. In 1993, Congress's commitment to the
United States Trustee program was reaffirmed through a ninety-nine million dollar
appropriation for it.2'

C. Legislation Between 1986 and 1994

In July 1986, the LTV Corporation filed Chapter 11 and stopped paying for
medical and life insurance benefits for retired employees. That fall Congress

criticized. See Teresa A. Sullivan et al., Rejoinder: Limiting Access to Bankruptcy Discharge, 1984 Wis.
L. REv. 1087, 1088-89 (noting that calculations in Purdue Study for debtor's allowed expenses put debtor
at federal poverty level); Teresa A. Sullivan et al., Limiting Access to Bankruptcy Discharge: An Analysis
of the Creditors' Data, 1983 Wis. L. REV. 1091.

2 For a review of the 1984 consumer credit amendments, see Karen Gross, Preserving a Fresh Start
for the Individual Debtor: The Case for Narrow Construction of the Consumer Credit Amendments, 135 U.
PA. L. REV. 59 (1986).

' Pub. L. No. 98-353, §§ 361-363, 98 Stat. at 361-64.
29 Pub. L. No. 99-554, 100 Stat. 3088.
290 Pub. L. No. 103-65, 107 Stat. 311 (1993).

2 In the 1978 Act, Congress had instituted the system as a pilot program in a few judicial districts.
2 See 28 U.S.C. § 586 (1988), as amended by Bankruptcy Act of 1994, Pub. L. No. 103-394, § 224,

108 Stat. 4106 (listing duties of United States Trustee).
m Act of Oct. 27, 1993, Pub. L. No. 103-121, 107 Stat. 1153, 1157.
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responded with a joint resolution that required the continued payment of bene-
fits.2' In June 1988 permanent legislation to protect retirees' benefits was
passed.2' The 1988 legislation created a new Code section, governing the
payment of insurance benefits to retired employees,29 and added the requirement
that a plan could be confirmed only if it provided for the continued payment of
retiree benefits.297

Meanwhile, the Fourth Circuit had issued a controversial holding in 1985,
allowing a debtor to reject a technology licensing agreement and thereby deprive
the licensee of the right to use the licensed technology.29 Congress effectively
overruled this holding by adding a new section to the Code, which permits licensees
to retain the use of intellectual property even after rejection of a licensing agree-
ment.29

The year 1990 proved bountiful for specific bankruptcy legislation. Six
separate public laws that affected bankruptcy in some manner were enacted. Part
of this legislation' overruled the Supreme Court's decision earlier that same year
in Pennsylvania Department of Public Welfare v. Davenport"' that a debtor's
criminal restitution obligation could be discharged in Chapter 13.302 The savings
and loan crisis was addressed by amendments designed to protect the rights of
federal depository institutions.3 3

Special interest legislation continues. In 1992, a provision regarding airport
leases, was enacted to protect the St. Louis airport in connection with the TWA
bankruptcy case .3°  The oil and gas industry obtained the passage of an amend-
ment affecting farmout agreements, excluding property covered by such an
agreement from the bankruptcy estate.30

2" Act of Oct. 30, 1986, Pub. L. No. 99-591, 100 Stat. 3341; Act of Nov. 14, 1986, Pub. L. No. 99-
656, § 2, 100 Stat. 3668, 3668.

1 Retiree Benefits Bankruptcy Protection Act of 1988, Pub. L. No. 100-334, 102 Stat. 610 (codified
as amended in scattered sections of 11 U.S.C.).

2 Id. § 2(a), 102 Stat. at 610-13 (creating 11 U.S.C. § 1114).
2 Id. § 2(b), 102 Stat. at 613 (amending 11 U.S.C. § 1129(a)(13)).
2 Lubrizol Enters., Inc. v. Richmond Metal Finishers, Inc., 756 F.2d 1043 (4th Cir. 1985), cert.

denied, 475 U.S. 1057 (1986).
2 Act of Oct. 18, 1988, Pub. L. No. 100-506, 102 Stat. 2538 (1988) (creating 11 U.S.C. § 365(n)).
I Criminal Victims Protection Actof 1990, Pub. L. No. 101-581, § 3, 104 Stat. 2865, 2865 (amending

11 U.S.C. § 1328(a)); Crime Control Act of 1990, Pub. L. No. 101-647, § 3103, 104 Stat. 4789, 4916
(same).

(m, 495 U.S. 552 (1990).
30 Id. at 563-64.
3 Crime Control Act of 1990, Pub. L. No. 101-647, § 2522, 104 Stat. 4789, 4865-68 (inter alia,

excepting from discharge certain debts incurred through fraudulent acts practiced upon federal depository
institutions).

Rail Safety Enforcement and Review Act, Pub. L. No. 102-365, § 19, 106 Stat. 972, 982-84 (1992).
Energy Policy Act of 1992, Pub. L. No. 102-486, § 3017, 106 Stat. 2776, 3130-31.
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D. The Bankruptcy Reform Act of 1994

In the fall of 1994 Congress passed a major bankruptcy bill; the Bankruptcy
Reform Act of 1994.' It was significant on two counts. First, Congress created
a second National Bankruptcy Review Commission," just less than a quarter
century after the first Commission was established in 1970. The 1994 Commission
was charged with the duty of studying the Code and submitting a report in two
years suggesting proposed reforms.3 °" Congress made clear, however, that it "is
generally satisfied with the basic framework" of the current Code, and that the
Commission should therefore focus on "reviewing, improving, and updating the
Code in ways which do not disturb the fundamental tenets and balance of current
law."" The Senate had pushed for a review commission for several years, and
in 1992 had unanimously passed a bill that would have created a commission."'
The House had been more reticent about a commission, but eventually acquiesced
in 1994.

The second significant aspect of the Bankruptcy Reform Act of 1994 was the
unprecedented number of substantive amendments by Congress made to the
Bankruptcy Code. This feature of the bill was somewhat paradoxical, given the
concurrent creation of a review commission charged with the responsibility of
studying the Code and suggesting amendments thereto. Nevertheless, the 1994 Act
made literally scores of changes in the bankruptcy law. Congress took the
opportunity to resolve numerous specific issues that had arisen under the Code, and
to overrule many court decisions. One prominent example is the overruling of a
Seventh Circuit decision which held non-insiders vulnerable to recovery of preferen-
tial payments received after the expiration of standard preference period when
payments were received by such non-insiders for the benefit of insiders.3 '
Special emphasis was also placed on means of improving bankruptcy administration.

The 1994 Act was also noteworthy for what it did not contain. Earlier reform
bills in the 1990s had proposed the creation of a separate reorganization chapter
(Chapter 10) for "small business" debtors." 2 Chapter 10 was scuttled in the final
version of the bill that was passed,3"3 with only a vestige remaining in the form
of a handful of special Chapter 11 rules for small business debtors." 4 Likewise,

306 Pub. L. No. 103-394, 108 Stat. 4106.

3 Id. § 602, 108 Stat. at 4147.
' Id. § 603; Id. § 608, 108 Stat. at 4149.

3 140 CONG. REc. H10,764 (daily ed. Oct. 4, 1994) (Section-by-Section Description of Bankruptcy
Reform Act of 1994).

310 S. 1985, 102d Cong., 2d Sess., tit. 1 (1992).
311 Pub. L. No. 103-394, § 202, 108 Stat. at 4121 (amending 11 U.S.C. § 550 to overrule Levit v.

Ingersoll-Rand Fin. Corp. (In re V.N. DePrizio Constr. Co.), 874 F.2d 1186 (7th Cir. 1989)).
312 S. 540, 103d Cong., 1st Sess., § 201 (1993); S. 1985, 102d Cong., 2d Sess., § 205 (1992); H.R.

6020, 102d Cong., 2d Sess., § 205 (1992).
313 H.R. 5116, 103d Cong., 2d Sess. (1994).

3,1 Pub. L. No. 103-394, § 217, 108 Stat. at 4127-28.
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a controversial provision from the 1992 Senate bill that would have mandated the
payment of retiree benefits"5 was dropped from the bill that eventually became
law.

On several occasions since the passage of the 1978 Act Congress has authorized
the creation of additional bankruptcy judgeships in response to the quantum increase
in the number of bankruptcy filings under the Code. In late 1993, however, the
number of filings began to decline slightly, and some of the authorized judgeships
have been put on hold until it can be determined whether they will be necessary.

IV. CONSTITUTIONAL ISSUES

The Bankruptcy Clause of The United States Constitution316 gives Congress
the power to establish "uniform laws on the subject of bankruptcies." As noted
earlier, the framers gave little attention to the subject of bankruptcy at the
Constitutional Convention of 1787.317 The need for a federal bankruptcy law was
believed to stem from potential interstate commerce problems. Without a federal
law, the ability of nonresident creditors to collect their debts might be impaired,
thereby hindering interstate commerce to the detriment of the nation. Nonresident
creditors might be discriminated against by local state laws, and also might have
difficulty in reaching property of the debtor located in or removed to another
state."' The idea of a bankruptcy law as a means of providing a fresh start for
distressed debtors was foreign to the framers.

The Bankruptcy Clause has raised four main constitutional issues.31 9 The first
issue questions what comprises the "subject of bankruptcies." The second is
determining whether a bankruptcy law is "uniform." The third major concern is
establishing when a state law regulating relationships between debtors and creditors
is preempted by Congress's exercise of its powers under the Bankruptcy Clause.
Finally, courts have had to sort out the relationship between the Bankruptcy Clause
and other constitutional provisions, such as the Fifth Amendment Takings Clause
and the Seventh Amendment right to a jury trial.

A. The "Subject of Bankruptcies"

The constitutional framers probably well understood the scope of the "subject

31- S. 1985, § 212, 102d Cong., 2d Sess. (1992).
316 U.S. CONST. art. I, § 8, cl. 4.
"' See supra notes 50-56 and accompanying text.
318 THE FEDERALIST No. 42 (James Madison).
319 A good short study of the topic of constitutional bankruptcy issues is found in Kennedy, supra note
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of bankruptcies." The model they had in mind was the one in existence in
England,3 where bankruptcy was a collective collection remedy that creditors
could invoke involuntarily against a saerchant trader who had committed an "act of
bankruptcy." Debtors had no right to institute a voluntary bankruptcy case. By
contrast, an "insolvency" law was one that a financially distressed debtor could
invoke to obtain relief.32'

As the forms of available bankruptcy relief evolved over time, questions were
raised as to whether the newer types of relief fell within the constitutional grant of
power over the subject of bankruptcies. The Supreme Court has regularly rejected
these challenges, declining to limit the reach of the bankruptcy power to the
conception of bankruptcy existing at the time of the Constitution. It has been
suggested that the "emotional suggestiveness" of new bankruptcy legislation, which
in most instances is a product of "commercial crisis," makes the expansion of the
conception of bankruptcy "as a need of commercial life" almost inevitable.32

The first major expansion in the concept of a bankruptcy law came with the
adoption of voluntary bankruptcy for nonmerchant debtors in the Bankruptcy Act
of 1841 .323 The constitutionality of the law was challenged by John Calhoun and
Thomas Benton, among others, and defended by Daniel Webster and Joseph Story.
Story, the chief architect of the 1841 Act, had suggested that the "subject" of
bankruptcies was quite broad:

A bankrupt law . . is a law for the benefit and relief of creditors and their
debtors in cases in which the latter are unable or unwilling to pay their
debts. And a law on the subject of bankruptcies in the sense of the
Constitution is a law making provisions for cases of persons who fail to pay
their debts.4

The Supreme Court never directly decided the constitutionality of voluntary
bankruptcy, although Justice Catron sitting on circuit did uphold the constitutional-
ity of the new law in 1843. 32 Justice Catron's broad definition of the scope of
the Bankruptcy Clause has been quoted with approval by the Supreme Court in the
twentieth century:

" See Garrard Glenn, Essentials of Bankruptcy: Prevention of Fraud, and Control of the Debtor, 23 VA.
L. REv. 373, 376 (1937); Olmstead, supra note 50, at 833; Max Radin, The Nature of Bankruptcy, 89 U.
PA. L. REv. 1, 1 (1940).

321 See Sturges v. Crowninshield, 17 U.S. (4 Wheat.) 122, 194 (1819) (discussing historical distinction
between bankruptcy and insolvency laws). In Sturges, Justice Marshall did note, however, that the historical
distinction between bankruptcy laws and insolvency laws did not necessarily define the limits of the
constitutional grant. Id. at 194-97.

" Radin, supra note 320, at 2.
13 Ch. 9, 5 Stat. 441 (1841) (repealed 1843).
324 JOSEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES § 543 [also cited

as § 1113] (abridged ed. Boston 1833).
1 In re Klein, appended in notes at 42 U.S. (1 How.) 277 (1843).
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I hold, it [the bankruptcy power] extends to all cases where the law
causes to be distributed, the property of the debtor among his creditors: this
is its least limit. Its greatest, is a discharge of the debtor from his
contracts. And all intermediate legislation, affecting substance and form,
but tending to further the great end of the subject-distribution and dis-
charge-are in the competency and discretion of Congress."

Thus, after the 1841 Act, the question of the constitutionality of voluntary
bankruptcy for nonmerchants was settled in the affirmative.

The authorization for composition agreements, contained in the 1874
amendments to the 1867 Act, 327 represented the next significant expansion in the
scope of the subject of bankruptcies. The composition agreement, if accepted by
the requisite percentage of creditors, allowed the debtor to retain property and
discharge debts by paying the amounts specified in the composition. The
constitutionality of the new provision was upheld, 32

' although never by the
Supreme Court. In an 1881 case, the Supreme Court recognized that the
composition provision was a proceeding "in bankruptcy," and thus had to be applied
consistently with the other provisions of the bankruptcy law.329

The Depression of the 1930s produced a spate of bankruptcy legislation.
Although the Supreme Court overturned two acts during this period on other
grounds, the Court continued to reaffirm the expansive scope of the bankruptcy
power.330 In Continental Illinois National Bank & Trust Co. v. Chicago, Rock
Island & Pacific Railway Co. ,331 the Court upheld the provisions of section 77 of
the 1898 Act, permitting railroad reorganizations, as within the scope of the
Bankruptcy Clause.332 In the 1970s the Court again held that a railroad reorgani-

3 Id. at 281, quoted in Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 588 n.18 (1935).
321 Act of June 22, 1874, ch. 390, § 17, 18 Stat. 178, 182-84 (repealed 1878); see supra notes 133-40

and accompanying text (discussing composition provisions of 1867 Act).
I In re Reiman, 20 F. Cas. 490, 496 (S.D.N.Y. 1874) (No. 11,673) (stating subject of bankruptcy

cannot properly be defined as "anything less than the subject of the relations between an insolvent or
non-paying or fraudulent debtor, and his creditors, extending to his and their relief."). The Supreme Court
has often quoted this statement with approval. See Wright v. Union Cent. Life Ins. Co., 304 U.S. 502,
513-514 (1938); Continental Illinois Nat'l Bank & Trust Co. v. Chicago, Rock Island & Pacific Ry. Co.,
294 U.S. 648, 672-73 (1935).

Wilmot v. Mudge, 103 U.S. 217 (1881) (holding debt based on fraud could not be discharged in
composition when defrauded creditor did not assent).

" In the two cases in which the Court struck down bankruptcy legislation, it did not do so on the
ground that the legislation exceeded the scope of the bankruptcy power, but rather that the exercise of the
bankruptcy power had to yield to other constitutional demands. See Ashton v. Cameron County Water
Improvement Dist., 298 U.S. 513, 531 (1936) (discussing state sovereignty); Louisville Joint Stock Land
Bank v. Radford, 295 U.S. 555, 589-93 (1935) (discussing Fifth Amendment).

33 294 U.S. 648 (1935).
332 Id. at 675.
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zation law fell within the subject of bankruptcies.333 Today, virtually any law that
readjusts the respective rights between creditors and a financially distressed debtor
falls within the "subject of bankruptcies." Indeed, according to the Supreme Court,
the bankruptcy power encompasses the "subject of the relations between an
insolvent or nonpaying or fraudulent debtor and his creditors, extending to his and
their relief."3

B. Uniformity

A second major constitutional bankruptcy issue is whether a given law is a
"uniform" law within the meaning of the Bankruptcy Clause. "Uniformity" is
problematic in the bankruptcy context because: (i) most laws governing the
substance of relationships between debtor and creditors are state laws; (ii) these
state laws are incorporated into and applied in the federal Bankruptcy Code; and
(iii) these state laws are not necessarily uniform. Since debtors and creditors in
similar factual situations will often receive different treatment in bankruptcy from
state to state, one might conclude that constitutional uniformity is not achieved by
the bankruptcy law. This type of uniformity (or lack thereof) has been described
by the Supreme Court as "personal" uniformity."' For example, a debtor in
California might be liable in bankruptcy on a claim for breach of a cohabitation
agreement, while a Vermont debtor might not be liable on such a claim on identical
facts. A debtor in Florida may be able to exempt a palatial homestead, while a
Pennsylvania debtor may be entitled to almost no homestead exemption. Does this
destroy bankruptcy uniformity?

Perhaps somewhat surprisingly, the short answer is no.336 According to a
landmark 1902 Supreme Court decision, Hanover National Bank v. Moyses,337 all
the Constitution requires is "geographical" uniformity, rather than personal
uniformity.33 In Moyses, the Court upheld the incorporation of state exemption
laws in the 1898 Bankruptcy Act. Geographical uniformity in this context, the
Court observed, was satisfied "when the trustee takes in each state whatever would

... Blanchette v. Connecticut General Ins. Corp. (Regional Rail Reorganization Act Cases), 419 U.S.
102 (1974).

" Wright v. Union Cent. Life Ins. Co., 304 U.S. 502, 513-14 (1938) (citing In re Reiman, 20 F. Cas.
490 (No. 11,673) (S.D.N.Y. 1874)).

5 Hanover Nat'l Bank v. Moyses, 186 U.S. 181, 188 (1902).
3 See Judith S. Koffler, The Bankruptcy Clause and Exemption Laws: A Reexamination of the Doctrine

of Geographic Uniformity, 58 N.Y.U. L. REV. 22 (1983). The answer is surprising in part because
"uniformity" is given a much narrower meaning when applied to other constitutional powers, such as natural-
ization and taxation. Id. at 38-40.

337 186 U.S. 181 (1902).

" Id. at 188. Although the Court later explained the difference between personal and geographic
uniformity, id. at 190, it did not explain its choice of labels for the two different aspects of uniformity.
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have been available to the creditor if the bankrupt law had not been passed. 3 39

Thus, a bankruptcy law is "uniform" when (i) the substantive law applied in a
bankruptcy case conforms to that applied outside of bankruptcy under state law; (ii)
the same law is applied to all debtors within a state and to their creditors; and (iii)
Congress uniformly delegates to the states the power to fix those laws. The fact
that debtors and creditors in different states may receive different treatment does not
render the law unconstitutional.

In 1918, the Court reaffirmed the Moyses principle in a case involving the use
of state fraudulent conveyance laws in bankruptcy. 4° More recently, lower courts
have followed Moyses in upholding the exemption provisions of the 1978
Bankruptcy Code against uniformity challenges. 3" The Supreme Court has not
addressed the issue. The Court continues to affirm, however, that "[T]he
uniformity requirement is not a straitjacket that forbids Congress to distinguish
among classes of debtors, nor does it prohibit Congress from recognizing that state
laws do not treat commercial transactions in a uniform manner. ,342

A uniformity issue is also presented when Congress passes a bankruptcy law
that is not available to all debtors across the country. Private bankruptcy laws for
particular debtors are not permitted. In recent years the Supreme Court has twice
confronted this problem with regard to special railroad legislation. In Blanchette
v. Connecticut General Insurance Corp. (The Regional Rail Reorganization Act
Cases),3 the Court upheld the Regional Rail Reorganization Act even though the
law was restricted in its application to the railroads of a single geographic region.
The saving grace in the law stemmed from the reality that all of the railroads then
operating under the bankruptcy laws were in that region; even if the statute had
been drafted to be of general applicability, its operation and effect would have been
unchanged.' According to the Court in Railway Labor Executives' Association
v. Gibbons, 5 however, Congress did overreach its authority in passing a private
bankruptcy law that affected only the employees of the Rock Island Railroad.'

C. Preemption

The third major concern raised by the Bankruptcy Clause is preemption. In the
bankruptcy context, there are two basic types of preemption issues. The first issue
is the more global question of whether a state insolvency law is a "bankruptcy" law

"" Id. at 190. The Court went on to note: "The general operation of the law is uniform although it may
result in certain particulars differently in different states." Id.

34 Stellwagen v. Clum, 245 U.S. 605, 613 (1918).
3' See, e.g., In re Sullivan, 680 F.2d 1131 (7th Cir.), cert. denied, 459 U.S. 992 (1982).
342 Railway Labor Executives' Ass'n v. Gibbons, 455 U.S. 457, 469 (1982).

419 U.S. 102 (1974).
Id. at 159-60.

345 455 U.S. 457 (1982).
3 Id. at 470-71.
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and thus generally preempted by Congress's exercise of its power under the
Bankruptcy Clause. The second issue concerns whether a particular state statute
conflicts with some specific aspect of the federal bankruptcy law.

For much of the nineteenth century, Congress did not exercise the bankruptcy
power. Subject to the limitation that states may not impair the obligation of
contracts, 347 states were free to fill this vacuum with bankruptcy and insolvency
laws of their own. Many states did enact such bankruptcy laws. Since 1898,
however, a federal bankruptcy law has occupied the field. In 1929 in International
Shoe Co. v. Pinkus, the Supreme Court struck down an Arkansas insolvency
law that forced creditors to stipulate to the debtor's discharge in order to share in
the distribution of the debtor's property. In sweeping language, the Court held that
states were precluded from enacting competing bankruptcy legislation.' 9

Although state laws governing assignments for the benefit of creditors are
permitted, such laws may not provide for a discharge of debts because discharge
is a feature of bankruptcy law."

Preemption questions occasionally arise regarding whether specific state
legislation might conflict with the federal scheme spelled out in the Bankruptcy
Code. The form of analysis here is not peculiar to the bankruptcy field, but follows
standard constitutional preemption doctrine. Under the Supremacy Clause, of
course, federal law controls in the event of conflict. Nevertheless, resolution of the
issue can be tricky in bankruptcy. One problem concerns the widespread use of
state laws in bankruptcy cases. For example, Congress has authorized the states to
pass exemption laws that will be available to bankruptcy debtors .35  State
exemption laws are therefore not preempted in their entirety. In some particulars,
however, a state's exemption law may conflict with the federal scheme, and to that

3 U.S. CONST. art. I, § 10, cl. 1.
278 U.S. 261 (1929).

9 Id. at 265-66.
The power of Congress to establish uniform laws on the subject of bankruptcies is paramount..
. In respect of bankruptcies the intention of Congress is plain. The national purpose to establish

uniformity necessarily excludes state regulation. It is apparent ... that intolerable inconsistencies
and confusion would result if that [Arkansas] insolvency law be given effect while the national
[Bankruptcy] Act is in force. Congress did not intend to give insolvent debtors seeking discharge,
or their creditors seeking to collect claims, choice between the relief provided by the Bankruptcy
Act and that specified in state insolvency laws .... It is clear that the provisions of the Arkansas
law governing the distribution of property of insolvents for the payment of their debts and
providing for their discharge . . . are within the field entered by Congress when it passed the
Bankruptcy Act, and therefore such provisions must be held to have been superseded.

Id.
35D Id. at 268.
311 11 U.S.C. § 522(b) (1988), as amended by Bankruptcy Reform Act of 1994, 11 U.S.C.A. § 522(b)

(West Supp 1995).
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extent may be preempted.352

Another problem arises in defining the scope of the federal interest and the
extent of state interference in cases of indirect conflict. Perhaps the best-known
example is the Supreme Court's decision in Perez v. Campbell,353 holding that an
Arizona driver's responsibility statute was invalid under the Supremacy Clause as
conflicting with the federal fresh start policy manifested in the bankruptcy
discharge." 4 The offending law required suspension of a debtor's driver's license
as long as a judgment arising out of the operation of a motor vehicle remained
unsatisfied, even if that debtor obtained a discharge of the debt in bankruptcy. Yet,
cases after Perez have upheld other state driver's responsibility laws as applied
against bankruptcy debtors when those laws interfered less directly with the federal
scheme.355 Drawing the line is not easy.

D. Relationship of Bankruptcy Clause to Other Constitutional Provisions

A final type of constitutional issue is whether Congress's exercise of its
Bankruptcy Clause powers in a particular instance conflicts with other provisions
of the Constitution. The Supreme Court has held that the reach of the Bankruptcy
Clause is limited by other constitutional provisions, such as the Fifth Amendment,
the Seventh Amendment, and Article III. In each instance, defining the appropriate
constitutional accommodation has proved to be an elusive task.

The Fifth Amendment prohibitions against the taking of private property without
just compensation and without due process of law limit the Bankruptcy Clause. In
Louisville Joint Stock Land Bank v. Radford,356 the Supreme Court struck down
the Frazier-Lemke Act-a Depression era bankruptcy law designed to alleviate the
plight of farmers--on the ground that it deprived mortgagees of their collateral
without just compensation.357 Yet, just two years later, the Court upheld a very
slightly revised version of the invalidated law in Wright v. Vinton Branch.358 The
very next year the Court again read narrowly the Fifth Amendment limitation on
the Bankruptcy Clause in Wright v. Union Central Life Insurance Co.

359 In 1982,

11 For example, the Code permits the avoidance of certain liens that impair exemptions. States thus may
not define exemptions so as to preclude lien avoidance. 11 U.S.C. § 522(0 (1988), as amended by
Bankruptcy Reform Act of 1994, 11 U.S.C.A. § 522(0 (West Supp. 1995).

15' 402 U.S. 637 (1971).
3M Id. at 656.
3SS E.g., Duffey v. Dollison, 734 F.2d 265, 273 (6th Cir. 1984) (upholding statute requiring drivers,

who failed to satisfy judgements against them from operation of motor vehicle, to purchase insurance or post
surety bond as a condition of restoration of driving privileges, even where judgement is stayed or judgement
debt discharged in bankruptcy).

3- 295 U.S. 555 (1935).
3" Id. at 560-61.
- 300 U.S. 440, 457 (1937).
3- 304 U.S. 502 (1938).
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however, the Supreme Court in United States v. Security Industrial Bank"
squelched any speculation that it had abandoned Radford, citing that decision with
approval for the proposition that the Fifth Amendment limits the bankruptcy
power.16' To avoid a constitutional problem, the Court construed the lien
avoidance provisions in section 522(f) of the Code as only applying prospective-
ly.

362

The Seventh Amendment preserves the right to a trial by jury in suits at
common law as that right existed at the time the Constitution was ratified. In 1966,
the Supreme Court in Katchen v. Landy,363 cast doubt on whether Seventh
Amendment guarantees apply in bankruptcy. In 1989, the Supreme Court removed
the doubts when it held in Granfinanciera, S. A. v. Nordberg36 that a trustee's
suit to recover a fraudulent conveyance in bankruptcy was subject to the defendant's
right to trial by jury.36 The next year, the Court in Langenkamp v. Culp3"
concluded that both Katchen and Granfinanciera were still good law, holding that
a creditor has a jury trial right when sued for a preference (under Granfinanciera),
but that the creditor lost that right when it filed a claim against the estate (under
Katchen).

The Court in Granfinanciera expressly left open the question whether a non-
Article III bankruptcy judge could preside over a constitutionally mandated jury
trial. 367 The concern is whether doing so constitutes an exercise of "the essential
attributes of judicial power," which the Court in Marathon Pipe Line and in
Granfinanciera had suggested could only be done by an Article III court in the
federal system. Prior to 1994 most courts of appeals dodged the difficult
constitutional question by ruling that bankruptcy courts did not have the statutory
authority to preside over a jury trial.3 6  Although the Court initially granted
certiorari on the question in the case of Ben Cooper, Inc. v. Insurance Co. of
Pennsylvania, (In re Ben Cooper, Inc.) out of the Second Circuit, it remanded on

459 U.S. 70 (1982).
' Id. at 75.

3 Id. at 78-82. The Court's decision was criticized in James S. Rogers, The Impairment of Secured
Creditors' Rights in Reorganization: A Study of the Relationship Between the Fifth Amendment and the
Bankruptcy Clause, 96 HARv. L. REV. 973 (1983).

382 U.S. 323, 336-37 (1966) (creditor sued for recovery of preference did not have jury trial right
when creditor filed claim against the estate). The Court explained that because the dispute over the creditor's
claim could not be adjudicated without first determining whether a voidable preference existed, the
preference issue would be adjudicated within a claims proceeding which is equitable in nature, and thus no
right to a jury trial attached. Id.

3- 492 U.S. 33 (1989).
16 Id. at 61.

498 U.S. 42 (1990).
37 492 U.S. at 64.
1 E.g., In re Grabill Corp., 967 F.2d 1152, 1158 (7th Cir. 1992).
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an unrelated procedural issue and then refused to grant certiorari again.369 In the
Bankruptcy Reform Act of 1994, Congress has forced the courts to reach the
constitutional question by conferring on bankruptcy judges express statutory
authority to conduct jury trials.37 However, the party consent provision in that
law probably solves any constitutional infirmity.

Although all of the foregoing constitutional decisions have been significant, each
pales next to the Supreme Court's 1982 decision in Northern Pipeline Construction
Co. v. Marathon Pipe Line Co.37' that the bankruptcy jurisdictional and court
system instituted in the 1978 Act unconstitutionally violated Article III. The Court
concluded that bankruptcy judges, who did not enjoy the Article III guarantees of
life tenure and protection against diminution in salary, could not exercise the
judicial power of the United States to the extent authorized by the 1978 Act.372

The Supreme Court has not passed on the constitutionality, under Article III, of the
court system as revised by the 1984 amendments.

CONCLUSION

The Chinese have a saying, "May you live in interesting times." For those
connected with bankruptcy law and practice, the concluding years of the second
millennium promise to be interesting times. The Bankruptcy Review Commission
is due to report its findings in 1997, which will surely prompt a further spate of
legislative activity. Bankruptcy has become a central feature in our society,
touching the lives of almost everyone. This Article has taken a look at the path we
have traveled over the past 450 years. Perhaps some knowledge of where we have
been will help us make an informed choice of which road to take in the years
ahead.

896 F.2d 1394 (2d Cir.), cert. granted, 497 U.S. 1023, vacated and remanded, 498 U.S. 964 (1990),
decision on remand, 924 F.2d 36 (2d Cir.), cert. denied, 500 U.S. 928 (1991). The Second Circuit was the
only circuit court to hold that bankruptcy judges had the statutory and constitutional authority to conduct a
jury trial.

31 Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, § 112, 108 Stat. 4106 (1994).
371 458 U.S. 50 (1982).
372 Id. at 87.
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UNITED STATES BANKRUPTCY COURT 
SOUTHERN DISTRICT OF TEXAS 

CORPUS CHRISTI DIVISION 

In re: §  
 §  
SCOTIA DEVELOPMENT LLC, § Case No.  07-20027-C-11 
 § Jointly Administered 
  Debtor. § (Chapter 11) 

 
SCOTIA PACIFIC COMPANY LLC’S MOTION FOR AN ORDER COMPELLING THE 

AD HOC COMMITTEE TO FULLY COMPLY WITH BANKRUPTCY RULE 2019(A) 
BY FILING A COMPLETE AND PROPER VERIFIED STATEMENT DISCLOSING ITS 

MEMBERSHIP AND THEIR INTERESTS 

A HEARING WILL BE CONDUCTED ON THIS MATTER ON APRIL 10, 
2007 AT 11:00 A.M. BEFORE THE HONORABLE RICHARD S. 
SCHMIDT, 1133 NORTH SHORELINE, 2ND FLOOR, CORPUS CHRISTI, 
TEXAS 78471.  IF YOU OBJECT TO THE RELIEF REQUESTED, YOU 
MUST RESPOND IN WRITING SPECIFICALLY ANSWERING EACH 
PARAGRAPH OF THIS PLEADING.  YOU MUST FILE YOUR 
RESPONSE WITH THE CLERK OF THE BANKRUPTCY COURT 
WITHIN TWENTY-THREE DAYS FROM THE DATE YOU WERE 
SERVED WITH THIS PLEADING UNLESS YOU DID NOT RECEIVE 
THIS NOTICE IN TIME TO DO SO.  IN THAT SITUATION, FILE YOUR 
RESPONSE AS SOON AS POSSIBLE.  IN ADDITION TO FILING YOUR 
RESPONSE WITH THE CLERK, YOU MUST GIVE A COPY OF YOUR 
RESPONSE TO THE PERSON WHO SENT YOU THE NOTICE; 
OTHERWISE, THE COURT MAY TREAT THE PLEADING AS 
UNOPPOSED AND GRANT THE RELIEF REQUESTED. 

Scotia Pacific Company LLC (“Scopac”) files its Motion for an order compelling the Ad 

Hoc Committee of Noteholders (the “Ad Hoc Committee”) to file a verified statement complying 

fully with the requirements of Bankruptcy Rule 2019(a) (the “Motion”).  In support of this 

Motion, Scopac respectfully states as follows: 

I. 
THE AD HOC COMMITTEE THREATENS SCOPAC'S REORGANIZATION 

WHILE HIDING BEHIND A VEIL OF SECRECY. 

1. Scopac has come to this Court to reorganize its business.  Throughout the eight 

weeks this case has been pending, however, the Ad Hoc Committee has done its best to distract 
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Scopac by adopting an aggressive and improper posture – a posture manifested most recently by 

its filing of several pleadings on venue that focused not on the relevant law but on fanciful 

accusations regarding, and ad hominem attacks on, Scopac, Scopac’s management, the Pacific 

Lumber Company (“Palco”) (Scopac’s parent and co-debtor), and MAXXAM, Palco’s ultimate 

corporate parent.  Scopac has been forced to expend considerable time and resources in 

responding to the Ad Hoc Committee’s patently absurd pleadings and “hard line” positions on 

everything from the character of Scopac’s business to Scopac’s request for a financial advisor.1  

The Ad Hoc Committee has taken these positions while hiding behind a veil of secrecy that is 

patently contrary to the open disclosure policies underlying the Bankruptcy Code and the express 

provisions of Bankruptcy Rule 2019(a). 

2. Thus, the Ad Hoc Committee has, to date, failed to disclose to Scopac, the Court, 

or any other interested party, crucial information required by the Bankruptcy Rules, including the 

composition of the ad hoc committee, the interests each committee member holds and at what 

price such interests were acquired.  The Ad Hoc Committee’s decision to keep such information 

shrouded in mystery both violates the clear and express provisions of Federal Rule of 

Bankruptcy Procedure 2019 (“Rule 2019”) and creates an unnecessary and improper risk of 

overreaching and unfairness in Scopac's reorganization process.  Accordingly, Scopac 

respectfully requests that the Court issue an order compelling the Ad Hoc Committee to file a 

verified statement in accordance with the requirements of Rule 2019(a).  Scopac also respectfully 

                                                 

 1 Nor does the Ad Hoc Committee stop at filing its pleadings with scurrilous, baseless, and 
personal accusations; in addition, its counsel continually seeks to try this case in the press.  
Moreover, counsel for the Ad Hoc Committee is demanding that the estate bear the cost of 
these attacks. 
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requests that unless and until the Ad Hoc Committee files an adequate verified statement under 

Rule 2019, this Court refuse to further hear the Ad Hoc Committee in connection with this case. 

II. 
JURISDICTION AND VENUE 

3. This Court has jurisdiction to consider this Motion pursuant to 28 U.S.C. §§ 157 

and 1334.  Consideration of this Motion is a core proceeding pursuant to 28 U.S.C. § 157(b)(2).  

Venue of this proceeding is proper in this district pursuant to 28 U.S.C. §§ 1408 and 1409. 

III. 
BACKGROUND 

4. On January 18, 2007 (the “Petition Date”), Scopac filed a voluntary petition for 

relief under chapter 11 of title 11 of the United States Code, Sections 101 et seq., as amended 

(the “Bankruptcy Code”).  Scopac’s bankruptcy case is being jointly administered under Case 

No. 07-20027. 

5. Scopac continues to operate its business and manage its properties as a debtor in 

possession pursuant to Sections 1107 and 1108 of the Bankruptcy Code.   

6. No trustee or examiner has been appointed in Scopac’s bankruptcy case.  

7. Scopac owns approximately 200,000 acres of timberland (the “Scopac 

Timberlands”) and has the exclusive rights to harvest timber on 12,200 additional acres of 

timberland (the “Scopac Timber Rights” and, together with the Scopac Timberlands, the “Scopac 

Timber”) owned by Palco.  Scopac’s business is to manage every stage of the lives of the trees 

on the Scopac Timber, to negotiate a Byzantine regulatory process to obtain approval for the 

harvest of those trees, and to sell standing timber for harvest, usually to Palco pursuant to the 

terms of certain agreements between Palco and Scopac and sometimes to other third parties.   
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A. The Timber Notes. 

8. Scopac is a party to the indenture dated July 20, 1998 (as amended from time to 

time, the “Indenture”), by and between Scopac and The Bank of New York, as successor trustee 

(the “Indenture Trustee”), pursuant to which Scopac issued $867.2 million in aggregate principal 

amount of Timber Notes, which were issued in three classes:  6.55% Series B Class A-1 Timber 

Collateralized Notes due 2028 (the “Class A-1 Notes”), 7.11% Series B Class A-2 Timber 

Collateralized Notes due 2028 (the “Class A-2 Notes”) and 7.71% Series B Class A-3 Timber 

Collateralized Notes due 2028 (the “Class A-3 Notes,” together with the Class A-1 Notes and the 

Class A-2 Notes, the “Timber Notes”).  The Timber Notes are due July 20, 2028 and are subject 

to prepayment out of funds that may become available for that purpose as provided in the 

Indenture.  Scopac’s annual interest payments on the Timber Notes are approximately $54 

million.  The Timber Notes are presently traded on the public market. 

9. The Timber Notes are senior secured obligations of Scopac and do not constitute 

obligations of, and are not guaranteed by, any other entity.  Interest and any principal is paid to 

the holders of the Timber Notes (the “Noteholders”) on a semi-annual basis, on January 20th and 

July 20th of each year (each, a “Note Payment Date”).   

B. The Ad Hoc Committee. 

10. The Ad Hoc Committee appeared in the above-captioned matter at the first day 

hearings held on January 19, 2007.  In short order, the Ad Hoc Committee began aggressively 

inserting itself into these cases.  In one day, for example, the Ad Hoc Committee launched three 

pleadings designed to halt Scopacs’s reorganization:  

• Motion for (A) Determination that Scotia Pacific Company LLC is a Single Asset 

Real Estate Debtor, and (B) Order Requiring that Scotia Pacific Company 
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Comply with the Requirements of Bankruptcy Code 362(d)(3) (the “SARE 

Motion”) (Dkt. no. 188); 

• Objection to Emergency Motion of Scotia Pacific Company LLC for an Order 

Granting Extension of Time for Filing Creditor List, Schedules and Statement of 

Financial Affairs (Dkt. no. 189); and 

• Objection to Scopac’s Continued Use of Cash Collateral (Dkt. no. 190).  

From that time forward, the Ad Hoc Committee has been extremely aggressive in its filing of 

additional motions, objections and responses, each one designed to distract from the true focus of 

these cases.   

11. For instance, in just the last seven weeks, the Ad Hoc Committee has filed: 

• On February 6, 2007, a (A) Limited Objection to Motion of California Resources 

Agency, Et Al., For Expedited Hearing on Motion to Transfer Venue, or (B) In 

the Alternative, Motion to Expedite Hearing on the Noteholder Committee’s 

Single Asset Real Estate Motion (Dkt. no. 202); 

• On February 6, 2007, an amended SARE Motion (Dkt. no. 212); 

• On February 13, 2007, a Supplemental Objection to Entry of Final Order 

Authorizing Scopac’s Use of Cash Collateral Pursuant to Section 363 of the 

Bankruptcy Code (Dkt. no. 264); 

• On February 14, 2007, an objection to Emergency Motion of Debtors the Pacific 

Lumber Company and Scotia Pacific Company LLC For Authority to Make 

Payment to One Another, As Critical Vendors, Of Specified Amounts For Pre 

Petition Period January 1-18, 2007, By Means Of Net Payment (After Setoff or 

Recoupment) From The Pacific Lumber Company To Scotia Pacific Company 
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LLC; And For Relief From Stay To Permit Such Setoff or Recoupment (Dkt. no. 

291); 

• On February 14, 2007, an objection to Scotia Pacific Company LLC's Application 

Pursuant to Sections 327(A), 328(A), and 1107 of the Bankruptcy Code for Order 

Authorizing the Retention of the Blackstone Group as Financial Advisor (Dkt. no. 

292); 

• On February 19, 2007, an objection to the Application of the Official Unsecured 

Creditors’ Committee for Order Approving Employment of Pachulski Stang Ziehl 

Young Jones & Weintraub LLP as Committee Counsel (Dkt. no. 323); 

• On February 23, 2007, a Motion to Continue Hearing on Scotia Pacific Company 

LLC’s Application to Retain and Employ the Blackstone Group L.P. as Financial 

Advisor Under Sections 327(A), 328(A), and 1107 (Dkt. no. 341); 

• On February 26, 2007, an Initial Response to Motions to Transfer Venue (Dkt. no. 

348); 

• On March 2, 2007, a Final Response in Support of Motions to Transfer Venue 

(Dkt. no. 381); 

• On March 2, 2007, an (A) Emergency Motion to Strike Scotia Pacific Company 

LLC’s Emergency Cash Collateral Motion and Accompanying Exhibits, (B) 

Objection to Same, and (C) Offer of DIP Financing (Dkt. no. 383);  

• On March 5, 2007, an Emergency Motion to Set Concurrent Hearing On 

Noteholder Committee’s (A) Emergency Motion to Strike Scotia Pacific 

Company LLC’s Emergency Cash Collateral Motion and Accompanying 
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Exhibits, (B) Objection to Same, and (C) Proffer of DIP Financing (Dkt. no. 399); 

and  

• On March 5, 2007, a Joinder in Motions to Transfer Venue (Dkt. no. 410).   

12. On February 13, 2007, in a purported attempt to comply with Bankruptcy Rule 

2019, the Ad Hoc Committee filed a Verified Statement of Bingham McCutchen LLP and 

Gardere Wynne Sewell LLP Pursuant to Bankruptcy Rule 2019 in connection with its 

representation of the Ad Hoc Committee (the “2019 Statement”).  (Dkt. no. 265.)  The 2019 

Statement clarifies that Bingham and Gardere represent “an ad hoc committee of holders of” the 

Timber Notes.  2019 Statement at 1.  The 2019 Statement states that the Ad Hoc Committee 

consists of multiple note holders: 

The current members of the [Ad Hoc] Committee include:  Angelo, Gordon & 
Co. L.P., on behalf of certain managed accounts and funds; Avenue Investments, 
L.P.; Avenue International, Ltd.; Avenue Special Situations Fund III, L.P.; 
Avenue-CDP Global Opportunities Fund, L.P. US; Avenue Special Situations 
Fund IV, L.P.; Banc of America Securities, Inc.; Camulos Master Fund LP; 
CarVal Investors LLC; Citigroup Global Markets Inc.; CSG Investments, Inc; 
Deutsche Bank Securities, Inc.; D.E. Shaw Laminar Portfolios, L.L.C.; Davidson 
Kempner Capital Management LLC, on behalf of certain affiliated investment 
funds; Gruss & Co., funds managed by GSO Capital Partners LP; Intermarket 
Corp.; J.P. Morgan Securities Inc.; Lehman Brothers Inc.; Murray Capital 
Management (on behalf of certain managed accounts and funds); Northeast 
Investors Trust; Par IV Capital; Phoenix Investment Partners; Plainfield Special 
Situations Master Fund Limited; QDRF Master Ltd; QVT Financial LP; 
RockView Capital; and TCW Credit Mortgage.   

2019 Statement at 2, n.1.  According to 2019 Statement, “the aggregate holdings … of the active 

members of the [Ad Hoc] Committee amount to more than 90% of the principal amount 

outstanding under the Indenture.”  2019 Statement at 2.  Notably absent from the 2019 Statement 

are (i) any indication of each of the Committee members’ relative holdings of the Timber Notes; 

(ii) the time period when each committee member obtained its interest; (iii) how such interest 

was obtained and (iv) the price paid for its note or notes by each committee member -- all items 
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of information specifically required by Rule 2019.  Notwithstanding the Ad Hoc Committee’s 

representation that it represents “90%” of the amount outstanding under the Timber Notes, the 

Ad Hoc Committee has at various times stated to this Court that it represents between 97% and 

99% of the amounts outstanding.  The Ad Hoc Committee has not, as of yet, revised the 2019 

Statement to reflect any increases in its position. 

IV. 
THE AD HOC COMMITTEE MUST COMPLY WITH ITS DISCLOSURE 

OBLIGATIONS UNDER BANKRUPTCY RULE 2019(A) 

13. Rule 2019(a) is clear.  It requires “every entity or committee … representing more 

than one creditor or equity security holder” to “file a verified statement setting forth” the 

following: 

(1) the name and address of the creditor or equity security holder;  

(2) the name and amount of the claim or interest and the time of acquisition thereof 
unless it is alleged to have been acquired more than one year prior to the filing of the 
petition;  

(3) … in the case of a committee, the name or names of the entity or entities at whose 
instance, directly or indirectly, the employment was arranged or the committee was 
organized or agreed to act; and 

(4) with reference to the time of … the organization or formation of the committee … the 
amounts of claims or interests owned by … the members of the committee … the times 
when acquired, the amounts paid therefor, and any sales or other dispositions thereof. 

Fed. R. Bankr. P. 2019(a)(emphasis added). 

14. Rule 2019(a) further provides that "[t]he statement shall include a copy of the 

instrument, if any, whereby the … committee … is empowered to act on behalf of the creditors 

…”  Fed. R. Bankr. P. 2019(a). 

15. Pursuant to Rule 2019(a), any entity or committee representing more than one 

creditor or equity security holder, such as the Ad Hoc Committee which admittedly represents a 

committee of numerous note holders, must file a verified statement setting forth the information 
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required by that rule.  See Fed. R. Bankr. P. 2019(a) (excepting committees appointed pursuant 

to sections 1102 or 1113 of the Bankruptcy Code, but not other committees); 9 L. King, et al,, 

Collier on Bankruptcy ¶ 2019.02 (15th ed. rev. 2006) (“Any … unofficial committee must 

comply with Rule 2019 by its terms.”) (quoted in In re Oklahoma P.A.C. First Ltd. P’Ship, 122 

B.R. 387, 391 (Bankr. D. Ariz. 1990)).  That verified statement must include “the amounts of 

claims or interests owned by the members of the committee, the times when acquired, the 

amounts paid therefor, and any sales or other dispositions thereof.”  In re Northwest Airlines 

Corp., Case No. 05-17930, 2007 Bankr. LEXIS 557, at *4 (Bankr. S.D.N.Y. Feb. 26, 2007) 

(quoting Rule 2019(a) and holding that an ad hoc committee has an obligation to supplement a 

defective Rule 2019 statement).   

16. Despite Rule 2019’s clear requirements for detailed information, the only 

responsive information the Ad Hoc Committee provided in its 2019 Statement was a list of 

current members and the vague statement that, “[b]ased upon information provided to [Ad Hoc 

Committee counsel], the aggregate holdings (on their own behalf or as advisors) of the active 

members of the [Ad Hoc] Committee amount to more than 90% of the principal amount 

outstanding under the Indenture.”  2019 Statement at 2 & n.1.  The Ad Hoc Committee’s Rule 

2019 Statement thus “is insufficient on its face” and must be supplemented.  In re Northwest 

Airlines Corp., 2007 Bankr. LEXIS, at *4.   

17. The bankruptcy court overseeing the Northwest Airlines chapter 11 case recently 

heard a similar issue.  See id.  In Northwest Airlines, an ad hoc committee of equity holders had 

taken an active role in the case.  The committee, however, filed a very sparse 2019 statement, 

similar to the statement filed in this case.  The court held that “[b]y its plain terms, [Rule 2019] 

requires disclosure of ‘the amounts of claims or interests owned by the members of the 
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committee, the times when acquired, the amounts paid therefor, and any sales or dispositions 

thereof.’”  Id. at *5.  The court noted that “[b]y appearing as a ‘committee’ … the members 

purport to speak for a group and implicitly ask the court…to give their positions a degree of 

credibility….”  Id. at *7.  As a result of a committee’s position in a bankruptcy case and the 

history of Rule 2019,2 the court held that the “Rule is long-standing and there is no basis for 

failure to apply it as written.”  Id. at *10.  The rule thus recognizes that if a committee seeks to 

play an active, important role in the debtor’s reorganization, it must first, in all fairness, simply 

disclose to that debtor, the Court, and all other interested parties, details regarding its 

constituents and their interests.  The policies behind Rule 2019, like the plain language of the 

rule itself, thus require that the Ad Hoc Committee set forth in full the information required by 

Rule 2019.  Further, the need for the Ad Hoc Committee to fully comply with Rule 2019 is 

particularly critical in this case given the Ad Hoc Committee’s overly aggressive behavior, 

repeated baseless filings, and unwillingness to compromise – tactics and strategies that are 

diverting Scopac’s attention away from and, therefore, delaying the successful reorganization of 

its business.  The Ad Hoc Committee is thus in a position to “play an important role in [this] 

reorganization case[.]”  Id. at 5.  Yet to date, rather than exercise its power and authority to help 

facilitate the reorganization, the Ad Hoc Committee’s actions have only unnecessarily and 

improperly hindered and delayed it.   

                                                 

 2 The predecessor to Rule 2019, Rule 10-211 was adopted (and retained as Rule 2019) in direct 
response to a study on “perceived abuses by unofficial committees in … corporate 
reorganizations … in order to help foster [through mandatory disclosure provisions] fair and 
equitable plans free from deception and overreaching.”  Id. at *9 (quoting 13A King et al., 
Collier on Bankruptcy, ¶ 10-211.04 (14th ed. 1976).   
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18. Moreover, unless and until the Ad Hoc Committee complies with its disclosure 

obligations under Rule 2019(a), it should not be heard further in this case.  Fed. R. Bankr. P. 

2019(b).  Such relief is specifically provided by Federal Rule of Bankruptcy Procedure 2019(b), 

which states that where, as here, a committee has not complied with its Rule 2019(a) disclosure 

obligations, the Court may “refuse to permit that … committee ... to be heard further … in the 

case” and “hold invalid any authority, acceptance, rejection, or objection given, procured, or 

received” by that committee.  Accordingly, Scopac seeks an order (a) compelling the Ad Hoc 

Committee to file a verified statement pursuant to Rule 2019(a) setting forth all the information 

required by that rule, and (b) stating that the Court will refuse to further hear the Ad Hoc 

Committee unless and until it files an adequate verified Rule 2019 statement.    
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WHEREFORE, Scopac requests entry of an order (1) compelling the Ad Hoc Committee 

to file a verified statement pursuant to Bankruptcy Rule 2019(a), (2) stating that the Court will 

refuse to further hear the Ad Hoc Committee unless and until it files an adequate verified Rule 

2019 statement; and (3) granting any other relief this Court deems just and proper.   

Respectfully submitted this 16th day of March 2007. 

 
/s/       
Kathryn A. Coleman 
California State Bar No. 110937 
Eric J. Fromme 
California State Bar No. 193517 
Robert K. Dakis 
Lise J. Johnson 
Gibson, Dunn & Crutcher LLP 
200 Park Avenue 
New York, NY 10166 
Telephone: 212.351.4000 
Facsimile: 212.351.3889 
kcoleman@gibsondunn.com 
efromme@gibsondunn.com 
 
-and- 

 
John F. Higgins 
State Bar No. 09597500 
James Matthew Vaughn 
State Bar No. 24028088 
Joshua W. Wolfshohl 
State Bar No. 24038592 
PORTER & HEDGES, L.L.P. 
1000 Main Street, 36th Floor 
Houston, TX  77002 
Telephone: 713.226.6000 
Facsimile: 713.226.6248 
jhiggins@porterhedges.com 
mvaughn@porterhedges.com 
 
BANKRUPTCY COUNSEL TO SCOTIA 
PACIFIC COMPANY, LLC 
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it was an "agent" of the individual class members with "fiduciary duties" to class). See also 8

COLLIER ON BANKRUPTCY, ~ 2019.03,2019-3 to 2019-5 (15th ed. 1989) ("Rule 2019 covers

entities which act in a fiduciary capacity but which are not otherwise subject to the control of

the court. ") (emphasis added).

28. In sum, the plain meaning of the words used in Bankruptcy Rule 2019 compels

the conclusion that the rule does not apply to the Noteholder Group regardless of whether the

group colloquially refers to itself as the "Ad Hoc Group," the "Ad Hoc Committee," or the

"Noteholder Group."

D. The Origins of Bankruptcy Rule 2019 Confirm that the Noteholder Group Is Not a
"Committee" Within the Meaning of the Rule

29. When a "statute's language is plain," there is no reason to look behind the statute

to discern Congressional intent. United States v. Ron Pair Enterprise, 489 U.S. 235, 241 (1989).

This is even more of a truism when interpreting a rule promulgated by the Supreme Court itself.

See 28 U.S.c. § 2075 ("The Supreme Court shall have the power to prescribe by general rules ...

the practice and procedure in cases under title 11."). Nevertheless, a review of the origins of

Bankruptcy Rule 2019 also confirms that the rule is not intended to apply to non-representative

creditor groups.

30. Bankruptcy Rule 2019 can be traced to the post-Depression era and several

initiatives enacted to codify suggestions made in a report of the Securities Exchange

Commission (the "SEC Report").9 The self-stated purpose of the SEC Report was to deal with

the perceived harms caused by "protective committees" in the context of equity receiverships.

2 See Report on the Study And Investigation of the Work, Activities, Personnel and
Functions of Protective and Reorganization Committees (1937). A copy of certain excerpts of
the SEC Report is attached hereto as Exhibit E. The SEC Report was part of a larger set of
reports delivered to Congress in the wake of the Depression that suggested numerous changes to



31. "Protective committees" were privately formed committees that were often

organized by insider groups dominated by the debtor or its investment bank and institutional

investors who would solicit smaller investors to enter into a "deposit agreement" (or other

instrument, which was rarely arms-length) whereby the smaller investor would deposit their

securities and then the "committee" would negotiate with the debtor with little, if any,

participation by the smaller holders who the committee represented. See Charles Jordan Tabb,

The History of the Bankruptcy Laws in the United States, 3 Am. Bankr. Inst. L. Rev. 5, 30

(1995) (noting that the SEC Report involved "the investigation of protective and reorganization

committees" and that "the essential conclusion of the report was that public investors needed

protection from insiders in reorganization cases"); SEC Report at 586 (discussing deposit

agreements). The SEC Report described the "deposit agreement" as follows:

The deposit agreement has in many respects been the foundation of the control which
committees dominated by the inside group have been able to obtain over the security
holders. It is this agreement that has given the committees their unifYing quality....
[T]hese agreements bind the depositor to go along with the Committee through thick and
thin.

The "Conclusions and Recommendations" of the SEC Report advised (at 897):

It is essential that renewed emphasis be given to the fact that representatives of security
holders in reorganization occupy a fiduciary position .... The use of deposit agreements
as means of preserving or obtaining arbitrary and exclusive control over security holders
should not be permitted.

32. Justice William O. Douglas, who served as the Chairman ofthe SEC that oversaw

the SEC Report, echoed this concern in his testimony before Congress urging adoption of the

SEC Report's recommendations:

There is at present the problem and the necessity of affording to the individual investors
of this country protection against a type of abuse and exploitation with which existing

the bankruptcy laws, enactment of the Trust Indenture Act and other changes to the federal
securities laws.



legislation cannot cope-the abuses on the part of protective committees in
reorganization....

[C]ommittees have been sponsored by the management of the debtor company or by the
investment bankers, not by security holders or their authorized representatives.... As a
consequence the debtors (which, in any realistic sense, means the corporate management)
together with the investment bankers for the corporation have been able to control the
effective formation and operation of protective committees. The individual investor has
had little choice but to throw in his lot with committees sanctioned and sponsored by
banker-management groups ....

I cannot emphasize too strongly that committee members are fiduciaries. As such they
owe exclusive loyalty to the class of investors that they represent. They owe that class
diligence, efficiency, and single minded devotion.12

33. Congress adopted the SEC Report's recommendation for legislation to combat the

evils of "protective committees" by adopting § 210 and § 211 of Chapter X of the Bankruptcy

Act, which subsequently were combined in the form of Rule 10-211 (under Chapter X), the text

of which is virtually identical to Bankruptcy Rule 2019.11

34. Further evidence of the "representative" concern regarding "protective

committees" can also be found in the Trust Indenture Act of 1939, which, like Rule 2019,

resulted from action to implement the SEC Report's recommendations to curtain abusive

12 Comments of William O. Douglas to Congress, attached hereto as Exhibit F (emphasis
added).

II See Chapter X, § 210 & Chapter X, Rule 10-211 ("Every person or committee
representing more than one creditor or stockholder, and every indenture trustee, shall file a
signed statement with the court setting forth (1) the names and addresses of such creditors or
stockholder; (2) the nature and amounts of their claims or stock and the time of acquisition
thereof unless they are alleged to have been acquired more than one year prior to the filing of the
petition; (3) a recital of the pertinent fact and circumstances in connection with the employment
of such person or indenture trustee, and, in the case of a committee, the name or names of the
person or persons at those instance, directly or indirectly, such employment was arranged or the
committee was organized or agreed to act; and (4) with reference to the time of the employment
of such person, or the organization or formation of such committee, or the appearance in the case
of any indenture trustee, a showing of the amounts of claims or stock owned by such person, the
members of such committee or such indenture trustee, the times when acquired, the amounts paid
therefor, and any sales or other disposition thereof.").



behavior by protective committees. the Trust Indenture Act prohibits any provision In an

indenture from impairing any individual bondholders' right to payment of principal and interest.

See 15 U.S.c. § 77ppp(b). This provision was specifically enacted to curtail so-called "majority

action clauses" in indentures that were used by "protective committees" to negotiate out-of-court

restructurings that were binding upon all bondholders. See In re Multicanal, 307 B.R. 386, 388

89 (Bankr. S.D.N.Y. 2004) ("One purpose of the [Trust Indenture Act] was to regulate and

reform prior practice whereby indentures contained provisions that permitted a group of

bondholders, often controlled by insiders, to agree to amendments to the indenture that affected

the rights of other holders -- so-called "majority" or "collective" action clauses."

35. Thus, the origins of Bankruptcy Rule 2019 confirm that the term "committee" is

focused on true committees that stand in a fiduciary and representative capacity and have the

ability to bind other creditors in the same class. Nothing in the history of the rule suggests that it

should apply to informal groups that gather for the purpose of sharing expenses and conveniently

speaking with one voice in a bankruptcy proceeding and do not purport to represent any party's

interest other than the individual interests of the members of such group. The essential concern

for the manipulation of small investors by a "committee" that purportedly represents their

interests is simply not present in such circumstances, let alone where, as here, the Noteholder

Group represents more than 95% of the principal amount of the securities at issue.

E. Northwest Airlines Was Wrongly Decided and Is Distinguishable in Any Event

36. Perhaps the best proof that Bankruptcy Rule 2019 means exactly what it says is

the fact that, prior to the Northwest Airlines slip opinions earlier this year, no published decision

in the 70 years that Rule 2019 (or its predecessor) has been on the books has ever ordered a non

fiduciary creditor group such as the Noteholder Group to make public disclosure of the

confidential and highly proprietary commercial information that Scopac demands here.



37. Northwest Airlines presented a situation of a group of shareholders holding only

27% of the debtor's outstanding stock that sought to negotiate improved treatment for

shareholders generally. See In re Northwest Airlines Corp., case no. 05-17930, slip op. (Bankr.

S.D.N.Y. Feb. 26, 2007), appeal pending ("Northwest f'), & In re Northwest Airlines Corp., case

no. 05-17930, slip op. (Bankr. S.D.N.Y. Mar. 9, 2007), appeal pending ("Northwest If'). In

Northwest I, the court concluded that the "Ad-hoc Committee of Equity Holders" was required to

file a Rule 2019 Statement because "the members purport to speak for a group and implicitly ask

the court and other parties to give t~eir positions a degree of credibility appropriate to a unified

group with large holdings." Slip op. at 5. In Northwest II, the court denied the ad hoc

committee's motion to file certain confidential and proprietary information under seal pursuant to

Bankruptcy Code § 107(b), because "Rule 2019 protects other members of the group -- here, the

shareholders -- and informs them where a committee is coming from by requiring full

disclosure." Slip op. at 7.

38. The Northwest decisions are wrongly decided because the court wrongly

interpreted the plain meaning of Bankruptcy Rule 2019. Moreover, it simply cannot be the case

that, as Scopac and the Northwest decisions assert, the test for whether any group of creditors is a

"committee" under Rule 2019 is whether a creditor group wishes to be "taken seriously" by the

bankruptcy court and colloquially calls itself a "committee." This logic suggests that creditors

who are not members of a creditor group do not deserve to be "taken seriously," a remarkable

proposition that would turn the bankruptcy world on its head. Every party-in-interest wants to be

considered seriously in bankruptcy. This logic also suggests that two Noteholders holding

$10,000,000 in claims who decide to call themselves a "committee" should be taken more

seriously than a group of Noteholders holding almost $700,000,000 in claims that decides to call



itself a "group." It is not the self-labeling that is important here, it is whether the group is a

"committee" as that term is used in Bankruptcy Rule 2019. The Noteholder Group / Ad Hoc

Committee, regardless of what it calls itself, is simply not a "committee" within the meaning of

Rule 2019.

39. In any event, the Northwest decisions are also plainly distinguishable.

40. First, the members of the Northwest group actively sought to be appointed as an

official committee of equity security holders in the case but were repeatedly turned down by the

United States Trustee and the Court. Thus, unlike the Noteholder Group, it can be argued that

the Northwest group effectively announced its desire to serve in a representative and fiduciary

capacity on behalfofother equity holders.

41. Second, the Northwest group held only 27% of the securities in question. This led

the court to be concerned that a group would appear to be representing an entire class of which

the group was only a small part: "other shareholders have a right to information as to Committee

member purchases and sales so that they can make an informed decision whether this Committee

will represent their interests or whether they should consider forming a more broadly based

committee of their own." Northwest II, slip op. at 7. Here, the Noteholder Group holds more

than 95% in outstanding principal amount of the Timber Notes. Even if the one or two

Noteholders not in the group had a concern, it would obviously be impossible for them to form a

"more broadly based" group of their own. In addition, they remain welcome to join the

Noteholder Group at any time should they feel a pressing need to have their particular

viewpoints included as part of group discussions.

42. Third, the Northwest case involves a much more complicated capital structure.

Members of the Northwest group admittedly "own a very significant amount of debt" in addition



to their equity interests, "a fact that might raise questions as to divided loyalties." ld. at 8. Here,

on the other hand, there are no divided loyalties and no secrets: the members of the Noteholder

Group own Timber Notes, nothing else.

43. Fourth, the Northwest group hoped to increase its leverage by seeking to

negotiate the recovery for the entire class of shareholders, even though the members of the

Northwest group did not even hold enough shares to block a plan, let alone the number of shares

necessary for class approval of a plan. Here, the members of the Noteholder Group are easily a

majority in number ofNoteholders and hold more than 95% in aggregate principal amount of the

Timber Notes. Their vote alone will be determinative of whether the class of Timber Notes

accepts or rejects a plan and they do not need (and do not want) the appearance of representing

others in order to give the group any additional voting power.

44. Fifth, Northwest Airlines asserts that it is insolvent, thus putting the ad hoc

shareholder group in the position of fighting for any recovery at all in the case. This fight would

inevitably be bolstered by the appearance that the group represented the entire class of

shareholders and, therefore, could deliver plan consents to a negotiated deal. Scopac, on the

other hand, has asserted from the beginning that it is solvent and, therefore, the Noteholders are

entitled to full recovery. As a result, the Noteholder Group does not need the appearance of

representing any larger constituency in order to negotiate an appropriate recovery for its

members.

45. Sixth, the Northwest court believed that disclosure would serve the important

public purpose of providing valuable information to the substantial majority of shareholders who

were not members of the ad hoc shareholder group. Here, there is no important public purpose

to be served. The members of the Noteholder Group already are the substantial majority of the



Noteholders (in both amount and number) and they do not want to know the individualized

details of each other's holdings.

46. Thus, neither the plain meaning of Bankruptcy Rule 2019, the history of Rule

2019 nor the Northwest decisions present any basis to consider the Noteholder Group a

"committee" within the meaning of the rule.

II. BANKRUPTCY RULE 2019 CANNOT BE USED AS A SWORD TO ABRIDGE
THE NOTEHOLDER GROUP'S SUBSTANTIVE RIGHTS UNDER THE
BANKRUPTCY CODE AND THE UNITED STATES CONSTITUTION

47. Scopac's 2019 Motion requests an order "stating that the Court will refuse to

further hear the Ad Hoc Committee unless and until it files an adequate verified Rule 2019

statement." 2019 Motion ~ 18. Even if the Court were to determine that the term "committee"

under Bankruptcy Rule 2019 somehow encompasses the Noteholder Group, Rule 2019 cannot be

applied in the manner that Scopac seeks.

48. To begin with, Bankruptcy Rule 1001 mandates that the Bankruptcy Rules "shall

be construed to secure the just, speedy, and inexpensive determination of every case and

proceeding." As discussed below, Scopac's 2019 Motion has been brought for a highly improper

purpose that would abridge several fundamental rights of the members of the Noteholder Group;

therefore, construing the rule as Scopac suggests would not be "just." Scopac's misuse of Rule

2019 has also impaired the "speedy and inexpensive" resolution of this case by diverting the

parties' attention from the essential business of reorganization. See In re Shank, 315 B.R. 799,

812 (Bankr. N.D. Ga. 2004) (citing Bankruptcy Rule 1001 to overrule debtor's objection that

claims should be denied because they did not provide information expressly required by

Bankruptcy Rule 3001 and stating that "[a] bankruptcy case imposes burdens on creditors.... But

that injury need not be compounded by imposing unnecessary costs on creditors who desire to
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IN THE UNITED STATES BANKRUPTCY COURT 
FOR THE DISTRICT OF DELAWARE 

 
      x 
      ) 
IN RE:      ) In Proceedings for a 
      ) Reorganization under 
Owens Corning, et al.    , ) Chapter 11 
      ) 
 Debtor.    ) Case No. 00-3837-JKF 
      x  
        
 

REVISED ORDER REQUIRING FILING OF STATEMENTS 
PURSUANT TO FED. R. BANKR. P. 2019 

 

  AND NOW, this ___22nd day of __October___________, 2004, it is 

ORDERED that the Amendatory Order Requiring Filing of Statements Pursuant to 

Fed.R.Bankr.P. 2019 entered on August 27, 2004 is hereby amended and replaced in full as 

follows: 

 Within 60 days from the date of this order, except with respect to a committee 

appointed pursuant to §1102 or §1114 of the Bankruptcy Code, any entity or committee 

representing more than one creditor or equity security holder and any indenture trustee that has 

entered an appearance, filed a claim, cast a ballot or taken any other affirmative action to 

participate in the Debtor’s bankruptcy case in any way shall file with the Clerk a statement (a 

“2019 Statement”) containing the information described below; 

 It is further ORDERED that, except with respect to a committee appointed 

pursuant to §1102 or §1114 of the Bankruptcy Code, any entity or committee that represents 

more than one creditor or equity security holder and any indenture trustee that enters an 

appearance, files a claim, casts a ballot or takes any other affirmative action to participate in the 

Debtor’s bankruptcy case in any way for the first time after the date of this Order shall, within 10 

days of such action, electronically file with the Clerk a 2019 Statement containing the 

information described below; 
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 It is further ORDERED that the docket entry of the statement that is filed shall 

state that Exhibits (as described below) have not been scanned into the docket but are available 

upon motion to and order of the Court.  The docket entry shall be in substantially the following 

format: 

 Verified Statement Pursuant to Fed.R.Bankr.P. 2019 filed by 
 ([INSERT FILING ENTITY’S NAME].  Exhibits have not been 
 scanned but may be accessed by parties who obtain Court order  
 authorizing access. 

 It is further ORDERED that exhibits required to be filed and listed below shall 

not be electronically filed but shall be submitted to the Clerk on compact disk (“CD”).  Two sets 

of CDs shall be submitted and shall be identified on their faces as “Set 1” and “Set 2” and shall 

note the name, address, and telephone number of the attorney submitting the disks. 

 It is further ORDERED that the 2019 Statement shall be a verified statement 

identifying the name and address of the entity filing such statement and that includes the 

following exhibits: 

 1.  A blank, but unredacted, exemplar or an actual copy, of each form of 

agreement or instrument, if any, whereby such entity is empowered to act on behalf of creditors 

or equity security holders in this case; 

 2.  An Excel spreadsheet in electronic format in substantially the form attached 

hereto as Exhibit A containing the following data: 

      a.  name of each creditor or equity security holder represented by the entity 

filing the 2019 Statement; 

      b.  the personal address of each such creditor or equity security holder; 

      c.  reserved space for the social security number or other identifier as may be 

required by a further order of the Court; 

      d.  identification of the form of exemplar referenced in item #1 above executed 

by the creditor or equity security holder, and the date such agreement was executed; 
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      e.  the amount of the claim of any creditor if liquidated, and for unliquidated 

claims, an indication that such claims are unliquidated; 

      f.  the date of acquisition of the creditor’s claim unless such claim was 

acquired beyond one year prior to the filing of the Debtor’s petition for relief; 

      g.  for personal injury claimants, the type of disease giving rise to the claim; 

and for all other claimants, the nature of the claim or interest; and 

      h.  a recital of the pertinent facts and circumstances in connection with the 

employment of the entity or indenture trustee, and, in the case of a committee, the name or 

names of the entity or entities at whose instance directly or indirectly the employment was 

arranged or the committee was organized or agreed to act; 

 3.  With reference to the time of the employment of the entity, the organization or 

formation of the committee, or the appearance in the case of any indenture trustee, a statement of 

a.  the amounts of claims or interests owned by the entity, the committee 

members or the indenture trustee; 

b.  the times when acquired; 

c.  the amounts paid therefor, and 

d.  any sales or other disposition thereof; 

 It is further ORDERED that upon filing a 2019 Statement with the Clerk, each 

entity filing a 2019 Statement shall electronically file the 2019 Statement without exhibits, and 

shall provide all exhibits on CD’s only to the Clerk, who shall maintain the exhibits without 

putting them into the electronic database; 

 It is further ORDERED that each entity filing a 2019 Statement shall serve a 

copy of the 2019 Statement that includes all exhibits on CD’s on the Debtor and the United 

States Trustee, who shall keep such exhibits confidential and shall not release the exhibits to any 

party without further Order of Court;  
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 It is further ORDERED that each entity filing a 2019 Statement or a Supplement 

thereto shall serve a notice of filing a 2019 Statement or Supplement, as the case may be, on all 

parties on the Official Service List; 

 It is further ORDERED that filing and updating as necessary a 2019 Statement 

that complies with this Order, as it may be amended from time to time, shall be deemed to be 

complete compliance with Bankruptcy Rule 2019 for all purposes in this case; 

 It is further ORDERED that the Debtor shall maintain copies of the 2019 

Statements and shall make them available for inspection and copying as directed by the Court 

from time to time; 

 It is further ORDERED that entities shall supplement their 2019 Statements, as 

necessary, every 90 days, covering any material changes of fact occurring up to 30 days prior to 

such supplemental filing of the 2019 Statement; 

 It is further ORDERED that any entity that fails to comply with the terms of this 

Order may be subject to appropriate sanctions as the Court may determine; 

 It is further ORDERED that when this case is closed, the Clerk shall archive the 

2019 Statements and Supplements with the case file; 

 It is further ORDERED that the Debtor or counsel for the Debtor shall serve a 

copy of this Order on the Official Service List; on all entities who have entered, or in the future 

enter, an appearance or have requested, or in the future request, notices in the case; the United 

States Trustee; and on persons or entities or any supplemental service lists used to notify 

attorneys for claimants with asbestos, silica and/or mixed dust personal injuries or property 

damage claims, and file a certificate of service with the Clerk of the Bankruptcy Court within ten 

(10) days hereof. 

  ____________________________________ 
  Judith K. Fitzgerald 
  U.S. Bankruptcy Judge 

 

System Administrator
















































































































































































Hearing Date: August 9, 2007 at 10:00 a.m. (Eastern) 
 
Andrew N. Goldman (AG 1010) 
James H. Millar (JM 6091) 
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The Loan Syndications and Trading Association (the “LSTA”) and the Securities 

Industry and Financial Markets Association (“SIFMA” and, collectively with LSTA, “Amici”) 

respectfully submit this brief in opposition to the Motion Of Wachovia Bank, National 

Association (“Wachovia”), For Order Compelling The Informal Committee Of Secured Trade 

Vendors To File A Verified Statement Pursuant To Bankruptcy Rule 2019 (the “Wachovia 

Motion”). 

PRELIMINARY STATEMENT 

Amici’s position is grounded in the views of their collective memberships, parties who 

regularly participate in ad hoc or informal groups of bond and bank debt holders during the 

pendency of chapter 11 cases filed by issuers of that debt.  Were this Court were to grant the 

Wachovia Motion, sophisticated financial institutions would be discouraged from playing active 

roles in chapter 11 restructurings, a result antithetical to the goals and design of the Bankruptcy 

Code.  By this submission, Amici seek to assist the Court in analyzing these issues with due 

regard for the proper and efficient functioning of the chapter 11 process and the financial 

markets for trading bankruptcy claims. 

So-called “ad hoc or informal committees”—which today act as nothing more than a 

collection of similarly situated holders of claims or interests represented by a set of advisors —

nonetheless play a vital role in chapter 11 restructurings.  As typically the largest stakeholders in 

chapter 11 cases, these parties—whose economic rights and interests lie at the heart of such 

chapter 11 cases—not only give voice to small holders who, acting separately, would have little 

say in the debtor’s restructuring, but also provide the debtor with negotiating partners with the 

goal of efficiently and economically fashioning a consensual resolution to a bankruptcy case.  

And, as here, such groups satisfy any practical disclosure concerns, since they publicly disclose 



 
 

2 
 

the quantum of their holdings—information which enables the debtor and other parties in interest 

to understand how large the group’s voice looms in the restructuring process. 

The Wachovia Motion, however, goes beyond the practical and seeks public disclosure of 

a market participant’s most confidential and proprietary information:  the price at which that 

institution purchased (and/or sold) its claims.  In seeking such information, Wachovia points to 

no reasoning (rational or otherwise) for such information; rather, it simply seeks Pavlovian 

application of an inapposite rule, which—due to language crafted decades before the emergence 

of the secondary markets for debt trading—seeks pricing information wholly irrelevant to the 

orderly administration of the case and restructuring of the debtors.  Respectfully, this Court 

should deny the Wachovia Motion. 

STATEMENT OF INTEREST 

The LSTA is the trade association for all segments of the floating rate corporate loan 

market.  With over 220 members, including broker-dealers, commercial banks, investment 

banks, mutual funds, merchant banks, and other major financial organizations worldwide, the 

LSTA seeks to foster the development of policies and market practices designed to promote just 

and equitable marketplace principles and to encourage cooperation and coordination with firms 

facilitating transactions in loans and related claims. 

SIFMA is the organization formed from the 2006 merger of the Bond Market Association 

and the Securities Industry Association.  SIFMA brings together the shared interests of more 

than 650 securities firms, banks, and asset managers active in U.S. and foreign markets.  

SIFMA’s mission is to promote policies and practices that work to expand and perfect markets, 

foster the development of new products and services, and create efficiencies for member firms, 

while preserving and enhancing the public’s trust and confidence in the markets and the industry. 
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Collectively, Amici are uniquely positioned to address the impact that the resolution of 

this issue will have on the financial markets for trading bankruptcy claims. 

ARGUMENT 

I. REQUIRING MEMBERS OF INFORMAL GROUPS TO MAKE RULE 2019 
DISCLOSURES WOULD HAVE SIGNIFICANT, NEGATIVE CONSEQUENCES  

Participants in the postpetition claims trading market consist primarily of financial 

institutions that make decisions to trade claims or interests based on highly confidential and 

proprietary methods of valuation analysis.  Of critical importance, those participants do not 

engage in a one-time transaction to buy or sell debt.  Rather, each implements its respective 

investment strategy and manages its risk through a continual evaluation and adjustment to its 

position in a given credit.  As the court-ordered disclosures made in the Northwest case 

demonstrate, that continual process typically gives rise to an extensive series of trades.  (See 

Exhibit A, attached hereto.) 

Each of these market participants, of course, intends for its investment strategy not only 

to prove profitable, but also to provide returns that distinguish it from the crowded field of 

competitors.  And each views its strategy as a trade secret to be held in great confidence, not to 

be shared with its competitors.  While a participant will disclose that it has joined a member of 

an informal group, it will strenuously resist disclosing information concerning its underlying 

trades for fear that competitors would then have a window into its unique formula for success 

(and a heightened appreciation for that participant’s threshold for risk, upside recognition and 

downside tolerance). 

Approval of the Wachovia Motion—and specifically, Wachovia’s request that the 

Informal Committee of Secured Trade Vendors reveal not only their holdings but the prices at 

which these entities purchased their securities—will likely have a dramatic effect on the 
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willingness of financial institutions to participate in the restructuring process.  Given the choice 

between disclosing their highly confidential and proprietary trading strategies, on the one hand, 

and not participating in informal groups, on the other, most institutions will choose the latter.  

And that result will threaten serious disruption of the otherwise well balanced mechanisms of the 

chapter 11 process, since those participants—often the largest true economic stakeholders in a 

case—will not participate. 

First, small stakeholders will suffer the absence of a collective larger economic voice in 

the case.  An institution’s willingness to spend the time and energy required to work through 

often-contentious chapter 11 processes is a function of the price paid for such securities relative 

to the expected value of the return that such purchase will afford.  As one would expect, small 

stakeholders, if forced to work independently, would not have the financial incentive to expend 

the time and bear the expense to play a significant role in a debtor’s reorganization process.  

These small stakeholders will thus be left on the sidelines, with no remaining party willing to 

espouse positions shared by these smaller constituents.  Said differently, an informal committee’s 

withdrawal from the restructuring process will leave smaller (but similarly situated) creditors 

with no practical, cost-effective mechanism to promulgate their views of the restructuring 

process. 

Second and relatedly, the debtor will lose a vital negotiating partner in the restructuring 

process.  In most chapter 11 cases (i.e., cases with complex capital structures), the statutory 

creditors’ committee is comprised of a wide cross-section of creditors, and thus cannot 

adequately advocate a position on behalf of any one constituency.  In those instances, informal 

groups move to the forefront of the plan restructuring process.  While the holders within those 

informal groups do not divulge to each other their trading histories and strategy, they do 
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amalgamate into loosely held groups that effectively neutralize any real or perceived conflicts of 

interest between the various parties in interest.  That economical and efficient ad hoc process—

developed and refined through market forces—provides the best means for organizing suitably 

cohesive groups of similarly situated holders to negotiate with the debtor over the treatment of 

their claims or interest and the resolution of the debtor’s chapter 11 case.  If Rule 2019 is 

interpreted rotely, it will erect a practical obstacle to a constituent’s willingness to participate in 

that process.  Without their participation, the debtor will be forced to endure a time-consuming 

and intractable series of one-off negotiations with individual stakeholders, thereby substantially 

interfering with—and dramatically lengthening—the reorganization process.  

Third, Wachovia’s desired interpretation of Rule 2019 provides no legitimate benefit to 

this case (or to restructuring processes in general).  So long as information concerning the 

quantum of an informal group’s holdings in the aggregate is made available (which is current 

practice and has been disclosed in this case), the debtor and other parties in interest will have 

sufficient information to understand how loud that group’s voice may loom in the restructuring 

process.  Requiring further disclosure would simply give obstinate parties a bare-knuckled 

litigation device to use, not for the purpose of obtaining relevant information, but rather to 

bludgeon an opponent as part of a scorched-earth litigation strategy.  Approval of the Wachovia 

Motion would thus only serve to empower parties to act more litigiously. 

II. INFORMAL GROUPS ARE NOT SUBJECT TO RULE 2019 

A. Rule 2019 Does Not Apply To Informal Groups Because They Do Not Act As 
Fiduciaries. 

The Wachovia Motion is premised on the assumption that the Informal Committee of 

Secured Trade Vendors is a true “committee” within the rubric of Rule 2019.  In today’s 

environment, that premise is false. 
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Rule 2019 provides that “every entity or committee representing more than one creditor” 

must file a verified statement pursuant to Rule 2019 disclosing “the amounts of claims or 

interests owned by the entity, the members of the committee or the indenture trustee, the times 

when acquired, the amounts paid therefor, and any sales or other disposition thereof.”  Fed. R. 

Bankr. Proc. 2019(a)(4) (emphasis added). 

Here, Wachovia assumes that the Informal Committee of Secured Trade Vendors is a true 

“committee” simply because of the nomenclature used.  Wachovia is wrong.  The idea that the 

applicability of Rule 2019 turns on self-labeling makes no sense, as a collection of creditors 

could simply call themselves a “group” and defeat much of Wachovia’s argument.  Rather, as 

used in Rule 2019, the term “committee” has a more exacting definition in furtherance of a 

specific purpose. 

Informal groups of creditors, such as the Informal Committee of Secured Trade Vendors 

here, do not satisfy the definition of a “committee”.  Under both the legal and colloquial 

definitions, a “committee” constitutes a group of people that act on behalf of others.  See 

Webster’s Third New International Dictionary, Unabridged 458 (2002) (“a body of persons 

delegated to consider, investigate, or take action upon and usu[ally] to report concerning some 

matter of business . . . .”); see also Ballentine’s Law Dictionary 225 (3d ed. 1969) (“A body of 

persons who have been selected and appointed with authority to perform some public service or 

duty”).  Indeed, the case law surrounding Rule 2019 likewise makes clear that the term 

“committee” refers only to groups that act in a representative or fiduciary capacity with respect 

to other creditors or interest holders.  E.g., Certain Underwriters at Lloyd’s, London v. Future 

Asbestos Claim Representative (In re Kaiser Aluminum Corp.), 327 B.R. 554, 559 (D. Del. 2005) 

(“The purpose of Rule 2019 is to ensure that plans of reorganization are negotiated and voted 
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upon by people who are authorized to act on behalf of the real parties in interest.”); In re CF 

Holding Corp., 145 B.R. 124, 126 (Bankr. D. Conn. 1992) (Rule 2019 “was designed to cover 

entities which, during the bankruptcy case, act in a fiduciary capacity to those they represent, but 

are not otherwise subject to control of the court.”); In re Ionosphere Clubs, Inc., 101 B.R. 844, 

852 (Bankr. S.D.N.Y. 1989) (Rule 2019 “places the burden on the party seeking agency status 

for several claimants.”). 

While it is true that informal groups of creditors or interest holders—like the Informal 

Committee of Secured Trade Vendors here—nominally label themselves as “ad hoc or informal 

committees”, it is beyond dispute that the members do not act on behalf of anyone except 

themselves and do not stand in a representative or fiduciary capacity with respect to others.  

Under any construct, these groups are not “committees” within the meaning of Rule 2019. 

In promulgating the Wachovia Motion, Wachovia demonstrates its fundamental 

misunderstanding of the role played by “informal committees” in bankruptcy cases.  These 

groups do not typically form a separate entity (a general partnership or limited liability company, 

for example) to act on behalf of their (or others’) collective interests.  They do not have any 

agreement that binds them together, whereby the majority can impose its will on the minority.  

And they do not require that their members must remain part of the group for the duration of the 

case. 

Recently in the ScoPac case, Judge Schmidt —in denying the very relief that Wachovia 

seeks here—offered the best description of “informal committees” as just a “bunch of 

creditors”.1  These groups form when circumstances drive them together.  In most every 

instance, these groups are comprised of stakeholders that: 

                                                 
1 Transcript of Hearing, at 4-5, In re Scotia Dev., LLC, No. 07-20027 (Bankr. S.D. Tex. April 17, 2007), 
attached hereto as Exhibit B. 
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• Hold the same (or substantially similar) types of claims or interests in the debtor 
(such as unsecured bond debt or secured bank debt); 

• Choose to exchange ideas and collectively formulate strategies so that each will 
realize the greatest return on its respective claims or interests; 

• Seek to negotiate in lockstep so that the process can result in a global solution; and 

• Engage a single law firm to maximize efficiencies and minimize costs. 

When they work together as a group, these participants are engaged in an alliance of 

convenience.  Each seeks only to do what is best in its individual economic interest at that 

particular time.  Nothing prevents any participant from dropping out, either because the holder 

has sold its position or simply no longer wishes to be part of the group.  Indeed, should some—

even a majority—of an informal group wish to pursue a path that does not meet with unanimous 

approval, the dissenters remain free to take their own action and, if they choose, oppose the 

group effort. 

None of these characteristics suggests that any of the members are even empowered to 

bind other members of the group, much less act on behalf of other creditors generally.  They act 

only for their own benefit, and seek to advance only their own economic interests.  Those actions 

may involve, of course, forming allegiances with others who are similarly situated, but that 

conduct does not create a fiduciary or representative capacity that gives rise to status as a 

“committee” for purposes of Rule 2019. 

B. The History and Purpose of Rule 2019 Likewise Demonstrate That It Was 
Intended to Apply to Fiduciaries, Not Informal Groups. 

The historical and statutory roots of Rule 2019 confirm that the word “committee”, as 

used therein, does not refer to informal groups (like the one at issue here), but rather refers to 

committees that act in a fiduciary capacity.   



 
 

9 
 

In the 1930s, fiduciary committees were dubbed “protective committees”, as they were 

meant—in theory—to act in “protection of those whose interest they represent”.  In re 

Rosenbaum Brain Co., 13 F. Supp. 600, 601 (N.D. Ill. 1935) (“[V]ery frequently large numbers 

of persons with small means hold bonds in quite small amounts.  These creditors have great 

difficulty protecting their interests”).  As the Rosenbaum Brain court stated:   

In a great many cases, however, the bondholders' 
committee is set up by the debtor, itself, or by individuals who 
promoted the organization of the debtor and the sale of its 
securities.  

*      *      *      *      * 

As a result of such practices, great public scandal has arisen 
and there has been much newspaper publicity and many legislative 
investigations. The public has come to distrust all committees, 
lumping the good with the bad, though there is no doubt that a very 
large proportion of the committees are honestly and faithfully 
performing the duties imposed upon them. 

Id. 

In the midst of that scandal, the Interstate Commerce Commission received authority to 

supervise the role of protective committees in railroad reorganizations.  See Section 77(p) of the 

Bankruptcy Act of 1935 (11 U.S.C. § 205(p) (Supp. 1938)); see also William G. Fennell, 

Protective Committees and Deposit Agreements in Railroad Reorganizations, 49 Yale L.J. 224 

(1939).  Of critical importance, what are now known as “ad hoc or informal committees” were 

not subject to such oversight, as the statute stated, “groups of mutual institutions shall not be 

prohibited from acting together for their own interests through representatives.”  11 U.S.C. § 

205(p) (Supp. 1938).  This was (and still is) only logical, since only committees that acted in a 

fiduciary capacity—i.e., the protective committees—could potentially abuse the power they 

retained over the stakeholders that they represented.  That concern simply did not exist (nor does 

it today) for institutions acting on their own behalf. 
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Shortly thereafter, in 1937, the SEC—after undertaking a comprehensive study under the 

leadership of Commissioner William O. Douglas—issued a report on the widespread abuses of 

protective committees in bankruptcy reorganizations generally (that is, beyond railroad 

reorganizations).  See generally Report on the Study and Investigation of the Work, Activities, 

Personnel and Functions of Protective and Reorganization Committees, Parts I-VIII (1937) (the 

“SEC Report”).  Unsurprisingly, the SEC Report “emphasized the need for corrective legislation 

regulating protective committees”, finding that the law should “demand a new and greater 

measure of assurance that those who act in fiduciary or representative capacities are free from 

adverse interests and appropriate to themselves only those discretionary powers which are 

necessary or desirable for the protection of investors.”  See SEC Report, Part II at 528 (1937). 

The SEC Report led to the enactment of Chapter X of the Bankruptcy Act (the 

predecessor to Chapter 11 of the current Bankruptcy Code).  See, e.g., Caplin v. Marine Midland 

Grace Trust Co. of New York, 406 U.S. 416, 422 (1972) (“Chapter X . . . stemmed from a 

comprehensive S.E.C. study . . . .  In enacting Chapter X, Congress had protection of public 

investors primarily in mind.”); In re Philadelphia & Reading Coal & Iron Co., 105 F.2d 358, 

359 (3d Cir. 1939) (the “rules [of Chapter X] were laid down in light of abuses which had 

become manifest in reorganization proceedings . . . [where] it had appeared that unqualified and 

unrepresentative committees sought and obtained the right to represent defenseless security 

holders while actually working in the interests of the debtor or other adverse parties.”).  The 

current Rule 2019 can be traced back to Sections 210 and 211 of Chapter X of the Bankruptcy 

Act of 1938,2 which later became Bankruptcy Rule 10-211 in 1973.3  To be sure, the language of 

the current Rule 2019 is identical to its predecessors in all relevant respects.4 

                                                 
2  See Sections 210 and 211 of Chapter X, enacted as part of the Chandler Act of 1938, 52 Stat. 895. 
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Thus, the disclosure requirements of Rule 2019—just like that of its predecessors—are 

intended to prevent abuses by “committee” members whose supposed function is to “protect” 

other stakeholders as their fiduciary.  That is certainly not the function of informal groups, such 

as the ones at issue here.  Indeed, the representatives of the Informal Committee of Secured 

Trade Vendors cannot abuse their fiduciary duties to other creditors because they have no 

fiduciary duties.  As the historical underpinnings of the rule demonstrate, the contention that this 

Court should force the Informal Committee of Secured Trade Vendors to make Rule 2019 

disclosures has no legal or historical footing. 

                                                                                                                                                             
3  See In re Northwest Airlines Corp., No. 05-17930, 2007 WL 724977, at *2 (Bankr. S.D.N.Y. 
Mar. 9, 2007) (Explaining that Rule 10-211 is the “direct antecedent of Rule 2019”). 

4  See Section 211 of Chapter X, 52 Stat. 895 (“Every person or committee, representing more than 
twelve creditors or stockholders, and every indenture trustee who appears in this proceeding shall file 
with the court a statement, under oath, which shall include—(1) a copy of the instrument, if any, whereby 
such person, committee, or indenture trustee is empowered to act on behalf of creditors or stockholders; 
(2) a recital of the pertinent facts and circumstances in connection with the employment of such person or 
indenture trustee, and, in the case of a committee, the name or names of the person or persons at whose 
instance, directly or indirectly, such employment was arranged or the committee was organized or formed 
or agreed to act; (3) with reference to the time of the employment of such person, of the organization or 
formation of such committee, or the appearance in the proceeding of any indenture trustee, a showing of 
the amounts of claims or stock owned by such person or persons at whose instance, directly or indirectly, 
such employment was arranged or the committee was organized or formed or agreed to act; and (4) a 
showing of the claims or stock represented by such person or committee and the respective amounts 
thereof, with an averment that each holder of such claims or stock acquired them at least one year before 
the filing of the petition or with a showing of the times of acquisition thereof”);  see also Rule 10-211 of 
Chapter X (enacted in 1973) (“Every person or committee representing more than one creditor or 
stockholder, and every indenture trustee, shall file a signed statement with the court setting forth (1) the 
names and addresses of such creditors or stockholder; (2) the nature and amounts of their claims or stock 
and the time of acquisition thereof unless they are alleged to have been acquired more than one year prior 
to the filing of the petition; (3) a recital of the pertinent facts and circumstances in connection with the 
employment of such person or indenture trustee, and, in the case of a committee, the name or names of 
the person or persons at those instance, directly or indirectly, such employment was arranged or the 
committee was organized or agreed to act; and (4) with reference to the time of employment of such 
person, or the organization or formation of such committee, or the appearance in the case of any indenture 
trustee, a showing of the amounts of claims or stock owned by such person, the members of such 
committee or such indenture trustee, the times when acquired, the amounts paid therefor, and any sales or 
other disposition thereof.”). 
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III. WACHOVIA’S POINTS LACK MERIT 

A. Rule 2019 Does Not Seek To Protect Those Entities To Which No Fiduciary 
Duties Are Owed. 

Wachovia’s argument concerning application of Rule 2019 fails, as discussed above, 

because informal groups are not fiduciaries and are not otherwise “represent[ing]” in any way 

anyone else’s interests.  They thus have no obligation to make any such disclosures.  But 

Wachovia’s argument also fails for other reasons. 

First, Wachovia claims that “full disclosure is particularly necessary in this case because 

the composition of the Informal Committee has changed during the bankruptcy proceedings.”  

(Wachovia Motion, at 9.)  But the Informal Committee has disclosed its aggregate holdings.  No 

legitimate purpose is served by requiring this informal group to tell the world the dates and 

prices at which each member acquired its respective position. 

Second, Wachovia’s construction of the rule purportedly seeks to protect those that 

choose not to incur the time and expense of participating in the chapter 11 process:  the so-called 

“free-riders.”  That position, however, runs counter to established bankruptcy policy.  Without 

question, bankruptcy provides a forum where all parties in interest have an opportunity to 

participate in a process that seeks a fair and equitable resolution and maximizes value for all.  

But the bankruptcy process encourages parties in interest to vigilantly protect their rights, and 

does not look favorably on those that sit on their hands.  See, e.g., In re Andersen, 179 F.3d 

1253, 1257 (10th Cir. 1999) (“A creditor cannot simply sit on its rights and expect that the 

bankruptcy court or trustee will assume the duty of protecting its interests.”); Am. Bank and 

Trust Co. v. Jardine Ins. Servs. Texas, Inc., 104 F.3d 1241, 1246 (10th Cir. 1997) (creditors are 

obligated to take an active role in protecting their claims); In re Szostek, 886 F.2d 1405, 1414 (3d 
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Cir. 1989) (same).  So, too, here.  Rule 2019 should not be construed to reward those that choose 

not to participate. 

Third, Wachovia does not explain why Rule 2019 (as it construes that rule) would require 

a collection of smaller holders acting together to make disclosures for the benefit of other 

stakeholders, but would not require the same disclosures by a single, large and active holder.  

Stakeholders that follow the lead of others in a chapter 11 case—one could, of course, question 

the wisdom of uncritically following those that owe no fiduciary duty—would seemingly ascribe 

the same weight to a single, large holder’s strategy as they would to that of a collection of 

smaller holders that, in the aggregate, hold an equal stake.  If Rule 2019 really sought to protect 

those that do not take an active role, then it would not distinguish between an active group of 

stakeholders, on the one hand, and a single, active holder, on the other.  Because Rule 2019 

unquestionably is not applicable to a single, active holder, however, one must conclude that the 

rule was not intended to protect those that had not ceded control of their claims to a fiduciary and 

who otherwise remain free to protect their own interests. 

B. Even Though Claims Are Sold At Less than Face Value, the Economics of 
the Debtor’s Obligation Does Not Change. 

Wachovia might suggest, as it did in its objection to plan confirmation, that members of 

the Informal Committee of Secured Trade Vendors purchased their claims at a discount, and the 

other bankruptcy parties in interest know that discounted price.  (See Wachovia’s plan objection, 

docket no. 1600, at 6.)  But that argument misunderstands a fundamental principle of the market 

for trading in the securities of bankrupt companies:  the value of a claim or interest is determined 

by the nature of the debtor’s obligation under the instrument, not by the price paid for that 

instrument.  It is well established law that the consideration paid for a claim or interest is 

irrelevant to the treatment of such claim or interest in bankruptcy.  Texas Hotel Secs. Corp. v. 
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Waco Dev. Co., 87 F.2d 395, 399 (5th Cir. 1936) (transfer of claim during bankruptcy “usually 

does not deprive the claim of any of its incidents”); Resurgent Capital Servs. v. Burnett (In re 

Burnett), 306 B.R. 313, 319 (B.A.P. 9th Cir. 2004) (claim filed in bankruptcy case by an 

assignee may not, in absence of evidence of breach of some specialized duty of assignee, be 

disallowed solely because assignee does not reveal consideration it paid to assignor) (“[T]he 

consideration paid by [the assignee] is, as a matter of law, irrelevant to the allowance of [its] 

claims”), aff’d, 435 F.3d 971 (9th Cir. 2006).  See also Hon. Robert D. Drain, Are Bankruptcy 

Claims Subject to the Federal Securities Laws, 10 Am Bankr. Inst. L. Rev. 569, 575 n.31 (2002) 

(“[A] discounted purchase price is irrelevant to the ability to enforce the claim in full.”).  

Wachovia’s argument is simply wrong. 

C. Plan Issues Are Not the Province of Rule 2019. 

At bottom, Wachovia obviously has objections to the proposed plan.  While Amici takes 

no position on the confirmability of any proposed plan of reorganization, the reality is that if 

Wachovia seeks to challenge plan confirmation, it should seek whatever information it wishes 

through typical discovery procedures.  Using Rule 2019 as a weapon in a confirmation battle is 

both inappropriate and abusive.  Such tactics cannot be countenanced. 

CONCLUSION 

For the foregoing reasons, the Court should deny the Wachovia Motion. 
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I want to thank Joseph Yam for inviting me to Hong Kong for this occasion.  
 
We are approaching the 10-year anniversary of the financial crises of 1997-99. Those crises were 
remarkable both in the scope of countries and markets they affected, and for their speed and 
severity. The circumstances leading up to the crises varied across countries and regions, as did 
the magnitude of the resulting damage to the real economy. But each of these events had one 
dynamic in common—the confluence of a sharp increase in risk perception, and the subsequent 
actions taken by financial institutions and investors to limit their exposure to future losses. As 
asset prices declined and volatility increased in response to increased concern about risk, firms 
moved to call margin, to reduce positions and to hedge against further losses. These individual 
actions had the aggregate effect of inducing even larger price declines and further heightening 
perceptions of risk, ultimately propagating and amplifying the effects of the initial shock.  

The dynamic I just described was not unique to the crises of the late 1990s, nor was the damage 
to overall economic activity they left in their wakes. Systemic financial events with spillovers to 
the real economy have been a persistent feature of the economic environment, and both financial 
market participants and policymakers have grappled with the challenge of how to reduce their 
incidence and to minimize their severity, longevity and impact on the broader economy.  
 
There is a lot we do not understand about these challenges, but we know more today than we 
once did. In the case of the crises of the late 1990s, despite the broad-based nature of the 
financial market turmoil, in countries where capital cushions in the financial sector were strong 
relative to risk, where there was a greater diversity of institutions in the financial system to absorb 
the losses, and where monetary authorities were in a position to provide liquidity to restore 
confidence, the financial and macroeconomic impact of the crises was relatively modest. Where 
those conditions did not exist, the damage was acute. 

The U.S. economy appears to have become more resilient to financial shocks. Over the past two 
decades, the U.S. economy has experienced several episodes of significant financial market strain. 
These episodes were associated with spikes in risk perception and significant market volatility 
within financial markets, but none proved exceptionally damaging in terms of the overall 
macroeconomic impact. The mild impact of these episodes on the real economy contrasts with 
financial events such as the “credit crunch” that exacerbated the 1990-91 recession. That episode 
was characterized by a widespread reduction in the provision of credit by banks in response to 
loan losses and the need to raise capital.  

The resiliency we have observed over the past decade or so is not just good luck. It is the 
consequence of efforts by regulatory, supervisory and private financial institutions to address 



previous sources of systemic instability. Risk management has improved significantly, and the 
major firms have made substantial progress toward more sophisticated measurement and control 
of concentration to specific risk factors. What seems to have been most critical in preventing 
financial market turmoil from translating into a significant reduction in credit provision by banks 
and other financial institutions were the steps taken by regulatory authorities and financial 
institutions alike to strengthen capital in the core of the financial system, and to measure and 
manage risk.  

These efforts have most notably manifested themselves in increased levels of risk-adjusted capital 
in the core of the system relative to what prevailed in the early 1990s. In the United States, for 
example, tier-one risk-based capital ratios have stabilized near 8.5 percent, considerably higher 
than the estimated levels around 6.5 percent for the early 1990s. This is based on a relatively 
crude measure of risk, but the direction of the improvement is right and the magnitude of the 
change is significant.  

Relative to the conditions that prevailed in the early 1990s, the higher levels of capital in the core 
now provide a larger buffer against shocks and enhance the ability of the banking industry to act 
as a critical stabilizer in times of stress by providing liquidity to the corporate sector. When 
financial markets dry up, firms turn to banks and their unused loan commitments and lines of 
credit. Banks are in a position to fund this liquidity because transaction deposits tend to flow into 
the banking sector. In times of crisis, it appears that U.S. investors now run to banks, not away 
from them. 

In view of the critical role that efficient credit provision plays in economic growth and 
development, the benefits to the global economy of getting the underpinnings of a stable, efficient 
financial system in place are substantial. At the same time, we also know that these important 
markets are susceptible to certain “market failures,” such as information asymmetries, incentive 
conflicts, moral hazard and agency problems. By at times distorting incentives to manage risk, 
these market imperfections can alter credit decisions and lead to a higher overall level of risk-
taking than may be optimal for the economy as a whole. This provides the classic rationale for 
supervision and regulation. Supervision and regulation have the potential to help mitigate these 
sources of market failure. The recognition of a market failure does not mean, of course, that 
policymakers have the capacity to design solutions that can effectively mitigate those failures 
without raising others problems. 

The fundamental challenge for policy is how to achieve the appropriate balance between efficiency 
and financial resilience. With too much government intervention, innovation is constrained and the 
system is stifled. With too little, the probability of systemic crisis may rise to levels that are 
unacceptably high. We judge the appropriate balance not against the standard of whether it 
reduces to zero the probability of a major financial crisis, the failure of a large individual financial 
institution or a major reduction in asset prices. That is not an appropriate objective of policy. 
Some vulnerability to crisis is a necessary and unavoidable feature of a dynamic and efficient 
financial system where asset prices need to be able to adjust to changes in fundamentals. The 
consequences of trying to induce regulated financial institutions to self-insure against all 
conceivable potential risks would do substantial damage to the level and efficiency of economic 
activity and cause the same risks to migrate to other institutions.  

This leaves policymakers with a set of normative questions, the answers to which must be based 
on knowledge about how markets work, as well as a substantial degree of judgment about what 
policy actions are likely to be both appropriate and effective. What level of exposure to very low 
probability, extreme adverse events should we be comfortable living with? What fraction of that 
residual exposure to the potential range of adverse events can and should the official sector try to 
protect the system against?  

The apparent success that market participants and supervisors have had so far in confronting 



these issues does not imply that the potential for systemic risk in financial markets no longer 
deserves the attention of central banks and supervisors. Although improvements in capital 
adequacy and risk-management tools seem to have been a key part of the increased resiliency 
we’ve seen in recent years, we can’t assume that the standards and risk-management practices 
consistent with stability in the recent past are the ones that will perform well in the future. This is 
partly because it is impossible to know for sure how the favorable macroeconomic conditions and 
the financial sector stability interacted and reinforced each other. That is, would financial sector 
outcomes be as favorable in a weaker macro environment?  

But probably more important is the fact that even as we have pushed forward on regulatory, 
supervisory and risk-management efforts, financial markets, instruments and institutions have 
continued to evolve as well. Among the most notable of these changes has been the rapid growth 
and innovation in derivatives and the greater relative importance of private leveraged financial 
institutions, such as hedge funds.  

The changes in credit markets that have accompanied the latest wave of innovation in derivatives 
and the large role played by leveraged financial institutions in those markets may exacerbate 
some of the traditional sources of challenges in financial markets. And they present new 
challenges for the framework of incentives and constraints that central banks and supervisors set 
for financial institutions. 

On balance, we believe these changes in the financial environment are likely to come with 
substantial benefits in terms of overall market efficiency. In the remainder of my remarks today, I 
will highlight some of these benefits, but will also consider some of the challenges they present for 
central banks and governments in determining where on the spectrum of efficiency and 
vulnerability to crisis the financial system should operate, and in crafting the policies consistent 
with achieving that objective.  

Changes in Financial Markets Since the Late 1990s 

In the United States and the other major markets, the policies designed to mitigate the risk of 
financial crises rely primarily on a capital-based system of supervision of the major financial 
institutions, reinforced by measures to improve market discipline. These policies have evolved to 
reflect both the fundamentally important role credit markets play in the economy, as well as the 
reality that these complex markets are susceptible to a range of potential market failures.  

In thinking about the potential supervisory and regulatory challenges presented by the broad 
evolution of the financial system over the past decade, it makes sense to first consider how some 
of these changes may have enhanced market functioning by mitigating at least some of the 
imperfections that characterize these markets. My remarks here are a mix of what we see 
happening in practice and how we might expect things to work in principle.  

To begin with, financial institutions within the regulated core of the financial sector have become 
larger, and the industry considerably more concentrated. The 10 largest bank holding companies 
now hold roughly half of banking assets, compared to less than a third in 1990. These institutions 
now operate with greater geographic scope and offer a broader range of financial products, but 
overall volatility of earnings has not changed much relative to capital.  

Hedge funds, private equity funds and other leveraged financial institutions control increasingly 
large shares of aggregate financial capital and play very active roles in many asset markets and in 
credit markets. Although assets under management in hedge funds still represent a relatively 
small share of total financial assets, their relative share has increased significantly and their ability 
to take on substantial leverage magnifies their potential impact on financial market conditions. 
These private leveraged funds have become an important source of protection to regulated 



institutions by being large sellers of credit insurance in the rapidly growing market for credit 
default swaps. 

In terms of enhancing overall market efficiency, the growth of these private leveraged institutions 
can be expected to provide benefits in terms of improved liquidity, price discovery via arbitrage, 
diversity of opinion and diversification opportunities for investors. The increase in the share of 
assets managed by private pools of capital devoted to arbitrage activity should improve the overall 
functioning of markets. In most circumstances, increased trading and participation contributes to 
market liquidity and makes markets less volatile. The ultimate benefit should be lower risks for all 
market participants. This in turn should reduce the risk premia associated with holding financial 
assets, and ultimately reduce the cost of capital. 

The rapid growth in the relative importance of these leveraged financial institutions has been 
accompanied by a number of structural changes as well. The total number of funds has grown 
dramatically. There are more very large hedge funds and private equity firms. Greater 
institutionalization, and the maturity of risk management and operational infrastructure in the 
largest of these private funds, has likely reduced operational risk. To the extent these changes 
have increased the diversity of firms and strategies in this part of the financial system, and this is 
hard to measure with any confidence, this heterogeneity should provide diversification 
opportunities, foster more efficient price discovery and could help improve stability.  

These changes in market participants have occurred in conjunction with a dramatic acceleration in 
number and type of derivative instruments. These developments have likely had the important 
impact of allowing for a more efficient distribution and more effective management of risk.  

All of these changes should move the market in the direction of fostering the efficient allocation of 
credit and capital formation, and thus enhancing the economy’s real growth potential.  

The available evidence is consistent with the view that the changes in the core of supervised 
institutions, growth of the leveraged sector and rapid financial innovation have strengthened the 
efficiency and resiliency of the overall financial system. As I mentioned at the start, a broad range 
of recent financial shocks do not seem to have adversely impacted the real economy. The 
international financial crisis that began in 1997 did not spillover to the nonfinancial sector in the 
United States. The equity price collapse and deterioration in credit in 2000 did not cause 
significant damage to the core institutions in the U.S. market. The relatively limited damage 
caused by operations failures of the 9/11 attacks reflected the strength of the capital position of 
major intermediaries, as well as the policy actions by the Federal Reserve to provide liquidity to 
the markets.  

More recently, the series of smaller financial shocks experienced since 2001, including the 
corporate bond defaults after 2001, the corporate accounting scandals in 2002, credit downgrades 
in the U.S. automobile industry in 2005, the failure of Refco, the sharp declines in mid-2006 in 
equity, commodity and emerging markets debt prices caused little contagion to other markets and 
limited strain on financial institutions. 

Challenges  

The favorable balance between efficiency and resilience in the financial system we have observed 
recently does not of course guarantee we will achieve as favorable a balance in the future. The 
prospects for future stability will depend in part on how effective supervisors are in adapting 
policies in response to the ongoing evolution in markets.  

Financial institutions face strong incentives to monitor and limit their risk profile and the risk-
taking of their leveraged counterparties to some efficient level where benefits balance costs at the 



margin. This is good for the firm and also good from society’s perspective. 

Private pools of capital have the capacity to use extensive leverage to amplify returns. This 
leverage can be acquired in a variety of ways: through repurchase agreements and reverse repos, 
through secured financing and securities lending and through derivatives and structured financial 
products.  

The ability of funds to take on risk and leverage is constrained by two external sources of 
discipline—the returns required by their investors, and the terms on which their dealers/financers 
are willing to extend credit. In other words, the fund is constrained by the willingness of outsiders, 
collectively, to take exposure to the fund. The willingness of banks and investment banks to take 
on exposure to hedge funds is in turn influenced by the capital and supervisory framework that 
applies to those institutions and the discipline imposed on them by the market. 

The effectiveness of market discipline in constraining the risk-taking behavior of financial firms, 
however, may be compromised by the presence of market failures of the type mentioned above. 
While this issue is at the heart of risk management challenges for the provision of credit more 
broadly, the rise in the relative size of the private leveraged fund sector and the rise in the 
importance of new derivative financial instruments may complicate the design of policies and risk-
management practices to counteract these traditional frictions. 

Virtually all types of credit markets suffer from informational problems—consider the challenge 
faced by a bank in assessing the risk associated with lending to a small unrated company. But the 
complexity of new financial products, the rapidity with which positions can change, and the lack of 
a long time series of historical relationships seems likely to enhance these problems for leveraged 
institutions operating in new markets such as credit derivatives.  

Funds typically deal with several different banks and investments banks. The desire to maintain 
the confidentiality of their trading strategies has traditionally led firms to be quite opaque to 
outsiders and reluctant to give their banks sufficiently detailed information on a real time basis 
about the risk profile of the overall fund. Without that information, individual dealers or banks 
have a difficult time evaluating the probability of default of a leveraged counterparty and the 
potential covariance with other positions of the firm.  

Individual firms may also see only a piece of the hedge fund’s positions, and if their direct 
exposure to the individual fund is small, may perceive less need to worry about the overall risk 
profile of the fund. Public disclosure requirements designed to compensate for this information 
problem do not exist. Even if information on the overall size of the fund’s positions were available 
periodically, it would be difficult to accurately ascertain its risk profile. This gives individual firms 
an incentive to free-ride on the due diligence or monitoring by others, which may render resultant 
collective discipline inadequate. 

The foundations of modern risk measurement rest on a framework that uses past returns to 
measure or estimate the distribution of future returns. The stability of the recent past, even if 
much of it proves durable, probably understates potential risk. The parameters used to estimate 
value at risk can produce very large differences in predicted exposure, especially at extreme 
confidence intervals. 

Estimating the potential interactions among these exposures in conditions of stress is even harder, 
due to the uncertainty about the behavior of investors and other market participants and because 
of the potential effects of financial distress on overall economic activity.  

The relatively short history of returns for new products, the complexity of measuring exposure in 
many new instruments and limitations on transparency also create the potential for classic 



“agency” problems—internal conflicts of interest that can lead to problematic outcomes. In 
exposures where the measurement of potential loss is more uncertain, more subjective, and less 
amenable to independent evaluation, for example, reasonable people can come to very different 
judgments about the potential risk in a particular position. Normal competitive pressures can push 
valuation methods away from the conservative extreme and generate larger exposures to risk. As 
a result, individual firms and the overall market are more exposed to risk in a stress scenario than 
would be desirable. 

Another set of challenges comes with the broader damage to markets that can accompany the 
failure of a major financial institution. Firms have strong incentives to avoid large financial losses 
and to reduce the risk of failure, of course, but they do not have the incentive to internalize the 
potential external consequences of their distress on the financial system, and it is unrealistic for 
market participants to incorporate these risks into market prices. This “public good” dimension of 
financial stability means that while the whole economy benefits from a more stable financial 
system, each individual institution would prefer that others incur the costs associated with its 
provision. As a result, firms may collectively underinsure against the risk of failure and 
underinvest in the infrastructure and policies that promote financial stability.  

And finally, policies designed to reduce the risk of failure in financial markets create moral hazard, 
dulling the incentive individual firms face to self-insure against potential loss. We apply a set of 
capital requirements and supervisory constraints to offset the distortion created by the safety net, 
but these may not fully compensate for the impact on behavior of the broader range of financial 
intermediaries of the perception that the authorities will act to protect the financial system from 
systemic risk.  

While these constraints and challenges may weaken the effectiveness of counterparty discipline, 
they are not fatal constraints. If individual dealers to a very large hedge fund each operate with 
adequate knowledge of the risk profile of the fund, if they each make conservative judgments 
about their potential direct exposure to the fund in a stress scenario, if they limit the overall 
exposure of the firm as a whole to the broader market distress that might accompany that failure 
of a major hedge fund, if they compensate for the uncertainty in making these judgments by 
charging appropriate risk premia or building in a greater cushion against adversity, and if the 
supervisory constraints on the core institutions adequately offset the moral hazard that comes 
with that relationship, then the financial system as a whole will be less vulnerable to distress in 
the hedge fund sector. These are exacting conditions, but they are not unachievable. And we all 
have an interest in encouraging progress toward that objective.  

Implications for Policy and Risk Management  

What are the implications of these challenges for central banks and supervisors? The changes in 
the financial system we’ve seen over the past decade don’t change the principal objectives of 
policy—to ensure that the core financial institutions maintain an adequate cushion of capital in 
relation to risk, and to build greater resilience into the infrastructure that supports the financial 
markets. We have very limited ability to predict the sources of stress to the financial system, but if 
the cushions at the core of the system are robust, the risk of a systemic crisis will be diminished, 
and central banks will have greater ability to mitigate the risk of broader damage to the economy. 

The pace and extent of the changes in financial markets requires supervisors to work harder to 
understand the consequences of changing market practice for the incentives and constraints we 
impose on financial institutions. Let me give two examples of evolving market practices that may 
help alleviate one concern only to exacerbate another. 

Collateral plays an increasingly important role in counterparty credit risk management, particularly 
for highly leveraged counterparties. The increased importance of variation margining plays a 
critical role in counterparty credit risk management. These changes help limit the exposure of the 



core financial institution to losses among their leveraged counterparties, but they also act to 
exacerbate volatility, with asset price declines forcing further margin calls, adding for further 
market declines. Where initial margin is thin in relation to potential exposure, counterparties are 
more exposed to adverse movements in asset prices, and in a situation of stress the actions they 
take to reduce their exposure to further losses are likely to have a greater negative impact on 
market dynamics.  

In market conditions where initial margin may be low relative to potential future exposure, the 
self-preserving behavior of leveraged funds and their counterparties may be more likely to 
exacerbate rather than mitigate an unexpected deterioration in asset prices and market liquidity. 
As financial firms demand more collateral, funds are forced to liquidate positions, adding to 
volatility and pushing down asset prices, leading to more margin calls and efforts by the major 
firms to reduce their exposure to future losses. In the context of the previous discussion of 
externalities, firms’ incentives to minimize their own exposure can amplify the initial shock and 
impose on others the negative externality of a broader disruption to market liquidity. 

The fact that this potential adverse dynamic exists does not mean it will occur. The deviation of 
prices from their fundamental values in times of stress is likely to create incentives for firms and 
investors with resources to step in and provide liquidity. In other words, the market may itself 
have the capacity to self-correct and prevent a disruptive loss of liquidity.  
 
A second example is the recent trend to lengthen lock-ups, implement redemption gates that limit 
withdrawals, and create special side-pocket accounts for particularly illiquid investments by hedge 
funds. Each of these changes may serve to reduce the liquidity risk of the fund, which should be 
beneficial and potentially reduce the disruption from the forced liquidation of positions. They may 
also, however, reduce market discipline and increase the overall scale of leverage assumed by 
those funds. We don’t have the capacity to assess with confidence the balance of these effects on 
the probability of crisis and the severity of market dynamics in conditions of stress.  

What should be the focus of supervisory efforts in this new context? Clearly, capital supervision 
and market discipline remain the key tools for limiting systemic risk. The emergence of new 
market participants such as leverage institutions does not change that. I am going focus on three 
broad policy priorities—risk management, capital and margining practices, and the financial 
infrastructure.  

Risk Management 

We should focus more attention on parts of the risk-management process where uncertainty is 
greatest and materiality of the risks that we can’t readily quantify is highest. This means more 
attention on the risk factors where the measurement challenges are most complex. It means more 
attention on assessing potential exposure in extreme events that lie outside past experience, not 
just those outside of the recent past.  

These challenges require using a mix of different analytical tools to help illustrate the range of 
possible outcomes and the dimensions of uncertainty that apply to the measurement of exposure. 
The focus should be not on the specific estimates produced for various types of asset price 
movements or stress events, but the uncertainty that surrounds those estimates and the 
magnitude of the potential underestimation of losses. Another way to say this is that we probably 
need to spend as much time discussing the limits of the quantitative outputs of the risk-
management process as we do on the estimates produced by the models.  

Understanding and evaluating “tail events”—low probability, high severity instances of stress—is a 
principal, and extraordinarily difficult, aspect of risk management. These challenges have likely 
increased with the complexity of financial instruments, the opacity of some counterparties, the 
rapidity with which large positions can change, and the potential feedback effects associated with 



leveraged positions.  

Stress testing and scenario analysis have become central to the process of risk management, and 
we have seen substantial progress since 1998. The efficacy of these tools should be judged in part 
by the extent to which they capture, on a high frequency basis, the full exposure of the firm to a 
sufficiently broad range of adverse conditions, the aggregate exposure to specific types of 
different risk factors and types of counterparties, the potential interactions among those factors, 
the effects of a general loss of liquidity and confidence in markets, and the constraints on the 
ability of the firm to move to reduce its exposure to further losses. 

And, of course, the credibility of the risk-management process should be judged not just by the 
quality of attempts to estimate stress exposure, but also by the impact of these results on the 
decisions about how much exposure the firm actually takes. In other words, effective stress 
testing must be viewed not only as a tool for monitoring the risks a firm has taken, but for actually 
influencing and changing behavior. 

Supervisors should focus on concentrations of exposure to a range of different risk factors, not 
just on the concern of the particular moment or the most recent sources of shocks. Just as 
generals are often accused of preparing to fight the last war, practice tends to chase measures of 
direct exposure implicated in past crises, or what seem like the plausible candidates for future 
crises, whether to real estate, to hedge funds, to structured financial products, to emerging 
markets or to a particular industry. 

This may be necessary and desirable, but it is not the most challenging task in risk management, 
and we generally don’t put ourselves in the position of trying to substitute our judgment for the 
markets on what level of direct exposure to a particular company or industry is prudent relative to 
capital. 

The better approach is to look at what might happen to the firm’s losses in various alternative, 
more adverse states of the world, and then assess the direct and indirect effects of distress in 
different parts of the portfolio and the interactions among them. The major financial institutions, 
for example, typically take on very little direct current exposure to hedge funds as group. But, as 
you might expect, the scale of potential future exposure is more substantial. An even greater 
challenge is measuring the exposure of the firm not simply to the direct effects of the failure of a 
particular hedge fund counterparty, but to the broader distress that it might cause to other market 
participants or its impact on the other exposures of the firm. The management of these direct and 
indirect exposures needs to be an important focus of attention.  

Capital and Margin  

Supervisors have put a considerable amount of effort over the past decade into designing a 
successor to the Basel capital accord. The present regime does not do a good enough job of 
capturing the risks a major institution typically assumes today. Because it understates the amount 
of capital required against some risks, overstates others, and ignores still others, we should work 
to put in place a replacement regime as quickly as we can be confident we have a viable 
alternative. The prudent, conservative approach should be to move forward to a more risk 
sensitive framework that creates better incentives for prudent risk management, not to try to 
extend the life of the present accord. 

It is critical that these broader efforts to fix the capital regime be reinforced with more attention 
by supervisors to margin practice and limits around the counterparty risk-management process 
within the major financial institutions. The regulatory capital regime is designed to offset the 
effects on individual firms of lower margin. Where margin levels are low relative to potential 
exposure, the capital requirement is higher. Where margin is higher, the capital charge is lower. 



Both capital and margins have costs, and firms seek to limit these costs and choose their 
preferred combination. 

The question for policymakers is whether the mix of capital and margins produced by the market 
is appropriate from the perspective of the financial system as a whole. As forms of financing that 
enable leverage and as leveraged funds grow in importance, the overall level of margin held 
against positions can provide an important cushion against the type of adverse market dynamics 
and general run on liquidity we saw in 1998. For these reasons, in the 2005 report of the 
Counterparty Risk Management Policy Group, chaired by Gerry Corrigan, a diverse mix of major 
market participants recommended that margin levels be set at a threshold that is “sustainable 
over the cycle.” This reflects a view that, in general, the initial margin required of unregulated 
leverage counterparties should be set to provide some cushion against potential exposure.  

Financial Infrastructure 

Supervisors should continue to encourage improvements in the infrastructure that supports 
financial markets. When we think about infrastructure in today’s market, it’s not enough to look 
just at the technology and risk-management systems that support the major exchanges and the 
payments and settlement systems operated by central banks and private utilities. This view is 
reflected in the amount of recent supervisory attention that has been focused on the systems 
within and among private institutions that support the bilateral over-the-counter derivatives 
markets. Last September, 14 major financial institutions and their principal supervisors met at the 
Federal Reserve Bank of New York to undertake a concerted program of improvements to the 
infrastructure that supports the OTC credit derivatives market. When that group reconvenes next 
week, we will review the extent of progress in reducing the backlog on unconfirmed trades and 
increasing the number of trade confirmed through automatic systems. We will also assess the 
progress toward agreement on a protocol for settlement events. And we will review new 
commitments to expand this effort to other OTC derivatives, including equity derivatives.  

These priorities for policy and supervision have the potential to strengthen our financial system 
and make it more robust to real systemic events. To be effective, however, we must continue to 
explore ways for supervisors and regulators to cooperate more closely together. The changes in 
market structure and financial innovation during the past decade, along with the increased global 
integration of capital markets, have increased opportunities for regulatory arbitrage. Policy 
initiatives that focus only on the U.S. market or on a specific class of institutions will push the 
activity to other markets or other institutions, raising costs on the regulated intermediaries 
without reducing overall risk in the system. Balancing the imperative of a cooperative approach 
across markets and institutions with the need for a more agile response to the rapid pace of 
evolution in markets will be a continuing challenge. 

Conclusion 

The changes in the financial system since 1998 confront us with a mix of benefits and challenges. 
The larger size and scope of the core institutions, the greater opportunities for risk transfer and 
hedging provided by innovation in derivatives, the improvements in risk management, the larger 
role played by a much expanded number and more diverse mix of private fund managers seem 
likely to have improved the stability and resilience of the financial system across a broader range 
of circumstances. 

The same factors that may have reduced the probability of future systemic events, however, may 
amplify the damage caused by and complicate the management of very severe financial shocks. 
The changes that have reduced the vulnerability of the system to smaller shocks may have 
increased the severity of the large ones. 



Supervisors need to continue to focus attention on reducing the vulnerability of the market to 
these low probability, but extreme events, while preserving the benefits that have come with 
these changes in financial markets. The limitations of the conventional risk-management tools in 
assessing potential losses in the adverse tail of possible outcomes in today’s financial system 
magnify the risk that individual institutions will operate with less of a cushion than might be 
desirable for the market as a whole.  

As the structure of markets change, we need to continue to review whether the overall framework 
of supervision over the core banks and investment banks provides the right balance of efficiency 
and resilience for the system as a whole. The capital requirements and other constraints we place 
on the regulated institutions have played an important role in encouraging the transfer of risk to a 
broader range of institutions, including the leveraged private pools of capital. As the aggregate 
size and importance of those funds increases, distress among those institutions can have greater 
effects on overall market dynamics, potentially increasing risks to the regulated core. Over time, 
this will force us to consider how to adapt the design and scope of the supervisory framework to 
achieve the protection against systemic risk that is so important to economic growth and stability. 
 
For the present, however, our hierarchy of priorities should focus on improving supervisory 
incentives to make counterparty discipline more effective and to strengthen the resilience of the 
core institutions to more adverse economic and financial conditions.  

Thank you. 
 
____________________________________ 

I would like to thank Kevin Stiroh and Meg McConnell of the Research and Statistics Group at the 
Federal Reserve Bank of New York for assistance and comments.
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11       767 Fifth Avenue 

12       New York, New York 10153 

13  

14 BY:   SHERRI L. TOUB, ESQ. (TELEPHONICALLY) 

15  

16 SONNENSCHEIN NATH & ROSENTHAL 

17       Attorneys for 1990 Pension Scheme 

18       601 South Figueroa Street 

19       Los Angeles, California 90017 

20  

21 BY:   CHRISTOPHER E. PRINCE, ESQ. (TELEPHONICALLY) 

22  

23  

24  

25  
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1 A P P E A R A N C E S : (continued) 

2 SONNENSCHEIN NATH & ROSENTHAL, LLP 

3       Attorneys for 1990 Pension Scheme 

4       1221 Avenue of the Americas 

5       New York, New York 10020 

6  

7 BY:   D. FARRINGTON YATES, ESQ. (TELEPHONICALLY) 

8  

9 GE EQUIPMENT SERVICES 

10 BY:   JOSEPH L. LINCOLN (TELEPHONICALLY) 

11  

12 GE CAPITAL CONTAINER 

13 BY:   DOMINIC BUCKWELL (TELEPHONICALLY) 

14  

15  

16  

17  

18  

19  

20  

21  

22  

23  

24  

25  
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1                      P R O C E E D I N G S 

2           THE CLERK:  All rise. 

3           THE COURT:  Go ahead. 

4           MR. MORTON:  Good afternoon, Your Honor. 

5           THE COURT:  Sorry about that. 

6           MR. MORTON:  Certainly.  For the record, Edmon Morton 

7 from Young Conaway on behalf of the debtors.   

8           If I may briefly ask Your Honor for a slight 

9 indulgent on the order of the agenda.  I believe there's only 

10 one matter that is truly contested today, it's matter number 

11 related to the services committee's request for 2019 compliance 

12 on behalf of certain bondholders.  If we could move that to the 

13 end of the agenda, I know there are a number of people on the 

14 phone who have dialed in from a deposition solely to attend the 

15 discovery status conference portion of the hearing.  That might 

16 allow them to get back to doing the litigation work they've 

17 been doing for the better part of the day. 

18           THE COURT:  All right. 

19           MR. MORTON:  To that end, Your Honor, item number 1 

20 was the subject of a certificate of no objection.  This is our 

21 motion for a small supplementation to the non-insider KERP 

22 program.  We did file a short declaration of law Barlow in 

23 support of that.  I'm not sure if Your Honor had any questions. 

24           THE COURT:  Well, I did until I received the 

25 declaration, but more particularly, the exhibit, which I wanted 
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1 to review before signing off on any order.  I have now had the 

2 opportunity to review both.  Does anyone else care to be heard 

3 in connection with this matter?  I hear no response.  I am 

4 prepared to grant the relief that's been requested. 

5           MR. MORTON:  Thank you, Your Honor. 

6           THE COURT:  Do you have an order to hand up? 

7           MR. MORTON:  I do not have a form of order with me at 

8 the podium.  If you'll give me just -- 

9           THE COURT:  I have the binder, let me --  

10           MR. MORTON:  Thank you, Your Honor. 

11           THE COURT:  -- if it's in there.  All right.  That 

12 order has been signed. 

13           MR. MORTON:  Thank you.  Obviously, item number 2 was 

14 taken care of by an order entered earlier by Your Honor.  Items 

15 3, 4, and 5 of the agenda are the portion that's basically the 

16 discovery status conference that's scheduled for today.  I 

17 don't believe there's anything specific that needs to be said 

18 on items 4 or 5, unless a party wants to correct me on that 

19 front. 

20           As for item 3, the general discovery status 

21 conference, I believe we had two small issues we wanted to 

22 raise with Your Honor, I'll address them in turn, because the 

23 first is fairly straight-forward and is really just a request 

24 for clarification on your end. 

25           Presently contemplated as one of the last 
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1 deliverables in the case, is the joint pre-trial memorandum.  

2 As has been done in the past with truly expedited litigation 

3 like this, where the parties are also engaging in simultaneous 

4 briefing, we simply wanted to confirm with Your Honor if it was 

5 acceptable for us to use the form of pretrial memo we used in 

6 the GE DIP litigation.  And since I don't expect Your Honor 

7 remembers that with any degree of particularity, basically  

8 that --  

9           THE COURT:  Thank you for that indulgence, I 

10 appreciate it. 

11           MR. MORTON:  Certainly.  Basically, that form of 

12 joint pretrial memorandum did set forth the witnesses to be 

13 called and a brief description of the testimony they would 

14 provide.  The issues that the parties believe were going to be 

15 addressed at the hearing, as well as the exhibit list with 

16 designations as confidential and non-confidential.  But because 

17 of the compressed schedule of briefing it's very difficult to 

18 come up with statements of undisputed facts and what not.  And 

19 typically, you know, those, when you're engaging in this type 

20 of briefing, will be pretty well covered in any event.  If that 

21 is acceptable with Your Honor. 

22           THE COURT:  Well, let me make one request. 

23           MR. MORTON:  Certainly. 

24           THE COURT:  And that is if there is a set of 

25 undisputed facts that fall into, you know, the low hanging 
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1 fruit category to which the parties can agree and reduce to 

2 writing without too much haggling, I'd ask that you do that.  

3 But I will not ask that you undertake, you know, the full 

4 exercise of trying to haggle everything out. 

5           MR. MORTON:  Certainly, Your Honor.  We will do our 

6 best to come to agreement on that.  And if can't for whatever 

7 reason, we'll at least note that in the form of pre-trial memo 

8 so that it is clear to Your Honor. 

9           THE COURT:  All right, thank you. 

10           MR. MORTON:  Thank you.  Your Honor, the second  

11 point -- and simply because I'm at the podium I guess I'll 

12 raise it first.  The present schedule that is before Your Honor 

13 contemplates that the objections to the 9019 motion on the part 

14 of the SCL committee will be due this Friday, May 16th.  There 

15 was a request by the services committee to move this deadline 

16 to Monday based upon the fact that, you know, current discovery 

17 and depositions are still ongoing.  Certainly, and I know Mr. 

18 Abbott will be coming up in a moment, Your Honor, to fill out 

19 the services of the Sea Containers Ltd. committee's idea of 

20 this, but unfortunately, this is one of those few times where 

21 we really were not able to accommodate this request.  As Your 

22 Honor, I can see you now, is already looking at the calendar 

23 and has surmised -- 

24           THE COURT:  Well, I'm looking at the second revised 

25 scheduling order. 
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1           MR. MORTON:  Oh, certainly.  And that does set May 

2 16th as the deadline for the objection itself.  And it sets as 

3 the reciprocal deadlines May 23rd, which is the following 

4 Friday, for our deadline to respond.   

5           Your Honor, we view the current staggering as fairly 

6 critical for two reasons.  The first is, obviously, we want to 

7 make sure that we get these pleadings to Your Honor in time 

8 that you're able to sufficiently review them in an appropriate 

9 fashion, and certainly getting them to you the day before the 

10 hearing, you know, we believe is fairly problematic from our 

11 perspective.  More importantly, I think it's worthwhile from 

12 all parties' perspective that the briefing be able to be closed 

13 out going into the weekend, that parties are going to need to 

14 prepare for trial.  It's certainly far from ideal for the 

15 debtors to have to be spending time working on a trial brief 

16 and preparing for the actual trial.  And, certainly, the 

17 statements that are going to be contained in our reply will 

18 shape, no doubt, the trial preparation of others.  So from our 

19 perspective, we believe that the fact that current depositions 

20 are ongoing, and indeed it's everyone's hope that the two 

21 depositions that have been highlighted as the need, you know, 

22 for the further extended deadline are going to be completed by 

23 the end of today, certainly our position that the revised 

24 scheduling order that is in place now is the appropriate 

25 timeframe and the appropriate deadline. 
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1           Unless Your Honor has any initial questions for me, I 

2 cede the podium to Mr. Abbott. 

3           THE COURT:  I do not. 

4           MR. ABBOTT:  Thank you, Your Honor.  Derek Abbott 

5 here on behalf of the SCL committee.  I think Mr. Morton 

6 misspoke, it's actually my committee's request to move that 

7 objection not the services committee, through Monday. 

8           Your Honor, there are a couple of issues I'd like to 

9 raise.  But among them -- and I understand the debtors' 

10 concern.  We're obviously most concerned with the Court and if 

11 we're stuck with a week, Your Honor, we'd ask for Monday, that 

12 would leave their reply due -- essentially, the business day 

13 before trial. 

14           THE COURT:  The 26th.  Monday, the 26th, which is 

15 Memorial Day. 

16           MR. ABBOTT:  Correct, Your Honor.  Which leaves the 

17 Court in the difficult position of having one day before the 

18 trial to read it.  We don't make this request lightly, Your 

19 Honor. 

20           I'll add to the request in a minute, but the 

21 important thing for us, Your Honor, is that we intend this 

22 objection, essentially, to work the kinds of things that you 

23 might typically see as contested fact statements in a pre-trial 

24 order and be much more useful to Your Honor.  In the conduct of 

25 the trial, we intend to have significant citation to the 
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1 record, both documentary and testimony.  And given that 

2 literally transcripts of today, you know, probably will be 

3 ready later tonight, maybe tomorrow, it does put the onus -- we 

4 realize that it puts all the burden on the -- strike that.  We 

5 realize it puts a greater burden on all the parties as we move 

6 towards trial.  But we think that with that extra time it will 

7 significantly allow us to focus the Court on the critical 

8 issues, show the Court some evidentiary indications of why we 

9 believe those are the right way to view things.  And we think, 

10 Your Honor, it will help the Court at trial.  We recognize that 

11 their reply will be due on the eve of trial, but, Your Honor, 

12 given that we are the ones that will most have to shape our 

13 trial response to their reply, you know, that's a burden we're 

14 willing to take.  The real question, Your Honor, is whether the 

15 court is willing to accept something that late to review before 

16 trial.  And we think that it is, again, important and will be 

17 useful in streamlining the trial and the parties' consideration 

18 and the Court's consideration of the issues.  

19           And I will say, Your Honor, the debtors were gracious 

20 and did offer what they could in terms of a modest extension 

21 but not one that was adequate for the purpose, we didn't think 

22 so, Your Honor. 

23           THE COURT:  Well, which was what? 

24           MR. ABBOTT:  Saturday at 3 p.m., Your Honor. 

25           MR. MORTON:  Your Honor, if I may briefly respond to 
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1 a couple of the points?   

2           First and foremost, well certainly, everyone's 

3 primary concern is always the Court and the Court's level of 

4 preparedness. 

5           THE COURT:  Oh, thank you for saying that. 

6           MR. MORTON:  And, Your Honor, of course well knows 

7 that there's a but coming right after I say that.  The but is 

8 that I believe that Your Honor's preparation for trial will be 

9 aided by sticking to the current schedule because it is 

10 necessary for all parties to prepare cohesive trial strategy to 

11 be able to productively use what is, unfortunately, a holiday 

12 weekend to get ready for a trial that has been, you know, put 

13 in a fairly tight track for very good reason. 

14           THE COURT:  Mostly everybody wanted. 

15           MR. MORTON:  Absolutely.  And we are very pleased 

16 that Your Honor accommodated the track.  But where we are now 

17 is I don't think that it is a simple, even from our trial 

18 preparation prospective, which will inevitably benefit Your 

19 Honor through more cohesive and joint presentations for us to 

20 try to drop our reply on everyone the day after a holiday 

21 weekend.  And more importantly, have taken so much of that time 

22 on our own right to prepare it.  And it should be clear that 

23 the extension that we gave based on the Saturday timeframe was 

24 given specifically to avoid having this argument before Your 

25 Honor, it was a settlement offer, and not actually just a carte 
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1 blanche extension that they could come in and try to get, yet, 

2 a better date from Your Honor.  We believe that the appropriate 

3 deadline is to keep them to Friday, because it is our intent to 

4 get the briefing to you during the business day on Friday of 

5 the following week for purposes of actually having you have the 

6 pleadings in your hand by the time you go into the weekend. 

7           THE COURT:  Oh, so you want to make me work over the 

8 weekend. 

9           MR. MORTON:  We want you to have the opportunity to 

10 work whenever Your Honor's schedule permits. 

11           THE COURT:  Always thoughtful. 

12           MR. MORTON:  So to that end, Your Honor, I wanted to 

13 make clear that we believe that the schedule embodied in the 

14 present order is the appropriate one to get us to the trial 

15 track.  Certainly, there are depositions that are going to be 

16 ongoing as we are, in our efforts to prepare, as well.  This is 

17 not, you know, a burden that is not shared by all parties as we 

18 finalize our discovery process.  But, nevertheless, we think 

19 its critical that this not shift back, yet another weekend for 

20 purposes of making sure this trial is conducted in an orderly 

21 fashion. 

22           THE COURT:  Well, in a way you're picking your own 

23 poison.  I'll extend the deadline to Sunday the 18th at 3 

24 o'clock.  Without moving the deadline which follows.  And since 

25 that probably makes everybody unhappy we'll leave it at that. 
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1           MR. ABBOTT:  Thank you, Your Honor.  I have two more 

2 minor issues with respect to the brief, Your Honor.  One is 

3 typically one might file an appendix with this sort of a 

4 document because there will be those heavy citations that I 

5 mentioned earlier.  In light of the pretrial order that will be 

6 following nearly immediately after that, that we just talked 

7 about, that will have those exhibits attached, we thought it 

8 might make sense to rely on that rather than prepare a separate 

9 appendix that will contain certainly all -- a subset of all the 

10 documents that will be in that pretrial order.  And I just 

11 wanted to make sure that that was acceptable with the Court. 

12           THE COURT:  That's fine with me.  Does anyone have an 

13 objection to that? 

14           MR. MORTON:  Your Honor, I think that, actually, 

15 makes good sense as long as its clear that all parties putting 

16 in a briefing can avail themselves of the same thing. 

17           THE COURT:  That's fine. 

18           MR. ABBOTT:  And, Your Honor, the last matter is the 

19 issue of page length on the brief that I've now asked everybody 

20 to take a little bit later.  For the reasons that we described, 

21 and again, in order to try to focus the trial of these matters, 

22 we would like some relief from the forty-page limit if the 

23 Court could see fit.  And we will endeavor to make this brief 

24 as short as we possibly could.   

25           THE COURT:  Well, make it thirty pages then. 
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1           MR. ABBOTT:  Well, Your Honor, I was actually 

2 thinking in the other direction. 

3           THE COURT:  I thought so.  How much relief are you 

4 requesting? 

5           MR. ABBOTT:  Your Honor, I don't know what it will 

6 ultimately turn out to be.  I'd like the ability to go to 

7 seventy-five pages if necessary.  Realizing that the Court may 

8 not want to read seventy-five pages and trying to keep it as 

9 short as we reasonably can. 

10           THE COURT:  I once heard Justice Scalia speak.  And 

11 in light of his view on the importance of -- or unimportance of 

12 legislative history, he said once that when he would get to 

13 that part of the brief he'd just skip over it.  I haven't got 

14 the discipline to skip over anything, I tend to read every 

15 page.  So I appreciate the sentiment, but, you know, whether 

16 it's fifty or seventy-five pages, I read all the pages.  

17 Because I feel if I skip over them I do so at my own risk.  Is 

18 there any objection to that request? 

19           MR. MORTON:  Your Honor, I feel compelled to simply, 

20 based on your facial expressions, perhaps a better way to go 

21 about it -- I mean, unfortunately, we may find ourselves in a 

22 similar position.  Because as Your Honor knows from these 

23 disputes we put forth a motion, you know, this motion is not 

24 actually a full brief, you know, that addresses all of their 

25 issues.  So the page limit that may, you know, correspond to 
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1 our reply is going to be directly impacted by how long their 

2 opening is. 

3           THE COURT:  Well, it takes up a whole binder, the 

4 motion.   

5           MR. MORTON:  That's correct. 

6           THE COURT:  With all the bells and whistles attached. 

7           MR. MORTON:  Certainly.  And I don't think we would 

8 need anywhere close to seventy-five pages.  I simply think that 

9 perhaps the -- you know, the -- perhaps an appropriate way to 

10 handle this would be, you know, what is the more standard 

11 practice.  Parties make the brief as absolutely lean as they 

12 are able, they file a concurrent motion for relief from the 

13 page limit, and understand that because they haven't gotten a 

14 pre-blessing from the Court they're slightly at the Court's 

15 peril.  Either that or we could establish some sort of preset 

16 page limits.  But, I personally -- this is an issue that was 

17 given to me as I walked in the door.  While I'm positive that 

18 if they filed a seventy-five page brief we will need more pages 

19 to respond.  I certainly couldn't commit right now, IÆm not the 

20 party who has been in charge of the briefing, as to how much we 

21 would need.   

22           THE COURT:  Well, if I allow seventy-five pages to 

23 Mr. Abbott, I'll allow it to the debtor.  

24           MR. MORTON:  Based on that then, I believe we have no 

25 objection. 
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1           THE COURT:  All right.  Shall we do yet another 

2 scheduling order to embody those modifications? 

3           MR. MORTON:  Your Honor, I think all the parties that 

4 needed to hear it heard it.  I'm happy if the Court or the 

5 other parties would rather put in an order, but I think we all 

6 get it after this hearing and see no need to further burden the 

7 Court with additional paper. 

8           THE COURT:  Well, that was no so bad but -- I'm 

9 content with it if the parties are. 

10           MR. MORTON:  Thank you, Your Honor. 

11           THE COURT:  Okay.  Anything further on that? 

12           MR. MORTON:  No, Your Honor.   

13           THE COURT:  All right. 

14           MR. MORTON:  I believe that takes us to the end of 

15 the discovery status conference.  One small item, if I may skip 

16 over item 6 for just a moment, items 7 and 8 all relate to a 

17 protective order that was sought by the SCL committee.  We 

18 believe and we still believe that there was pertinent 

19 information that was non-privileged that we could have gotten 

20 from Mr. Marshall.  But after the exchange and also after the 

21 clear and unequivocal statements that were contained in the 

22 motion for protective order, neither Houlihan nor Mr. Marshall, 

23 individually, will be testifying either, you know, as a fact 

24 witness or as an expert, and will be designated as an expert, 

25 we have agreed to forego the deposition at this time. 
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1           THE COURT:  All right.  So the motion is now moot. 

2           MR. MORTON:  That's correct, Your Honor.  

3           THE COURT:  All right. 

4           MR. MORTON:  To that end, I believe we are now back 

5 to item number 6, and just on behalf of those who are on the 

6 phone, that have to get back to a deposition I would ask if 

7 they may be excused? 

8           THE COURT:  Yes.  Anyone who wishes to be excused at 

9 this point may be. 

10           MR. MORTON:  Thank you, Your Honor. 

11           THE COURT:  But before we get into the main item for 

12 today, let me just say that I did get the motion to authorize 

13 the retention of Punter Southall and the request to shorten 

14 notice.  It asks for a hearing date of May 20th and an 

15 objection deadline of May 19.  And since I just received it, I 

16 knew the parties were coming in today, I just wanted to ask on 

17 the record whether anyone wished to be heard on this matter? 

18           MR. MORTON:  Your Honor, I can simply say for the 

19 debtors it's not something that we discussed with out client 

20 yet, so we really can't take a position. 

21           THE COURT:  Anyone else care to weigh in? 

22           MR. STRATTON:  Good afternoon, Your Honor.  David 

23 Stratton, Pepper Hamilton.  As I think Your Honor knows, but I 

24 want to make sure we all are on the same page, is that we have 

25 filed an application to retain an expert witness to assist in 
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1 the litigation.  The question was whether we could just do it, 

2 hire them and pay them as a disbursement under either my firm's 

3 statements, monthly statements, or my co-counsel statements.  

4 We opted in favor of full disclosure because we didn't want 

5 anybody second-guessing a decision to spend some thousands of 

6 dollars on an expert.  In light of that, and in light of what I 

7 think should be -- it's not a typical retention application, 

8 we're not disinterestedness and rolling the case and all of 

9 that, isn't really the issue here.  We thought it could be done 

10 in a very compressed timeframe.  They've been working already, 

11 the application is nunc pro tunc to the date -- actually, the 

12 date it was filed or maybe the day before.  I'm not sure, but 

13 there may be depositions scheduled or reports due very soon.  

14 And we have a hearing in what, two weeks.  So that's the 

15 explanation.  I don't think you probably needed that, but so 

16 it's on the record, that's why we wanted to do it that way.  

17 Hopefully no one from the U.S. Trustee's Office to Your Honor, 

18 but more importantly the folks in between will have an issue 

19 with it, but I wanted to add that to the record. 

20           THE COURT:  All right.  Anyone else care to be heard? 

21           MR. ABBOTT:  Your Honor, Derek Abbott, again, for the 

22 SCL committee.  Unfortunately, I too, don't have instructions 

23 from my client on this issue.  But, Your Honor, I'll endeavor 

24 to get those.  And if we oppose the timing, which I'm hard-

25 pressed to understand why we would, given the circumstances Mr. 
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1 Stratton just laid out, we'll endeavor to get something of 

2 record by the end of the day tomorrow.  If that's acceptable to 

3 the Court, obviously. 

4           THE COURT:  Well, today's the 14th.  Can you get me 

5 something by noon tomorrow? 

6           MR. ABBOTT:  Yes, sir.  And, Your Honor, we will only 

7 file something, unless you tell me different, if we object to 

8 the timing. 

9           THE COURT:  Yes.  And just let Ms. Hunt know either 

10 way.  So --  

11           MR. ABBOTT:  Will do, Your Honor. 

12           THE COURT:  Absent an objection, I'm inclined to 

13 grant the motion for May 20th at 11, and setting objection 

14 deadline of May 19th at, I don't know, 4 p.m. 

15           MR. ABBOTT:  Thank you, Your Honor. 

16           MR. STRATTON:  Your Honor, just for purposes of 

17 clarification -- for the record, this is David Stratton again.  

18 The hearing would be on May 20th at 11? 

19           THE COURT:  Yes. 

20           MR. STRATTON:  If there are no objections to the 

21 underlying retention we would not need a hearing I assume? 

22           THE COURT:  Assuming that upon my review of the 

23 application, which I have not yet reviewed, I have no 

24 questions, that would be fine. 

25           MR. STRATTON:  Thank you, Your Honor.  
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1           THE COURT:  Okay.   

2           MR. MORTON:  Your Honor, a small point of 

3 clarification for all of those who didn't have Klein (ph.) 

4 instruction today, I presume that if for any reason the debtors 

5 also wish to weigh in on time, we can by noon tomorrow as well. 

6           THE COURT:  Certainly. 

7           MR. MORTON:  Thank you.  Your Honor, I believe that 

8 takes us to item number 6. 

9           THE COURT:  Okay. 

10           MR. STRATTON:  Your Honor, this is the committee's 

11 2019 motion, as I think of it.  Mr. O'Connor from the Willkie 

12 Farr firm is on the phone and he will be presenting our 

13 committee's position on the motion. 

14           THE COURT:  All right. 

15           MR. O'CONNOR:  Thank you, Your Honor.  Brian O'Connor 

16 from Willkie Farr on behalf of the services committee.  And let 

17 me thank you for allowing me to participate by telephone.  

18 Actually, we have completed our depositions in this case just 

19 shortly before this.  And, obviously, that's why we are not 

20 down there in person.   

21           Your Honor, if I could spend just a couple of moments 

22 to put this motion in context with all the jockeying that's 

23 gone back and forth on discovery issues between the SCL 

24 committee, and us, and the bondholder group. 

25           As Your Honor will recall, on March 5th the services 
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1 committee served subpoenas on the bondholders who had formed a 

2 group and are being represented by Kramer Levin.  We served 

3 that discovery on the bondholders because we understood from 

4 them that they intended to -- or likely intended to object to 

5 the pension settlement, which is the subject of the 9019 

6 theory. 

7           At the same time, we also made a motion to compel the 

8 bondholders to make supplemental disclosures under Rule 2019 

9 because we didn't think the disclosures they had made to date 

10 were adequate.  In response to the motions and the subpoenas, 

11 the bondholders moved to quash the subpoenas and also declined 

12 to supplement their Rule 2019 disclosures.  In the motion to 

13 quash the bondholders argued that, although their counsel had 

14 met with the settlement parties and had participated in the 

15 settlement negotiations, they had not, at least at that time, 

16 formally objected to the pension settlement and were not 

17 parties to the 9019 contested matter. 

18           THE COURT:  Well, until this day they haven't yet 

19 objected, have they? 

20           MR. O'CONNOR:  To this day they haven't, but they 

21 have indicated to us last week that they are going to object.  

22 They argued at the time, Your Honor, in their papers that it 

23 was the SCL committee that was litigating the 9019 motion as a 

24 fiduciary for all the unsecured creditors, and that they were 

25 not, at least at that time, actively participating in that 
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1 litigation.   

2           In the spirit of compromise, we told the bondholders 

3 that we would not need discovery from them pursuant to the 

4 subpoenas or frankly would we pursue the 2019 supplemental 

5 disclosure if they were not going to object, and would not be 

6 appearing and actively participating in the 9019 hearing.  And 

7 based upon that proposal, we agreed to continue the motion to 

8 compel and the motion to quash provided the bondholders gave 

9 us, by a date certain, notification as to if they were, in 

10 fact, going to object to the settlement. 

11           Last week on Wednesday, I believe, possibly Thursday, 

12 but I think Wednesday, Kramer Levin gave us notice, to me, that 

13 the bondholders were, in fact, now planning to object to the 

14 9019 motion and participate in the 9019 hearing.  Again, we 

15 thought in the spirit of compromise we told Kramer Levin that 

16 we would forego the subpoena discovery if they would, at least, 

17 agree to supplement their Rule 2019 disclosures.  They, again, 

18 rejected that offer and that led us then to ask Your Honor to 

19 recalendar the continued motion to compel for today's hearing. 

20           Now, the bondholders here, represented by Kramer 

21 Levin -- we're talking about five bondholders.  They're 

22 Contrarian Capital, JPMorgan Securities, Post Advisory, Trilogy 

23 Capital and Varde Investment.  Among them they hold over 200 

24 million dollars in face amount of the debtors' bonds, which I 

25 think is about one-half of the total amount of the outstanding 
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1 bonds. 

2           As Your Honor will probably also recall, earlier in 

3 the case the U.S. Trustee had removed three of the bondholders, 

4 one of whom was Trilogy, because they were participating as DIP 

5 lenders.  And when the new committee was reconstituted the only  

6 member of that committee is the indentured trustee, HSBC, 

7 which, frankly, is more of a figurehead than having any real 

8 authority to speak on behalf of the individual bondholders. 

9           Now, Your Honor will also recall, that we had some 

10 squirmishes with the SCL committee over discovery.  And we had 

11 made a motion to compel the production of documents from the 

12 SCL committee.  And, frankly, they produced about seven pages 

13 of documents to us, and advised that there were many documents 

14 that they were withholding which were communications with these 

15 bondholders, represented by Kramer Levin, which they were 

16 withholding on the grounds that they shared a common interest, 

17 which shielded those communications from disclosure. 

18           And at the time, you'll recall both, the committee 

19 and the bondholders, argued that they shared a common legal 

20 interest, not merely a common financial interest.  The common 

21 legal interest they said was that the -- their common interest 

22 was to demonstrate that the pension settlement was not in the 

23 best interest of creditors of SCL.  And the committee said in 

24 it's papers, that if they were successful in that objection 

25 that would result in a benefit to all SCL's non-pension 
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1 unsecured creditors.   

2           Now, the bondholders who have now told us they do 

3 intend to object, and of course, they don't want to provide us 

4 with any discovery pursuant to the subpoenas, they now want to 

5 join in with the SCL committee and actively participate in the 

6 hearing.  And although they seek to act, I think, in a common 

7 legal interest they would contend, which they claim benefit all 

8 SCL's unsecured creditors, they don't want to make any 

9 disclosures that are required under Rule 2019.  And they make 

10 three, as I see it, principal arguments in support of that 

11 position. 

12           First they say they're really not a group, they're 

13 just individual creditors that are represented by the same 

14 counsel.  And they say, for example, that they don't have any 

15 governance like a committee would have.  But they omit to 

16 discuss the fact that in their retention or engagement letter 

17 with Kramer Levin, there are a number of governance type 

18 provisions which are more indicative of a group representation 

19 than an individual representation.  For example, there's a 

20 provision that allows majority clients, which is defined as 

21 those holding majority of the bonds in the group to have 

22 authority to direct counsel how to proceed.  There's also a 

23 provision that allows majority clients to be the ones that have 

24 to consent to Kramer taking on any additional bondholder 

25 clients.  When it comes to compensation, compensation to Kramer 
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1 Levin is based upon the members pro rata bond ownership.  And 

2 there's a provision in the letter which also contemplates 

3 Kramer, at some point, seeking approval from the Court to have 

4 the group seized paid by the estate.  So to us it seems that 

5 that's more indicative of a group membership of an ad hoc 

6 committee than it is of an individual representation of 

7 separate clients. 

8           Secondly, they also distinguish the Northwest case by 

9 saying that well, they're really not purporting to act to 

10 protect anyone's interest but their own.  But the problem that 

11 we see with that, Your Honor, is that from the get go these 

12 bondholders, although they've chosen not to participate on the 

13 committee, the committee consists only of the indentured 

14 trustee who has very little authority to make any real economic 

15 decisions on behalf of these bondholders.  And from the get-go 

16 they have been behind the committee we believe really 

17 controlling the decisions of the committee, not the indentured 

18 trustee.  And, frankly, in a situation like they argued in 

19 response to our motion to -- in their motion to quash and this 

20 SCL committee argued in response to our motion to compel, you 

21 know, they've contended all along that they have a common 

22 interest which is designed to benefit all unsecured creditors 

23 of SCL in reducing, to the extent they can, the claims of the 

24 pension schemes here. 

25           So it's hard, it seems to me, to say that they're not 
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1 acting in some way they would contend, other than in their own 

2 pecuniary interest.  They're contending that they're doing this 

3 together with the committee on behalf of all the unsecured 

4 creditors of SCL. 

5           Thirdly, they also cite to the Scotia decision down 

6 in Texas, in which there's not a reported opinion, but they do 

7 attach the transcript.  And they make the argument there that 

8 the Scotia court, you know, rejected the argument that an ad 

9 hoc committee of bondholders need to comply with Rule 2019.  

10 And I guess I have two points on that score.  Number one, I 

11 think that there's no evidence that the committee in Scotia was 

12 anything like this group of bondholders.  There's no evidence 

13 that that group of bondholders was essentially controlling the 

14 unsecured creditors' committee as there is here.  And secondly, 

15 even there it was clear that the group of bondholders 

16 represented approximately ninety percent of the outstanding 

17 bonds there.  And I think one of the reasons the court reached 

18 its conclusion was that there was really no evidence there that 

19 they were acting to protect anyone who wasn't already a member 

20 of the group.  So that we think that's different.  Here, they 

21 have only about half of the percentage of the outstanding 

22 bonds.  And there certainly are a number of bondholders that 

23 are not in the group whose interests are outstanding.   

24           You also received, Your Honor, a brief of Amicus 

25 submitted by the Loan Syndications and Trading Association.  
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1 And as I read their brief, the principal arguments that they 

2 made were that, Judge, you shouldn't do anything here to compel 

3 these bondholders to comply with Rule 2019 because some parade 

4 of horribles is going to occur in which the liquidity in the 

5 bankruptcy process is going to dry up because of a fear that 

6 these hedge funds and other vulture type investors are going to 

7 be chilled from buying claims and participating in the 

8 bankruptcy process.  And I think there's one thing that's safe 

9 to say, Your Honor, tat if Your Honor were to rule today that 

10 these particular bondholders are required to comply fully with 

11 Rule 2019, that would not be a general precedent that would 

12 require each and every ad hoc group who joined together to 

13 comply with Rule 2019 of disclosures.  It seems to me that this 

14 case is quite unique given the structure of the SCL committee 

15 with only an indentured trustee as its sole member.  And with, 

16 effectively, the committee being controlled by this group of 

17 bondholders. 

18           You know, it's clear they've gone to great lengths to 

19 protect any communications between the committee and these 

20 bondholders from any disclosure.  They've objected to the 

21 subpoenas.  They refused -- the committee has withheld 

22 documents, all communications between the committee and this 

23 group on the basis of a common interest.  And, so, you know, to 

24 argue or contend that a ruling here would compel all groups of 

25 similarly situated creditors, who happened to join together to 
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1 comply with Rule 2019, I think is not accurate.   

2           The other argument that the Amicus makes is that, of 

3 course, there's other ways to deal with this.  They say, of 

4 course, you have the protection of discovery.  You can serve 

5 them with interrogatories and take depositions and find out the 

6 information.  Well, of course, they won't let us do that here 

7 either.  So we're faced with the prospect of absolutely no 

8 discovery essentially from the SCL committee because everything 

9 was withheld except for seven documents.  We can't take any 

10 discovery from the bondholders pursuant to our subpoenas, 

11 because they said they weren't objecting to the settlement, and 

12 they're not parties to the litigation.  And now we're on the 

13 verge of the hearing and it's very late for us to really 

14 effectively do that.  So we offered, as a compromise, at least 

15 disclose the information required by Rule 2019 so the Court and 

16 everyone else knows exactly what your interest is.  And they 

17 refused to do that.  So we're essentially left with no 

18 information about this group at all. 

19           And for all those reasons, Your Honor, we think that 

20 they should be required to comply with Rule 2019 and make the 

21 disclosures required. 

22           Unless Your Honor has further questions of me, I will 

23 cede the podium either to Kramer Levin or whoever else is going 

24 to address the issue. 

25           THE COURT:  Thank you. 
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1           MR. O'NEILL:  Good afternoon, Your Honor.  Brad 

2 O'Neill on behalf of the five bondholders.  I guess there were 

3 a lot of points made in that argument.  I think I'd begin by 

4 making our affirmative points and then I'll respond to what Mr. 

5 O'Connor said. 

6           Rule 2019 requires an entity or a committee that is 

7 representing other creditors to make certain disclosures.  Here 

8 there's only one entity that is representing creditors, and 

9 that's Kramer Levin.  And Kramer Levin has made appropriate 

10 disclosures.  Kramer Levin has disclosed the identity of it's 

11 clients, the nature of their claims.  We've even, although 

12 technically not required to, disclosed the aggregate amount of 

13 their claims.  There's no requirement, however, that the entity 

14 representing creditors disclosed specific trading information, 

15 dates, prices at which purchases were made. 

16           THE COURT:  Well, let's take a look at the rule, 

17 which I think has to be our starting point. 

18           MR. O'NEILL:  That's fine. 

19           MR. O'CONNOR:  Your Honor, if I could interrupt.  

20 This is Brian O'Connor again.  Can I ask the Court if you could 

21 speak a little bit closer to the microphone, we're having 

22 difficulty hearing you? 

23           THE COURT:  All right, how's that?  Is that better? 

24           MR. O'CONNOR:  That's much better, thank you. 

25           THE COURT:  All right.  "2019(a) provides that every 
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1 entity or committee representing more than one creditor or 

2 equity security holder, blah, blah, blah, has to provide the 

3 information provided in the four categories which follow."  

4 Now, I'm familiar with the arguments about what makes a 

5 committee and what doesn't.  But I will tell you that this is 

6 probably, in my view, a committee within the meaning of the 

7 rule. 

8           Here's how I reach that conclusion.  I look at the 

9 Merriam Webster definition, one of them, which says, "Self-

10 constituted organization for the promotion of a common object."  

11 Let me turn then to your objection to the motion that's before 

12 me.  On page 4 you say, in paragraph 5, "The bondholders are 

13 five investment/money management funds that have come together 

14 in an effort to share the costs of representation by counsel 

15 and enable their voices to be heard more effectively."  So in 

16 my mind that states two common purposes.  I think you have a 

17 committee.  Now, that's just the tip of the iceberg.  There's a 

18 lot more, at least as I, in preparation for today's argument, 

19 think is involved in how the framework should work to figure 

20 out what the answer should be.  And even if you weren't the 

21 committee, the definition -- the language in the rules in the 

22 disjunctive.  It says "entity or committee."  Entity is defined 

23 under Section 101.  The term is pretty broad.  I just don't see 

24 how under the plain language of the rule you escape the net.  

25 Can you respond to that? 
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1           MR. O'NEILL:  Well, I think Your Honor has read our 

2 argument about why we are not a committee. 

3           THE COURT:  I read everything. 

4           MR. O'NEILL:  Yes.  So, I mean, I can repeat those 

5 but I don't think you really want me to. 

6           THE COURT:  All right. 

7           MR. O'NEILL:  And as to whether -- we are a 

8 collection of individuals who are acting collectively.  I don't 

9 think that that -- simply because we are doing that we somehow 

10 become responsible to make additional disclosures of 

11 confidential information.  If we all acted separately with 

12 separate counsel there would be no such obligation. 

13           THE COURT:  And I thing you're right about that.  

14 Which leads to yet another level of inquiry.  And I think that 

15 in examining this situation and, frankly, I've had others, 

16 which for one reason or another I've been able to move around 

17 the issue that I think the parties pretty much have squarely 

18 put before me today.  And that is, you know, does 2019 apply  

19 to -- I'll use the phrase ad hoc committees, but not in the  

20 way -- not in the bad way that you would take that to mean.  

21 Groups called -- call them what you will.  And that is, I 

22 think, each situation presents unique facts and circumstances.  

23 And a situation has to be viewed in light of the particular 

24 dynamics of a Chapter 11 case and of the matter within the 

25 case, the context within the case within which the issue 
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1 arises.  Because today what we're really here on is a 2019(b) 

2 motion, and that is if I conclude that this group is required 

3 to comply with 2019(a).  The decision I have to make is whether 

4 there has been compliance and if -- and I don't think anyone 

5 would disagree if I conclude there is -- there does need to be 

6 compliance, that the rule has not been complied with, what 

7 sanction should I impose, if any.  Because under the language 

8 of 2019(b) it seems to me that the Court has discretion about 

9 whether to impose a sanction or not.  So, I guess that's one 

10 way of saying yes, I agree with you the facts are important. 

11           MR. O'NEILL:  If you want me, I could just move on to 

12 2019(b), if you want I can make one more point about 2019(a). 

13           THE COURT:  Go ahead. 

14           MR. O'NEILL:  And that is that the entity or the 

15 committee has to be representing other creditors.  I think it 

16 proves too much to say that the entity, merely by representing 

17 itself, somehow becomes subject to 2019.  I mean, the purpose 

18 of the rule is to assure disclosures where an entity or a 

19 committee is representing other people to make sure that the 

20 people who are represented to whom a duty is owned, receive 

21 appropriate disclosure.  However, the only people who are at 

22 issue are the people who you say constitute the entity itself, 

23 or the committee itself.  There's no purpose served by 

24 requiring the disclosure, anymore than there would be a purpose 

25 served by requiring disclosure from any individual creditor who 
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1 seeks to represent its interest in the bankruptcy.  The 

2 disclosure at least becomes arguably -- and I think the policy 

3 of 2019 is implicated when you have an entity as in the 

4 Northwest Airlines case, that is purporting to represent a 

5 group of creditors broader than itself. 

6           THE COURT:  Well, indeed, in that case sought 

7 official recognition but did not get it. 

8           MR. O'NEILL:  But negotiated arguably essentially 

9 that it was representing the equity, and was negotiating a 

10 plan.  There's nothing like that here, nothing even close to 

11 it. 

12           THE COURT:  I agree that the facts here are 

13 different. 

14           MR. O'NEILL:  And, in fact, there is a court 

15 appointed fiduciary who is doing that and who, frankly -- you 

16 know, we fall into the realm or the range of creditors whom it 

17 owes a duty to, and we're simply here articulating our own 

18 separate point of view.  But we are not purporting to represent 

19 anybody other than ourselves. 

20           THE COURT:  But you are gathering together for the 

21 purpose of amplifying the position that you hold -- that your 

22 clients hold, and that may be shared by others.  Now, I 

23 acknowledge I saw nothing in the submissions that tell me, and 

24 probably the reason for it is that your clients have been well 

25 advised.  I see nothing in the record that indicates that this 
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1 group purports to act on behalf of anyone but themselves.  And 

2 the engagement letter is carefully drawn to indicate that.   

3           MR. O'NEILL:  Okay.  I mean Mr. O'Connor took a stab 

4 at arguing that we're somehow purporting to act on behalf of 

5 creditors at large.  But I think attributing arguments that the 

6 SCL committee has made to us we never made those arguments, the 

7 SCL committee does purport to speak on behalf of creditors at 

8 large, that's its function.  But we didn't do that.  All we did 

9 was pipe up in response to a motion made by the SCL committee 

10 to protect our privileged information. 

11           THE COURT:  Well, let's pursue that a little bit.  

12 Now, I don't know where, if anywhere in the record, the trust 

13 indenture exists.  But if it's like many other indentures there 

14 are provisions in it which restrict the action of the 

15 indentured trustee without receiving a certain level of 

16 approval from a certain number of the noteholders.  So when the 

17 argument is made that essentially the bondholders here control 

18 the committee because the indentured trustee is powerless in 

19 any major way to act without them, you know, has some merit to 

20 it.  What do you think? 

21           MR. O'NEILL:  Certainly, bondholders can -- I mean, 

22 I'm not familiar with the precise provisions of our indenture, 

23 but certainly bondholders, collectively, operating in some 

24 collective capacity can give direction to an indentured 

25 trustee.  I'm not sure how that relates to 2019, however.  What 
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1 I think that concern addresses is what the committee -- the SCL 

2 committee, itself, should consist of.  It doesn't mean that if 

3 the bondholders are to appear separately that suddenly their 

4 trading information becomes fair game. 

5           THE COURT:  No.  But I think what I'm being asked to 

6 do is to draw an inference, that because of the legal 

7 constraints under which the indentured trustee acts, the real 

8 power behind the throne are the bondholders themselves. 

9           MR. O'NEILL:  Well, Mr. --  

10           THE COURT:  And arguably those -- I donÆt know if its 

11 true but arguably those who hold fifty percent of the face 

12 amount would have a large say in what the indentured trustee 

13 can or can't do.  

14           MR. O'NEILL:  I think Mr. O'Connor argued that there 

15 was evidence of that, and he was pretty direct about it.  I 

16 don't think he's asking you to draw an inference, I think he's 

17 telling you exactly what he thinks.  And I think that that 

18 basically -- I mean, that takes us right into 2019(b)    

19 because -- I mean, that's why he's here, that's the purpose of 

20 this motion,  is to get some counter leverage of the people he 

21 perceives as driving the bus with the committee.  And, frankly, 

22 is that the purpose of 2019? 

23           THE COURT:  Well, actually, it may be.  Bear with me 

24 for a moment. 

25      (Pause) 
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1           THE COURT:  In what has been characterized as 

2 Northwest 1, Judge Gropper, who I think is a pretty bright guy, 

3 said this.  "Ad hoc or unofficial committees play an important 

4 role in reorganization cases.  But appearing as a committee of 

5 shareholders," in his case that's what it was "the members 

6 purport to speak for a group and implicitly ask the Court and 

7 other parties to give their positions a degree of credibility 

8 appropriate to unified group with large holdings."  Now in 

9 Northwest 2, which was the 107 decision which followed his 2019 

10 decision he says "as discussed in the Court's memorandum of 

11 February 26th" that's the 2019 decision, "it requires 

12 unofficial committees, that play significant public role in 

13 reorganization proceedings and enjoy a level of credibility and 

14 influence consonant with group status, to file a statement 

15 containing certain information."  So if the dynamics that are 

16 described in argument, I have no evidence one way or the other 

17 on this, are true I would tend to think that it may be then 

18 under these circumstances those who are in this unofficial 

19 group might very well have more influence indirectly through 

20 the committee which purportedly represents them.  So, I don't 

21 know, maybe it is relevant. 

22           But that having been said, I'd like to walk -- and 

23 before we go to 2019(b), because this is in a way going to set 

24 up what ought to happen under 2019(a), let's go through the 

25 subsets of information that are required and compare that to 
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1 what's already been disclosed in the 2019 statement that has 

2 been filed, and what it contains with what it does not yet 

3 contain.  The name and address of the creditor or equity 

4 security holder that's in the present statement, that's under 

5 sub (1); (a)(1), (a)(2) requires that the nature and amount of 

6 the claim or interest and the time of acquisition thereof, must 

7 allege to have been acquired more than one year prior to the 

8 filing of the petition.  Now, it seems to me that that 

9 information doesnÆt impact on anybody's trading strategy.  Am I 

10 wrong about that? 

11           MR. O'NEILL:  Well, it depends on what form in which 

12 it's presented.  The timing of acquisitions can be relevant to 

13 a trading strategy if you're talking about individual trades.   

14           THE COURT:  But do they do so here? 

15           MR. O'NEILL:  I can't answer that question. 

16           THE COURT:  And that's the problem.  I know Judge 

17 Gropper was -- to use my words not his, unimpressed by the 

18 argument that trading strategies were what were really key 

19 here.  And, in fact, and I forget in which opinion, I think 

20 it's the 107 opinion, he says it wasn't an issue.  There those 

21 who were opposing the disclosure didn't set that up as a 

22 supposed barter to disclosure.  But the parties here have 

23 presented that issue and especially the Amicus brief does.   

24           Well, let's go to 3.  "Recital of the pertinent facts 

25 and circumstances in connection with the employment of the 
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1 entity or indentured trustee and the case of the committee the 

2 name and names of the entity or entities at whose instance 

3 directly or indirectly the employment was arranged or the 

4 committee was organized or agreed to act."  It doesn't seem to 

5 me that would be harmful in any way to the bondholders here, 

6 disclosure of that information. 

7           MR. O'NEILL:  But we have attached the retention 

8 agreement. 

9           THE COURT:  And I've read it.  But it doesnÆt -- I 

10 mean, unless that's all the information there is.  And I can 

11 see from the language of the rule in part that it was designed 

12 to deal with the issues which form the basis for the rule as it 

13 was promulgated many years ago.  So that everyone would know 

14 who was behind the committee.  In other words, that it wasn't 

15 being manipulated by the debtor, that was a simple way of 

16 explaining the problem that gave rise to this rule.  But I 

17 don't see how -- and, for example, I'll use an illustration.  

18 You know, maybe it was JPMorgan that said maybe we ought to try 

19 to get together and share expenses?  I don't see how disclosure 

20 of that information is harmful or impinges on any improprietary 

21 information or in any way, if it's to be assumed and I don't 

22 decide this, but if it's to be assumed that trading strategies 

23 are things which should be protected. 

24           MR. O'NEILL:  I would agree that that does not 

25 implicate trading strategies. 
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1           THE COURT:  Okay.  So then we come to 4, which is 

2 really, I think, the issues.  Which calls for "the disclosure 

3 of the times when acquired, the amounts paid for and any sales 

4 or other disposition thereof."  And here's what my thought is 

5 about those items.  It seems to me that disclosure of 1, 2 and 

6 3 don't impinge on that sensitive area that not only in this 

7 case but others have publicly decried would just ruin liquidity 

8 in Chapter 11 cases.  And by the way, nobody has presented me 

9 any evidence of this in this case.  So I don't think I have 

10 anything from which I can conclude that that would be the case. 

11           But I donÆt think I have to make that decision and 

12 I'll tell you why.  Because I don't think it's relevant to the 

13 matter before me.  I don't know what the relevance of it would 

14 be.  Now, I know it stings that parties who don't have that 

15 information would like to have, so they can disparage he who 

16 owns the debt by saying ah, you picked it up for a song, 

17 therefore, either your position shouldn't be accorded much 

18 importance or that there's some malevolent intent involved in 

19 buying things at a discount.  There may be context in which it 

20 is relevant.  Voting for a plan, negotiating for a plan, 

21 situations in which -- like in Northwest Airlines there were 

22 conflicted interests, the holders held debt and equity.  I 

23 mean, so there -- and there could be many more situations, I 

24 just don't see the relevance of it here. 

25           So, frankly, what I'm inclined to do, and -- the 
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1 narrowest way I think I can approach this because I'm going to 

2 rule from the bench, I don't have -- I don't have the time to 

3 write on it right now and I don't think the parties want me to 

4 take the time to write on it, because the hearing's coming up, 

5 is to hold that the language of the rule does sweep you in.  

6 But that with respect to the request for sanctions, I don't 

7 think it's appropriate to bar your participation in the 

8 hearing.  But I would condition not imposing the sanction of 

9 keeping you silent, that you revise the 2019 statement to 

10 provide the information that's required by 2019(a)(1), (2) and 

11 (3) but not (4) because I don't think it's relevant in any way.   

12           Now, I'll hear what else, if anything, you have to 

13 say and then I'll allow others to take their turn at telling me 

14 why I'm wrong. 

15           MR. O'NEILL:  I understand your ruling I don't think 

16 I'm going to spend a lot of time trying to persuade you you're 

17 incorrect, not that I agree with everything.  But I would only 

18 clarify that to the extent that we comply with Your Honor's 

19 ruling that whatever extensions of deadlines you made earlier 

20 today would also apply to the bondholders. 

21           THE COURT:  They will apply equally. 

22           MR. O'NEILL:  Thank you. 

23           MR. O'CONNOR:  Your Honor, this is Brian O'Connor.  

24 May I just make one point which I'm not sure has been -- 

25 actually, two points that I'm not sure I have made before, 



212-267-6868 516-608-2400
VERITEXT REPORTING COMPANY

46

1 which I think is important? 

2           And that is, if you take a look at the first amended 

3 and restated verified 2019 statement, and you take a look at 

4 the list on Exhibit A, that's where it lists the various five 

5 entities which we've been referring to as the bondholders.  But 

6 if you take a look at the retainer agreement, and if you look 

7 in the first sentence of the retainer agreement it reads "we 

8 are pleased that you, on behalf of yourself and funds and 

9 accounts that you manage, collectively, have agreed to retain 

10 Kramer Levin."  It seems to us, Your Honor, that the list of 

11 the five entities is actually a list of entities that manage 

12 either funds or accounts.  And so it's not clear to us that the 

13 actual owners of these securities are even identified.  That 

14 was point one. 

15           And point two is I just wanted to make clear that we 

16 were not seeking any sanctions with respect to the bondholders 

17 of Kramer Levin for not complying with 2019.  What we did say 

18 in our motion to compel, was that their right to appear and be 

19 heard as a group ought to be conditioned on their compliance 

20 with Rule 2019. 

21           THE COURT:  All right.  Well, I think we're saying 

22 the same thing but in different ways.  Mr. Abbott? 

23           MR. ABBOTT:  Your Honor, Derek Abbott for the SCL 

24 committee.  We don't really have a dog in this fight, Your 

25 Honor.  I just didn't want my silence to Mr. O'Connor's 
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1 representations about the committee, the nature of it's 

2 deliberations and control thereof, to be admissions to any of 

3 that stuff, Your Honor.  I think we would disagree with a lot 

4 of it, but I don't want to belabor it, the Court's already 

5 ruled. 

6           I also note that the indentured trustee, who is a 

7 member of the committee, and it's counsel, are not here and I 

8 would presume that they would take some affront at some of the 

9 things that were said as well.  That's all, Your Honor. 

10           THE COURT:  All right.  Does anyone else care to be 

11 heard? 

12           All right.  I do think that the rule has to be 

13 modified to address the situation that is coming up with 

14 increasing regularity.  And I may very well send a letter to 

15 the Rules Committee suggesting that for whatever that's worth.  

16 But I think the exercise, at least for now, has to be one of 

17 balancing the interests, not just of the parties but of the 

18 particular context with sensitivity to the particular context 

19 in which the issue arises.  And always keeping in mind that, 

20 you know, the rules should be read as Rule 1001 provides, to 

21 secure the just, speedy, and inexpensive determination of every 

22 case and proceeding.   

23           All right.  Let's set a deadline by which -- well, 

24 let me ask counsel to confer and submit a form of order which I 

25 guess grants the motion in part and denies it in part, and 
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1 directs that a revised 2019(a) statement be filed and that the 

2 information called for in 2019(a)(1), (a)(2) and (a)(3) be 

3 provided.  How much time do you need to make such a filing? 

4           MR. O'NEILL:  Well, certainly, Your Honor, we can do 

5 it before we have to submit anything in connection with the 

6 9019.  I would say, you know, the middle of next week. 

7           THE COURT:  I hear no one standing to complain.  All 

8 right. 

9           MR. O'NEILL:  I'm sorry, I got the date wrong.  We 

10 can do it by the end of the week, Your Honor. 

11           THE COURT:  Okay.  That's Friday the 16th.  Or you're 

12 talking about the 23rd, you're talking about Friday the 16th? 

13           MR. STRATTON:  Your Honor, David Stratton.  Just to 

14 be clear, that's the submission of an order not the amended 

15 2019 statement. 

16           THE COURT:  No, that's talking about the amendment to 

17 the 2019 statement as well. 

18           MR. STRATTON:  Okay. 

19           MR. O'NEILL:  I'm sorry, I wasn't -- 

20           THE COURT:  My question was directed to when could 

21 you file the amended 2019 statement? 

22           MR. O'NEILL:  That's what I understood. 

23           THE COURT:  Okay. 

24           MR. STRATTON:  That's fine, Your Honor. 

25           THE COURT:  All right.  Anything further for today? 
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1           MR. O'CONNOR:  Yes, Your Honor.  It's Brian O'Connor 

2 again.  We had one other item.  You'll recall, Your Honor, when 

3 we made our motion to compel the production of documents by the 

4 SCL committee, Your Honor ruled in part on that that the 

5 committee was required to produce a privilege log to us.  And 

6 then we continued that motion. 

7           We did receive a copy of the privilege log and there 

8 were a handful, I think five or six documents that we, after 

9 reviewing the privilege log, wrote to the SCL committee and 

10 advised them that we didn't see any basis on the privilege log 

11 for them to be able to contend that those particular documents 

12 were governed by any common interest privilege.  These were 

13 documents, again, with the bondholders.  There were no 

14 attorneys listed as an author or recipient on these documents.  

15 And the SCL committee then went ahead and produced, I think, 

16 all but one of the documents that we requested.  Although there 

17 were portions of the documents that were redacted.  And, more 

18 importantly, there was at least one attachment to one of the 

19 documents that they did produce that they withheld claiming 

20 that was governed by the common interest privilege.  And we 

21 were unable to reach agreement with the SCL committee on the 

22 production of the redacted and missing attachment. 

23           And what we would request Your Honor do is conduct an 

24 in-camera review of -- as I said, it's probably two documents, 

25 to make your own determination as to whether or not those 
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1 documents should be withheld on the ground of the common 

2 interest privilege.   

3           MR. ABBOTT:  Your Honor, Derek Abbott on behalf of 

4 the SCL committee.  Your Honor, we understand what Mr. O'Connor 

5 is trying to do here.  We think that the appropriate way to do 

6 it, Your Honor, would be for him to file a motion, allow us to 

7 respond, and make appropriate argument.  And then the Court can 

8 consider the issues at hand.  We don't think it's appropriate 

9 to raise it as an off-agenda item here today.  We have made 

10 that known to them.  In fact, we've made known to them that 

11 we'd be willing to consider such a motion on an expedited basis 

12 at the Court's convenience.  But we don't think that this is 

13 the appropriate way to handle it.  He hasn't even, Your Honor, 

14 identified specifically for the Court what documents he's 

15 talking about.  I think we all probably know what they are.  

16 But we just don't think this is the procedurally proper way to 

17 handle this sort of an issue.  And would ask the Court, if it 

18 wants to consider this, to ask Mr. O'Connor's client to file an 

19 appropriate motion and we'll respond, as expedited as the Court 

20 believes is necessary, to try to get the issues properly before 

21 the Court and well framed for a decision, Your Honor. 

22           MR. O'CONNOR:  Your Honor, if I may respond to that?  

23 The order that Your Honor signed in connection with our motion 

24 to compel I think clearly carried that motion and allowed us to 

25 request any additional relief based upon the privilege log.  I 
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1 certainly did not think Your Honor was contemplating that we 

2 would have to file a completely knew motion if we had an issue 

3 with the privilege log.  And as for the other point, it's quite 

4 clear we've gone back and forth with the SCL committee about 

5 which documents we're talking about.  They know exactly what 

6 documents are redacted.  They say this is a handful of 

7 documents in one attachment.  So there can be absolutely no 

8 issue about what the documents are. 

9           It just seems to us given the timeframe here, that 

10 this would be a colossal delay and waste of time if they 

11 required us to file a separate motion to ask Your Honor to 

12 conduct an in-camera review of two documents. 

13           THE COURT:  All right.  Here's what we'll do.  Send 

14 me a letter telling me what it is you want me to do and 

15 attaching the documents.  E-file it and have that chambers copy 

16 here, you know, by say, 5 o'clock on Friday the 16th. 

17           MR. O'CONNOR:  That's fine. 

18           THE COURT:  And, Mr. Abbott, I'll give you till noon 

19 on the 19th to respond.  And I'll hear it on the 20th at 11 

20 o'clock. 

21           MR. ABBOTT:  You're going to regret giving us that 

22 date, Your Honor. 

23           I assume when you say attaching the documents, that 

24 we will attach what we've been giving and they will attach what 

25 they withheld, is that -- so you can decide whether what they 
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1 withheld should be subject to a claim of privilege? 

2           THE COURT:  That's, I think, a good suggestion, Mr. 

3 Abbott. 

4           MR. ABBOTT:  Because we don't have the document we'd 

5 like to see. 

6           THE COURT:  You can file it under --  

7           MR. ABBOTT:  Now, if they give it to us then we  

8 could -- no, I guess --  

9           THE COURT:  Oh, wouldn't that make things easier, Mr. 

10 Stratton. 

11           MR. STRATTON:  That wasn't my understanding.  I 

12 thought what the Court had requested would be that they attach 

13 copies, perhaps, of the redacted documents -- 

14           THE COURT:  They're going to.  That's what I 

15 intended. 

16           MR. STRATTON:  -- and indicate what they need.   

17           MR. O'CONNOR:  Yes, Your Honor.  We would attach the 

18 obviously -- the only documents we have is the one redacted 

19 document and we're missing the attachment.  And I think David 

20 Stratton's suggestion is the right one.  We would assume, in 

21 response to our letter, the other side would remit the 

22 unredacted document and the missing attachment.  And Your Honor 

23 can decide whether or not it should be produced to us. 

24           THE COURT:  Yes.  How else would I decide whether it 

25 should be produced?  That's how I typically do it. 
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1           MR. ABBOTT:  Your Honor, I'll certainly abide by the 

2 Court's decision.  I understood that they were going to ask for 

3 relief and the hearing on the 20th was going to be to determine 

4 whether the Court would conduct such an in-camera view.  I'm 

5 not sure what they're asking. 

6           THE COURT:  Well, it's a dispute about privilege.  

7 And that's typically how I resolve them by looking at what one 

8 side doesn't want to produce and deciding whether it should be 

9 produced or not. 

10           MR. ABBOTT:  Fair enough, Your Honor.  May we then 

11 have permission, perhaps today, to file our response to that 

12 letter under seal or -- 

13           THE COURT:  Yes. 

14           MR. ABBOTT:  -- you want a separate motion under it? 

15           THE COURT:  No.  You can file that under seal.   

16           MR. ABBOTT:  We'll do so, Your Honor. 

17           THE COURT:  And deliver your chambers copy.  I'll 

18 order that now from the bench. 

19           MR. ABBOTT:  Thank you, Your Honor. 

20           THE COURT:  All right. 

21           MR. O'NEILL:  File under seal, who gets a copy of it? 

22           THE COURT:  Of the enclosure? 

23           MR. O'NEILL:  Not the enclosures, clearly we're not 

24 going to get to see those. 

25           THE COURT:  Well, all the relevant parties would get 
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1 a copy of the response I presume. 

2           MR. O'NEILL:  All right.  I wasn't clear on what was 

3 being sealed. 

4           THE COURT:  Without the attachments. 

5           MR. O'NEILL:  The attachments would be sealed. 

6           MR. ABBOTT:  Our intent, Your Honor, was to seal the 

7 documents not the letter. 

8           THE COURT:  I understood it. 

9           MR. O'NEILL:  I thought it was the letter, I'm sorry, 

10 Your Honor. 

11           THE COURT:  No, I understood it to be that way.  All 

12 right. 

13           Anything further? 

14           MS. REARDEN:  Your Honor, this is Jennifer Rearden at 

15 Gibson Dunn & Crutcher on behalf of Marrier & Gutzman Group 

16 (ph.) which is an individual bondholder and the DIP lender.  I 

17 just wanted to request, very briefly, that we be given notice 

18 of any further developments relating to these motions to compel 

19 in this privilege log.  We filed a limited joinder in the 

20 objection of the SCL committee.  We were -- the joinder related 

21 to discovery directed to the SCL committee, relating to 

22 communications with my client.  And I'm learning for the first 

23 time today, that this privilege log, which reflects more than 

24 thirty communications involving my client, have already been 

25 produced.  And so that ship has sailed obviously.  But I would 
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1 like to make sure that we are given advance notice of any 

2 additional developments relating to this matter. 

3           And I would also like to preserve our position for 

4 the record, which is that the objections to the 9019 motion 

5 have argued, in essence, and we agree that the debtors have the 

6 burden of providing evidence that the settlement is reasonable. 

7 And, in addition, that the parties to the settlement have that 

8 evidence not the objectives.  Well, Your Honor, our 

9 relationship to this situation is even more attenuated than 

10 that.  We haven't even taken a position at all.  Nothing that 

11 we think or say or have said, is probative of whether this 

12 settlement is reasonable.  And for that reason, we donÆt think 

13 that our communications involving us should be produced. 

14           THE COURT:  Well it sounds --  

15           MS. REARDEN:  I guess at this point all I can do is 

16 just preserve that argument for the record and ask for notice 

17 going forward. 

18           THE COURT:  Well, it sounds to me like the horse is 

19 out of the barn on that one. 

20           MS. REARDEN:  I agree.  I just -- I do believe I 

21 heard counsel talking about some additional documents on the 

22 privilege log that may end up being produced.  And we would 

23 like to be notified of any such developments in advance --   

24           THE COURT:  Well, all I'll -- 

25           MS. REARDEN:  -- especially involving our client. 
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1           THE COURT:  -- order is that you be served with the 

2 letter and attachments and the response that are filed with the 

3 Court. 

4           MS. REARDEN:  Correct. 

5           THE COURT:  Okay.   

6           MS. REARDEN:  Thank you, Your Honor. 

7           MR. O'NEILL:  Your Honor, if I may return to the 2019 

8 issue? 

9           THE COURT:  Sure. 

10           MR. O'NEILL:  My colleague points out what I 

11 overlooked, which is that items 2 and 4 contain some of the 

12 same information, particularly the time of the acquisition of 

13 the interest.  We had a brief discussion of this during the 

14 argument, I took the position that that timing of acquisition 

15 can be reflective of a trading strategy. 

16           THE COURT:  But I have no evidence of that, and 

17 that's the problem.  I mean, you tell me it is and the papers 

18 argue that it could be, but there's no evidence that that's 

19 actually the case either in this case or ever.  But I limit my 

20 focus to this case. 

21           MR. O'NEILL:  All right.  Secondarily, I would say 

22 it's no more relevant to this case and the issues on the 9019 

23 motion than the prices at which interest were acquired.  I 

24 mean, it's as irrelevant as everything else in Section 4. 

25           THE COURT:  Well, frankly, again, it just seems to me 
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1 that the sensitive information is the pricing information.  You 

2 hold what you hold, you acquired it when you acquired it, and I 

3 think that needs to be disclosed under the language of the 

4 rule. 

5           MR. O'NEILL:  Consistent with Section 2, okay. 

6           THE COURT:  Yes.  Any other questions? 

7           You're just full of them today, Mr. Stratton. 

8           MR. STRATTON:  I'm trying not to be but I want to -- 

9 since we're divided by a common language I want to make sure 

10 we're communicating. 

11           I will submit, after they've seen it, a form of order 

12 granting the motion in part, denying the motion in part, 

13 directing that the Kramer Levin committee -- my tongue's in my 

14 cheek for those of you who can't see me, file an amended 2019 

15 statement providing the information set forth in 2019(a)(1), 

16 (2) and (3).  And it be filed by the end of the day Friday.  

17 That's all it's going to say.  Is that what Your Honor's 

18 looking for? 

19           THE COURT:  That's what I'm looking for. 

20           MR. STRATTON:  There you go.  Thank you very much. 

21           THE COURT:  And if the parties, after consultation, 

22 figured I missed something and can agree upon it, you may add 

23 that for my consideration. 

24           MR. STRATTON:  Thank you. 

25           THE COURT:  But it seems to me it ought to be that 
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1 simple. 

2           MR. STRATTON:  That's what I hope.  Thank you, Your 

3 Honor. 

4           THE COURT:  Okay.  Anything further for today? 

5           MR. MORTON:  No, Your Honor. 

6           THE COURT:  All right.  Thank you, counsel.  That 

7 concludes this hearing.  Court is adjourned. 

8           MR. O'CONNOR:  Thank you, Your Honor. 

9      (Proceedings concluded at 3:48 p.m.)  
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UNITED STATES BANKRUPTCY COURT
DISTRICT OF DELAWARE

––––––––––––––––––––––––––––––––––––––––– x
In re:

SEA CONTAINERS LTD., et. al.,

Debtors.

:
:
:
:
:
:
:

––––––––––––––––––––––––––––––––––––––––– x

Chapter 11 

Case No. 06-11156 (KJC)

Jointly Administered

Hearing Date:  May 14, 2008, 2:30 p.m.

OBJECTION OF CONTRARIAN CAPITAL ADVISORS, LLC, J.P.  MORGAN 
SECURITIES INC., CREDIT TRADING GROUP, POST ADVISORY 

GROUP, LLC, TRILOGY CAPITAL LLC, AND VARDE INVESTMENT 
PARTNERS, L.P. TO MOTION OF THE OFFICIAL COMMITTEE OF 

UNSECURED CREDITORS OF SEA CONTAINERS SERVICES LIMITED 
FOR AN ORDER PURSUANT TO BANKRUPTCY RULE 2019(b) 

CONDITIONING THE AFFILIATED HOLDERS OF UNSECURED NOTES 
ISSUED BY SEA CONTAINERS LTD.’S ABILITY TO APPEAR 

AND BE HEARD ON COMPLIANCE WITH BANKRUPTCY RULE 2019(a)

Contrarian Capital Advisors, LLC, J.P. Morgan Securities Inc., Credit Trading Group, 

Post Advisory Group, LLC, Trilogy Capital LLC, and Varde Investment Partners, L.P. 

(collectively, the “Bondholders”) submit this Objection (the “Objection”) to the Motion of the 

Official Committee of Unsecured Creditors of Sea Containers Services Limited (the “SCSL 

Committee”) for an order conditioning the Bondholders’ ability to appear and be heard on 

compliance with Bankruptcy Rule 2019(a) (the “2019 Motion”).  In support of the Objection, 

the Bondholders respectfully state as follows:

Preliminary Statement

In the 2019 Motion, the SCSL Committee — which is not a creditor in this Chapter 11 

case — asks the Court to compel the Bondholders — who are among the largest unsecured 

creditors in the case — to disclose highly confidential proprietary trading information and, if 

they will not do so, to bar them from even being heard in connection with a 9019 Motion that 
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is one of the central events in the case.  In support of this remarkable relief, the SCSL 

Committee fails to demonstrate that the disclosure requirements of Bankruptcy Rule 2019 

apply to the Bondholders, who are not a “committee” of any type, who purport to represent no 

one but themselves and who have no fiduciary or other duty to unsecured creditors generally.  

Just as importantly, the SCSL Committee offers no substantive reason why the information it 

demands is in any way relevant to the 9019 motion or to this proceeding generally, let alone 

so material that the penalty for failing to disclose it should be the silencing of substantial 

unsecured creditors of the estate in connection with one of the case’s main events.  

The absence of substantive justification for the drastic relief the SCSL Committee 

seeks is not hard to discern.  The SCSL Committee is party to the settlement that is the subject 

of the 9019 motion − a settlement that the Bondholders believe is unreasonable and not in the 

best interests of the unsecured creditors of the estate.  In the face of such opposition, the 

SCSL Committee has opted to pursue the same transparently cynical tactics that have 

proliferated since the decision early last year in the Northwest Airlines case, trying to drive 

litigation opponents out of the case by forcing disclosure of irrelevant confidential proprietary 

information.  The Court should not reward such gamesmanship and should decline the SCSL 

Committee’s institution to restrict the expression of creditor views in connection with the 

9019 motion. 

In short, Rule 2019(a) does not apply to the Bondholders but, even if did, the Court 

should exercise its discretion to deny the relief sought by the SCSL Committee and allow full 

litigation of the 9019 motion by all interested parties.  
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Background

The 9019 Motion

1. The Trustees of the Sea Containers 1983 Pension Scheme (the “1983 

Scheme”), and the Trustees of the Sea Containers 1990 Pension Scheme (the “1990 Scheme,” 

and together with the 1983 Scheme, the “Pension Schemes”) have asserted claims (the 

“Pension Claims”) against Sea Containers Ltd. and its subsidiaries (the “Debtors”) relating to 

the underfunded status of the Debtors’ pension obligations pursuant to each of the Pension 

Schemes’ governing rules and regulations.  On September 17, 2007, the Official Committee 

of Unsecured Creditors of Sea Containers Ltd. (the “SCL Committee”), filed an objection to 

the Pension Claims (the “Objection”).

2. On February 18, 2008, the Debtors filed a motion pursuant to Bankruptcy Rule 

9019 (the “9019 Motion”) for an order approving a proposed settlement (the “Settlement”) by 

and between the Debtors, the SCSL Committee, and the Pension Schemes.  

3. The SCL Committee has indicated that it is going to object to the 9019 Motion 

and, accordingly, has served document requests and deposition notices on the parties to the 

Settlement (the “Settlement Parties”): the Debtors, the SCSL Committee and the Pension 

Schemes.  

4. Although it is not and cannot be a proponent of the 9019 Motion, the SCSL 

Committee, which is a party to the settlement, has actively sought to support it.  The SCSL 

Committee (but, interestingly, not the Pension Schemes) has also served discovery requests 

on the SCL Committee.  
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The Bondholders

5. The Bondholders are five investment/money management funds that have 

come together in an effort to share the costs of representation by counsel and enable their 

voices to be heard more effectively.  Notwithstanding that they are represented by a single 

law firm, each of the Bondholders makes its own decisions as to how it wishes to proceed and 

does not speak for, or on behalf of, any other creditor, including other Bondholders. Although 

the terms of the representation of each Bondholder by Kramer Levin are governed by an 

engagement letter (attached to the Kramer Levin Rule 2019 statement), the Bondholders do 

not have any documents or instrument that governs their relationship with each other.  

6. On February 25, 2008, shortly after the 9019 Motion was filed, Kramer Levin 

filed a Bankruptcy Rule 2019 statement on behalf of itself describing the individual 

Bondholders it purported to represent in this proceeding.  Because they do not purport to 

represent anyone other than themselves in this Chapter 11 and do not constitute a 

“committee,” the Bondholders did not also file a Bankruptcy Rule 2019 Statement.

The SCSL Committee Campaign to Prevent the 
Bondholders from Objecting to the 9019 Motion

7. On February 28, 2008 (the “February 28th Letter”) the SCSL Committee, 

which is not even a creditor of the Sea Containers Ltd. estate, wrote to Kramer Levin, 

asserting that its Rule 2019 Statement was deficient.  A copy of the February 28 Letter is 

attached as Exhibit A.  The SCSL Committee further demanded that Kramer Levin 

supplement the Rule 2019 Statement to disclose the nature, amount paid, time of acquisition, 

and any related sales of each claim held by the Bondholders against Sea Containers Ltd. (the 

“Claims Information”), threatening to file a motion to compel if the Bondholders did not 

accede to its demand. Tellingly, the SCSL Committee did not offer any reason why such 
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disclosures were relevant to it – an entity that is not even a direct party in interest in the SCL 

case.  Instead, the February 28 Letter revealed only the SCSL Committee’s tactical objective, 

expressly demanding to be informed whether the Bondholders intended to oppose the 9019 

Motion.  

8. On March 3, 2008, Kramer Levin responded that it was in full compliance with 

Bankruptcy Rule 2019 and that no further disclosure was necessary.  A copy of this letter is 

attached as Exhibit B.

9. Shortly thereafter, on March 5, 2008, the SCSL Committee served each of the 

Bondholders with separate Subpoenas, seeking extensive document productions and Federal 

Rule of Civil Procedure 30(b)(6) depositions on no fewer than 17 separate topics.  These 

requests overwhelmingly seek discovery concerning communications between the 

Bondholders and others concerning the Settlement or the 9019 Motion.

10. On March 19, 2008, the Bondholders filed a Motion to Quash or, in the 

Alternative, for Protective Order Concerning Subpoenas Served by the Official Committee of 

Unsecured Creditors of Sea Containers Services Ltd. (the “Motion to Quash”).  In the Motion 

to Quash, the Bondholders stated that they were deferring to the SCL Committee in the 

discovery and evidentiary portions of the litigation of the 9019 Motion, but expressly reserved 

the right to join in an objection to the 9019 Motion by the May 14, 2008 objection deadline 

and be heard at the hearing on the 9019 Motion.

11. On March 20, 2008, the SCSL Committee wrote to Kramer Levin (the “March 

20 Letter”) offering to stay the discovery sought by the Subpoenas so long as the Bondholders 

did not file an objection to the 9019 Motion or appear and object at the hearing of that motion.  

A copy of that letter is attached as Exhibit C.  If the Bondholders filed or otherwise asserted 
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an objection, then the discovery would be rescheduled. In subsequent discussions, the 

Bondholders and the SCSL Committee agreed to adjourn the response date to both the 

Subpoenas and the 2019 Motion until such time as the Bondholders informed the SCSL 

Committee, no later than May 7, 2008, whether they would file an objection to the 9019 

Motion.

12. On May 7, 2008, by telephone and e-mail, Kramer Levin informed counsel to 

the SCSL Committee that the Bondholders would be filing a joinder to the SCL Committee’s 

objection to the 9019 Motion.  In response, on Thursday, May 8, 2008, counsel to the SCSL 

Committee sent an e-mail to Kramer Levin stating that the SCSL Committee would forgo the 

discovery sought by the Subpoenas so long as the Bondholders would make the disclosures 

that the SCSL Committee asserts is required under Rule 2019(a).

Rule 2019 Does Not Require the Bondholders 
To Make the Disclosures Sought by the SCSL Committee

13. Bankruptcy Rule 2019(a) requires “every entity or committee representing 

more than one creditor or equity security holder” to file a verified statement disclosing “the 

amounts of claims or interests owned by the entity, the members of the committee or the 

indenture trustee, the times when acquired, the amounts paid therefor, and any sales or other 

disposition thereof.”  The SCSL Committee asserts that the Bondholders themselves are a 

“committee” within the meaning of Rule 2019 and, therefore, that the Bondholders are 

required to file a verified statement setting forth the information required by Rule 2019(a).  

The SCSL Committee is wrong.

14. Although the term “committee” is not defined in the Bankruptcy Code or the 

Bankruptcy Rules, the term is commonly understood to refer to a group of persons that have 

been delegated with authority to act on behalf of others, generally in a representative or 
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fiduciary capacity.  See, e.g., American Heritgage Dictionary (3d ed. 1994)(defining 

“committee” as “a group of people officially delegated to perform a function, such as 

investigating, considering, reporting, or acting on a matter”); Black’s Law Dictionary (6th ed. 

1991) (defining “committee” as “an individual or body to whom others have delegated or 

committed a particular duty, or who have taken it upon themselves to perform it in the 

expectation of their act being confirmed by the body they profess to represent or act for”).  

This understanding, moreover, is confirmed by Rule 2019 and some of the very authorities on 

which the SCSL Committee relies, which specify that Rule 2019’s coverage is limited to 

“committees” acting in a representative or fiduciary capacity.  See Fed. R. Bankr. Pro. 2019(a)

(Rule applies to “committees . . . representing more than one creditor . . . .”); In re CF 

Holding Corp., 145 B.R. 124, 126 (Bankr. D. Conn. 1992) (Rule 2019 “was designed to cover 

entities which, during the bankruptcy case, act in a fiduciary capacity to those they represent, 

but are not otherwise subject to control of the court”) (cited at 2019 Motion ¶ 18). 

15. Moreover, as set forth in the Brief of Amicus Curiae the Loan Syndications 

and Trading Association in opposition to the SCSL Committee’s Rule 2019 Motion (the 

arguments of which are incorporated herein by reference), the historical background to Rule 

2019 makes clear that the intention of the rule is to protect parties from official committees 

that act in a fiduciary capacity, and not to informal groups that are acting solely on their own 

behalf.  See Brief of Amicus Curiae the Loan Syndications and Trading Association in

opposition to the SCSL Committee’s Rule 2019 Motion, at 11-14.

16. Here, the Bondholders are simply a group of creditors acting in conjunction 

with one another and a single common counsel.  They have not been “appointed” or “elected”

to a position by any court or other body.  They have not received any “delegation” of 
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authority (officially or otherwise) to perform any function on behalf of any other party. As 

importantly, they have assumed no duty, fiduciary or otherwise, to creditors other than 

themselves.  On the contrary, the Bondholders act only on their own individual behalf, and do 

not, and have never purported to, act in a fiduciary or representative capacity with respect to 

any other person or entity. 

17. Thus, by its terms, Rule 2019(a) does not require the Bondholders to make any 

disclosures in this case.  Rather, because Rule 2019 speaks to “an entity or committee 

representing more than one creditor,” only Kramer Levin, which does represent more than one 

creditor, is even arguably required to file a Rule 2019 verified statement and make disclosures 

about who it represents.  But Kramer Levin has fully complied with Rule 2019 and neither the 

SCSL Committee nor any party has asserted that Kramer Levin’s disclosure is defective. 

Accordingly, the Court should enforce the rule as written and the Motion must be denied as a 

matter of law.  See Lamie v. U.S. Trustee, 540 U.S. 526, 534 (2004) (“It is well established 

that when a statute’s language is plain, the sole function of the courts … is to enforce it 

according to its terms”).

18. The terms of Kramer Levin’s retention agreement, which the SCSL Committee 

cites, are not to the contrary.  That agreement merely outlines the terms under which the 

Bondholders have agreed to manage and pay for their common legal representation in this 

case.  Nowhere does that agreement indicate, let alone require, that the Bondholders 

undertake any fiduciary obligation to any other creditor (or even to one another) or to act in 

any representative capacity.  

19. The SCSL Committee is also incorrect when it argues that the decisions in the 

Northwest Airlines case somehow require the Bondholders to file a Rule 2019 Statement here.  
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While the bankruptcy court in In re Northwest Airlines Corp., 363 B.R. 701 (Bankr. S.D.N.Y. 

2007) (“Northwest I”), required an ad hoc committee of equity holders to file a Rule 2019 

Statement, that group had affirmatively styled itself as an “ad hoc committee,” had sought to 

have itself recognized as an official committee, had members with significant holdings of debt 

as well as equity and which purported “to speak for a group and implicitly ask the court and 

other parties to give their positions a degree of credibility appropriate to a unified group with 

large holders.”  Id. at 703.  To protect other equity holders from relying on this potentially 

conflicted ad hoc committee to protect their interests, the bankruptcy court required the ad hoc 

committee to make additional disclosures under Rule 2019.  In re Northwest Airlines Corp.,

363 B.R. 704, 708 (Bankr. S.D.N.Y. 2007) (“Northwest II”).

20. But this case is nothing like Northwest. The Bondholders have never 

purported to act as a “committee,” have never sought to represent other creditors or assume 

fiduciary obligations to them by becoming an official committee, or purported to represent 

other creditors or buttress positions they have taken in court by claiming to do so.  Moreover, 

unlike Northwest, there is no issue of a conflict of interest here.  The members of the ad hoc

equity committee in Northwest owned “a very significant amount of debt” in addition to their 

equity interests, “a fact that might raise questions as to divided loyalties.”  Northwest II, 363 

B.R. at 708.  The Bondholders, in contrast, hold only the Debtors’ bonds (and, in the case of 

one Bondholder, a trade claim that is pari passu with the Bonds), so their interests do not even 

arguably conflict with those of other bondholders. 

21. Moreover, there are no reported decisions of courts that have followed

Northwest. Indeed, in In re Scotia Dev. LLC, Case No. 07-20027 (Bankr. S.D. Tex. Apr. 17, 

2007), a case decided soon after Northwest and not cited by the SCSL Committee, the 
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Bankruptcy Court for the Southern District of Texas refused to require an ad hoc committee 

of noteholders to file a Bankruptcy Rule 2019 statement.  See Hearing Transcript, at 4-5

(attached hereto as Exhibit D).   Declining to follow Northwest, the Scotia court held that the 

ad hoc committee appearing in that case was not a “committee” for purposes of Bankruptcy 

Rule 2019; rather, it was “just one law firm representing a bunch of creditors.”  See id. at 5.  

While the court did not issue a written opinion, its comments reflected its conclusion that 

Bankruptcy Rule 2019 applies only to “fiduciary representations,” and not to fee-sharing 

consortia of creditors like the ad hoc noteholders’ committee in that case (or the Bondholders

here).  See In re Scotia Dev. LLC, Case No. 07-20027 (Bankr. S.D. Tex. Apr. 10, 2007), April 

10 Hearing Transcript, at 73 (attached hereto as Exhibit E).

22. Accordingly, even if the Northwest decision was correctly decided based on 

the specific facts before that Court, this Court should decline to follow that decision and 

instead should not require the Bondholders to make the disclosures sought by the SCSL 

Committee.

Even if the Bondholders Were Required to Make 
Disclosure, The Court Should Not Deny Their Right to Be Heard 

23. Not only are the requirements of Bankruptcy Rule 2019 inapplicable to the 

Bondholders themselves, but the remedy the SCSL Committee seeks — to muzzle the 

Bondholders and prevent them from participating in the litigation of the 9019 Motion — is 

inappropriate and unwarranted.  Even where it applies, Bankruptcy Rule 2019 does not 

contain a mandatory remedy or sanction.  Rather, the plain text of the rule provides the Court 

with broad discretion “to determine whether there has been a failure to comply with the Rule 

2019(a) requirements” and, if so, what sanction to impose.  See In re Kaiser Aluminum Corp., 

327 B.R. 554, 559 (Bankr. D. Del. 2005).  Far from concluding that Rule 2019 dictates the 
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automatic silencing of non-complying creditors, courts have held that Bankruptcy Rule 2019 

“need not always be strictly applied.”  See id.; 9 Collier on Bankruptcy, at ¶ 2019.04[4].  In 

fact, a bankruptcy court may “determine that a failure to comply with Bankruptcy Rule 

2019(a) may result in the imposition of no sanctions or remedies under Bankruptcy Rule 

2019(b).”  In re Oklahoma P.A.C. First Ltd. P’ship, 122 B.R. 387, 391 (Bankr. D. Ariz. 1990) 

(emphasis in original).

24. As an initial matter, the SCSL Committee has completely failed to identify any 

legitimate interests requiring disclosure of the Bondholders’ specific purchase information or 

compelling them to be silenced if that information is not produced.  The SCSL Committee is 

not a creditor in this proceeding and, even if it were, has not offered even a single reason why 

disclosure of the Bondholders’ purchase information is relevant to the 9019 Motion, much 

less necessary to protect creditor interests.  Rather, the only “ground” the SCSL Committee 

has tendered is its assertion that “the disclosure requirements are particularly important here 

as the Noteholders have expressed their opposition to the Settlement.”  2019 Motion, at ¶20.  

But the information sought by the SCSL Committee has no bearing whatsoever on the 

Pension Claim or any aspect of the 9019 Motion.  

25. Furthermore, the information sought by the SCSL Committee is of a highly 

confidential and proprietary nature.  Investment funds customarily accord their trading 

strategies and practice the highest degree confidentiality.  To require the members to divulge 

such important proprietary information would be highly prejudicial to the Bondholders.  To 

do so without the SCSL Committee having offered any reason, beyond conclusory ipse dixit

assertions, would be a perversion of the purposes of Rule 2019.  
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26. Indeed, in the absence of any legitimate basis for the motion, the SCSL 

Committee’s objectives appear nakedly tactical.  The SCSL Committee is a party to the 

settlement and wants the 9019 Motion approved.  To advance that end, it wants potential 

objectors out of the picture.  In fact, the SCSL Committee has all but announced its goals

from the first time its sought the Rule 2019 disclosures.  See, e.g., February 28th Letter, at 

bottom of page 1 (“Accordingly, please advise us whether you will fully comply with Rule 

2019(a)...or whether it will be necessary...to file a motion to compel compliance pursuant to 

Rule 2019(b).  In addition, please confirm that each of your clients remain committed to 

objecting to the [9019 Motion].”) (emphasis added).  Underscoring the connection, after the 

Motion to Quash was filed the SCSL Committee agreed to hold off on both the discovery it 

was seeking and the 2019 Motion so long as the Bondholders agreed not to file an objection to 

the 9019 Motion.  

27. Bankruptcy Rule 2019 and the remedies it authorizes were not created just to 

provide litigants with leverage or a tactical advantage.  In view of the absence of any 

legitimate reason for the information sought by the SCSL Committee, and the highly 

confidential and proprietary nature of such information, even if it finds that Bankruptcy Rule 

2019 applies – and it should not – the Court should not exercise its discretion to require the 

production of information that is irrelevant to the 9019 Motion or bar the Bondholders from 

participating in one of the “main events” in the case for unsecured creditors.  The litigation of 

the 9019 Motion should not be influenced by cynical tactical stratagems deployed by 

interested non-parties, like the SCSL Committee.  Rather, the 9019 Motion should be 

considered on the merits, after a full hearing of all legitimate creditor viewpoints.  While such 
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a prospect undoubtedly causes the SCSL Committee considerable anxiety, proper 

interpretation of the Bankruptcy Code requires nothing less. 1

Conclusion

For the foregoing reasons, the Court should deny the 2019 Motion in all 

respects and grant the Bondholders such other and further relief as the Court deems just and 

proper.

Dated: Wilmington, Delaware
May 13, 2008

FOX ROTHSCHILD LLP

By: /s/ Neal J. Levitsky
Neal J. Levitsky, Esquire (No. 2092)
Seth A. Niederman, Esquire (No. 4588)
Citizens Bank Center, Suite 1300
919 North Market Street
Wilmington, DE 19801
(302) 654-7444

-and-

KRAMER LEVIN NAFTALIS & 
FRANKEL LLP
Thomas Moers Mayer, Esquire
P. Bradley O’Neill, Esquire
Joshua K. Brody, Esquire
1177 Avenue of the Americas
New York, New York 10036
(212) 715-9100

Attorneys for the Bondholders

  
1It is further unclear what exactly the SCSL Committee hopes to gain by its continued harassment of the 
Bondholders.  Although the Bondholders have been, and continue to be, in opposition to the Pension Settlement, 
it is the SCL Committee that is taking the laboring oar in litigating the 9109 Motion.  Accordingly, even if the 
SCSL Committee were to obtain the relief it is seeking (i.e., that the Court would deny the Bondholders’ right to 
be heard on its joinder to the SCL Committee’s objection to the 9019 Motion), it would still be forced to litigate 
the 9019 Motion.
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