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Robert Keach:
Good afternoon, I am Bob Keach, one of two Co-Chairs with Al Togut, on my left, of the American Bankruptcy Institute's Commission to Study the Reform of Chapter 11.  We thank the CFA for accommodating this hearing today and for arranging for a number of the witnesses. Al and I would like to begin with some very brief remarks about the mission of the Commission and its activities to date, and then we’ll hear from a number of witnesses, and after each round of witnesses there’ll be questions from the Commissioners. 


Let me start by thanking all of the witnesses for attending today and also I want to thank them all for providing us with excellent written statements, which we’ve … the benefit of a long plane ride is we’ve had a chance to read them all and when you’re giving us your remarks you can assume that we’ve read the full written statements and give us the highlights, because we do have a number of questions we’d like to ask. 


Let me first address, just quickly, why we’re doing this project, why the need for reform and why now. It has been more than 30 years since the current Bankruptcy Code was enacted and a consensus has emerged that the current law needs an overhaul. Some, and I would hasten to add not all, but some would contend that the principal quality of the 1978 Bankruptcy Code, authored at least in part by the man to my right, was that the statute offered a balance between creditor and debtor interest, establishing what was often called a level playing field for restructurings. 


When first enacted, supporters of the 1978 Bankruptcy Code argued that it serve the interest of all those impacted by a debtor in distress, including employees, the surrounding community, the public interest and creditor interest, but that it did so in a flexible way that balanced all of those interests while meeting the goal of succeeding in saving the business. 


The ’78 code of course had its detractors and those detractors contended that the 1978 Code was too debtor friendly. That it led to long and inefficient cases and that it provided too much discretion to bankruptcy judges. To the extent that the Bankruptcy Code was modified after 1978, the detractors largely prevailed in the legislative battles.


For better or worse, most of the changes to the Bankruptcy Code since 1978 have, (a) exempted categories of claimants or transactions from the reach of bankruptcy law, (b) added additional categories of administrative or priority claims, (c) limited or eliminated the discretion of the courts in administering Chapter 11 cases and (d) provided for shorter time periods and faster, more truncated cases. These are some of issues I would point out that were raised by some of the witness statements.


Supporters of the 1978 Code would contend that the many changes to the Code throughout the years have not helped further the goal of restructuring or have had unintended consequences. However, it may simply be a moot point to attempt to determine who was right or wrong in terms of the recent history of the Code. Primarily the world simply changed around the Code and the Code even as amended is not designed to deal with these changes. For the most part, a series of external factors drive the need for a rethinking of Chapter 11.


Since the Code’s enactment there has been a market increase in the use of secured credit, placing secure debt at all levels of the capital structure. Many of the 1978 Code's provision assumed the presence of asset value above the secured debt, asset value that is often not present in many of today’s Chapter 11 cases. The debt in capital structures of most debtor companies are more complex, with multiple levels of secured and un-secured debt often governed by equality complex inter-creditor agreements.


The growth of distress debt markets and claims trading introduced another factor not present when the 1978 Code was enacted, a factor which challenges certain other premises underlying the 1978 Code. I would point out we say both of those things with complete neutrality. We don’t suggest that either of those factors is a problem to be solved or that they have solely negative connotations. They simply are conditions that frankly the Commission takes as a given driving the need for reform.


The Bankruptcy Code in 1978 was developed in an era when the biggest employers were manufacturers with domestic operations. However, many of the biggest employers today are service companies. Many of the remaining American manufacturers are less dependent on hard assets and more dependent on contracts and intellectual property as principal assets. Debtors these days are offering multinational companies with the means of production and other operations offshore bringing in international law and choice of law implications. 


Today’s debtor is likely to be a group of related, often interdependent entities. The impacts of these changes on the efficacy of the current restructuring regime have been dramatic. Importantly, I think the way both courts and commentators discuss the purpose of Chapter 11 has also changed. Early decisions in the legislative history of the 1978 Code emphasize that the primary purposes of the Code were the rehabilitation of businesses and the preservation of jobs and tax basis at the state, local and federal level. As time passed, these purposes competed with maximization of value as an equal and perhaps competing goal. More recent discussions of the purpose of Chapter 11 tend to emphasize value, maximization to the exclusion of other goals and purposes. That’s not to say that again along that long range of goals one is better than the other, but the change in the tone of the conversation clearly means that something is up.


The development also calls for… this development I should add, also calls for fresh assessment of the purposes and goals of a U.S. restructuring regime.  Moreover, given then added complexity of cases and a statute that often does not have the tools or clear answers to deal with the problems that arise, even the cases that do reorganize seem to cost more. Reorganization may be less efficient, more costly. Recognition that the world has changed in significant ways since the enactment of the 1978 Code and the related concerns, bring us to consider the need for a prompt and thorough reevaluation of the Code in light of these changes. With that, by way of a brief introduction, I’ll turn to my Co-Chair to talk about what it is we’ve been doing and why we’re here. 

Albert Togut:
Thank you Bob and let me join in welcoming everyone who’s here to listen to us. We appreciate your interest and we appreciate your participation. Let me speak to what is the Commission, what is its mission and how is it doing its work? The charge of the Commission is nothing less than the study of the need for comprehensive Chapter 11 reform. By which we mean consideration of starting from scratch and reinventing the statute. In other words, thinking about everything anew. 


Accordingly, the Commission’s mission statement is equally ambitious and it’s up on the screen. It says, “In light of the expansion of the use of secured credit, the growth of distress debt markets and other externalities that have affected the effectiveness of the current Bankruptcy Code, the Commission will study and propose reforms to Chapter 11 and related statutory provisions that will better balance the goals of effectuating the effective reorganization of business debtors with the attended preservation and expansion of jobs and the maximization and realization of asset values for all creditors and stakeholders.”

ABI is the logical organization to do this work for two fundamental reasons; first, ABI is not a political or government organization and as part of its basic charter, it does not lobby or advocate for particular positions nor does it take sides. Thus, ABI has no interest other than intellectual honesty and an open process.


Second; its over 13,000 members represent all segments of the bankruptcy and insolvency practice. It includes practitioners who advise small, midsize and large enterprises, both on the debtor and creditor side, judges, academics, financial advisors, investment bankers and others. 


Given ABI’s 30 year nonpartisan tradition, the Commission has been and will be forum for all voices and points of view. Then-ABI President Geoff Berman, who’s sitting right next to me, tasked Bob and me to assist him in assembling a working group of the best and the brightest from among the Chapter 11 practitioners, academics, bankers and congress to study possible business bankruptcy law reforms. With the Commission we feel we have accomplished that task.


The Commission members are, and there’s a slide on the projection screen, Jan Baker from Latham & Watkins; Don Bernstein, who’s sitting up on the dais at the end who heads the bankruptcy group at Davis Polk & Wardwell; Bill Brandt from Development Specialists, Inc.; Jack Butler from Skadden, Arps; Babette Ceccotti from Cohen, Weiss and Simon; former chief bankruptcy judge Arthur Gonzalez, who was the chief judge in the Southern District of New York and is now a professor at New York University School of Law; Steve Hedberg, Perkins Coie; Bob Keach, my Co-Chair; Ken Klee who is a professor at the University of California at Los Angeles School of Law and the name partner of Klee, Tuchin … wait a minute I’m going to get this right, Bogdanoff & Stern. Richard Levin from Cravath, Swaine & Moore who’s also on the dais; Harvey Miller from Weil, Gotshal and Manges; James Millstein from Millstein & Co.; Harold Novikoff from Wachtell, Lipton, Rosen & Katz; Sheila Smith from Deloitte; Jamie Sprayregen from Kirkland & Ellis, myself as the other Co-Chair ... we’re doing this alphabetically ... Cliff White, who is the Executive Director of the Office of the United States Trustee; Bettina Whyte from Alvarez & Marsal, Deborah Williamson from Cox Smith Mathews Incorporated; James Seery from River Birch Capital. Geoff Berman as I mentioned who is sitting ex officio and our current ABI president, James Markus. That’s a hell of a group.


The Commission is also ably assisted by its reporter and eminent bankruptcy scholar in her own right, Michelle Harner, who’s the Professor of Law and Co-director of the Business Law Program at the University Of Maryland Francis King Carey School Of Law. Professor Harner oversees the work of the advisory committees, provides critical research assistance, records the deliberations of the commission and will assist in the production of the commission’s final work product. 


The Commission, in a series of meetings, has selected a number of topics for initial study. For each topic the Commission has selected an advisory committee of distinguished judges, academics and practitioners to assist the Commission in the study of the topic, research the topic and to propose to the Commissioners possible reforms and, where warranted, to development the arguments for reform alternatives. 
There are over 120 of the best minds from the bench, the bar and the academy and financial advisory services who have agreed to serve on these committees. The committees have been organized and they’re beginning their important work and some of their leadership is here today. 
The various topics and list of advisory committees, which is on the screen, is Financing Chapter 11, Governance and Supervision of Chapter 11 Cases and Companies, Multiple Enterprise Cases and Issues, Financial Contracts, Derivatives and Safe Harbors, Executory Contracts and Leases, Administrative Claim Expansion, Critical Vendors and Other Pressures on Liquidity, Creation and/or Preservation of Reorganization Capital, Labor and Benefits Issues, Avoiding Powers, Sales of Substantially all the Debtor’s Assets, Including Going Concern Sales, Plan Issues: Procedure and Structure, Plan Issues: Distributional Issues, Bankruptcy Remote Entities, Bankruptcy-Proofing and Public Policy and Valuation. 


The Commission may also address other issues at the Commission level as well. The Commission realizes that despite the breadth of knowledge and experience on the Commission and the advisory committees, many others around the country from the bar, the judiciary, academia, the financial professions, business and elsewhere have critical knowledge and information, experience and data and ideas to contribute to this important process. 


Accordingly, to access this wealth of knowledge, information, data, ideas and experience, the Commission is holding field hearings such as this one. We’re holding them around the country to hear and collect testimony on various issues, including our first session in Washington. Today’s hearing is the fifth in that series and we thank CFA for its interest and participation in the hearing. 


The Commission is also soliciting and accepting written submissions on all issues and we hope to hear from every interest affected by potential restructuring legislation. Let me emphasize that to the extent anybody wants to submit something to us in writing for our consideration, we’re pleased to take it and it will be considered. 


Armed with this information and the work product of the advisory committees, the Commission will discuss, debate and search for the consensus for reform. The final result will be a comprehensive report, part blueprint for reform and part catalogue of open issues and current options that are to be considered in updating Chapter 11. At the end of the day, the Commission’s work may lead to consideration of reform legislation, but it will be legislation fully informed by the careful and thorough process of the Commission. It will include the input of the entire insolvency community. That’s the end of my opening remarks. Bob, I think we should call our first witness.

Keach:
All right, thank you. With that we will call our first witness. Let me introduce Mr. Robert D. Katz from the Executive Sounding Board Associates. Mr. Katz, thanks very much for being here today and start when you’re ready.

Robert D. Katz:
Thank you very much. As Robert said, I’m Robert Katz. I’m the Managing Director at Executive Sounding Board Associates. We’re a boutique turnaround crisis management, corporate restructuring bankruptcy consulting firm. We were founded in 1978 and we were one of the early consulting firms focused on restructuring and turnarounds. We’ve been named one of the top turnaround consulting firms in the nation on multiple occasions. 
I’ve been with ESBA since 1991 and I’ve been named one of the top turnaround consultants of the year by two of our trade organizations. I’ve led numerous operational and financial turnarounds for public and private companies. I have served as an interim restructuring officer for companies both in and outside of bankruptcy, have testified and served as an expert witness in bankruptcy court in multiple jurisdictions and I’ve served as a member of the CFA’s educational foundation, a former member of TMA’s executive committee and I’m currently an Adjunct Professor in Strategic Management and Finance and the views are mine and nobody I represented or worked for. It’s a privilege to have the opportunity to share my thoughts, views and opinions and I thank the Commission for the opportunity.


There’re two issues for me that I’m focusing on. One of them, is more time required or needed and is it beneficial?  Whether these goals are accomplished through a standalone Chapter 11, as the goals of the Commission, through a standalone or a 363 sale in article 9 using cash collateral, or debtor in possession financing to me it doesn’t matter. What does matter is that we can sustain and, hopefully, increase the value for all the constituencies, preserve jobs, avoid liquidations, which ultimately may lead to more economic production, more GDP and improvement, hopefully, of the standard of living and hopefully sometime soon for all our stock portfolios to go up again.


A consideration has been raised whether 363 sales happen too quickly or if the process is short circuited. Should consideration be given to a minimal/mandatory time for evaluation, assessment of circumstances if the proverbial melting ice cube doesn’t exist or if that effect prevails?  As a consultant in the middle market and lower middle market, I can tell you historically that the melting ice cube is the always the rule, rarely the exception. Based on my experience, the quicker a company gets in an 11 and the quicker it gets out, will give it more of a chance of opportunity for success. 


Should there be a mandatory waiting time? If a constituency feels there is a need for more time, more assessment, there’s nothing stopping a particular stakeholder from going into court, presenting the case to the judge and explaining the circumstances. I’ve never been in a case where if a constituent puts on a credible request that the judge doesn’t consider it. Why establish a mandatory time for a far reaching negative implications, that could likely force a potentially viable business to go into liquidation?


I believe we’re blessed with a system in the jurisdictions, at least that I’ve practiced in and testify in, to have exceptionally great and diligent judges. Enabling them and empowering them to use their judgment in determining timelines is critical aspect for debtors in their states to achieve the mission and purpose that the Commission has outlined.


Most recently I’ve been involved in section 363 sale that exited bankruptcy in 28 days. It wasn’t GM, we didn’t have TARP money.  It was done before a court appointed examiner to ensure that there were no other alternatives, that all sides had their chance to be heard and that an independent party made the call, and it was appointed to with the request of the judge. The process was fair and adequate in line with the Commission’s intent and the mission statement as one of the underlying principles. 


On the other side, I was in a case recently in a standalone Chapter 11 reorganization of a hospital, which has become rarer and rarer, in an economically challenged area. They remained in 11 for almost two years until all the constituencies were able to raise the financing and gain stakeholder acceptance. In trying to maximize the value and preserve jobs. I don’t think one timeline should prevail. In this case it was 1,100 jobs, again in a bad area.


When thinking about the issue, I’m reminded of a quote that FDR said during his second term in office. "I never forget that I live in house owned by all the American people and I have been granted their trust." Establishing additional mandatory time delays for section 363 sales may jeopardize the very premise of what the Commission’s goals are. If there is a need for additional time, it seems to me, based on my experience, the prudent parties involved will allow it to facilitate it. Having the right people, proper professionals, using professional judgment with the judges and a good system is a much better alternative. 


The second point for me at least to talk about is debtor in possession financing. It’s truly the world of supply and demand. Should there be a mandatory limitation on what a DIP lender is allowed to charge? I think it would be tremendously advantageous for the debtor. On behalf of all my clients that are debtors, it would be great and I’m all for it. Would it help the company? Yes it would. Would it offer better chance to preserve jobs? Perhaps, but truthfully, it’s counter intuitive to our economy and our free market system. Even a standard DIP loan usually has more risk than a loan to a non bankrupt entity, and as such the lender or the investor should be able to be compensated for the risk.


A recent example for me that comes to my mind, and that wasn’t any case at all other than as a sports fan, was the restructuring of the LA Dodgers. Most middle market companies don’t enjoy the opportunity to sell media rights, have an auction for multi billions of dollars or have a bidding group led by Hall of Famer Magic Johnson. Yet when somebody came in with an offer that was considered too high, major league baseball came in with a much more market offer and felt the terms, their proposal, was significantly cheaper. No statutory limits imposed, just the right balance of risk and return.


Imposing the artificial restrictions on the capital system would likely get sure … could be sure on beneficial, but the risk ultimately is that lenders and investors won’t lend into the capital structure if they don’t feel they’re fairly compensated however they define it. That’s reducing the number ultimately of participants, increasing the cost in the long term and lessening the likelihood that the company could exit. 


Some middle market companies going through an 11 still have trouble attracting capital and we shouldn’t create additional barriers to dissuade the potential capital sources for providing the capital. There are times when an expensive choice is better than no choice, although some people might disagree with that. There’re a few people that go through an 11 that don’t understand the risks. They may not early on, but they will towards the end of the process. 


An artificial rate cap or structure however, may be a hindrance. It's unlikely to have a sustainable impact in the longer term and would result in negative long term effects. An emerging debtor has to be able to generate cash flow and Chapter 11 affords them the opportunity to restructure its debt. If they can’t do that, they’ll never get out. No great opportunity comes without a certain cost and assessment, and I believe it’s better to leave it up to the market and the prudent stakeholders from all sides of the transaction to determine the price and the cost.


Finally, I’d like to thank and appreciate the executive director of the ABI Sam Gerdano, the CFA for their hearing today. I appreciate the TMA and Mr. Gerdano for coordinating the previous hearings including the November 3rd in Boston and further appreciate and finally thank the management and further appreciate the monumental time and effort that the members of the Commission, the Commission reporter and advisory committee have dedicated.
Keach:
Thank you. I do have a couple of questions for you and I’m sure other Commissioners do as well. Let me first open it up to the rest of the panel. Don, go ahead.

Don Bernstein:
Okay, let me start. First of all I want to thank you Mr. Katz for your statement, it’s very helpful. My initial question is about 363 sales and the time period given the case. If you believe that it’s not appropriate to set a particular minimum timeframe, what kinds of checks and balances do you propose, given the fact that the judge doesn’t know much about the business, doesn’t know how to evaluate that earlier in the case, the debtor’s business judgment about the appropriateness of a sale and questions arise like, what role the committee should be, should seller wait for appointment of the committee, how long should the committee have to evaluate it? You mentioned the possibility of having an examiner presumably do an evaluation in a report, what kinds of checks and balances or alternatives to allowing sufficient time for the creditors to evaluate the situation?

Katz:
To me it’s a fair question and I can tell you, again, the one that I’ve been involved with, and I’ll give you a background real quickly. It was a manufacturer, it was a Chinese New Year issue, so they had to be in and out before the trade show and before the Chinese New Year because in China for six weeks basically business shuts down. The judge who had no familiarity with the industry at all said, “Before I rule on this, knowing that you have a very compressed timeline, I’m going to appoint an expert that the trustee will agree on. You have to get the report done in 15 days or less. The examiner is available around the clock if you need and I’m not making a ruling until I get this report.” Again, everybody worked with that examiner to ensure that. 
Again to me, if somebody needs more time, if there’s an expedited hearing, then the trustee can say we need more time, one of the creditors can come in to say we need more time. Again, not that I speak for every court, but when somebody has said, “We need more time,” even if it’s a pro se person, representative, if they need more time, I can’t recall the last time it hadn’t been granted as long as it was for a reasonable request.


One other thing, in this particular case, nobody objected to it so the judge made again the prudent decision, I need more facts.

Keach:
Did you have a follow-up?

Bernstein:
Just a follow-up question, because often creditors especially in middle market cases don’t get organized very early in the case and so people may not have the opportunity to say I need more time because it hasn’t come to their attention that there is a filing, they have to hire a lawyer, it takes some time. Do you think there should be something built into the statute so that the judge clearly … there’s some clear indication in the statute that the judge sua sponte, can appoint an expert of the kind that you’re talking about to evaluate the situation?

Katz:
Yeah. For that point of it I do and it goes back to my point, the judge like you said, make some reasonable determination based on their business judgment and their expertise in handling all the cases they’ve had that they need more time because a committee has to be appointed. Yes, there should be to be a minimum, but again from my practicing standpoint, leaving it up to the judge to make the call is the way to go. Because if you filed your statements and schedules or your statements where they just list the top 30 unsecured, people can get a feel usually on who’s involved. Yeah, there’s a minimum based on the judges’ determining. I say the judges but it’s also somebody in the US Trustees Office who’s always there at the first hearing too.
Keach:
Rich, did you have a question?
Richard Levin:
I let Don ask my questions. (laughter)
 Keach:
Okay. Let me follow-up on one of Mr. Bernstein’s questions and then I have a question of my own and then we’ll proceed down the panel. First with respect … obviously one of the checks and balances that’s referred to in your example is this concept of the sale examiner or the sale monitor, which I think as Don’s second question pointed out is actually not in the Code, but it’s actually been a tool used. I assume you would be, number one; you would be in favor of this statutory authority for such a person. Then secondly,I just have a factual question for you which is, who paid for the sale monitor in your case?

Katz:
I would just say it came out of … that’s a good question.

Keach:
Was it paid out of the sale proceeds?

Katz:
Yeah, it was. I was going to say the debtor, but it was paid out of the sales proceeds and, in this case that’s where it was and everybody agreed it didn’t matter what this particular examiner said, that the estate paid for it.

Levin:
Were the sale proceeds fully encumbered or they unencumbered?
Katz:
The sales proceeds were encumbered but the lender at the time agreed to the carve out for this particular fee.

Keach:
Okay. Now that that was my follow-up, my other question is you I think quite properly mentioned in your remarks, and we constantly have heard this both in the field hearings and you see it in the literature this whole question of the melting ice cube and you mentioned the frequency with which that example applies. One of the obvious difficulties that courts … with I think in regular basis and which is something that we are struggling with as well is how one determines when we have a genuinely melting ice cube because of the externalities of the case or the particulars of the business and how often you have a melting ice cube because somebody is putting a blow torch to the ice. I wonder if you have any particular insights as to how one tells one from the other.

Katz:
It’s a great question. I think that …

Keach:
I try to only have great questions. (Laughter)
Levin:
That’s why you’re the chair.
Katz:
I think it’s always a combination because whether I’ve been on the debtor side or the creditor, when you want a 363 sale, there’s always a blow torch, a fire hose or something there. That’s why I go back, you have for that first day, the first day hearings, the top 20 creditors have been listed out. You have the U.S. Trustee. Let’s say somebody’s got the 363 sale motion, the stalking horse, everybody is teed up. Usually somebody in the top 20, at least one or two, are sophisticated, they have it, there’s disposal resources, small or big law firm and they go in the court and say, “Your honor, despite the blow torch, the melting ice that it’s going to be out of business, these are all the reasons that we need more time to look at it.” 
Then if you’re in that same industry, usually creditor number one knows creditor number two, three, 12 and they can all be … they don’t even have to come into court any more. They would court call, they can sit in their office, it cost them time and all, but look, if you have top 20 and five of them say, “We need more time because …” and it’s not a melting ice cube because three entities are putting a blow torch on, they’ll get the time. If you have the top 20 and nobody shows, then the court says, “Well, I need comfort for the examiner.” If they don’t, then if the top 20 don’t show, a debt holder doesn’t show, an equity holder doesn’t show, then why would there deem to be a mandatory time when there could be 500, 1,000, 200 jobs and all the trade support on the line?

Keach:
Okay. 
Geoff Berman:
Well, I guess … 
Keach:
Mr. Berman.

Berman:
Thank you Mr. Chairman. I guess my concern here is how you plan this out? Because if what you’re saying is jeez, if no one comes, top 20 gets notice, they don’t come what’s going on to get to the point where you had the file? Have we lost the ability to have a dialogue with the affected constituencies ahead of time so this can be planned out? Why should that become the blow torch that forces the 363 sale?

Togut:
Can I amend the question?

Berman:
Certainly.

Togut:
Because it calls into focus something a lot bigger than just the sale monitor. Are you suggesting when you have the lack of creditor interest at these various levels it’s because they’re out of the money?

Katz:
To answer and I’ll answer the conversation because it’s a joint.

Keach:
You get to pick whichever question you want.

Robert D. Katz:
No, I’ll take the one …

Berman:
If you end up answering both of them, that’s all right.

Katz:
No, you know what? I’m not suggesting that they’re out of money. Because again if you have let’s say the 363 goes on, in most cases that I’ve been involved with the people that got stung are those that are going to be part of the ongoing business in a lot of cases. They may not be showing up because they’ve accepted their loss and they liked the new player and they’ll be in the money going forward. To me, in the money or out, that doesn’t matter. 


With regards to the conversation before hand, I go back to what I said. The best thing is to get in and out quickly, so in a lot of cases I’d like to think, maybe naively, that you wouldn’t try to have some of those conversations early on. Because look, if you told me that there was a chance that I could call some of the major creditors and work a plan before going in, I got to tell you I would try that alternative and I tell my clients in nine out of 10 cases.

Berman:
What do you do when a sale is being pushed through which is effectively a cram down on the creditors, where the buyer maybe an insider, not fully disclosed or not fully disclosing all of the facts that lead to why the transaction may or may not be a good idea and the creditors haven’t had a chance to vet it?

Katz:
If the buyer isn’t as fully disclosing right to me that’s fraud or misrepresentation. Whether that’s a legal term or not I’m not…

Berman:
But it happens. I was a sale examiner in a case where the insiders were trying to force a transfer of the equity of the business held by the Chapter 11 debtor who’s an individual and the creditors were the ones who pushed for the examiner because they didn’t trust the information that was being brought forward to them.

Katz:
Were any of those creditors on the top 20 list?

Berman:
Absolutely, but they’d also been involved in the pre-bankruptcy planning discussions, but that’s probably the exception. 

Katz:
Well, but using your example, if the top 20 were involved pre-bankruptcy and so when in my example, one, two, three or any of those top 20 would have shown up at that first hearing via court call or otherwise and said, “We need more time.” If they come back, if none of those 20 show up and they were involved in the pre-plan hearing, then they’re saying one or two things. Either, “We don’t care,” or, “We want the sale to go through so we’re good.”

Berman:
In my particular incidence they did show up, they did object. They objected to debtor’s counsel being retained. I think one of the cautions here is we have to be careful that this process isn’t expedited in such a way as to allow for fraud to come creeping in on a regular basis.

 Katz:
Well look, I agree with you, but if under your … what you just said is they objected and so that allows… look, if there’s an objection, that goes to my point. If there’s an objection and somebody puts on credible evidence that says, “We need 30, 40, 60 days and here are the reasons,” you have an interested party saying, “Slow down the process.” If there isn’t an interested party that says, “Slow down the process,” and the judge doesn’t feel the need or the examiner doesn’t feel the need, why would you slow down the process?

Keach:
Well, like most of these issues that we’re now hearing in the field hearings I suspect we won’t resolve this one right now, but in deference to the rest of the panel, Mr. Katz I’m going to thank you and Mr. Berman is available afterwards if your guys want to continue this discussion. But I want to thank you very much for both your written statement and your presence here today. It’s been helpful. Thank you.

Katz:
Thank you.

Keach:
I gather we’re going to take the next panel on en masse.  I’ll introduce them while they’re walking up. Michael Haddad, president of the CFA and president of Newstar Business Credit, Jonathan Helfat, an old friend and co-general counsel of the CFA and a partner at Otterbourg, Richard Kohn, Co-general council CFA and Principal at Goldberg Kohn, the Honorable Melanie Cyganowski, formerly the U.S. Chief Bankruptcy Judge for the Eastern District of New York and a partner at Otterbourg and Randall Klein, Principal and head of the Bankruptcy Creditor’ Rights Group at Goldberg Kohn. I gather Judge Barliant wanted to be here but he couldn’t, but we did receive his written statement and for that we will thank him in absentia. As far as I’m concerned, whatever order you want to go in is fine. 

What we’ll do is we’ll take each of your verbal statements. I would repeat we have actually read all the written statements so if you want to take about five minutes or so a piece to give us the highlights of your statements we’d appreciate it and I know we have lots of questions for you, so thank you.

Richard M. Kohn:
Thank you Mr. Chairman. I’m Richard Kohn and as you’ve noted I’m co-general counsel of the Commercial Finance Association and the Principal at Goldberg Kohn. It’s my privilege to welcome you to CFA’s annual meeting here in Phoenix and to thank you for asking the CFA to participate in this field hearing.


You’ve already mentioned Mr. Chairman, the rest of our panel and so I won’t do that. We have more detailed bios that are at the end of our paper in case anyone’s interested. As you know we’ve submitted three documents in advance of today’s hearing. First is the written statement of Michael Haddad who will be making some brief comments in a moment. Then the written statement of Melanie Cyganowski and finally CFA’s paper in which we have tried to highlight various topics that we think merit the commission’s further study. Our paper was not intended to be an exhaustive discussion of this topic, but rather simply to note the topic and to suggest why we think the topic is really of the commission’s consideration. 


It would be our plan to have Mr. Haddad speak briefly and then Melanie Cyganowski and then Randall Klein, Jon Helfat and I would, with your leave, each address a number of issues raised in our paper. At any point if you wish us to depart from that plan we’re happy to do so. Of course at any point please feel free to interrupt with questions. With that I’ll turn it over to Michael Haddad.

Keach:
No, that sounds like a fair plan to me, thank you.

Kohn:
Thank you.

Michael Haddad:
Thank you Richard. Good afternoon. My name is Michael Haddad and I’m President of the Commercial Finance Association. I’m also President Newstar Business Credit, headquartered in Dallas, which is an asset-based lender and a member of the CFA. CFA wishes to thank the Commissioners for being here today and welcome the opportunity to testify before you with respect to the possible amendments to the Bankruptcy Code. We’re particularly honored that you’ve decided to schedule this hearing in our venue this year. 

I’d like to give you some brief background concerning the CFA if I could. We are the principal United States Trade Association for financial institutions that provide asset-based financing and factoring services to commercial borrowers. For convenience I’ll refer to both asset-based lending and factoring as asset-based lending. 

We currently have 270 members, which include substantially all of the major money central banks, regional banks and other large and small commercial lenders engaged in asset-based lending. Although some of our members are quite large such as Wells Fargo, Bank of America, JP Morgan Chase, Citibank and GE, the majority of our members are small entrepreneurial asset-based lenders.  As a result, CFA is in a particularly good position to speak for the asset-based lending community in the United States.

Asset-based lending companies comprise a substantial portion of U.S. credit markets. According to a report by R.S. Carmichael & Co., which is a leading market research firm in the financial services industry, there are currently $620 billion in asset-based loans that are currently outstanding. We’ve attached a copy of this report as an exhibit to the overall report that we’ve submitted to you in advance of this hearing.

Asset-based financing extended by CFA members has played an important role in financing the growth of US companies for many decades. It allows companies the opportunity to obtain working capital, the need to operate and grow and create jobs and also provides financing for capital expenditures and then acquisition of other companies. 

Many of our borrowers are large corporations and this has been increasingly true during the last years, as more and more large companies have found that traditional, unsecured forms of finance are no longer available to them and have therefore migrated to asset-based lending. But by far the largest segment of our borrowing base is comprised of small and medium size enterprises, which has and continues to be, in our opinion, the backbone of the economy.

Much of the financing provided by the CFA members consist of traditional asset-based lending products such as highly monitored receivables and inventory financing and factoring in which our members look primarily to the proceeds of their collateral for repayment. CFA members also provide cash flow loans, which are secured, monitored facilities where the lender looks for the cash flows of the business for repayment. Increasingly our members also provide alternative forms of financing, such as supply chain financing, purchase order financing and commodity financing.

I would also like to note that in a rapidly globalizing economy in which we find ourselves, financing provided by CFA members increasingly has a significant international component. As CFA members address the cross border needs of their borrower, and here I’m referring not only the large borrowers. Cross border lending is no longer the province of large borrowers and large lenders, it has moved down market to include small and medium borrowers and small entrepreneurial lenders and factors as well.

With that background in mind, I’d like to conclude my testimony with three observations, which are also noted in the paper we submitted. First; CFA believes that a principle standard for evaluating and proposing amendments to the Bankruptcy Code, is the extent to which amendments maximize the values of those companies as going concerns. Therefore, preserving jobs and maximizing value for all creditors, either through a reorganization in those situations where the reorganization is a realistic option, or through a sale or liquidation where reorganization is not a realistic option, the testimony we will hear today was developed with this standard in mind.

Second; because small and medium size enterprises play such an important role in the U.S. economy, CFA respectfully submits that any proposed amendment to the Code must be evaluated not only in terms of the potential impact upon large corporations, but also in terms of potential impact upon small and medium business enterprises.

Finally, with few exceptions, these small medium enterprises borrow from their lenders in the normally course of business on a fully secured basis. This course of conduct does not change when our members finance a small, medium business. We seek relief pursuant to Chapter 11 of the code. We believe our members understand the risks associated with DIP financing under the code, now in existence, which in the main allows them the benefit from the bargain as contained in their loan documents. 
If the Commission ultimately proposes reducing the rights of secured lenders in Chapter 11, then it is our organization’s view that anything short of allowing secured lenders the ability to obtain benefits provided under their pre-chapter 11 loan agreements in Chapter 11, will have the direct effect of increasing our member’s risk analysis, which will result in increased cost of credit and reducing the amount of credit extended to these small businesses who seek relief in Chapter 11. Thank you.

Keach:


Thank you.

Melanie Cyganowski:
My name is Melanie Cyganowski. As many of you know I served as United States bankruptcy judge for the Eastern District of New York for a full 14 year term. In 2007 I retired from the bench. I’m currently a partner at Otterbourg Steindler, Houston & Rosen. You know the Eastern District; for those who don’t, the Eastern District consist of Suffolk and Nassau County, which collectively are bigger than many of the cities and states in the United States. It also includes Brooklyn, Queens and Kings, Kings County which is Staten Island.


During the time that I sat, the Eastern District of New York was the 10th busiest court in the country. We handled cases of all sizes, but at no time were we then nor is Eastern District now, known as a hotbed of mega Chapter 11s. Instead, it was known for primarily business Chapter 11s, small, medium sized enterprises.


My predecessor, Judge Connie Duberstein, who everybody knows, I believe used to often say at functions quite firmly that in the Southern District of New York the cases would be Johns Manville and in the Eastern District of New York, it would be Manville's Johns. That frankly summarize so much of what we did, but it was those companies that tried to reorganize and to do so through the bankruptcy process.


I believe that my experience on the Eastern District bench is, fairly typical of the majority of the majority of the bankruptcy courts across the country and indeed that the mega cases are found in a few other courts and constitute a much smaller percentage of the docket, albeit that the significance of the mega cases are as we know, quite mega.


My remarks today relate to the role of the secured lender and the middle market or SME cases, and specifically how the notions of changing the Bankruptcy Code to level the playing field when it comes to secured lenders and providing more oversight and rigor to the governing requirements, when it comes to the treatment of secured debt, may either be at best of little value or worse, stymie the very ability of the Chapter 11 debtor in the SME context, to reorganize or liquidate in a manner which both maximizes value to the estate by shutting down a negotiating and liquidation process. Which is so fundamental to the bankruptcy process as we know it.


In these middle market cases, it is the secured debt that is the driver of the fulcrum credit. Almost every middle market Chapter 11, the debt is typified by credit customarily provided by a local bank or perhaps an insider affiliated with the debtor, comes to the court with the historical secured lender. His debt is typically guaranteed by the principles of the debtor. There’re a few if any Chapter 11 cases in my experience where the lender is unsecured and it is my experience that the economic reality is that secured debt is the market place where middle market are lending.


When these cases came before me, there were typically no Chapter 11 unsecured creditors committees. They were seldom if ever a competing banker who wanted to buy the debt or in any way assist or finance the continued existence of the debtor in Chapter 11, or to assist in the exit financing, nor were there bidders who were out there competing to buy whatever assets that might remain.


Without the historical secured lender coming forward on day one, the middle market Chapter 11 case usually cannot survive until a final hearing. Consequently those Code provisions such as section 364 which require the debtor to seek other financing and competitive rates, are in most instances irrelevant because the debtor in almost all the cases over which I presided had difficulty maintaining its existing credit relationships upon the filing of the bankruptcy petition, much less discovering new alternative ones.


I believe that it’s essential that the Bankruptcy Court have flexibility so that the court can exercise judicial discretion and equally important allow judicial supervision regarding the SME debtor's business judgment when dealing with secured credit. The reasons are many, but in most instances these middle market cases seemingly live from one emergency crisis to the next, and therefore to legislate fixed criteria when it comes to the treatment of secured debt would not be in the best interest I believe of promoting reorganization.


For example, it is not at all unusual in these middle market Chapter 11 cases, for a deadline or a budget requirement to be missed, which but for the court’s intervention, an ability to step in and permit the waiver or the continuance of an otherwise arbitrary provision would lead to the automatic lifting of the automatic stay and/or the dismissal of the case without opportunity to be heard.  In some instances it is the judicial discretion of having the parties go into the hallway and negotiate and come up with the alternative as to what should be done.


It’s been my experience that whether and when the court steps is necessarily a case by case basis and best enabled by providing flexibility and discretion in these circumstances. This is not to say that the court does not need or welcome guidelines and it would be my suggestion that the Commission give consideration to codifying many of the local rules which exist in many of the commercial jurisdictions, such as the Southern District of New York or the District of Delaware. 
These local rules provide guidance to the court on the standards for the treatment of secured creditors from financing as requested, and thereafter thus providing the court with the flexibility to implement some or all of these guidelines, as the case in question may warrant. Codifying these local rules is also a way of permitting the rules of the road, if you will, to be known by all.


Having said that judicial discretion should be maintained and fostered in any effort to reform Chapter 11, I also believe it would be beneficial to the court and will encourage more secured lenders to support middle market borrowers if the 2005 amendments relating to lease and plan deadlines were repealed, or at a minimum amended to provide judicial discretion to be exercised to modify the deadlines as appropriate. 
Clearly the secured lender is concerned about these deadlines and consequently takes actions or requires the debtors to take action, months before these deadlines occur in order to reduce its credit risk, all of which hurts the flow of funds to the debtor and ultimately inures to the detriment of the reorganization process.


Similarly, section 503(b)(9), where many would say is a noble experiment, serves only to reduce the amount of credit available to the debtor, because the secured lender in  most instances reserves for these claims at the outset of the case.


While revisiting section 363 maybe on the agenda of the commission, I would caution the Commissioners that imposing inflexible deadlines or timeframes such as mandatory timelines between the filing of the motion of the sale may not be in the interest of the middle market debtor. The SMEs and middle market cases, the Chapter 11 debtors have often little flexibility, little bargaining power and even more minimal lines of credit. The court needs, in many instances, to force the sale on short notice even if it has the effect of benefiting the secured lender in order to save the business albeit in the hands of others and maximize value for the estate or converse the extended timeline as may be appropriate.


As we know, all cases do not reorganize and I believe that consequently the sections of the Code relate into liquidating Chapter 11s, i.e. the provisions in 1129 before, the appointment of Chapter 11 trustees, 1104, need to be revisited as they are cryptic at best and need to provide more certainty both to the court and to the secured lender, who sees these sections as potential safety valves if reorganization is not possible.


Knowing the rules of the roads as I said will I believe encourage more lending particularly in middle market Chapter 11 cases. In the situations where a Chapter 11 trustee is not appointed, I believe that consideration should be given perhaps to have having the boards of directors, especially where the boards of directors in these middle markets debtors are so entrenched or misaligned where they do not function in the best interest of the estate, that there be a mechanism by which the court perhaps might be able to intervene to enable to appoint new directors.


I’ve read the transcript of the field hearing held in Washington DC. I know that there’s been some thought given to changing the contract rights of lenders upon a filing, including for example, interest rates and changing other state law rights. I believe that doing so will ultimately hurt the middle market debtor who has a hard enough time keeping the local bank interested and involved in financing its business upon and after a bankruptcy petition is filed.  To impose a new requirement and to tell the local establishment that the debtor can change the terms of the lending contract if things become adversarial and in a bankruptcy context will I believe clearly not have the effect of promoting the financing of reorganizations among middle market debtors.


Lastly, I believe it is important to bear in mind the concept of the law of unintended consequences and that while it may appear helpful to impose stricter requirements in the context of secured lending in mega cases, that the impact of the stricter requirements may be far greater and far harmful in the SME cases. In some I believe that reorganizations of middle market Chapter 11 cases, which are the bedrock of business bankruptcies throughout the United States, are best facilitated and promoted by empowering business judgment within the bankruptcy courts and thereby providing flexibility to deal with each circumstance as they present. To do the converse and for example impose stricter and more rigid oversight with respect to secured lending 363 sales and 364 financing requirements, will I believe be detrimental and potentially fatal to middle market business reorganization. Thank you for allowing me to speak.

Keach:
Thank you.

Randall Klein:
Thank you to the Commissioners for being here. My name is Randy Klein, I’m the chair of the Creditor’s Rights Practice at Goldberg Kohn, with the exception of one year as Ron Barliant's law clerk, my practice has been devoted exclusively to protecting the rights of secured creditors in middle market cases. 
I’d like to briefly touch upon two of the topics that we raised in our report with respect to the comment that has been read and I’m not going to delve into a lot of detail, but the two I wanted to talk about was the issue of time value of money, raised by the Timbers decision by the Supreme Court in section 552(b). I think they’re actually related. The point about time value is money I think is clear, that especially for secured creditors, time is money and with the exception of the Supreme Court’s ruling that secured creditors are not entitled to compensate for that time. We believe that appreciation of the asset is no different than waiting to get back those state law entitlements. 


Thomas Jackson, then a Harvard law profession wrote the amicus brief to the Supreme Court. He was on the losing side, but I commend you to read his amicus brief on all the reasons why Timbers was wrongly decided. The example that he gives, which I think is pertinent, he gives example of Black Acre. If a debtor owns it and doesn’t have to pay while he’s using it, as opposed to the debtor who leases Black Acre during the Chapter 11, and 552(b) protects the lender’s right to receive the rents, but if he’s owning it and using it, the debtor doesn’t have to pay anything and the lender receives nothing.


As Thomas Jackson said, “One cannot justify denying the secure creditor compensation completely when the debtor uses property in his own business in the face of an explicit provision of the Code, 552, that gives a secured creditor net rentals from the properties rented out.


That leads me to my other topic, 552(b). As Commissioner Keach, and in a prior hearing, Commissioner Klee noted that at the time of the 1978 Code, many businesses were manufacturing businesses and now we’re more of a service economy. I’d also like to point out that cash flow  lending,  which Michael Haddad pointed out, is also a part of the business for the CFA lenders. That cash flow lending is predicated that taking the lien on future income streams, a multiple of EBITDAs is typically how the business is valued and the amount of the secured debt in various tranches is placed on it based on multiple of EBITDA if you’ve done a future income stream. 
When those income streams will realize we view those as the realization of the property that the lender was lending against. Yet there have been some recent decisions by courts that has not endorsed the notion that those post petition income streams aren’t that encumbered. We think that that would be a disastrous result to cash flow lending. While 552(b) probably didn’t contemplate cash flow lending in 1978, it would be a good idea for the Commission to evaluate revising the Code to make sure the secured creditors are protected with their expectation interest with respect to those cash flows.

Keach:
Thank you.

Jonathan N. Helfat:
Thank you. I’m Jonathan Helfat, co-general counsel to the CFA. Having been on many presentations like the Commission's, the guy who speaks last probably gets a minute and a half, so in deference to Mr. Kohn, I’ll try to keep my remarks brief.

Keach:
Mr. Klein bought you a couple of minutes, so you’re okay.

Helfat:
Thank you. I’d like to highlight two of the topics that are in our report. The first one is Chapter 11 plans of liquidation. Our organization believes that secured lenders, as well as other creditor groups, would make better use and greater use of the Chapter 11 liquidation plan process and would use it as a reorganization tool if there were greater clarity and speed to the process.


Unusual as it may seem, we support the views expressed by professors Warren and Westbrook in their article on liquidating Chapter 11 plans, when they say that there is no definition of when a company should liquidate under Chapter 7 and when a company should use Chapter 11 plans of liquidation.


They go on to say something that is I would say quite ironic. They take issue with the fact that if the liquidation in Chapter 11 plans is for the benefit of the creditors, you’re putting in charge of that process the debtor who caused the issues that bring the case to Chapter 11. That irony is not missed on the CFA.


Our position quite frankly is that Chapter 11 liquidation plans don’t work. Because what we see is obviously 363 sales outside of a Chapter 11 liquidation plan. We don’t see Chapter 11 liquidation plans filed that say, let’s have a 363 sale because a 363 sale because the liquidation plans really don’t work, precedes the plan. We see the concept which is also not in the Code of structured dismissals. We’re actually not really sure what a structured dismissal is, but certainly many courts have allowed debtors who want to liquidate after they have a 363 sale, to have a quote, structured dismissal. 
We see lots of motions by secured creditors after 363 sales and also we see something that I’m sure is obvious to the Commissioners, we see defacto liquidations in chapter 11 that don’t take the 363 sale route, but basically the Chapter 11 debtor liquidates its assets without the benefit of a liquidation plan. We think that study should be given if we’re going to have provisions in the Code for Chapter 11 liquidating plans, that more study be given to invigorating that liquidation process because we don’t see those sections of the Code working, as it presently exists today.


The other point I’d like to talk about and I’m sorry Mr. Miller is not here today, I’d like to talk about gifting and the modification of the absolute priority rule. Clearly, we believe that the reorganization process should be modified to modify the absolute priority rule when it comes to crammed down plans, where a senior creditor wants to give value to a junior creditor and the absolute priority rule comes into play.


The gifting, I don’t know if it’s really gifting as opposed to giving value, gifting occurs outside of the Chapter 11 plan process everyday in Chapter 11. Debtors borrow from their secured lenders to pay critical vendors, to pay management incentives. The concept of giving a junior class of creditor value is an everyday occurrence. But in the plan process of course, it has been at the Second and Third circuits anyway, something that is the last bastion of preserving the absolute priority rule.
While the First circuit, certainly it was a chapter 7 plan as Chapter 7 liquidation permitted this concept of gifting, the Second and Third circuits say that that is a violation of the absolute priority rule where in both cases in the Second circuit case DBSI,  a secured creditor wanted to give gift consideration to equity in order to obtain further value for the estate. In the third case Armstrong, again unsecured creditors wanted to get further consideration to equity.


While quite frankly we believe that Mr. Miller in his article is correct that it actually isn’t a violation of the absolute priority rule to allow gifting, certainly we believe that gifting is something that should be codified in the Code, the absolute priority rule should be changed to allow this. 
It’s interesting, I don’t know if it is going to get any traction, but in the Second circuit decision in the DBSI case, while the court clearly upheld the absolute priority rule, they went on to say that well, if you don’t have to necessarily put it in the plan, if by contract one class of creditor wants to give further consideration to another class of creditor and you don’t do it in the plan but you do it by contract, they saw that that probably wouldn’t be a violation of the absolute priority rule. We see even that there is some realism in this process and we would suggest that the commission study the concept of codifying or modifying the absolute priority rule to allow the concept of gifting. Thank you.

Keach:
Thank you.

Kohn:
Thank you. Well I’ll finish up our prepared remarks by focusing briefly on two topics. The first is our topic number four on our paper which deals with curve outs for unsecured creditors, and the second would be topic number 11, which deals with the fraudulent conveyance savings clause which is so common in the TOUSA decision.


With respect to the carve outs, as you know the idea behind them is that they can result in a fair distribution of the assets of the debtor by preserving some portion of the assets separate to the secured creditors lien for unsecured creditors. However, we suggest to the Commission that there is a mounting body of evidence that in terms of practical experience in other countries, carve outs can have unintended consequences in terms of reducing the amount of credit available to borrowers and that that can be a serious problem especially in an economy like ours that is undergoing a slow, sort of embryonic recovery.


I have devoted much of my own practice to cross border lending, primarily representing U.S .banks and making loans to U.S. companies heading subsidiaries assets, operations in other countries. In addition I’ve been  privileged to represent the Commercial Finance Association along with others, in law reform efforts primarily before the United Nations Commission on International Trade Law or UNCITRAL, and also as a member of the expert group on a number of projects, especially the legislative guidance secured transaction, which is a 550 page manual that attempts to be the best practices for how countries can modernize their secured transactions laws in order to promote low cost secured credit.


I thought it might be useful briefly to touch upon some of the experiences that I’ve had in those two capacities that address the efficacy of carve outs. As you may know in the United Kingdom, under the Enterprise Act 2002, there is a carve out from the proceeds of a security device known as the floating charge, equal to 20% of the proceeds from floating charge assets subject to a maximum cap of £600,000. This carve out is often referred to as the ring fence pot. As you may also know assets subject to the floating charge typically would be inventory, which the borrower is permitted to dispose off in the ordinary course of its business and also, it could be receivables unless the lender exerts full cash dominion over the proceeds of the receivables. 

Well, the practice in the United Kingdom has become to respond to the ring fence pot by simply reserving £600,000 out of the availability under the credit facility. This is £600,000 that is simply not available for use by the borrower or the operation of the business. Although that may not have a huge impact in large credit facilities, it can have a very significant impact in smaller credit facilities. 


It’s important to note that this is not a per corporation basis. If you have a borrower that consists of a number of different corporations in the corporate group, it’s £600,000 for each entity in the corporate group that has a floating charge outstanding. It shouldn’t be surprising that lenders in the UK and also U.S. lenders making loans into the UK reserve for the ring fence pot because it’s really the essence of asset-based lending that lenders create reserves to stay within the borrowing base. Staying within formulas you know is an essential part of asset-based lending. 

The second example I want to mention and it’s in a sense even more dramatic than the ring fence pot occurred recently in Sweden. As you may know there they have a security device known as an Enterprise Mortgage, which is their version of the blanket lien. 
In 2003 they amended the law to provide a 45% carve out for unsecured creditors from the Enterprise Mortgage. This had the effect of essentially rendering the enterprise mortgage useless. Lenders who wanted the loan against receivables would have to use a fixed charge against receivables in order to not have to use the enterprise mortgage. As far as inventory, there was no useful fixed charge in Sweden so inventory financing was very, very rare in Sweden.


The fascinating result of this was that a little over a year ago in Sweden they amended the law to eliminate the carve out. They did it because SME’s were unable to get financing at reasonable rates from established banks. This is a clear cut example of something that might have some interest in theory but in practice it was creating real problems for small and medium size enterprises in terms of their ability to get financing.
I just conclude on this topic briefly with a mention of the UNCITRAL legislative guide because I referred to it earlier and I just want to point out the directors of the guide considered the issue of carve outs for unsecured creditors, and included the following statement which we’ve quoted in our paper. The carve outs may have an adverse impact on the availability of credit by effectively reducing the assets available to serve the security for credit.


Finally on this point, Melanie Cyganowski mentioned unintended consequences and I’ve eluded today briefly, but I think it’s useful for the Commission to refer to experiences in other countries on issues relating to insolvency in general  and as to how amendments to insolvency laws can have unintended consequences. An excellent example, it’s very topical is in Germany where recent changes to the  insolvency law effective last March were enacted in order to reverse the unintended consequences from the prior set of the overhaul of the bankruptcy code there that occurred over a decade ago. 


What was happening under the previous set of amendments was that bankruptcy insolvency administrators were given tremendous authority with respect to the administration of cases. The impact over time was that German companies were changing their centre of main interests to other countries in order to avoid German insolvency law if they had to file. This was creating a very serious problem for companies and also for German insolvency practitioners. If you know any German insolvency practitioners you will see that they currently have large smiles on their faces because the laws have been amended effective last March to reduce the authority of administrators and to give creditors including secured creditors greater influence in the case. Once again we see a situation where amendments that were intended to have a very positive result actually backfired and needed to be changed. 

The other topic which I will address briefly goes to fraudulent conveyance saving clauses. As I mentioned before as you know, these clauses receive some prominence in the bankruptcy decision in TOUSA. To our knowledge they’d only been mentioned once before. They had a brief mention in the Exide case. CFA strongly disagrees with the suggestion by the Bankruptcy Court in TOUSA that these clauses are un-enforceable. We think that they actually should be not only enforceable but there should be a provision in the Bankruptcy Code that recognizes their enforceability. 

There is precedent in other areas of law and we’ve cited a few of these in our paper, but there’re others where the similar concept to a savings clause was used. Usury savings clauses are routinely used and certainly in commercial contexts they’re routinely enforced. In the area of employment agreements, in interpreting restrictive covenants in employment agreements, some states have the policy of blue penciling where the court is permitted to reduce the effect of an unreasonable restrictive covenant to the point where it becomes enforceable and is reasonable. 
There are other examples in contracts. Severability clauses when you think about them are similar to savings clauses. There’s legislation that often has a severability clause that if a provision of the legislation is deemed to be unconstitutional the remainder of the legislation may still remain in effect. We would urge consideration of the issue of severance clauses with the possible inclusion of an amendment to the bankruptcy Code of validating them. Thank you.


Keach:
Thank you. While I want to again thank the witnesses for their statements and for their written statements, it’s been very helpful. I also want to thank you for your focus on the middle market, which is something we don’t always see. Although the Boston field hearing also focused on middle market lending, which we appreciate. With that I would also note that even when this is scheduled to go until 4:00, we have this habit of just squatting in the room until we’re all done with our questions. We feel perfectly happy to go over, but if there’s an extra room rental charge or something let us know.

Kohn:
We’re happy to stay as long as you wish.

 Keach:
We tend to keep plowing ahead. I just want to let you know that’s been our history. Let me just open up to questions and start here.

Bernstein:

I’m going to let you start this time.
Levin:


So I can ask some of your questions?

Bernstein:

Absolutely.
Levin:
Thank you. I want to thank all the panelists for the explanation of the importance of secured credit in the economy and in the bankruptcy system. I think if the Commission is going to make any recommendation based on all of its study, to strengthen the role of secured credit in the bankruptcy system and strengthen the protection secured credit, we have to have a good record to do so. I’m going to play devil’s advocate with you a little bit so that we can do that. Mr. Haddad, I want to start with something that you said. I appreciate that the goal that CFA is trying to promote here is the maximization of value of enterprises undergoing reorganization and that the recommendations that the CFA is making are all made with that in mind. Is it a coincidence that all those recommendations that maximize value also help secured creditors or is there a direct correlation between those two things?

Haddad:
Well, I think there is a direct correlation from my view over the last 40 years that I’ve been in the secured lending industry. I think when you help one you help them all, and in view of helping the estate and as looking at secured lender as part of your estate so to speak, I think that when you maximize that value there’s more value left open, not only for the secured lender, but for the unsecured and the process ...

Levin:
I guess I’m not sure I understand, sure if you maximize value there’s more for everybody, but how does helping the secured creditor maximize value? I’m wondering if that’s just pure coincidence because I know your organization is here representing secured creditors. That’s what I’m asking you. Of course it helps everybody if you do it. How does secured credit help maximize value?

Haddad:

Maybe I’m missing the listen question.


Cyganowski:
Sure, let me take a stab at it. As we all know there’s no free lunch. I believe that’s where really where we start. It’d be nice to say that we could run bankruptcies without secured lending, but in the absence of a secured lender that is standing behind a debtor during the troubling times of bankruptcy, it’s not going to happen. Another way of saying this would be it’d be ideal to have a healthy debtor come to bankruptcy.

Laughter.
Levin:
As I said at the session that kicked this off a couple of years ago, so many restrictions have been placed on the Bankruptcy Code that pretty soon the only companies that will be allowed to file bankruptcy are those that can afford to pay all their debts. 
 Cyganowski:
That’s exactly it. It’s pretty close and certainly as a judge sitting over cases, I would often look back historically and say, “It’s too bad the debtor didn’t come to this court two months, three months prior.”
Levin:
I’m glad you said that. I’m going to follow up with that in just a moment, but I want to ask you Judge Cyganowski, about something you said in your testimony. You said, let me see, “The notions of changing the Bankruptcy Code to level the playing field when it comes to secured lenders, may either be at best of little value or at worst stymie the very ability of Chapter 11 debtor to reorganized.” Do I understand that the CFA is against a level playing field?

Cyganowski:
It’s a probably a poor choice in terms or a poor choice of words. The point is that there shouldn’t be, if you will, an avalanche of trying to stymie, well I’m using an adjective I shouldn’t use, but there shouldn’t be an avalanche of restrictions that are placed on secured lenders, if it is intended as a consequence of those added restrictions, that it would somehow level the field and give debtors or unsecured creditors a greater role or a greater opportunity to share.

Levin:
I’m not understanding. Are you suggesting a level playing field or suggesting that there not be a level playing field?

Cyganowski:
Maybe I guess I’m missing it as well that the … if what you … and this is all what’s in the words, if it means by leveling the playing field that the rights of the secured lender that exist prior to a bankruptcy are changed because in a bankruptcy it is perceived that there should be a level playing field, then I believe from my experience that’s not a good thing. That it means you’re not going to encourage and facilitate eorganizations, which is at the end what we want.

Levin:
That suggests to me that a solution, a better system would be not to place any restrictions on the enforcement of secured creditors pre-bankruptcy rights once a bankruptcy is filed.

Cyganowski:
 Looking at this a different way. I am a believer in precedent. When I took the bench I used effort ... 
Levin:
I think all of those lawyers are afflicted by that.

Cyganowski:
I know. Well, when I took the bench I thought equity and the exercise of equity by a court was a really good thing. I began to realize the longer I sat, that the essence of justice if you will, is that whoever and whatever appears before the court in whatever shape or form, will receive the same result, the same treatment regardless of who or what they are. How do we achieve consistency? We achieve consistency by precedence, by looking back at what was done and try to fashion a result that is consistent with precedence.


When you exercise equity as a court you are in effect departing from precedence. You’re saying that this set of fact is just so unique, so special, so extraordinary that the court should exercise its discretion. My point is more simple and by using that analogy that I think it’s important to everyone in the process that they know where they stand and what they can expect. That in the instance of secured lenders, that when they enter into a contractual agreement with a party who may or may not end up in bankruptcy, that in the event that there is a bankruptcy, that the rules are the same. That they don’t change. 

Levin:


Bankruptcy should not affect obligations then. 

Cyganowski:
That’s my belief. 

Keach:
Well, let me just jump in because I want to talk about some specific things and may be drilled down on some of this. First, actually, Jonathan a question for you because I was actually intrigued by the papers on liquidating 11 and the issue on liquidating 11; structural dismissals frankly have been troublesome to me because I refer to them as extra-code remedies. Sort of a simple procedural question relating to liquidating 11s, do you think that seven would actually be used more often to accomplish these goals if we tweaked a couple of things? One being making the election of trustees easier and allowing secured creditors to actually participate, and two, doing away with or doing something with the burial expense priority. Because my impression is that the two principle reasons why liquidations occur in 11 are a distrust of panel trustees, i.e. the level of sophistication they have or just not knowing who they are. 
The other to hit on my own profession, and having been a debtor’s lawyer I’m sensitive to this, the fact is that you cannot control obviously the administrative expense in the 7, which by coincidence also has a priority over your administrative expenses. Looking at a couple of specific points I’m wondering if we can tweak things to move some of these things to 7 and if that would be a good thing.
Helfat:
Well,  I think that the answer to that question is obviously yes, but I think that one of the issues is that when cases come to the court and it is clear that this is going to be a liquidation or sale, and therefore there is not going to be reorganization, the liquidating plan process does not have any rules as to when it actually starts. What we see in practice is that we wait for all the assets to be sold and then we take the strays, the lawsuits, the liquidation of collateral that’s in Europe, and we take what’s left as the strays we put them in a big box and we say that’s going to be part of the liquidating Chapter 11. 
I think that the process has no ability to have any traction because if it’s going to mean something and creditors are going to have a chance to participate, then this process has to start much earlier. I don’t think that there is right now any driver that makes that process start any earlier.

Keach:
Well and there are trusts, of course, that have trust advisory committees consisting of often times the previous creditors committee, that carries over, so they…

Helfat:
I also think, just to finish it up or if you want to talk further, one of the things that’s always I think is troubling in Chapter 11 plans for liquidation is, who’s going to run them, okay? The debtor take … let’s take television manufacturer or a retailer. I guess anybody can have an auction and sell a bunch of televisions. I don’t think you necessarily need the expertise of the management of the company to stay there.

Keach:
I suspect some auctioneering companies might take issue with you on that one.


Laughter.

Helfat:
That’s right, but I guess my point is that not all Chapter 11 liquidating plans need this high level of expertise. Keeping the management around for that is not necessarily always the right thing to do.

Berman:
Isn’t that a function of the dialogue between the debtor’s management and the creditor constituencies and/or in some instances, courts? Because I’ve listened to many a judge say, “This is why I’m tired of this liquidating 11s. We’re just putting them into 7s. I’m never approving one of these again?”

Helfat:
I think that’s right.

Keach:
One other point if you didn’t fix 7 in the way I’ve suggested, but I think it’s actually true that Chapter 11 is currently construed by most courts, doesn’t require that the liquidation trustee actually be identified as part of the plan, that would be one tweak obviously that would maybe add some transparency to your process, right? 

I’ve got a sort of menu of questions for different people, so let me just ask them. I’m going to exercise chairman’s prerogative and do it. I was very interested frankly Mr. Kohn in your comparative examples because I would note as an aside the commission actually, one of the commission initiatives, which is probably not fully up and running yet, but which is in the works, is assembling actually a committee of foreign practitioners and academics and judges to advise us on the experiments that those countries have had with restructuring provisions. Some of which started out looking like ours and which they tweaked and how tweaks have worked. In other words, we’ll actually not just be exporting restructuring concepts or maybe importing a few. 

Your issue on the carve out was interesting because while I found that the examples interesting, they also struck me as being the most extreme. I could see why a 45% surcharge would probably be discouraging to lenders. On the other hand, my personal experience has been with cross border cases in Canada. Putting aside the sort of constitutional issues about charges that we have in the U.S., which are not to be ignored, but we’ll just put aside that point for a second, Canada has a charge mechanism that obviously seem to work for them. I mean, the initial order provides for a charge for administrative expenses on a go forward basis, for example. Not necessarily a charge for unsecured debt, but a charge to carry the case forward, to make sure there’re no such things as administratively insolvent CCA cases. So, is there a place between the 45% surcharge for unsecured debt and the Canadian charge that would make sense in a U.S. system?

Kohn:
Well, I should point out that the situation in the United Kingdom is nothing like the 45% charge, that’s relatively not … it’s 20% but it’s capped at £600,000, but it is significant for small and medium size enterprises. That’s an example that …

Keach:
Well, because the small the enterprise the cash … frankly the utilities provision of the current Bankruptcy Code are a big deal for a lot of small companies and in the West that cash, right?

Kohn:
I can tell you also another example in Germany, just before moving to Canada, is that there is a base 9% fee for the administrator, and some lenders reserve for that as well. It’s not as usual for asset-based lenders to reserve for those things that they can quantify, so, and that goes to your point about Canada. If it’s not really possible to quantify, the asset- based lenders typically won’t reserve for it, but where they’re confronted with a statutory provision that creates a carve out or a fee that is quantifiable, it’s not unusual for them to reserve for it; even if that’s for administrative expenses.

Keach:
Well, I mean I would actually expect and frankly would be surprised if there were not a reserve. 503(b)(9), think this is an example of an unintended consequence creating reserves and DIP credit for example. It’s not the reserve so much I care about, is the sort of achieving the right magnitude, so that the effective creating the  reserve doesn’t eliminate the appetite to actually extend the credit. That’s why I was asking you the order of magnitude kind of question.

Kohn:
Well, the problem is that it goes to the amount. It doesn’t necessarily go to the willingness to lend or not to lend. Although it can in some cases, but it usually just simply goes to the amount of credit. If it’s the goal, which I think should be the goal in this inquiry is in part to maximize the availability of low cost credit for enterprises, especially small and medium size enterprises, and especially during a time of economic recovery, then the reduction in the availability of credit is a factor. Even though the lender may still be willing to lend, it will lend less, and that does not help the companies.

Keach:
Right. I’d actually had a couple of questions to Judge Cyganowski then I’ll yield and come back to you guys later, because I don’t want to dominate this. Judge Cyganowski, you mentioned I think in your remarks and also in your paper that you think in middle market cases and probably I assumed you mean middle market and down, that section 364's priming provisions, I suspect even its equal lending provisions have become irrelevant. Why do you factually think that’s the case? Is it because of the level of leverage that the companies have when they enter the court?

Cyganowski:
I was going to say that really is what it is and that there’s no competition. There’s nothing to play off of it. It is what it is and it’s …

Keach:
Is there no competition because of the amount of leverage? In other words I mean if the company obviously entered lots of equity and cash flow they’ll find somebody to lend them money, right?

Cyganowski:
Right, but they’re now in a position where no one will, and this goes back to at what point do they come into bankruptcy. They’re just are not the alternatives that are available and frankly to these there are available alternatives; many times, and maybe the insider or an insider, which is not necessarily the party that you want to promote as a potential competing alternative.

Keach:
Okay. My last question before I yield to my left is, one of the things that’s come up in a bunch of the field hearings and in some of the literature, have been proposals to create a statutory prohibition with respect to what has been referred to a bundle of lender control provisions, but there’re many other kinds of provisions that now require disclosure and highlighting, right? There have been proposals to say okay, no drop dead provisions, no roll ups, no and you know the list ... when you were on the bench, would you have preferred that kind of a regime so that you didn’t have to pick between whether somebody was going to get those or not?

Cyganowski:
No, what is it that a court wants you want to know if they’re there. You first want to start with transparency. You don’t want them to be hidden. Before these rules happened they were hidden and then you have to go flying through papers and all of these papers are often submitted to the court on a first day and you’re looking at these papers without the benefit of the familiarity with them. 


Then secondly the courts want to know about it because in some instances it may make sense. It may be that those should be granted or allowed as requested by the secured lender. It’s just that in all instances, there’s no one all answer and I think this is critical.

Keach:
The reason I asked, and it may be different for the bench, but if I’m in a jurisdiction which simply doesn’t allow critical vendor payments and believe it or not there are still jurisdictions out there where you can find that point of view, it’s easy for me to deal with the vendor. I’d love to give it to you but I can’t. I guess the question is from a judicial perspective is that a better place to be and then judge I’m not going to lend the money unless you give me this and you’ve got the discretion to give it or not.

Cyganowski:
I was comfortable with the situation where 95% of the time it was not allowed, but I know I left open the 5% of the time when I might be granted, but you …

Keach:
You think the discretion is important to cover that?

Cyganowski:
I think the discretion is absolutely critical and sometime the discretion may just be one of timing. That it’s not going to be allowed on the first day, but it might be allowed two weeks later. There’re a number of factors to go into.

Keach:
Okay, thank you.

Togut:
I want to ask a couple of questions for you. One of the things that the amendments, especially the last bunch of amendments did, but a lot of the amendments have done is take away judicial latitude to do things, right?

Cyganowski:
That’s absolutely right; I mean I could go on and on in the consumer world.

Togut:
Right. An argument could be made that one of the benefits of the codes when it was first enacted was that the court had an ability to push back to say no, to do a lot of things that it can’t do today. Are you an advocate for restoring that judicial power?

Cyganowski:
Absolutely. 

Togut:
Okay. I knew that would be your answer. Here’s my question because I’m having trouble trying to reconcile that notion and the idea that a secured creditor should effectively have the power to control the case. How do you reconcile those things?

Cyganowski:
I don’t think they necessarily do, but I know we differ there.

Togut:
Well, I mean you’re saying that …

Cyganowski:
The secured lenders is a significant player in the administration of the case in the unraveling or the unfolding as the case may be of the reorganization, there’s no doubt about it. It’s not necessarily… let me just step back, and maybe it’s because my mentor was Connie Duberstein and Judge Schwartzberg, that they impressed upon me more than anything that the give and take of bankruptcy is the essence of bankruptcy and that it’s the economics as much as anything else that provides that field for give and take. What’s important to the process is enabling that process to continue. One of the problems that happen, particularly with the 2005 amendments, is you took the court out of the equation in some instances and that I think if anything  just disturbed the process of enabling negotiation to continue.

Togut:
Okay.

Bernstein:
Done?

Togut:
Go ahead.

Bernstein:
I just have two questions and you may not have answers today, but I’d like you to think about them. If you do have answers, I’d be interested. Most of the statements that you’ve made, in fact I think all of them, really follow the line of the Tom Jackson creditor’s bargain approach to dealing with creditors. That is, you should honor the creditor’s rights, seek to maximize value, they bargained for it in advance and that’s what you should give them. That raises two issues; one is the issue of if you don’t follow that approach, if you disagree with Professor Jackson, what impact does that have on the availability of credit? Is there any empirical work on that issue, I believe there is empirical work on that issue and it would be interesting to have that as part of the record.


The second question, which I think is increasingly debated in the law reviews, is what is the creditor’s bargain? You see and in fact even in your own submission, you ask the question about liquidation versus growing concern value and it raises the whole question of what would the creditor have outside of bankruptcy and is part of that bargain the benefit of collective proceeding, where they can get a free and clear order, sell assets for the highest value and that sort of thing. Is the secured creditor entitled to all of that additional value? 

I’d like you to think about it and maybe if you have answers for those questions right now, I think in fact Mr. Klein’s testimony raises that issue because you talk about cash flow loans and the cases that seem to be going the other way. I’d be interested to hearing from you in both of those issues.

Keach:
Well and actually the question I was going to ask you is very similar to that. Let me amend this or just add this question in. We’ll start with Mr. Klein because you did talk about 552 and I think clarifying 552, so that these income streams are clearly recognized as part of the pre-petition security interest. In other words, that there’re clearly proceeds that your interest continues to extend to.


Section 552 also has had for a very long time the equities of the case exception, which I think in some ways make section 552 a sort of microcosm for a lot of the fight we’re having over Chapter 11. That is, that the equities of the case exception has always recognized that there’re other people who might make a contribution to the value of those income streams. 

If you’re selling inventories, employees worked to build out the work in process to finished goods to permit you to sell. The power company provided the electricity to keep the company going that enabled you to build out the whip to get to sell. That spread between the whip and now sold inventory is similar to the spread between liquidation value and growing concern value. 

Actually when it used to be used, the equities of the case exception is very seldom used anymore, but when it was used it actually was a sort of equivalent if you will of the division among parties to the case of the organization value or of the spread above liquidation value. When you’re answering this question about this concept of who gets the reorganization value, also talk about what provisions should we have for making sure that the parties that contribute to the creation of reorganization value share, and how that works with the protection of the secured creditor’s rights. Not to make it too difficult or too easy one way or the other.

Klein:
I think the questions are difficult. I think they’re definitely related and I do think that a lot of it comes back to what was the secured creditor doing prepetition? What were they lending against? I think one of the reasons why you don’t see as many cases today with the equities and case exception, is that the expansion of prepetition secured lending to take all assets has basically decided a lot of that issue because you’re no longer weighing contributions of unencumbered inputs with encumbered inputs that create value. All of the inputs are encumbered with the possible exception of post petition goods and services which are paid for either by the DIP loan or through the use of cash collateral.

Keach:
Or post petition labor which is never encumbered, right?

Klein:
Correct. I think that from the creditor’s bargaining perspective looking at it that way, many of our cash flow lending clients in the event of a default and trying to realize upon the value of the enterprise, which they’ve loaned against by taking an all asset lien, if they could they would sit down with the company outside of bankruptcy, they’d hire an investment banker, they’d market the company to the point where they’re going to get the most value that they feel that they can. 

The debtor is exercising their fiduciary duties by balancing against whether they’ve marketed long enough or whether they need more time or they’re going to get second guessed if they don’t put it into bankruptcy. If we could sell these companies outside of bankruptcy, putting aside the free and clear order, we would, but a lot of times bankruptcy intervenes. It doesn’t mean that if there’s 363 sale that secured lenders shouldn’t get the same proceeds that they would have gotten had the sale been consummated outside a court with the corporation of the company. I think that the …

Keach:
Well, but the problem sometimes outside of bankruptcy is that the rest of the constituents don’t cooperate. One of the benefits you get from bankruptcy is the ability… Bill Brant who is a member of the Commission has been quoted often saying the only two reasons to do with Chapter 11. I think he’s generally right about this. One is to build a platform for new investment, the other is to bind unwilling constituencies. The reason you’re in 11 and not outside, by and large, is that you can’t accomplish those things outside. 

I guess the question is, should the cost of Chapter 11, given those benefits be shared? I’m not suggesting a 45% surcharge or even a bigger surcharge, but what I’m suggesting is that if in fact there is a benefit, if there are other constituencies who help to create the reorganization of value, shouldn’t the system actually accommodate some level of sharing between the secured lender and those constituencies of the reorganization value. If that’s the case, then we have to figure out how it is we figure out what reorganization value is, which is not very easy obviously. But I’m just trying to get a buy into the concept, that’s all.

Klein:
Yeah, I think the problem is that it begs the question a little bit, because if outside of bankruptcy you bargain against the backdrop of bankruptcy on what your expectations are. If you say to me, well the law right now is that if there’s a 363 sale, you’re going to get all the proceeds, well then I’m going to maximize the amount of lending that I’ll be making.

I think the assumption that the CFA lenders have right now is that if they make an enterprise value loan, they’re going to be entitled to get enterprise value or what you’re calling your organization value in the event that that value is realized post petition, but they have to pay the freight. There’s no question that they can’t get a free ride and so they have to compensate for the post petition labor and goods and services and things that are paid for, which goes to 506(c) waivers and/or the equities in the case exceptions.

Keach:
Well, I’m glad you brought that up because and this is my follow up and I’m sure you’ll get to this too which is…

Levin:
No I won’t because I need to leave for the airport. [Crosstalk] 

Keach:
You want to ask your questions first?

Levin:
Well, the simple question… I had several but the simple one is, should secured creditors have greater rights in the bankruptcy than they have outside of the bankruptcy, or greater benefits in the bankruptcy than they have outside of the bankruptcy? I’ll leave you with that thought, (laughter) perhaps you can answer it as Don suggested in writing later. I apologize very much. I thank you for your testimony.

Keach:
No, thanks for coming. Let me actually follow up on that because it’s going to hit the same theme and that is… because I actually think we’re… I’m trying very hard to agree with you, because I actually think we agree on a lot. Because I actually thought it was an important, I don’t even call it a confession, I just think it’s a reality that most people miss, which is you made a point in your paper about the recognition that secured creditors have to play a role in carrying the cost of cases when those cases are maximizing value. You’re moving towards a sale that is better than a foreclosure sale as an example.

I actually think the language we use sometimes is incorrect and actually Rich and I were talking about this before we came on. We talk in terms of waiving 506(c) rights or waiving 552(b) equities in the case exceptions. I actually what happens more often than not and maybe we should think about codifying this, is that secured creditors actually purchase those waivers by agreeing to fund a budget. Another way of looking at this is you should only get the waivers if you are funding the budget. Because really what you’re saying is, I don’t mind paying my share, I don’t want somebody asking for more later after I’ve agreed to what my share is and if you want to respond to that go ahead.

Helfat:
Let’s take a simpler issue than enterprise value, which I think is a very complicated computation. Let’s take the garden variety 363 sale. It happens two months after the case is filed and the secured lender doesn’t pay or doesn’t want to pay at the time of the 363 sale or the accrued administrative expenses. Now, I don’t know, maybe there is a judge that exists in this country, but I haven’t met a judge that exists in this country yet who doesn’t make the secured lender pay the expenses of administration current before there’s a sale. There’s an argument as to whether there should be an additional fund after the 363 sale, but certainly the practice and if that were codified, I don’t think that might be something that Commission thinks is important, but I think that’s the practice today.

Keach:
Frankly similar to the CCAA charge in some respects. 

Bernstein:
I’m just going to follow up on my two questions and again you sort of had a dialogue about this, but I asked those two questions together for a reason because it seems to me that what Randy Klein said is right that when the creditor makes his bargain he has an expectation about what the bankruptcy outcome would be. Then the question is, if you change those outcomes, what impact would that have on the availability of credit and what’s the tradeoff between changing the bankruptcy outcome and the availability of credit before bankruptcy?

To me that’s a very important question that we need to explore. We’ve had the absolute priority rule and all the embellishments on that and since ’78 we’ve refined that with adequate protection and other things and we sort of understand how that relates to the availability of credit it seems to me.

Keach:
Right. Since I come from an SPM jurisdiction I’m with you on this, the gifting thing. 

Helfat:
Commissioner Bernstein, if we do want to give further testimony written, are your two questions basically what is the bargain? Is that your first question? 

Bernstein:
That’s my second question, how you would define the bargain, given that the way it’s always articulated is keeping that bargain in place and the assumption of keeping the bargain in place is but for bankruptcy, what would the bargain be?

Helfat:
Your second question is one of the empirical evidence?

Bernstein:
One of empirical evidence of what we have embodied that bargain in a certain way in the current bankruptcy code, there’s literature on the law and economic side suggesting certain things about that bargain and the benefits of that sort of approach, the sort of benefit the bargain approach. If we departed from that, if we had carve outs or if we did other things that departed from that, what would the impact of that be?

Keach: 
Well and again I think just the related points are all we’ve talked around them and that is that if … another way of approaching it from another round is that if bankruptcy is just an efficient foreclosure device, we can stop paying all the judges and close the court houses and send them home because there’re state judges and state court houses that can do that for you. 

I think the reason we all actually are not in favor of doing all that, although there may be a senator or two who would agree with me on that point, but since we’re not doing that, what is it about the system that it actually attracts secured lenders to the system as opposed to other systems like state law foreclosure? 

One of them is that you can have a going concern sell obviously in 363. I’ve accomplished going concern sales through a mixture of state law remedies, it’s just not as easy to do. You don’t get any kind of success or liability protection, you don’t get a lot of other stuff. If there is a bankruptcy premium, or if it’s what we call going concern value or reorganization value or enterprise value, is what we’re really having a discussion about how that ought to be allocated. That goes to your questions about what’s the bargain, and how does bankruptcy affect it.

Bernstein:
I take Judge Cyganowski’s point that many times when you see the smaller cases, the only reason the business is still going is because the secured creditor is supporting it and business wouldn’t have any going concern value but for that and that’s something that [inaudible 01:59:24].

Keach:
I think that’s right. In often times, look I’ve had cases going for years because the secured creditor was supporting it because the accounting outcome of not supporting it was worse than just keeping it alive. There’re all kinds or reasons why that happen, some good, not so good and we appreciate that.

Togut:
I want to add one thing to this, and this is a big thing. If you buy a premise upon which the current Bankruptcy Code was built, and that is that… and I’m going to get a little philosophical here, that one of the things that America such a great country is it encourages people to be entrepreneurs, job creation, vibrancy in the economy, all that kind of stuff. One of the things that the current Bankruptcy Code is meant to do was give an incentive to management to file as opposed to it being something penal or if you file you’re going to lose your business, you’re going to be out of a job, that’s it. 

One of the realities of the current Code structure is that that outcome, the penal outcome, is often the outcome. While you’re busy cogitating and thinking of constructive things to offer up to the Commission, if you buy into the notion as the original version of the current law did, that going concern value was greater than liquidation value. It’s one of the foundations of the law; I think most people agree with that. Can you come up with some kind of structure that would encourage management to want to file and thereby enhance the secured creditors recovery? Because that going concern valuation is preserved and maximized as opposed to as we do now, have a change in ownership.

Keach:
It goes hard on this issue of governance. I will tell you that I’m intrigued by the appointing director’s point that came up at another field hearing. I can tell you the reason we have a governance topic and a governance subcommittee is that we are looking hard at the issue of governance, about the efficacy of the DIP model, whether we should be borrowing from concepts like Canadian monitors, administrators. 

One of the things that we keep circling back and we’re looking at whether we should continue that mandatory committees or not, if claims are liquid why have mandatory committees for example? We’re looking at all those issues. One of the things we keep circling back to and I think your German example actually is one of the reasons we keep circling back to this and the other example is the U.S. Chapter X experience, is that every time that somebody creates a system which displaces management upon filing, or at least threats to displace management upon filing, people don’t choose that system voluntarily. (Laughter) Nobody tends to sign up for a system that renders them unemployed upon their choice.

Bernstein:
Not just that, but even secured creditors agree that it can be very damaging to simply have the keys thrown on the table and have somebody else who does know anything about the business pick them up.

Keach:
Right. One of the things to think about and again if you’ve got thoughts on it today, I’d love to hear them and if you don’t we’d love to get them in writing is, how do we tweak governance to solve some of the issues that I think are legit? I mean having … look, I’ve been on both sides of this fence. I represented secured lenders for the first half of my career and I’ve been doing debtor work for the second half and I represent buyers as well so I kind of see it…

Bernstein:
Are you happier now?

Keach:
Well, I like representing the buyers because they pay their bills and the debtors help my soul. 

Helfat:
I mean Commissioner Togut is right. One of the things that is missing from the Chapter 11 process that needs to be re-invigorated is this issue of leadership. If the debtor is not going to exercise the leadership in Chapter 11, most Chapter 11s are less than successful because there’s no leadership. We see, I don’t know if the Commissioners see this, but the worst Chapter 11s are the Chapter 11s where there’s no leadership from the debtor.

Keach:
And the languish, right?

Berman:
Isn’t that also a function of… you’ve got remedies in the Code. You’ve got the appointment of the Chapter 11 trustee and I think 1104 says the court shall appoint. 

Togut:
It’s hard. Hard, hard, hard.

Berman:
I understand it’s hard, but it’s there. Do we need something different or do we need to start enforcing the remedies that are there?

Keach:
Well, there is a Code provision right now, because I’m having a fight with somebody about this now, which actually if you read it, I think has been interpreted pretty uniformly by the courts now. It went through some trials that says essentially if you have a liquidating Chapter 11 case and there’s any diminution in value, then one of three things has to happen; conversion, dismissal or the appointment of the trustee. That doesn’t happen because it’s also not self effectuating. People don’t ask for it. 

I guess one of the questions … this is a related question … why don’t people ask for it? It goes back to my point and I would like to hear either today or in the future, and I appreciate some of these things just require a lot of thought, but I can tell you as a Commission we are struggling with this concept which is nobody likes entrench management and nobody like languishing cases. They languish because the alternatives don’t appear to be better. What we’re trying to figure out is how we can design a better alternative but while not creating a Code nobody would want to use.

Klein:
I can tell you that some of these issues are manifesting themselves now in cash flow lending situations where the private equity group is out of money. They’re no longer interested in being fiduciary and having fiduciary duties, or they’re holding out for a tip and you have in many cases now …

Keach;
Or a miracle, either those cases too, right?

Klein:
Or a miracle, but in many situations now you have the secured lending clients are exercising proxy rights under their stock pledge agreements to replace the board with new boards. Not with the representative of the secured lender, so the notion that the secured creditor control is fallacy. The secure creditor is exercising remedies to put in a new fiduciary to have more confidence in.

Berman:
Are they exercising remedies as the secured creditor or as the shareholder? Aren’t they sitting in a conflicting position when they’re having to make that decision?

Klein:
I believe they’re exercising remedies as a secured creditor under the documents that give them the right to vote in a new board member who then is independent from the secured party and then they exercise the rights of the debtor. We had this exact situation …

Keach:
You’re talking about the case, just to deal with the conflicting duty issue; you’re talking about cases where the first, second lien positions are essentially engulfing all the value in the business, correct?

Klein:
Correct. Typically that’s the situation, but no it’s the notion that the creditors don’t have the confidence you can have a situation where the sole proprietor is simply unwilling to let go and unwilling to even if the right thing to do is maximize the value through 363 sale, he won’t do it. Yes you can move the appointment of a trustee, but that’s not necessarily going to be good for the business. Having the right to replace the board with an independent fiduciary and then rely on those fiduciaries to do their job, I think is an effective alternative.

Cyganowski:
Just one last thing. I know we want to close, but I can’t help but think back to the '90s when the economic situation frankly wasn’t that much different than what we have today. There used to be a greater conversion of these cases to 7s, and there were frankly many more asset 7s. My docket was filled with asset Chapter 7s in the '90s and that changed in the 2000s. 

I know that the Commission is focusing obviously on the reform of Chapter 11, but there may need to be some thought to Chapter 7 and commercial Chapter 7. I don’t know if you can really be quite so narrow  as to say that it’s just an 11. Frankly it reminds me of the lawyer who stood up in front of me and said, “Judge, I only do Chapter 7s. I read that chapter I know it well.” It’s not quite that easy and perhaps one of the things to think about and to study is, is there a way to make Chapter 7 like a commercial 7, so we have greater confidence in its administration.

Togut:
One thing you can think about, even though there was a swipe taken at  chapter, panel trustees …

Keach:
It wasn't a swipe, I was just stating I think the reality that nobody ever wants to talk about it.

Togut:
It’s all in the tone, anyway I am one, but I think one of the, especially in the mid market case, you have many instances of a debtor able to run roughshod because there isn’t enough creditor interest in the committee.

Cyganowski:
There’s none.

Togut:
Those are the cases. I think if you look at the numbers those are the ones where the biggest loss in value as a percentage occur. While you’re thinking one of the things you might want to think about is what to do in those cases where there isn’t enough creditor interest.

Berman:
Can I throw one last piece in, because I tend to be the representative of the trade? In thinking about the answer to Al’s question, I think you have to ask, how can you keep taking positions that strip the trade of value? If you keep doing that you will not get them to participate. They see no upside. 

While  503(b)(9) may have been a good experiment that people think failed, the trade thought that that was a very good thing. All right?  you’ve lost critical vendors, you’ve got 503(b)(9) that people would all like to get rid of, you talked about gifting and bypassing creditors. How do you do that and continue to take away from the trade to protect higher levels of creditors or lower levels of creditors and then expect them to come in and participate as an active player in the process?

 Keach:
Well, and best part about being one of the co-chairs is that I can occasionally steal the final word, but actually it’s a final question for Jonathan because I am actually … I’m very intrigued. It’s actually one of the issues I brought to the Commission where we put together the proposal about the absolute priority rule and all getting inside. Although I do come from the land of SPM and it’s a dicey question. 

I think it’s dicey because of the following issue: there has been a move away in the last 10, 20 years, but clearly in the last five to seven years, a move away from judicial valuation towards a market preference for “market evaluation” a move in fact I think spurred by some colleagues of yours in the secured lending field because of their concern about judicial valuation and whether or not it’s fair. LaSalle comes to mind as the Supreme Court is suggesting that there ought to be a preference for market valuation. 

If we’re going to have a situation where we’re going to sanction gifting, and I hate that word too, but transfers of the secured party’s value down to, in class skipping exercises, aren’t we going to have to engage in some judicial valuation in order to determine whether or not the only property you’re giving away is your own? If so, aren’t we sort of bucking the trend on valuation by doing so? I say that in all candor, being a big fan of judicial valuation.

Bernstein:
It only comes up in crammed down context so I don’t see how you avoid the issue. I don’t see how you avoid valuation.

Keach:
Well, what LaSalle says you avoid it by having an auction, right?

Helfat:
I agree with Commissioner Bernstein, it’s a crammed … I don’t think you do avoid it.

Bernstein:
Unless you’re selling the company you’re just not having that opportunity. If you’re reorganizing you’re going to valuate.

Keach:
Well, except what LaSalle says is right as you having an equity auction, so what you would really be saying though is that you can move up from equity. You can move up through the capital structure until you hit the fulcrum security, but what would suggest is that you have to have an auction for the fulcrum security and that’s contrary to the concept of judiciary evaluation. It’s hard to know what gift you get to give until you’ve actually had the auction for the fulcrum, that’s my point.

Helfat:
Some of this is value as opposed to money.

Keach:
I say that because I’m actually …

Bernstein:
I’m not sure I agree with you, but it’s not worth debating on the record anyway. We’ll talk about this afterwards.

Keach:
We don’t agree about a lot of stuff, but that’s why they’re interesting questions.

Helfat: 
Some of this is value not money. When you’re interested in the equity is the only person who can sign the application for the liquor license or is the only person who can exercise the right to file for a particular permit, you’re not always talking about the senior class giving money.

Keach:
Right, no I agree. 

Kohn:
Any other burning remarks, questions by the rest of the commission?

Togut:
Other than to thank the witnesses and the CFA for their time and hospitality.

Keach:
Yeah, and we apologize always afterwards for abusing your hospitality by keeping you over, but we appreciate very much.

Helfat:
We appreciate the opportunity and we would like to take you up on your offer and we would like to have a further submission.

Keach:
Please do and they’ll be graciously received. We appreciate it, thanks.

Helfat:
Thank you very much.

