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SETTLEMENT TALKS IN CHAPTER 11 AFTER "WAMU":
A PLAN MEDIATOR'S PERSPECTIVE
HON. JAMES M. PECK*
My judicial career has evolved in unforeseen ways. The Lehman Brothers case1
certainly has been a major factor in that evolution, but another less obvious
influence is my extracurricular work as a mediator who has been recruited to deal
with intractable bankruptcy disputes arising in cases assigned to other judges.
Shortly after confirmation of Lehman's plan, I was appointed as mediator to
facilitate plan negotiations in some of the largest and most difficult cases in New
York and Delaware. It has been a wonderfully rewarding experience for me, and I
now have a deeply personal understanding of what goes on behind the scenes in
really big cases, and of the motivations of key participants in the plan process.
Each case has its own character and unique challenges, but the common goal is
a commercially reasonable outcome that takes into account the risks, costs, burdens
and delays of unresolved conflict. Getting to that outcome takes a winning
combination of issue spotting and evaluation, persistence, creativity, persuasion,
diplomacy, empathy, and psychology. Some magic helps, too. These mediation
activities have given me new insights regarding the art of the deal. The experience
is a major change from my day job where I get to judge the quality of the sausage,
but mercifully am spared first hand exposure to the messy grinding, mixing and
seasoning. I have a renewed appreciation for how very hard it is to solve intricate
restructuring problems in super-sized cases with multiple players and moving parts.
Late last year, my colleague Judge Glenn asked me if I would be willing to
serve as plan mediator in the complex and contentious chapter 11 cases of
Residential Capital—"ResCap" for short.2 The jointly administered cases were then
seven months old: assets had been sold in a favorable sale process, Judge Gonzalez
was conducting an examination of potential colorable causes of action, there was
the potential for years of crushing litigation, activity and the parties had determined
that they needed adult supervision with plan negotiations that had not even started
in earnest at that point.3 It was an unusually early request for a mediator.
When I readily agreed to accept the appointment, I had no idea what I was
getting myself into. This project turned out to be a second career and an assignment
in a class by itself involving the most difficult three dimensional plan negotiations
that I had ever encountered. For the past ten months, I have functioned as
consultant, sounding board, deal therapist and cheerleader for consensus. I have
*

United States Bankruptcy Judge, Southern District of New York.
In re Lehman Bros. Holdings Inc., Nos. 08-13555 (JMP) (Bankr. S.D.N.Y.).
2
In re Residential Capital, LLC, No. 12-12020 (MG) (Bankr. S.D.N.Y.).
3
See In re Residential Capital, LLC, 480 B.R. 529, 550 (Bankr. S.D.N.Y. 2012) (directing parties to meet
and confer regarding document production and allocation of costs).
1
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also come to learn something about the risk-averse nature of hedge funds, and that
will be my main topic: are funds overreacting to remote risks and thereby
needlessly complicating and prolonging the process of achieving settlements in
mega bankruptcy cases? My answer is that in acting rationally to manage and
minimize perceived risks of potential claims based on hypothetical theories of
insider trading liability, funds are getting in the way of progress, impeding plan
negotiations and adding inefficiencies to an already expensive and labor intensive
process.
A column in the New York Times by Maureen Dowd describes the problem in
an entirely different context. 4 She writes about the stars of the television show
"Homeland" who go on a field trip to visit Langley and meet actual C.I.A.
operatives in the flesh.5 Claire Danes describes the encounter: "There was one long
table of C.I.A. folk and then us, directly facing each other . . . . They couldn't tell us
anything about themselves, really. And we couldn't tell them anything about our
show, really. So what kind of conversation could we have?" 6 Sounds like some
meetings we have all attended.
The point, of course, is that private and confidential information needs to be
accessible so that it can be shared and evaluated in a risk-free setting in order for
there to be constructive dialogue. Plan negotiations in cases that involve publicly
traded distressed debt securities require the safe handling of material non-public
information. The alternative is superficial talk about "unclassified" information that
fails to tell the entire story or periods of awkward and unproductive silence. Many
distressed hedge funds today, like the actors in "Homeland," gather data for
modeling from public sources but make conscious choices that limit their ability to
engage in the private conversations needed to foster a more fully informed, reliable
and nuanced understanding of the asset valuations and business prospects of debtor
enterprise groups.
Encouraging compromise can be especially hard in those instances where hedge
funds have made significant distressed investments within the capital structure of a
debtor enterprise and have strongly articulated recovery goals and expectations.
Those goals can easily become uncompromising positions. I have found that funds
research their way into certain desired ranges of recovery based on a risk adjusted
assessment of disputed legal theories and valuations that may be implicit in trading
that occurs in the distressed marketplace. Some aspirational ranges of recovery also
seem to be based more on wishful thinking than hard data. Predictive uncertainty
and imperfect information are almost always givens in multi-billion dollar
bankruptcy cases, and such doubts, despite vocal disagreements as to likely future
outcomes, help to motivate the good faith bargaining that must occur in order to
achieve settlements.

4

Maureen Dowd, My So-Called C.I.A. Life, N.Y. TIMES, Sept. 14, 2013, at SR11.
Id.
6
Id.
5
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To state an obvious point, bargaining and bankruptcy are linked and go
together. Consensual chapter 11 plans are a natural by-product of good faith
bargaining by parties that often have competing views as to the rights of creditors
and appropriate plan treatment. In order to resolve their differences, these parties
must talk with one another, share sensitive information—some of it material and
confidential—and bargain to the point that parties are relatively indifferent to the
possible benefits of ongoing conflict.
Thus, from a policy perspective it is plainly desirable that all pathways to free
discourse and consensus building should be unobstructed. Unfortunately, I have
seen that these pathways are being clogged as parties have chosen to be guided by a
perverse application of the law of unintended consequences. Many distressed hedge
funds are opting not to engage in negotiations that might expose them to any
incremental threat of potential liability based on insider trading claims, however
remote such claims may be, without first taking precautions with respect to the
proper handling of material non-public information. No one disputes that this is
rational behavior. Unfortunately, it is also behavior that tends to slow things down,
increase administrative costs and unduly complicate the rules of engagement.
The trend is to call in the lawyers to fight the phantom dragons guarding the
gates to the conference room. This process of posturing necessarily delays and
complicates the sharing of non-public data, opinions and creative ideas about how
to resolve cases. The concern here, based on my recent experiences, is that
investment funds, acting prudently and naturally wanting to limit or reduce the
perceived incremental risks associated with obtaining material non-public
information in plan negotiations, may decide not to engage in such discussions at
all, may choose to do so only through retained professional firms acting as
intermediaries, or may adopt a layered approach to managing risk that includes
information barriers, short term voluntary restrictions on trading set forth in heavily
negotiated non-disclosure agreements that call for the public disclosure of
information at the conclusion of the trading restrictions and even comfort orders
issued by the bankruptcy court. What funds are most reluctant to do is to restrict
their ability to trade for extended periods of time or to assume any open-ended risks
of potential claims based on their own conduct or the inferences to be drawn from
that conduct.
Referencing my mediation experiences in ResCap as background, 7 I am
concerned about the negotiating conundrum caused by risk management procedures
that are opposed to achieving core bankruptcy objectives. These procedures are
well intentioned, but serve to restrain parties from freely talking to one another.
The problem is most pronounced for hedge funds that have invested in publicly
traded distressed debt securities and that want to retain the right to trade in the
secondary market for these securities while also assuming an active role in plan
negotiations.
7
See Order in Aid of Mediation and Settlement at 1, In re Residential Capital, LLC, No. 4379, 12-12020
(Bankr. S.D.N.Y. 2013) (appointing the Honorable James M. Peck as mediator).
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That recognizable investment philosophy brings together two potentially
combustible components—trading and the risk that someone may later allege the
misappropriation of or failure to disclose material non-public information. None of
this would be an issue if funds either chose not to become involved in negotiations
or were willing to be restricted from trading for the extended periods of time needed
to negotiate the terms of a plan in a complex case. That sort of liquidity penalty,
however, is neither a practical nor an acceptable alternative for distressed funds that
are in the business of executing transactions. Such funds, acting for the benefit of
their investors, inevitably will want access to non-public information for limited
periods and to retain the flexibility to engage in market transactions to profit on the
upside, trim or exit positions and, of course, not suffer the consequences of adverse
claims or regulatory challenges.
Fund managers and compliance officers for funds with these investment goals
are hesitant to become restricted and to discuss settlement, and this protective
behavior is making it more difficult to bring essential parties into the room for
settlement talks. Funds are noticeably sensitive—perhaps overly so—to the risks
inherent in receiving material non-public information acquired in the course of plan
negotiations and later trading in the debtor's securities even after a "blowout" or
public disclosure of all information considered to be material. That sensitivity may
lead a conservative fund adviser to conclude that it is better to stay on the sidelines
than to engage. For a mediator, this is a frustrating development that hampers the
ability to promote the discussions that may lead to settlements.
This heightened concern within the hedge fund community is traceable to
procedural determinations made two years ago by the Wilmington bankruptcy court
in the Washington Mutual case.8 The case has a nickname, and everyone calls it
"WaMu." Even though the determinations in WaMu were later vacated and have
been removed from the Court's published decision, they have made an indelible
impression that weighs heavily in the minds of managing directors, compliance
officers and outside counsel.9 The reasoning of the case lingers and has produced an
elevated threat level when funds think about engaging in unprotected plan
negotiations with or without a mediator.
WaMu has implications within the hedge fund world that extend beyond the
actual holding of the decision. Funds are suffering from what I call the "WaMu
effect"—a firm belief that what happened in WaMu is now more likely to happen
again on the theory that any adverse claims that can be made will be made. The
WaMu effect is the fear of being called an insider and of being accused of misusing
material non-public information. Because of the reputational repercussions of
8
In re Wash. Mut., Inc., 461 B.R. 200 (Bankr. D. Del. 2011), vacated in part, No. 08-12229, 2012 WL
1563880 (Bankr. D. Del. February 24, 2012).
9
See Tiffany Kary, Hedge Funds Seek to Trade in Comfort as Bankruptcy Insiders, BLOOMBERG NEWS,
Oct. 18, 2013, http://www.bloomberg.com/news/2013-10-18/hedge-funds-seek-to-trade-in-comfort-asbankruptcy-inside.html ("Hedge funds that invest in bankrupt companies are demanding protection from
insider-trading lawsuits before agreeing to take part in restructuring talks -- a reaction by the industry's top
performers to an obscure court decision involving the 2008 collapse of Washington Mutual Inc.").
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insider trading rumors—consider SAC Capital,10 for example—this phobia is a real
concern, and I am sympathetic to those who suffer from it. I will briefly describe
the WaMu case and the WaMu effect in hopes of identifying a remedy for this
condition that, if unchecked, can undermine and side track plan negotiations.
One aspect of the disorder is the refusal of some market participants to obtain
MNPI11 and negotiate unless acceptable steps are taken to protect against claims of
insider status. As I will explain, that is what happened in ResCap.12 The WaMu
effect has spawned a cottage industry dedicated to a variety of workarounds,
precautions, defenses and prophylactic measures. Without these measures designed
to manage hypothetical risks, funds are unwilling to become restricted, to gain
access to needed MNPI and to engage in the very conversations that are the
predicate acts to compromise in chapter 11. My own view is that this reluctance to
engage, while understandable from a risk management perspective, is an
overreaction to a case that is limited to its particular facts.
Washington Mutual is less about a ground breaking legal precedent and more
about the recognition of potential exposure that has always been hiding in plain
sight at the intersection of bankruptcy law and the securities laws. In WaMu, the
risks were crystalized in a very high profile case to the consternation of the affected
funds. My impression is that the various claims in question were alleged, as they
often are, to gain leverage and for negotiating advantage. In this instance, the
economically motivated party was an equity committee seeking standing to sue.13
The bankruptcy court found standing but did not address the merits or find that
the funds were liable on account of their use of MNPI. 14 Instead, the court was
testing the adequacy of threatened claims against funds that had participated in plan
discussions. The essence of the claims was that the funds should be penalized for
having received confidential information during the course of plan negotiations and
thereafter having taken advantage of that information in market transactions. 15
According to the equity committee, the funds had liability as alleged insiders even

10
See Peter Lattman & Ben Protess, SAC Capital Is Indicted, and Called a Magnet for Cheating, N.Y.
TIMES, July 25, 2013, http://dealbook.nytimes.com/2013/07/25/sac-capital-is-indicted/?_r=0 (providing
background on SAC's insider trading charges).
11
Staff of the Office of Compliance Inspections and Examinations, UNITED STATES SECURITIES AND
EXCHANGE COMMISSION, Staff Summary Report on Examinations of Information Barriers: Broker-Dealer
Practices Under Section 15(g) of the Securities Exchange Act of 1934, at 4–5 (Sept. 27, 2012),
https://www.sec.gov/about/offices/ocie/informationbarriers.pdf (defining "MNPI" as material nonpublic
information, which is regulated by SEC under Exchange Act of 1934 section 15(g)).
12
Transcript of Record at 36–37, In re Residential Capital, LLC (Bankr. S.D.N.Y. 2013) (No. 12-12020)
(moving for mediation not to be considered insider trading).
13
See In re Wash. Mut., 461 B.R. at 263 ("The Court finds that the Equity Committee has stated a
colorable claim that the Settlement Noteholders became temporary insiders of the Debtors when the Debtors
gave them confidential information and allowed them to participate in negotiations with JPMC[.]").
14
Id. at 267.
15
Id. at 256.
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though all of the information thought to be material had been publicly disclosed at
the conclusion of the negotiations.16
The bankruptcy court found that proposed claims against the note holders were
at least colorable under a number of legal theories, including a classic theory of
trading with material non-public information and another based on the alleged
misappropriation of confidential information. 17 The Court believed that the note
holders qualified as temporary insiders or non-statutory insiders and granted the
equity committee standing to sue the note holders.18 The committee was given the
authority to seek equitable disallowance of claims, a rarely invoked remedy. 19 I
recognize, however, that no matter how strong the defenses and how hard it may be
to prove such claims, the right to assert claims of this sort, regardless of merit,
means that they have both nuisance value and settlement value.
The decision also mentioned that creditors who want to participate in settlement
discussions in which they receive MNPI need to either restrict their trading or
establish an ethical wall. 20 In that respect, the decision broke no new ground.
Abstaining from trading is the simplest form of protection from claims predicated
on improper trading, but the severe penalty (not being able to trade without
incurring some risk including regulatory scrutiny) may be unacceptable, especially
in volatile markets. The second alternative, an ethical wall, is an option that may
work in large organizations but may be burdensome, impractical or simply too
costly to implement in smaller investment firms.
As it turns out, no actual claims were ever litigated against the funds that were
the target of the equity committee's motion, but the potential exposure identified in
WaMu was enough to send out shock waves and strong warnings to market
participants and to raise serious concerns within the hedge fund community.
Although the WaMu decision has since been amended to remove all references to
these potential causes of action, the implicit threat embedded in the legal analysis is
persistent, and appears to have been internalized in the risk management practices
of many funds and their advisors.
Even though the decision does not measurably change the risk profile, it has
added urgency to the subject of plan negotiations followed by purchases and sales
of securities. WaMu has caused certain sophisticated market participants to
conclude that it is not safe to even engage in settlement negotiations, with or
without a mediator, if doing so would increase exposure, however remote that risk
might be, to adverse claims or potentially be grounds to restrain the ability to trade
16

Id. ("The Equity Committee argues that equitable disallowance of the Settlement Noteholders' claims is
warranted in this case because they traded on insider information obtained while they participated in
settlement negotiations with the Debtor and JPMC.").
17
Id. at 258 ("The Supreme Court has recognized two theories of insider trading under section 10(b): the
'classical theory' and the 'misappropriation theory.'").
18
Id. at 264.
19
Id. at 257.
20
Id. at 266 (stating "creditors who want to participate in settlement discussions in which they receive
material nonpublic information about the debtor must either restrict their trading or establish an ethical wall
between traders and participants in the bankruptcy case.").
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securities of the debtor. WaMu, thus, seems to have spawned a new normal in plan
negotiations in which investment funds are reluctant—even unwilling—to take part
in negotiations without first obtaining some protection from the risks represented by
these colorable claims.
That is the current mindset of distressed funds, and that is what I confronted in
ResCap. Early in the mediation, I learned that institutional holders of Junior
Secured Notes would not participate directly in discussions relating to plan
treatment unless acceptable procedures were adopted to deal with these insider
trading issues. For the first six months of the mediation, all of my communications
were with professionals retained by the ad hoc committee of note holders. That was
helpful, but not entirely satisfactory.
Counsel lacked the ability to bind their clients or even negotiate as surrogates
for their clients, but could discuss plan issues in the most general terms. Their
clients were aware of public information and were unrestricted; they would not
agree to become restricted and participate directly in negotiations unless the court
entered an order modeled after one that had been entered under similar
circumstances by a Texas bankruptcy court in the Vitro case. 21 That order was
entered on January 26, 2012 to deal with the chilling impact of WaMu. 22 I
understand that the order was intended to reduce the perceived risks of taking part
in settlement negotiations. That order has since taken on secondary meaning, and
the term "Vitro Order" has become a buzz word for a comfort order entered in
advance of and as a condition to plan negotiations providing that participants will
be protected from specified future claims of the sort raised in WaMu. Such an order
seems to have become an industry standard presumed antidote for the WaMu effect.
As the ResCap mediator and as a sitting bankruptcy judge, I must admit that I
was generally unsympathetic to the request that our bankruptcy court enter a "Vitro
Order" and provide such prospective aid and comfort as a condition to the start of
negotiations, especially in adopting a proposed form of an order that I found to be
impenetrably dense and hard to comprehend and interpret. We were at an impasse
over this procedural precondition for many months but eventually the parties, with
encouragement and even some drafting tips from me, reached an accord regarding a
motion for entry of an acceptable form of order in aid of mediation. That order was
entered on July 29, 2013.
I believe that this ResCap Order is the new gold standard for comfort orders of
this type. In approving an uncontested motion for entry of this order, Judge Glenn
made bench rulings relying on the broad language of section 105(a) and Bankruptcy
Rule 7016(c)(2)(L) allowing for the adoption of special procedures for managing
difficult or complex issues.23 His comments provide useful context for the order
itself. As Judge Glenn stated in his ruling, "[t]he proposed order is intended to

21

See id. at 37 (stating that proposed order was to be modeled after the Vitro Order).
See id. at 45.
23
Id. at 44–45.
22
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clarify the status of mediation participants with respect to the debtors and other
parties in interest as a consequence of participating in the mediation."24
Specifically, the proposed order determines that no mediation parties shall
become an insider or temporary insider of the debtor parties, shall not be deemed to
owe any duty to any of the debtor parties and do not undertake any duty to any
party in interest.25 Additionally, the proposed order specifies that parties who take
part in the mediation are not deemed to misappropriate any information.26 Judge
Glenn also clarifies that the junior secured note holders are not insiders of the
debtors under any traditional standard, nor do they owe any fiduciary obligations to
others because they are simply creditors seeking to engage in arm's-length
negotiations to further their own economic self-interest.27
The holding states the proposed order "serves to foster the policies in favor of
mediation and encouraging creditor participation in chapter 11 cases by allowing
principals from the junior secured noteholders to participate in mediation and
settlement negotiations, without the risk that such participation would subject such
junior secured noteholders to liability." 28 Judge Glenn's bench ruling is notable
precedent, not only as it relates to ResCap, but as it may be applied to encourage
negotiations in other complex bankruptcy cases. Importantly, given the eagerness
of market participants for a remedy, it declares that the bankruptcy court has the
authority to protect parties in advance of prospective negotiations: the act of
negotiating will not be a source of incremental liability for parties who engage in
settlement negotiations with or without a mediator.29
The ruling in ResCap can be adapted and applied to other settings. Parties may
want to think about whether it would be desirable to seek entry of an order of this
sort as a "first day" order in chapter 11 cases where active plan negotiations with
funds are contemplated at the outset. Alternatively, a motion for entry of an order
comparable to the one used in ResCap may be filed whenever it becomes ripe to do
so. The ResCap form of order is not foolproof, but it does represent a giant step
forward in encouraging parties to negotiate. My own experience confirms that the
junior secured note holders were willing to meet immediately after entry of this
order. This shows that the at least one group of funds was satisfied with the order
and indicates that others may be similarly comforted.

24

Id. at 45.
Id.
26
Id.
27
Id. at 46.
28
Id.
29
Id. at 46–47 ("Without entry of the proposed order, the junior secured noteholders' principal will be
unable to participate in the mediation under the construct demanded by the debtors and creditors'
committee.").
25
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CONCLUSION
The basic takeaways here are: First, the bankruptcy court has the authority to
aid mediation and settlement discussions in appropriately complex cases where
obtaining and later disclosing MNPI can present concerns to the parties. Second,
the relief afforded by the order is not a universal antidote and does not protect
against SEC or other regulatory enforcement actions, nor does it offer the comfort
of forward looking exculpation for inadequate disclosure, market manipulation and
misconduct. In short, it does not pardon wrongful actions. Finally, orders such as
the ResCap order are helpful in granting a prophylactic judicial characterization of
legal status that may preempt theoretical exposure to claims associated with plan
negotiations. In that respect, ResCap orders may encourage the kind of conduct that
mediators like to see: constructive settlement talks that can lead to the consensual
resolution of complex bankruptcy problems.

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.

THE ROLE OF DISTRESSED DEBT MARKETS, HEDGE FUNDS AND
RECENT TRENDS IN BANKRUPTCY ON THE OUTCOMES OF
CHAPTER 11 REORGANIZATIONS
EDWARD I. ALTMAN*
ABSTRACT
This paper explores the scope and importance of the distressed debt market and
its market participants and summarizes several relevant scholarly publications
relating to how both of these markets and participants have performed and
contributed to the Chapter 11 bankruptcy-reorganization process. We also present
new and important data on recent trends in the outcomes of Chapter 11 bankruptcy
reorganization filings, over the period 1981-2013, that will, we expect, contribute to
the current investigation by the "bankruptcy industry" on the possible revision of
the U.S. Bankruptcy Code. Such issues as to the relative success, or not, of the
Chapter 11 process, the time in bankruptcy for various outcomes of the process, the
impact of prepackaged restructurings on the outcomes and the recovery rate to
various creditor classes will be examined.
INTRODUCTION
In this paper we discuss and evaluate the scope and importance of the
development and growth of the Distressed and Defaulted Debt market and its
market participants, particularly in the United States. We also summarize a number
of scholarly research publications that I, and others, have contributed to better the
understanding of how these markets have performed and the important role they
have played in our financial economic system. Finally, we present some relevant
trends in bankruptcy-reorganization filings and outcomes that will hopefully shed
some light on several controversial issues presently being discussed by the
American Bankruptcy Institute ("ABI") and the bankruptcy profession. The
background for my research and continued study of these markets was originally
motivated by having been commissioned by The Foothill Group to prepare a series
of "White Papers" on Distressed Debt Markets in 1990 and 1992.1 These studies
provided the original analysis to the development of the Altman Defaulted Bond
*
Max L. Heine Professor of Finance, NYU Stern School of Business, ealtman@stern.nyu.edu. This paper
was prepared for the ABI Law Review Symposium on "Hedge Funds in Bankruptcy" at the St. John's
University School of Law on October 4, 2013. The author would like to thank Brenda Kuehne, Apoorva
Mehra, Chirag Choksey and Lourdes Tanglao of the NYU Salomon Center for their exceptional assistance in
preparing this manuscript, and Kerry Mastrorianni of New York Generation Research for her data assistance.
1
Edward I. Altman, Investing in Distressed Securities: The Anatomy of Defaulted Debt and Equities, 1–13
Foothill Group, Inc., Los Angeles (1990) (serving as the basis for Edward I. Altman, DISTRESSED
SECURITIES (Probus. Press ed., 1991)); Edward I. Altman, The Market for Distressed Securities and Bank
Loans, 1–13 Altman-Foothill Report II, Foothill, Los Angeles (1992).
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and Bank Loan Indexes, now called the Altman-Kuehne NYU Salomon Center
Defaulted Bond and Defaulted Bank Loan Index, a well-known and respected
benchmark of these securities' performance.2 Tables showing the size of these
indexes over time are shown in Figures 1-2. We estimate that there are, today, more
than 200 financial institutions investing between $400-450 billion in the distressed
debt market in the U.S. and a substantial number and amount operating in Europe
and in other markets. Interestingly, the corporate bond market usually becomes
more liquid and with increased trading volume as a firm becomes distressed and
even more so at the time that it defaults.3
It is interesting to note that we expanded our analysis to distressed bank loans in
1995 as these private transaction assets became more liquid and trading increased.
Loans have become subject to intense scrutiny by investors, providing the incentive
to apply more sophisticated valuation analytics to these heretofore essentially "buy
and hold assets."4 Also, the rating agencies began rating large commercial loans in
the mid-1990s, coincident with the tremendous growth in the syndicated loan
market and later as these assets were securitized into collateralized loan obligations
(CLOs).5 As will be discussed, distressed debt investors have played an important
role in the depth and liquidity of the loan market, as well as the bond market,
especially since the late 1980s.
I. IMPORTANT INSTITUTIONAL INVESTORS
To address the question of the impact and role that institutional investors (e.g.,
Hedge Funds) have had on the bankruptcy process, one can cite the impressive
growth, scope and specific actions that these investors, and others, have played in
the evolution of the chapter 11 reorganization and post-reorganization process over
the last 20-plus years.6

2

See Altman-Foothill Report II, supra note 1.
See Nils Friewald, Rainer Jankowitsch & Marti G. Subrahmanyam, Illiquidity or Credit Deterioration: A
Study of Liquidity in the U.S. Corporate Bond Market During Financial Crises, 105 J. FIN. ECON. 17, 29
(2012) (discussing importance of liquidity in time of distress); Rainer Jankowitsch, Florian Nagler & Marti
Subrahmanyam, The Determinants of Recovery Rates in the U.S. Corporate Bond Market, 18 N.Y.U. Stern
Sch. of Bus. & Vienna Univ. of Econ. & Bus., Working Paper), available at
http://people.stern.nyu.edu/msubrahm/papers/Recovery.pdf (discussing increase in volume of trade on day of
default).
4
See The Economic Outlook: Hearing Before the Joint Economic Committee, 110TH Cong. 6 (2007)
(statement of Ben S. Bernanke, Chairman, Bd. of Governors of Fed. Res. Sys.) (discussing increased
scrutiny of mortgages credit quality by investors).
5
See Edward I. Altman & Heather Suggitt, Default Rates in the Syndicated Bank Loan Market: A
Mortality Analysis, 24 J. BANKING & FIN. 229, 234 (2000) (discussing sudden increase in rating of large
loans beginning in 1995).
6
See Wei Jiang, Kai Li & Wei Wang, Hedge Funds and Chapter 11, 67 J. FIN. 513, 556 (2012)
(discussing impact of hedge funds on chapter 11 restructuring).
3
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Figure 1. Size of the Altman-Kuehne Defaulted Bond Index, 1987–2012
Market
YearNumber of Number of Face Value Value
Market/
End
Issues
Firms
($ Billions) ($ Billions) Face Ratio
1987
53
18
5.7
4.2
0.74
1988
91
34
5.2
2.7
0.52
1989
111
35
8.7
3.4
0.39
1990
173
68
18.7
5.1
0.27
1991
207
80
19.6
6.1
0.31
1992
231
90
21.7
11.1
0.51
1993
151
77
11.8
5.8
0.49
1994
93
35
6.3
3.3
0.52
1995
50
27
5.0
2.3
0.46
1996
39
28
5.3
2.4
0.45
1997
37
26
5.9
2.7
0.46
1998
36
30
5.5
1.4
0.25
1999
83
60
16.3
4.1
0.25
2000
129
72
27.8
4.3
0.15
2001
202
86
56.2
11.8
0.21
2002
166
113
61.6
10.4
0.17
2003
128
63
36.9
17.7
0.48
2004
104
54
32.1
16.9
0.53
2005
98
35
29.9
17.5
0.59
2006
85
36
31.2
23.3
0.75
2007
48
17
13.8
6.3
0.46
2008
77
28
29.6
4.5
0.15
2009
91
34
45.5
15.1
0.33
2010
53
16
26.4
8.3
0.31
2011
57
19
18.0
6.1
0.34
2012
62
21
14.6
5.2
0.36
2013
45
20
12.1
4.3
0.36
Source: NYU Salomon Center.
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Figure 2. Size of the Altman-Kuehne Defaulted Bank Loan Index, 1995–2012
Market
YearNumber of Number of Face Value Value
Market/
End
Facilities
Firms
($ Billions) ($ Billions) Face Ratio
1995
17
14
2.9
2.0
0.69
1996
23
22
4.2
3.3
0.79
1997
18
15
3.4
2.4
0.71
1998
15
13
3.0
1.9
0.63
1999
45
23
12.9
6.8
0.53
2000
100
39
26.9
13.6
0.51
2001
141
56
44.7
23.8
0.53
2002
64
51
37.7
17.4
0.46
2003
76
43
39.0
23.9
0.61
2004
45
26
22.9
18.2
0.80
2005
41
21
18.7
16.2
0.86
2006
27
23
11.2
10.0
0.89
2007
31
13
13.0
10.4
0.79
2008
71
31
27.5
10.7
0.39
2009
67
27
57.6
34.1
0.59
2010
20
12
11.3
5.9
0.52
2011
28
15
9.1
4.7
0.52
2012
34
21
10.5
5.8
0.55
2013
22
13
6.9
4.6
0.67
Source: NYU Salomon Center
Figures 3 and 4 show our calculations of the annual amounts of bankruptcy
liabilities for chapter 11 filings with liabilities greater than $100 million from 19892013 (11/15). These filings total a staggering almost $3.0 trillion ($2.4 trillion
without Lehman), requiring substantial efforts on the part of debtors and creditors,
and their advisors, to be restructured so that firms can attempt to emerge from the
process as a going-concern.7 In my opinion, the combined efforts of the bankruptcy
law profession and restructuring specialists, including investment bankers and
turnaround-management consultants, along with the coincident growth of
institutional investors (buy-side) and broker-dealers (sell-side), have enabled this
enormous amount of defaulted debt to be restructured reasonably effectively. We
will return to the chapter 11 time-series of filings statistics at a later point for a more
in-depth discussion of their trends.
7
See generally Edward I. Altman, Avoiding Chapter 22: Why Post-Emergence Liquidity, Profitability and
Leverage Make All the Difference, NAVIGATING IN TODAY'S ENVIRONMENT: THE DIRECTORS' AND
OFFICERS' GUIDE TO RESTRUCTURING, 62–63 (John W. Butler, Jr., ed., 2010) (explaining firms that
emerged as going concerns had a significantly stronger financial profile than those that filed subsequent
bankruptcy petitions). See also Edward I. Altman, Revisiting the Recidivism-Chapter 22 Phenomenon in the
U.S. Bankruptcy System, BROOK. J. CORP. FIN. & LAW (forthcoming 2014).
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The original creditors of the debtors and subsequent investors in the distressed
debt, as well as bankruptcy judges, and the debtor and its advisors, must share the
burden of reaching an agreement on the plan of reorganization ("POR").8 All parties
involved can now, especially in the last 20-25 years, continuously and clearly
observe the market's assessment of the debtor's liabilities so as to determine whether
to sell or retain their interests, and can assess the implied values of the debtors'
assets from these market prices. Distressed asset securities' prices also provide
important benchmarks for negotiating the POR.9 This enhanced price discovery,
compared to pre-1990 experience, helps to provide a more liquid market for the
debt as the firm works its way through the restructuring.10 Price discovery and
enhanced transparency are not only important for the major stakeholders in the
bankruptcy process, they also make markets more efficient and provide important
benchmarks for the future value of those securities and the debtor, itself. Indeed,
Altman, Gande and Saunders found that bank loan prices provide an even earlier
warning that a firm is likely to default than corporate bonds, enabling creditors to
monetize their holdings before values decrease even further and to motivate
restructuring efforts and turnaround strategies earlier than would be the case if these
markets were less developed.11 Studies have also found that the prices of debt
securities at the time of default are efficient predictors of future levels of recoveries
and reorganization values.12

8
See 11 U.S.C. § 1129(a) (2012) (addressing necessary steps and actors in accepting the plan of
reorganization).
9
See Richard D. Thomas, Comment, Tipping the Scales in Chapter 11: How Distressed Debt Investors
Decrease Debtor Leverage and the Efficacy of Business Reorganization, 27 EMORY BANKR. DEV. J. 213,
218 (2010) (explaining distressed asset securities acting as leverage in the reorganization process).
10
See id. at 219 (attributing changes in limiting court involvement in bankruptcy disputes to increased
liquidity of claims post-1991 Congressional amendments).
11
See Edward I. Altman, Amar Gande & Anthony Saunders, Bank Debt Versus Bond Debt: Evidence
From Secondary Market Prices, 42 J. MONEY, CREDIT & BANKING 755, 756–57 (2010).
12
See, e.g., Edward I. Altman & Allan C. Eberhart, Do Seniority Provisions Protect Bondholders'
Investments?, 20 J. PORTFOLIO MGMT. 67, 75 (1994) ("We find that bonds with seniority provisions receive
significantly higher payoffs (lower losses) at emergence than subordinate bonds, providing indirect evidence
that the bonds are efficiently priced at issuance.").
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a

Figure 3. Total Filings and Liabilities of Companies Filing for Chapter 11
Bankruptcy, 1989-2013 (11/15)
Pre- Petition Liabilities, in $ billions (left axis)

Median Liabilities

Number of Filings (right axis)
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2012(11/15)
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Median No. of Filings

Minimum $100 million in liabilities.
Source: NYU Salomon Center Bankruptcy Filings Database.
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Figure 4. Chapter 11 Filing Statisticsa
Pre-Petition

Number of

≥$1B/Total

Liabilities ($

Filings

Filings

Year

Number of Filings

millions)

≥ $1B

(%)

1989

22

33,539

10

45

1990

35

41,115

10

29

1991

51

81,158

11

22

1992

37

64,224

14

38

1993

37

17,701

4

11

1994

24

8,396

1

4

1995

32

27,153

7

22

1996

32

11,687

0

0

1997

36

18,866

5

14

1998

56

32,038

6

11

1999

109

70,957

19

17

2000

136

98,896

23

17

2001

169

228,604

38

22

2002

135

336,612

41

30

2003

102

115,172

26

25

2004

44

39,550

11

25

2005

35

142,625

11

31

2006

32

22,322

4

13

2007

38

72,646

8

21

2008

145

724,010

24

17

2009

234

603,992

50

21

2010

114

56,981

14

12

2011

84

109,119

7

8

2012

69

71,613

14

20

2013

64

38,157

Mean No. of Filings,

10

16

75

15

20%

48

11

19%

102

14

1989-2013
Median No. of Filings,
1989-2013
Median No. of Filings,
1998-2013
Mean Liabilities, 1989-2013

$122,685

Median Liabilities, 1989-2012

$67,591

a

Minimum $100 million in liabilities.
Source: NYU Salomon Center Bankruptcy Filings Database.
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In addition, the debtor-in-possession ("DIP") financing provided by banks,
original investors, and, in many cases, by institutional investors, as well as the
critical component of exit-financing (both debt and equity), are unique aspects of
the U.S. chapter 11 process, helping to ensure that the debtor can carry on its
business both during and after bankruptcy.13 In most cases, all of the players, even if
they are adversaries in the assessed valuation of the debtor, are interested in the
long-term viability of the bankrupt entity.14
Figure 5 shows my estimate of the size of the Defaulted and Distressed Debt
Market from 1990-2013 (some years are missing in the time series). "Defaulted
Debts" are publicly registered and traded liabilities, while "Distressed Debts" are
bonds selling at yields at least 1,000 basis points (bps) over comparable duration
U.S. Treasuries as well as our estimate of private (loans, mortgages, and trade)
distressed, not defaulted, debt. The data includes public and private debt, both their
face and market values. As far as I know, we (at the NYU Salomon Center) are the
only analysts providing these statistics. These amounts have totaled close to $1
trillion (face value) each year since 2000 and more than that figure since 2008.
Market values have totaled from about $500 billion to close to $1 trillion each year
for the last dozen years.

13
See Sandeep Dahiya, et al., Debtor-in-Possession Financing and Bankruptcy Resolution: Empirical
Evidence, 69 J. FIN. ECON. 259, 261 (2003) (explaining distinctive debtor-in-possession secured financing
options available to firms filing for chapter 11).
14
I am well aware that some of these major "players" are adversaries in the process and that too often, in
my opinion, the firm has to undergo a second or third distressed restructuring. This recidivism issue is
perhaps best left to discuss in another hearing, but for those interested, see Altman, Kant and
Rattanaruengyot, 2009, in their discussion of "Avoiding Chapter 22," and the proceedings of a forthcoming
Symposium on this issue at the Zaretsky Roundtable on "Avoiding Chapter 22-Predicting Success in Chapter
11" at the Brooklyn Law School, November 19, 2013. Updated statistics on chapter 22, 33 and even 44
filings are available from the author and were discussed at the Zaretsky Roundtable Symposium. Indeed,
since 1984, there are at least 272 recidivism cases involving multiple chapter 11 filings. See supra note 7.
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Figure 5. Size of the US Defaulted and Distressed Debt Market, 1990-2Q 2013
(Dollars in Billions)
$4,000

Face Value

Market Value
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$3,000
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$1,000
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Source: Professor Edward I. Altman estimates and NYU Salomon Center.
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Together, with our estimate of the amount of distressed debt under
management, discussed above, these statistics form the demand and supply
dynamics so critical for any viable financial market. These dynamics have provided
the incentive for a special breed of investors, experienced in distressed investing, to
attract capital and, as mentioned earlier, provide a potential outlet for original
investors to monetize their troubled assets over a period that can stretch from a year
or more before the bankruptcy filing, and lasting throughout the duration of the
bankruptcy process.15 The length of this bankruptcy-restructuring process will be
discussed shortly. This liquidity is crucial to those other investors who do not have
the resources, expertise or desire to hold their claims until the resolution of the
reorganization.16 Also, having the ability to estimate residual values in the event of
default is crucial for non-investment grade firms to raise capital from the so-called
"junk bond and loan," or leveraged-finance market, a market that is estimated now
to be over $2 trillion.17
Distressed debt investing, and in some cases, additional investments into the
equity of distressed companies, generally can be categorized as (1) Passive, (2)
Active-Non-Control and (3) Active-Control. Passive investing generally involves
the trading of distressed securities without any direct influence on the bankruptcy
process.18 Active-Non-Control investing can involve activities whereby the
investor, usually with a significant amount of the claims, can attempt to influence
the outcome of the bankruptcy process by directly or indirectly acting as a member
of the Creditors Committee, or by any means that impacts the valuation of the
debtor and its securities, both before and after emerging from the bankruptcy
process.19 The Active-Control strategy involves having a direct impact on the
management of the debtor, usually by owning a significant amount of the postrestructured equity of the emerged entity.20 This sometimes results in the distressed
investor becoming the CEO or Chairman, or simply by owning a significant enough

15
See Michelle M. Harner, Trends in Distressed Debt Investing: An Empirical Study of Investors'
Objectives, 16 AM. BANKR. INST. L. REV. 69, 98 (2008) (describing investment possibilities for investors
that also benefit troubled companies).
16
See Michelle M. Harner, The Corporate Governance and Public Policy Implications of Activist
Distressed Debt Investing, 77 FORDHAM L. REV. 703, 716 (2008) (discussing investors who do not hold
distressed debt investment to age of maturity).
17
See Charles Mead & Sridhar Natarajan, Junk Debt Exceeds $2 Trillion in Central Bank Repression,
BLOOMBERG NEWS (Aug. 25, 2013, 9:26 AM), http://www.bloomberg.com/news/2013-08-26/leverageddebt-exceeds-2-trillion-in-repression-credit-markets.html (discussing Federal Reserve policies that
incentivize high-risk investments, thereby allowing troubled companies access to capital markets).
18
See Harner, supra note 16 at 716 (discussing long-term investors' strategies for gains without controlling
interest in companies).
19
See id. at 717 (explaining investors' influence over management decisions as debtholders or
shareholders).
20
See id. (describing investors who purchase controlling positions in companies' distressed debt).
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stake in the company to gain control of the emerged firm.21 The latter strategy, in
some cases, is known as "loan to own" by the distressed investor.22
II. ACADEMIC LITERATURE
At this point, we introduce briefly the academic literature on the role and
effectiveness of the Active-Control, distressed investors. These works further
support the role of distressed investors in the governance of the firm and the
reorganization process.
Hotchkiss and Mooradian investigated the role of "vulture investors" in the
governance and reorganization of a sample of 288 firms that defaulted on their
public debt over the period 1980-1993.23 They found evidence of vulture investing
in 172 firms (60% of the sample), whereby much of the time the investors held
more than one-third of the amount of the debt outstanding and/or pumped new
equity into the restructured firms, thereby giving them enormous influence over the
terms of the restructuring.24 The authors concluded that the improvement in postrestructuring operations performance relative to pre-default levels was greater when
the vulture investor became CEO or Chairman or gained control of the target firm
than compared to when these Active-Control investors were not involved.25 My
own observations and experience tend to support their findings.
Harner concludes that the precise impact of distressed debt investors in chapter
11 cases is difficult to determine.26 While their investments in distressed companies
are largely unregulated and usually not disclosed, the results are often positive, as
the studies cited above have shown.27 Some observers, e.g., Harvey Miller, argue
that distressed investors are always trying to control the process at the expense of
the debtor and even other creditors, and their objectives are usually short-term
oriented.28 Others, e.g., Hotchkiss and Mooradian, Goldschmid, and Kamensky,
conclude that these investors add value and may be the only source of financing for

21

See Edith S. Hotchkiss & Robert M. Mooradian, Vulture Investors and the Market for Control of
Distressed Firms, 43 J. FIN. ECON. 401, 403 (1997) (investigating role of vulture investors who gain power
in companies and become CEO or Chairman).
22
See Daniel Keating, RadLax Revisited: A Routine Case of Statutory Interpretation or a Sub Rosa
Preservation of Bankruptcy Law's Great Compromise?, 20 AM. BANKR. INST. L. REV. 465, 504 n.218
(2012) (defining "loan-to-own" lender as one who purchases secured debt with intent to eventually own
collateral).
23
See Hotchkiss & Mooradian, supra note 21 at 402.
24
See id.
25
See id. at 403. See also Edith S. Hotchkiss, "Testimony Before the ABI Chapter 11 Reform
Commission," 17th Annual LSTA Conference (Oct. 17, 2012).
26
See Harner, supra note 16, at 70.
27
See id. at 84–85 (describing successful result in majority of firms studied); Hotchkiss & Mooradian,
supra note 21, at 429 (describing improvements in post-restructuring performances).
28
See Harvey R. Miller, Chapter 11 Reorganization Cases and the Delaware Myth, 55 VAND. L. REV.
1987, 2016 (2002) (stating that "distressed debt traders may sacrifice the long-term viability of a debtor for
the ability to realize substantial and quick returns on their investments.").
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the debtor as it struggles to emerge as a going concern.29 All of the above studies
agree that the presence of distressed debt investors and their critical role in the
restructuring process of ailing companies will likely continue as this credit strategy
is now, as I have shown, a legitimate and viable hedge and private equity fund asset
class, which is quite popular, albeit with cyclical volatility, for many limited partner
investors.30
Empirically, Altman, Harner and Altman & Kuehne have documented trends
and performance of distressed debt investors.31 In so doing, these studies highlight
their objectives, strategies and results, adding to the transparency of this asset
class.32 It should be noted that this strategy is not a new phenomenon, as Altman's
earlier study clearly documents.33
A more recent study of the presence of hedge funds in the chapter 11 process
and their impact on bankruptcy outcomes was provided by Jiang, Li and Wang.34
Their study analyzed hedge funds ("HFs") involved in a comprehensive sample of
474 chapter 11 cases from 1996-2007 and concluded that in close to 90% of the
cases, there was clear evidence of publicly observable involvement by HFs,
confirming the general conclusion that HFs have become the most active investors
in the distressed debt market.35 The authors also updated earlier studies on
bankruptcy and provided additional insights on HFs as an emerging force in the
chapter 11 process.36
The debate over the influence of debtors and creditors in chapter 11 cases has
been lively and controversial in recent years. Some have been concerned with
excessive creditor control and its negative impact on the outcome of chapter 11
cases, e.g., Miller and Weisman, even before the Code was revised in 2005.37
Others, such as Baird and Rasmussen argue for the positive role played by
29

See Hotchkiss & Mooradian, supra note 21, at 427 ("Overall, the cross-sectional analysis adds to the
evidence that vultures add value through their activity in management of the restructured firm."); Paul
Goldschmid, More Phoenix Than Vulture: The Case for Distressed Investor Presence in the Bankruptcy
Reorganization Process, 2005 COLUM. BUS. L. REV. 191, 211 (describing how debtors firms increasingly
turn to distressed debt funds in their reorganizations); Daniel B. Kamensky, Furthering the Goals of Chapter
11: Considering the Positive Role of Hedge Funds in the Reorganization Process, 22 AM. BANKR. INST. L.
REV. 235, 237 (2014) (stating distressed debt investors "create efficiencies in the chapter 11 process and
improve the active, productive negotiations that are critical to maximum value").
30
See generally Hotchkiss & Mooradian, supra note 21; Goldschmid, supra note 29; Kamensky, supra
note 29.
31
See EDWARD I. ALTMAN, DISTRESSED SECURITIES, ANALYZING AND EVALUATING MARKET
POTENTIAL AND INVESTMENT RISK (Beard Books ed., Probus Publ'g 1999 (1991)); Harner, supra note 16 at
85; Edward I. Altman & Brenda J. Kuehne, The Investment Performance and Market Dynamics of Defaulted
Bonds and Bank Loans: 2013 Review and 2014 Outlook, New York University Ann. Rep. (March 3, 2014).
32
See generally ALTMAN, supra note 31; Harner, supra note 16; Altman & Kuehne, supra note 31.
33
See ALTMAN, supra note 31.
34
See Jiang, et al., supra note 6 at 513 (examining "roles of hedge funds in Chapter 11 and the effects of
their presence on the nature and outcome of the bankruptcy process.").
35
Id. at 513–14.
36
Id. at 514.
37
See Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L. REV. 129, 170
(explaining that excessive creditor control is "undesirable" because it may foreclose debtors' restructuring
options).
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creditors,38 while Skeel pointed out that the dominance once showed by debtors in
bankruptcy reorganizations was changing toward creditors, again, even before the
distinctively creditor-favorable revisions after 2005.39
The most recent empirical work on the role of Funds (Hedge, Private-Equity,
and others) in the bankruptcy process was by Harner, Griffin and IveyCrickenberger in another article in this special edition of the ABI Law Review.40
This study analyzed the results of cases where "Funds" were actively involved (26%
of the 490 cases analyzed) versus those cases where Funds were not involved (74%
of the cases).41 Rather than summarize all of the findings of this important study, I
refer the reader to their companion-article in this issue.42 It should be noted,
however, that the authors acknowledge that due to the endogeneity issue of the
cases chosen by Funds to invest in, it is not possible to draw conclusions as to cause
and effect of Fund involvement.43 However, they do suggest that "the value of fund
participation in chapter 11 cases likely depends on whom you ask and where they
sit in the particular debtor's capital structure."44 With respect to the conclusion as to
whether Funds matter in chapter 11 cases the answer is clear—yes!45 But, as to
whether that influence is positive or negative, the authors' conclusion is uncertain.46
As noted earlier, one of the unique aspects of the bankruptcy process in the U.S.
is the post-chapter 11 performance of the debtor and its owners. Usually, the new
owners of the equity are the "old" creditors, based on either the conversion of debt
to equity or the injection of new equity financing, the latter providing critical new
liquidity for the debtor to compete.47 Eberhart, Altman and Aggarwal conducted the
first study on the performance of the new equity in the post-reorganization period.48
We analyzed the stock return performance of 131 firms emerging from chapter 11
over the period 1980-1993 for 200 days, post-emergence and found consistent
evidence of significant abnormal (excess) returns on the 131-firm portfolio,
averaging about 28% excess return over the appropriate stock index.49 Results such
as these help to motivate distressed investors to provide needed financing to firms
38

See Douglas G. Baird & Robert K. Rasmussen, The Prime Directive, 75 U. CIN. L. REV. 921, 942
(2007) (stating "creditors can take actions that work to the benefit of all the investors.").
39
See David A. Skeel, Jr., Creditors' Ball: The "New" New Corporate Governance in Chapter 11, 152 U.
PA. L. REV. 917, 918 (2003) (describing "distinctively creditor-oriented cast" of chapter 11).
40
See Michelle M. Harner, Jamie Marincic Griffin & Jennifer Ivey-Crickenberger, Activist Investors,
Distressed Companies, and Value Uncertainty, 22 AM. BANKR. INST. L. REV. 167 (2014).
41
See id. at 191.
42
See id.
43
Id. at 185 n.98.
44
Id. at 167.
45
Id. at 193 (stating "[t]he data strongly suggest that funds can influence the restructuring efforts of a
distressed company.").
46
Id.
47
See Allan C. Eberhart, Edward I. Altman & Reena Aggarwal, The Equity Performance of Firms
Emerging from Bankruptcy, 54 J. FIN. 1855, 1857 (1999) (discussing how creditors receive new stock in
firm as part of their payoff).
48
See generally id.
49
Id. at 1864 (noting that in cases studied, the average cumulative abnormal returns were "large, positive
and significant.").
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exiting chapter 11. We attributed the significant positive returns to the fact that
these firms performed far better than what the market had expected.50 While these
excess returns did not continue to manifest in all successive periods to our initial
study period, we have continued to observe extraordinary examples of positive postchapter 11 performances for several years, e.g., K-mart, 51 Lyondell,52 Delphi
Corporation,53 and GM.54
III. TRENDS IN BANKRUPTCY
Many of the issues and discussions at the ABI hearings these past several
months center on the impact of the New Bankruptcy Code (BAPCPA) of 2005 and
the role of various stakeholders, debtors and creditors, during the chapter 11
proceedings. Questions such as the trend in the number and size of filings, the
duration of the reorganization process, whether the result of the process was
successful or not, the role of the prepackaged type of filing and the recovery rate to
various creditors and owners, seem to me, particularly relevant. While we will
make some observations from our trend data, the main purpose of the next sections
is to provide a comprehensive statistical backdrop for careful analysis and
discussion of the bankruptcy industry, as it analyzes potential changes to our
reorganization process.
I have chosen the period of 1981-2013 to analyze the above questions and, by
necessity, will concentrate only on publicly held firms for many of the data points.
The number and size of chapter 11 filings for the more recent period of 1989-2013
is also analyzed for chapter 11 filings greater than $100 million in liabilities,
regardless of whether the firm was public or not when the filing took place.55
Hence, LBO filings, sponsored by private equity firms, are also included. In
addition, we utilize the extensive database of New Generation Research on 3,460
chapter 11 filings from 1978-2013 (really since 1981) for all filings, subsets of
50

Id. at 1867 (noting that high returns "reflect information on the stock's intrinsic value that is not fully
reflected in the stock price upon emergence from Chapter 11").
51
EDWARD I. ALTMAN & EDITH HOTCHKISS, CORPORATE FINANCIAL DISTRESS AND BANKRUPTCY 79
(3d ed. 2006) (noting that "Kmart's common stock traded at under $14 per share when the firm emerged
from Chapter 11 in May 2003, but rose to over $100 per share by late 2004.").
52
Nathan Vardi, Len Blavatnik's LyondellBasell Trade is Becoming Legendary, FORBES MAGAZINE (Jan.
14,
2013),
http://www.forbes.com/sites/nathanvardi/2013/01/14/len-blavatniks-lyondellbasell-trade-isbecoming-legendary/ (noting that since purchasing LyondellBasell shares as the firm was emerging from
bankruptcy, one trader has seen a 243% return on investment).
53
See David Sedgwick, How Delphi Automotive Beat the Odds in Vast Corporate Turnaround, CRAIN'S
DETROIT BUSINESS (Aug. 6, 2012), http://www.crainsdetroit.com/article/20120806/FREE/120809919/howdelphi-automotive-beat-the-odds-in-vast-corporate-turnaround (noting Delphi's robust corporate turnaround
since emerging from chapter 11 bankruptcy).
54
Jerry Hirsch, GM's Profit in 2010 Highlights Big Turnaround, LOS ANGELES TIMES (Feb. 25, 2011),
http://articles.latimes.com/2011/feb/25/business/la-fi-autos-gm-profit-20110211 ("General Motors posted a
dramatic turnaround in 2010, earning an annual profit for the first time in six years as it recovered from
bankruptcy and the recession.").
55
Our own database of chapter 11 filings at the NYU Salomon Center has always analyzed relatively large
filings of equal to or greater than $100 million of liabilities (not assets).
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1,760 filings where the assets (not liabilities) of publicly held firms were equal to or
exceeded $100 million, and 701 filings where assets exceeded $500 million (Figure
6). The sample period essentially covers chapter 11 activity since the enactment of
the modern Code in 1978, as well as the latest revision in October 2005.
Figures 3 and 4, presented earlier, showed the number of chapter 11 filings by
year from 1989-2013, as well as the amount of liabilities at the time of the
bankruptcy petition. All of these filings involve total liabilities equal to or greater
than $100 million, as well as those greater than $1 billion. For the period 19892012, the average annual number of filings was 75 per year and the median was 48.
Certain periods representing high economic stress, like 1999-2003 and again 20082010, are particularly noteworthy as involving more than 100 per year of these large
filings, as well as more than about $100 billion per year in liabilities in most years.
The average annual liability amount for the last 14 years was $126 billion and the
median amount, lower at $67.6 billion. In total, more than $1.75 trillion of
liabilities have been restructured or liquidated over this sample period. Of note,
about 15 filings, on average, per year were greater than $1 billion in liabilities,
representing about 20% of all chapter 11 filings greater than $100 million in
liabilities, with 11 per year being the median.
Figure 6. Chapter 11 Filings – Sample Characteristics, 1981-2013 (6/30)
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As for trends, there is no surprise that both the number and liabilities amount of
filings have decreased since the voluminous bankruptcy years of 2008-2009,
dropping to 114, 84, 69 and 64 filings for 2010-2013, respectively. Still, the
number, and amount of liabilities as well, have been greater in each of the last four
years than the median number (48) and median amount ($67.6 billion) compared to
the period 1989-2012, albeit slightly so. This can be seen graphically in Figure 3
wherein the horizontal lines represent the median number and amount of liabilities.
The largest bankruptcies, those with liabilities equal to or greater than $1 billion,
were just slightly below the average, but mostly above the medians, in the last three
years. So, the numbers do not support the contention by some commentators that
the chapter 11 mechanism is either permanently, or even temporarily, "dead" due to
the incredible amounts of liquidity to refinance struggling entities since 2010 or to
the popular increase in out-of-court distressed exchanges since 2008.56 Not
surprisingly, almost half of these distressed exchanges only temporarily avoid a
bankruptcy filing since the restructurings do not affect operating problems. Indeed,
as we have shown, about 44% of these distressed exchanges later suffered a chapter
7 or 11 filing, usually within just a few years.57 Updated results substantiate these
findings.58
To analyze a number of important characteristics and trends in chapter 11
filings, we have carefully examined the New Generation Research database on
publicly held firms filing for protection under chapter 11, effectively from 19812013 (through June). In this period, we observe 3,460 filings of all sizes and 1,760
filings with assets greater than $100 million. We will carefully point out that for
some of our metrics, such as success or not, or time in bankruptcy, the most recent
two to three years (2011-2013) or, in some cases, even from further in the past, have
not had enough completed chapter 11s to make any definitive statements. Still, we
will attempt to make some practical adjustments to analyze these most recent
crucial years as well as data from 2006 onward, in spite of still many "unknown
outcomes" of the reorganization process.
In Figure 7, we see that about 20% of all chapter 11 filings were either
dismissed (7.3%) or that the outcome of the process is unknown (12.9%). Hence,
for most of our results, we analyzed 2,746 net filings, representing about 80% of all
filings over the period and 100% of all filings where we can ascertain the actual
result of the chapter 11 process. We also can observe that 318 of net filings were
characterized as either prepackaged or prearranged. In all of the last five years
(except 2011), the percent of filings that were either prepackaged or prearranged
("Prepacks") were greater than the 11.6% annual average. Indeed, in each year over

56
About 60% of all distressed exchanges from 1984-2012 have occurred in the last five years. See
EDWARD I. ALTMAN & BRENDA J. KUEHNE, "DEFAULT & RETURNS IN THE HIGH-YIELD BOND AND
DISTRESSED DEBT MARKETS: 2013 IN REVIEW," NYU SALOMON CENTER SPECIAL REP. (Feb. 2014).
57
See Edward I. Altman & Brenda Karlin, The Re-Emergence of Distressed Exchanges in Corporate
Restructurings, 5 J. CREDIT RISK 43, 43–55 (2009).
58
See ALTMAN & KUEHNE, supra note 56.
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20% of all net filings, except 2011, were prepacks.59 We also can observe the same
higher than average Prepack occurrence in the period 1992-1997, another benign
credit period. We will now discuss the success or not of chapter 11 filings and their
time-in-bankruptcy.

59
When most of the "outcome unknown" filings will be resolved, i.e., the outcome becomes "known," the
percentage of filings that were prepackaged will decrease.
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Figure 7. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time in
Bankruptcy)
1978 – 2013: All filings of publicly-held firms

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 7. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time in
Bankruptcy) (continued)
1978 – 2013: All filings of publicly-held firms: Successful Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 7. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time in
Bankruptcy) (continued)
1978 – 2013: All filings of publicly-held firms: Unsuccessful Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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IV. SUCCESS OR NOT
It is somewhat tricky to characterize the outcome of a chapter 11 filing as
successful or not. For example, as we have written about several times, a chapter
11 that emerges as a going-concern, but slips after emergence and files again within
a relatively short period of time (say, five years), is in many ways an unsuccessful
chapter 11.60 For this study, we will first characterize a chapter 11 that either results
in an emergence as a continuing entity or involving an acquisition of all or most of
the assets as successful.61 From Figure 7, we see that of the 2,746 net filings, 1775
(64.6%) either emerged (1,501) or were "acquired" (274), hence were successful;
441 (16.1%) were converted to a chapter 7 liquidation and 543 (19.8%) were
liquidated under chapter 11, for a total of 984 or 35.8% of net filings that were
"unsuccessful." Only 8 of the 318 "prepacks" were among these unsuccessful
chapter 11s, and none of these since 2010.62 The successful versus unsuccessful
categorization is summarized in Figure 8.
Figure 8. Successful versus Unsuccessful Chapter 11s
●

Successful Chapter 11
- Emergence from Chapter 11
- Acquired in Chapter 11

●

Unsuccessful Chapter 11
- Conversion into Chapter 7
- Liquidated under Chapter 11

●

60

Adjustments made for Chapter 22, 33, 44

Our updated number of firms that have filed for chapter 11 protection twice (chapter 22), three times
(chapter 33) or four times (chapter 44) is not trivial (about 272 through the end of 2013 since 1984). I will
return to this factor in our adjusted "success" statistics. See supra note 7 for my updates results.
61
The latter includes 363 sales, such as Chrysler Corp. in 2009.
62
Three of the eight unsuccessful prepacks were from the class of 2000.
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A. An Adjustment for Recidivism to the "Success Rate" of Chapter 11
Reorganizations
As discussed above, we define success of a chapter 11 reorganization as either
an emergence from the bankruptcy as a continuing entity, or an acquisition of the
assets of the debtor. Liquidations under either chapter 7 or 11 constitute our
"unsuccessful" outcomes. However, as noted in footnote 60 and the earlier
discussion, when an emerged entity has to file again (the recidivism problem), one
could conclude that the original chapter 11 was not very successful.63 In order to
account for recidivism, we can adjust the 65% success rate for those cases.
Since 1981, through June 2013, there have been approximately 260 cases of a
chapter 22, 33, or 44 among publicly held firms. If we add those 260 multi-filers to
the number of unsuccessful chapter 11s and subtract from the successful ones, the
percentage of successful chapter 11s drops to 55.2%. While still a majority of net
chapter 11 filings result in a successful outcome, the results are less impressive and,
in my opinion, can be improved by a more diligent assessment of the recidivism
potential by all parties involved. Figure 9 shows the percentage of chapter 11
filings for all "known" filing results and for those with greater than $100 million
and $500 million in assets. Note that the success rate, after adjustment for
recidivism, increases as asset size increases, but there is still a noticeable decrease
in the success rate after adjusting for chapter 22, etc. For the largest chapter 11s,
the success rate fell from 79% to 71% after adjustments. Note also that the success
rate has diminished since the new Code of 2005 was instituted (Figure 10).

63

See supra note 60 and accompanying text.
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Figure 9. Success versus Nonsuccess in Chapter 11 Reorganizations (Based on
known outcomes)
All Filings
(3013)

Successful
Unsuccessful

Adjustment For Recidivism
(Chapter 22, 33, 44)
55%
45%

35%

65%

71%

Assets > $100 million
(1575)

63%

29%

79%

37%

Assets > $500 million
(613)
71%
21%

29%

Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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Figure 10. Success versus Nonsuccess in Chapter 11 Reorganizations (Based
on known outcomes, no adjustments for recidivism)

1981-2013
Successful

2006-2010

All Filings
(3013) (592)

Unsuccessful

52%

48%
35%

65%

Assets > $100 million
71%

(1575) (361)

62%
38%

29%

Assets > $500 million
79%

(613) (154)

21%

70%

30%

Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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V. TIME IN BANKRUPTCY
For all of the "Net Filings" (2,746) since 1981 (from Figure 7), the median time
spent reorganizing or liquidating was approximately one year (1.02 years). The
average time was 1.38 years (16.6 months), with prepacks taking just 0.34 years (4
months), on average, and non-prepacks about one and a half years (18.4 months).
The duration of time spent in bankruptcy is significantly lower for "successful"
chapter 11s, than for all filings and also less than for "unsuccessful" ones. For
example, the median time for successful chapter 11s was 0.95 years compared to
1.21 years for unsuccessful ones. The average time was 1.27 years vs. 1.71 years.
So, the data clearly show that successful chapter 11s are also shorter in duration
than unsuccessful ones and, of course, prepackaged or prearranged filings are much
shorter. This is the case even when we adjust for the fact that in the most recent
years, especially since 2009, many chapter 11 outcomes are still unknown.
A. Recent Trends of Time in Bankruptcy
At first glance, from Figure 7, it appears that the recent trend from 2009 to the
present indicates that the time spent in bankruptcy of all filings, as well as
successful chapter 11s, has been noticeably diminishing, except possibly for 2011.
But, it is obvious that the median and mean time in bankruptcy will increase,
perhaps significantly, once those firms still in bankruptcy reorganization complete
their process. Right now, for those outcomes completed, the median time in
bankruptcy was about one year, even just about one-half of a year in some years,
i.e., in 2006, 2009, 2010, 2012 and through November 2013, and slightly below one
year in 2008, 2009 and 2011. However, the percent completed (net filings, outcome
known) ranged from just 26.5% (2013) and 32.8% (2012) to 85.7% in 2006, leaving
many reorganizations still unfinished.
While we cannot estimate the average time in bankruptcy for those "unknown
outcomes," we can estimate the median time in bankruptcy by simply taking onehalf of the unknown outcomes in a particular year, e.g., 24 (48/2) in 2011, and
adding those observations to the median we have already calculated from the known
outcomes (0.91 years). The result is an estimated median for 2011 of 1.54 years. In
another example, for 2010, we add the 11th observation (21/2) above the existing
median (0.56 years) to get our estimated median of 0.77 years. All of the
adjustments are in parentheses for the period 2006-2011. When we perform this
estimate for the years 2006-2011 (we cannot as yet do this for 2012 and 2013 due to
insufficient known observations), we get a revised median time in bankruptcy for
the entire time series of 1.04 years. When we finally are able to assess those
reorganizations from 2012-2013, the median time overall will increase but more
than likely to no more than 1.06 years (12.7 months).
If we analyze the trend since the new Bankruptcy Code was put in place in late
2005 (2006-2013), we do observe a small reduction (perhaps one month) in the time
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in bankruptcy, except in 2008 and 2011. This is to be expected since the new Code
established a cap of 18 months in which a debtor has the exclusive right to file a
plan that then needs to be ratified by the various creditor classes. Again, we are not
able to completely assess the results for 2012-2013.
The percentage of chapter 11 filings that have been completed with a successful
result seems to be diminishing slightly in the period 2010-2012 compared to the
longer-time median over the period 1981-2012. For example, the percent of
successful outcomes were 60.9%, 59.0%, and 53.9% in 2010, 2011 and 2012,
respectively, of the known outcomes, and only 51.5%, 38.5% and 49.1% in 20062008, compared to about 65.0% for the entire period, 1978-2013. Assuming that
the proportion of successful vs. unsuccessful outcomes will not change from the
already calculated means, once the unknown cases become known, the proportion
of successful outcomes will probably decrease slightly from what appears now in
Figure 7.
VI. RESULTS FOR LARGER CHAPTER 11 FILINGS
The results reported above are for all chapter 11 filings of publicly-held firms
and number 3,460 events. Also, as noted earlier, 1,760 were for firms with total
assets greater than $100 million (about 50%) and 701 (about 20%) were for filings
with greater than $500 million in assets. Next, we will observe if the results
discussed above for all filings, regardless of size, vary at all for larger chapter 11s.
We do have several expectations, or hypotheses, with respect to larger vs. smaller
corporate bankruptcies on such issues as case dismissals, whether the outcome
becomes known or not, whether the outcome of a reorganization in bankruptcy will
be successful or not and time that these filings spend in the bankruptcy process.
Figure 11 lists the results of bankruptcy filings of firms with at least $100
million in assets at the time of filings from 1981-2013. While we believe that, in
many ways, total liabilities is a more meaningful measure of corporate size when it
comes to a bankrupt firm, total assets is also a reasonable metric in many cases and,
more importantly, is the one used by New Generation Research in their
categorization of bankruptcy statistics. As noted above, about half of all filings of
publicly-held firms were for firms with at least $100 million in assets since the
Bankruptcy Act of 1938.
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Figure 11. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time
in Bankruptcy)
1981 – 2013: All filings of publicly-held firms with Assets > $100 million

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 11. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time
in Bankruptcy) (continued)
1981 – 2013: All filings of firms with Assets > $100 million: Successful Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 11. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time
in Bankruptcy) (continued)
1981 – 2013: All filings of firms with Assets > $100 million: Unsuccessful
Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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VII. DISMISSALS AND UNKNOWN OUTCOMES
Comparing our results for all filings in Figure 7 with those for the larger-firm
sample in Figure 11, we find, not surprisingly, that a smaller proportion of the gross
filings (1,760 firms) were Dismissed (3.6%) or the outcome is Unknown at this time
(10.5%), for a total of 14.1%, vs. about 20.2% for all filings (7.3% + 12.9%). The
percentage of dismissals and unknown outcomes diminishes further for filings
greater than $500 million in assets. It is reasonable that firms with more substantial
assets have a better chance of moving ahead in the bankruptcy reorganization
process than do smaller entities and it is more likely that the proceedings will be
more easily traced as to the outcome. The latter may not be the case for the most
recent filings in 2011-2013, which simply have not had enough time to finish the
process, except in the case of Prepacks. A prepackaged or prearranged filing is far
more likely for larger firms than smaller ones. Indeed, for the entire time series
from 1981-2013, 285 of the 318 Prepacks (89.6%) were from our larger firm
sample. Indeed, all but five (5) of the 99 Prepacks since 2009 are from firms with
assets greater than $100 million. So, for these firms, the outcome is essentially
always known.
VIII. TIME IN BANKRUPTCY ACROSS FIRMS OF DIFFERENT SIZE AND OUTCOMES
While we find distinct differences for several of our metrics between larger and
smaller firm chapter 11s, the time in bankruptcy metric is very similar across the
firms of different size. Indeed, the adjusted median time in bankruptcy for all
outcomes, whether successful or not, was essentially the same for all filings (1.04
years, Figure 7) vs. 1.05 years for firms with assets greater than $100 million
(Figure 11). Median time in bankruptcy did increase to 1.19 years for filings
greater than $500 million in assets (see Figure 12). The average (not median) time
in bankruptcy was 1.38 years for all filings, 1.39 years for those with assets greater
than $100 million and 1.47 years for those with assets greater than $500 million
(Figure 13). For non-Prepacks and unsuccessful filings, the average (and median)
time in bankruptcy was considerably longer, i.e., an average of 1.74 years for
unsuccessful chapter 11s and 1.75 years for Non-Prepacks. Average (not median)
time in bankruptcy was slightly longer for the larger firms for both Prepacks (0.35
years) and Non-Prepacks (1.64 years).
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Figure 12. Time in Bankruptcy: Median
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Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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Figure 13. Time in Bankruptcy: Average
Time in Bankruptcy: Average
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IX. MEGA BANKRUPTCIES
Earlier in this paper, we observed in Figure 4 that about 20% of all "large"
chapter 11 filings with liabilities greater than $100 million from 1989-2013 were
truly huge with liabilities greater than $1 billion. We also saw, in Figures 6 and 7,
that about half of all filings since 1981 had assets greater than $100 million (1,760
out of a total of 3,460 total gross filings of all sizes). In order to focus on a segment
of all filings that we now call "mega-bankruptcies," with assets greater than $500
million, we see that since 1981 there have been 701 of these very large filings, or
20% of all filings, and about 40% of those greater than $100 million in assets. We
list these results in Appendix A.
We observe from Appendix A that about 86.5% of the mega-bankruptcies since
1981 have outcomes that are known (net filings) where most of the unknown
outcomes are naturally since 2008, and especially since 2011. Of the 606 net
filings, the median (unadjusted) time in bankruptcy is somewhat longer (1.10 years)
than for both all filings (1.03 years) and those greater than $100 million in assets
(1.03 years). The adjusted median time in bankruptcy for our mega sample is also
somewhat longer (1.19 years) than the smaller size samples. Likewise, the average
time in bankruptcy for all mega-bankruptcies (1.47 years or 17.6 months) is longer
than the greater than $100 million asset sample (1.38 years). These results are not
surprising since larger bankruptcies are more complex, oftentimes involving both
public and private creditors and shareholders. Keep in mind that regardless of the
creditor profiles, all of our observations, regardless of size, are for publicly owned
enterprises.
Interestingly, 20.3% of all net filings (123/606) were either prepackaged or
prearranged chapter 11s for our mega-bankruptcy sample, compared to 18.9% for
the greater than $100 million asset sample, and 11.6% for all chapter 11 filings. I
had expected an even higher proportion for the mega filings. Indeed, 6 of 14 (43%)
of the 2013 (through June 30) mega sample are "prepacks," with the consequent
shorter time in bankruptcy (0.31 year) for all 123 prepacks since 1989 amongst
mega-bankruptcies.
The "successful" chapter 11 mega-bankruptcies were 78.4%, compared to
71.2% for those filings with assets greater than $100 million and 64.6% for all
filings, regardless of size.
For the successful chapter 11s amongst the largest mega-bankruptcy sample, the
median time in bankruptcy was slightly longer (1.04 years) than for the greater than
$100 million in assets sample (0.90 years), with the same comparison for average
time in bankruptcy (1.36 years vs. 1.25 years). Again, the complexity factor, no
doubt, affected these differences.
Finally, since the new revisions to the Code went into effect in late 2005, the
proportion of mega-bankruptcies, relative to the entire sample from 1981-2013, was
about the same 37.4% (262/701) compared to the greater than $100 million in asset
sample (35.2%, 619/1760). And, there is no evidence that the time in bankruptcy
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since 2005 is getting shorter. Indeed, the median time in bankruptcy for three of the
years, 2006 (1.20 years), 2008 (1.44 years), and 2011 (1.49 years), was greater than
the median for the entire sample (1.19 years); three years (2007, 2009 and 2010)
were shorter, and it is too early to tell for the last two years (2012 and 2013).
X. CREDITOR RECOVERIES
One important indicator of the effectiveness of the bankruptcy process, and the
relative influence of the various stakeholders in the process, is the default recovery
rate, especially if we evaluate recoveries by seniority over time. There are two
main types of recoveries to creditors—the value of the outstanding securities just
after default/bankruptcy, and the value when the reorganization process is
completed. The latter is often referred to as the "ultimate recovery" in the
emergence-year from bankruptcy.64 One can also postulate that the value of
corporate bonds and loans at the time of bankruptcy is an unbiased estimate of the
present value of the ultimate recovery, although one of the important unknowns is
the expected time in bankruptcy. Earlier, we showed that the expected time for
non-prepackaged chapter 11s is about 1.5 years and for prepacks, about four
months.
A relevant and also somewhat controversial aspect of the revised Bankruptcy
Code is the relative influence of some creditors vs. other creditor classes and
debtors in the bankruptcy reorganization process.65 The U.S. corporate bankruptcy
process has for a long time been known as relatively more debtor-friendly compared
to other countries' bankruptcy experience, as well as when compared to earlier years
in the 20th century.66 That perception has changed somewhat with the revisions to
the Bankruptcy Code in the BAPCPA Act of 2005, and the pendulum, it is alleged
by some, has swung toward the creditor, particularly the secured creditor, in the
U.S.67 In other countries, however, particularly European nations, bankruptcy
revisions seem to have shifted toward being more debtor-friendly as many
countries, e.g., Germany, France, and Italy, have adopted new provisions similar to
the U.S. chapter 11 system.68
64
See Kenneth Emery, Special Comment, Moody's Ultimate Recovery Database, Moody's Investors
Service,
Apr.
2007,
at
3,
available
at
https://www.moodys.com/sites/products/DefaultResearch/2006600000428092.pdf.
65
See Daniel S. Mozes, The Debtor is Dead, Long Live the Debtor, 85 TEMP. L. REV. 723, 742 (2013)
(discussing influence of secured creditors over equity holders, unsecured creditors, and debtors in the
bankruptcy process).
66
See David Smith & Per Strömberg, Maximizing the Value of Distressed Assets: Bankruptcy Law and
Efficient Reorganization of Firms, SYSTEMIC FINANCIAL CRISES: CONTAINMENT AND RESOLUTION 232,
232 (Patrick Honohan & Luc Laeven, eds., 2005) (describing U.S. corporate bankruptcy procedures as
"debtor-friendly" in comparison to other countries).
67
See, e.g., Kaitlin A. Bridges, "Hanging" On to Till: Interpretations of BAPCPA's Hanging Paragraph,
72 MO. L. REV. 581, 581 (2007) (stating a majority of courts interpret "hanging paragraph" to favor secured
creditors).
68
For example, a recent conference in Florence, Italy (May 28, 2013) on "Comparing Chapter 11 in the
U.S. to the new Italian Bankruptcy Code" sponsored by the city of Florence and the CESIFIN Foundation,
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One study by Andrew Wood argued that there was a significant decline in the
recoveries to unsecured creditors and shareholders in large public company
bankruptcies in 2009-2010 in the aftermath of great financial crisis of 2008,
compared to a long-ago period of 1991-1996.69 Based on a relatively small sample
of 42 chapter 11 cases that emerged in the two years, noted above, his results were
compared to those recorded by LoPucki, essentially following the earlier study's
methodology.70 Wood does note that one should expect reduced recoveries during
and just after a recession since they do fluctuate over time (I will demonstrate this
quite clearly below), and he concluded that the 2009/2010 results could be "an
anomaly."71 But, the author goes on to suggest that due to significantly higher actual
and expected recoveries to senior secured creditors, particularly due to second and
third lien securities growth, that unsecured creditors and equity holders "should not
expect significant recoveries in chapter 11 cases."72 I will return to this line of
reasoning and conclusion shortly. However, I find no conclusive evidence that
senior secured bondholders have received consistently higher recoveries to the
detriment of unsecured creditors since the new Code went into effect in late 2005
and since the recession of 2008/2009. Essentially, both classes of creditors usually
receive above average recoveries in benign credit periods, e.g., low default rates,
and below average recoveries in stressed economic and default periods. And, there
have been periods when recoveries have increased for unsecured creditors when
those for secured creditors have declined!
Figure 14 shows the time series of default recoveries by seniority of bond
creditor claims at the time of default from 1978-2013 (Q2). Not surprisingly, the
median annual recovery rate on senior secured bonds (59.05%)73 is greater than
senior unsecured (47.52%), senior-subordinated (34.00%) and subordinated
(32.91%). Effectively, the last category has disappeared of late, and even the
senior-subordinated claim has become a rare occurrence.
At first glance, it appears that in most years since the enactment of the recent
Code in 2005, the recovery rate on the senior secured category is greater than the
historic average, or median, of 59%. This is also the case, for the senior unsecured
claims. One cannot jump to the conclusion, however, that the most senior claimants
have been favored by the new Code since many of these recent years are coincident
with benign credit periods (e.g., 2006-2007 and 2011-2013). We have established
that recovery rates are substantially influenced by the credit cycle and default
explored those issues now that the Italian Bankruptcy system adopted significant changes in September
2012.
69
See Andrew A. Wood, The Decline of Unsecured Creditor and Shareholder Recoveries in Large Public
Company Bankruptcies, 85 AM. BANKR. L.J. 429, 446 (2011).
70
Id. at 432 (discussing Lynn M. LoPucki, The Myth of the Residual Owner: An Empirical Study, 82
WASH. U. L.Q. 1341 (2004)).
71
See id. at 431.
72
Id.
73
The median for senior secured creditor recoveries was somewhat less, at 50.2%, when it is calculated
based on all recoveries rather than the median of each year's average. The other classes' recoveries are
essentially the same, regardless of the calculation method.
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rates.74 Thus, in benign periods like 2006-2007 and 2011-2013, we should expect
high recoveries across the board of the seniority spectrum and the reverse during
stressed period, like 2008-2009, when recovery rates were, as expected, below the
norm. For all of 2013 (not shown in Figure 14), the recovery rate on senior
unsecured bonds was lower than the mid-year figure, at 34.4%, and the senior
subordinated class a material increase in average recoveries to 66.8%, on just three
issues.
We do observe significantly higher average recoveries for prepackaged chapter
11 bond creditors than non-prepackaged, traditional filing bonds. Indeed, since
1978, the weighted average bond recovery rate (weighted by the size of the bond
issue) for prepackaged chapter 11s was 51.6% (based on 168 observations)
compared to just 31.6% for non-prepacks (based on 1,142 observations)—a very
significant difference, indicating that the statistical difference did not occur by
chance.

74

See Edward Altman, et al., The Link Between Default Rate and Recovery Rates: Theory, Empirical
Evidence, and Implications, 78 J. BUS. 2203, 2204 (2005) (arguing "aggregate recovery rates are basically a
function of supply and demand for the securities.").
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Figure 14. Weighted Average (by Issue) Recovery Rates on Defaulted Debt by Seniority per
$100 Face Amount, 1978- 2Q 2013
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9 30.63 165 6 25.80 2,783 48.95

Median
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In order to assess whether the recovery rate on high-yield corporate defaults has
been different in the years since the Bankruptcy Code was revised in late 2005, we
can observe the trend-line-regression analytic results from our default rate-recovery
rate model of 200575 updated for data through 2012, in Figure 15. Note that the
recovery rate used in this model is the weighted-average price of defaults just after
the default date—not the ultimate recovery rate. Essentially, these linear and nonlinear representations show the "expected" relationship between default and
recovery rates, based on data since 1982. So, if we observe consistent patterns of
above (or below) expected recovery rates on creditor securities in recent years, we
can conclude that bond creditors, in this case, are doing better than what one would
have expected given the typical demand-supply induced relationship. From Figures
14 and 15, we can observe that the weighted average recovery rate on corporate
bond defaults in every year since 2005, with the exceptions of 2008 and 2010, has
been higher than one would have expected from the longer term historical
relationship between default and recovery rates.76 In 2008, the recovery rate
(42.5%) was just about what one should expect in an average default year. And in
2010, the recovery rate (46.6%) was slightly below what one could expect in a
benign, low default rate year. Since 2010, and continuing into 2013, the recovery
rates have been above expectations, as they also were in 2006-2007. Even in 2009,
when the recovery rate for all seniorities was "only" 36%, it was above what one
normally would recover in very stressful years; in this case when the default rate
was the second highest ever, almost 11%.77

75

Id. at 2214.
See id. at 2204–05 (explaining negative correlation between default rates and recovery rates).
77
In order to see if these relationships hold across the seniority spectrum, we plan to run similar
regressions of the relationship between default and recovery rates. See ALTMAN & KUEHNE, supra note 56,
for a more complete analysis of default and recovery rates in the high-yield bond market.
76
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Figure 15. Recovery Rate/Default Rate Association, Dollar Weighted Average
Recovery Rates to Dollar Weighted Average Default Rates, 1982-2012
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We have also observed ultimate recovery rates on corporate bonds and loans
based on Moody's estimates in Figure 16. We list the annual ultimate recovery rate
based on both the year of default and the ultimate recovery year. If we are trying to
assess the impact of the Revised Bankruptcy Code of 2005 on creditor recoveries,
perhaps the data based on the "default-years" is more relevant, e.g., 2006-2013.
This is particularly true for those years just after 2005, because if we assessed data
based on the "ultimate-years," it was likely that the relevant Bankruptcy Code that
guided the proceedings was from prior to the Revisions of 2005. Probably, both the
default-years and the ultimate-years are relevant since 2009, since the bankruptcy
more than likely took place after October 2005.
From Figure 16, the strongest evidence on ultimate recoveries at the time of
emergence is that for bankruptcies since 2005, the bank loan recoveries were above
the average over the period 1987-2012 (77.5%) in every year except 2008, when
recoveries (67.3%) were below the average. These loans are essentially senior
secured, although the number of loans that have emerged in the most recent years of
2011 and 2012 are very small (8 and 1, respectively). For senior secured bonds, the
results are mixed, with above average recoveries in 2006, 2007 and 2011, about
average in 2009, and 2012 and below the average in 2008 and 2010. Senior
unsecured bonds' ultimate recoveries since 2005 seem to be below the historical
average (41.4%) in five of the seven years. Subordinated bonds, essentially nonexistent since 2011, had a noticeable decline in recoveries to below average (20.6%)
levels in 2008-2010, although above average in 2006 and 2007. Again, all of these
are ultimate recoveries in the default year from bankruptcies since the new Code
went into effect. We also list ultimate recoveries based on the year of emergence in
Figure 16.
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Figure 16. Average Ultimate Recovery Rates on Defaulted U.S. Corporate
Loans and Bonds (By Emergence and Default Years: 1987-2012)
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XI. RECOVERIES AND THE BUSINESS CYCLE
Much has been said about the recent trend in recovery rates to creditors in
general, and especially to the various seniority classes. Indeed, as mentioned
earlier, Wood has attempted to show empirically that there has been a noticeable
decline in unsecured creditors and shareholder recoveries in 2009-2010 compared to
those in 1991-1996.78 It is difficult to put much credence in the five-year period in
the early 1990s, except that it was a convenient set of data to compare to since
another researcher (LoPucki) had provided some data on recoveries, not to mention
the small sample (42 observations) used for the 2009/2010 unsecured creditors.79
The truth of the matter is that recoveries, whether at default or upon emergence
from bankruptcy (ultimate recoveries), are quite sensitive to the economic cycle and
to the default rate coincident to the measurement of recoveries. From Figures 17
and 18, we see that the recovery rate on bonds at default and upon emergence is
highly negatively correlated to the business cycle and default rates, with quite low
recoveries near the end and shortly after the recession periods and peaks of default
rates. The data also shows that we can expect extremely high recoveries in benign
credit cycles and low default rates. This is exactly what Altman, et. al. found in an
earlier study.80
From Figure 14, we can observe some extraordinarily high recovery rates in
many years since the revisions to the Bankruptcy Code in 2005 for both senior
secured and senior unsecured bonds. Indeed, in 2006 (90.6%), 2007 (87.2%), 2012
(74.0%) and 2013 (70.8%), the recoveries at default on senior secured bonds were
much above the historical average from 1981-2013 (50.4%).81 But, in 2008
(30.5%), 2009 (43.3%) and 2010 (39.5%), default recoveries on senior secured
bonds were much below average. For senior unsecured bonds (and senior
subordinated bonds), the results were much the same, with every year in the 20062013 period above the historical average (37.9%) or median (35.0%), except
perhaps 2009. And, in some years like 2008 and 2010, senior unsecured bonds
actually realized higher recoveries than did the senior secured bonds. So, I see no
evidence that unsecured bonds have suffered with respect to historical averages in
recent years. They still do well, especially in benign credit years when default rates
are low.

78

See Wood, supra note 69 and accompanying text.
See id. at 431–32; see also LoPucki, supra note 70 at 1350.
80
See Altman, et al., supra note 74 at 2224–25.
81
These recoveries were also above the median (44.5%) of all bonds.
79
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Figure 17. Historical Default and Recovery Rates (at Default) vs. Recession
Periods in the U.S., High-Yield Bond Market, 1988-2Q 2013
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Figure 18. Historical Default and Recovery Rates (Ultimate) vs. Recession
Periods in the U.S., High-Yield Bond Market, 1988-2012
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It is true that the above data is only on bonds, so we need to observe the
Moody's data in Figure 16 for evidence on loans and for ultimate recovery rates.
While the differences in recovery rates can be substantial in a given year whether
one looks at recoveries at default or ultimate recoveries, it is usually the case that
recovery rates at default are unbiased estimates of the discounted value of
recoveries when the firm emerges from bankruptcy. And, again, Altman &
Eberhart found that both senior secured and senior unsecured bonds had much
higher returns, in the period between default and emergence, than did subordinated
bonds, and likely equity stakeholders.82 And, that was a study covering recoveries
from 1980-1992.83 So, the fact that senior secured bonds have high recoveries and
do well during the restructuring period is really nothing new.
It is true that senior secured bonds and loans have increased of late as a
proportion of new issues of junk bonds and loans, as investors favor these classes
for greater protection in the event of default and issuers, especially low quality
ones, find the market far more receptive of secured issues, even if they are second
or third lien securities.84 This probably implies that should these issuers get into
trouble in the future, they will have less assets that they can use as security for
additional financing. One can observe from Figure 14 that the category of
subordinated bonds has essentially disappeared since 2009 and the seniorsubordinated category has also shown a strong decline in popularity.
Ultimate recoveries in the emergence year on loans, mostly secured, were above
average (77.5%) in four of the last seven years (Figure 16), but below average
especially in 2009 and 2011. The same is true for senior secured bonds, although
not as much, with above average (61.5%) ultimate recoveries in 2007, 2008 and
2012 and below average in 2009, 2010 and 2011. The latter two years (2011 and
2012) had very few data points for secured and unsecured loans and bonds.
CONCLUSION
The main objectives of this paper were to comment on the role of the distressed
debt market and its investors, and to present comprehensive and relevant statistics
over the past several decades on corporate bankruptcy filings under chapter 11 of
the Bankruptcy Code. The bond and loan markets play an increasingly important
role in the eventual performance of the bankruptcy process and impact both the
wealth of the relevant stakeholders of bankrupt firms as well as the functioning of
our economic system, where leveraged-financings now exceed $2 trillion in the
corporate sphere. We have also, when relevant, attempted to comment on recent
trends of chapter 11 filings, especially since there is much discussion about what
impact the revisions to the Bankruptcy Code of 2005 have had on the functioning of
82

See Altman & Eberhart, supra note 12 at 75.
Id.
84
See Randall Klein & Danielle Juhle, Majority Rules: Non-Cash Bids and the Reorganization Sale, 84
AM. BANKR. L.J. 297, 313 (2010) (stating secured debt market has flourished since 1940s).
83
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the bankruptcy system and on recoveries to creditors of bankrupt entities. With
respect to recoveries to unsecured creditors since the new revisions went into effect
in late 2005 despite some anecdotal instances to the contrary, we find no convincing
overall statistical evidence that this class has suffered vis-à-vis senior secure
creditors. More important than my commentaries, however, is the objective to
provide the bankruptcy community with comprehensive and objective data to reach
informed opinions and suggestions, if any, to improve upon the chapter 11 process.
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Appendix A. All Filings of Firms with Assets>$500 million, 1981-2013

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Appendix A. All Filings of Firms with Assets>$500 million, 1981-2013 (cont.)

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Appendix A. All Filings of Firms with Assets>$500 million, 1981-2013 (cont.)

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.

THE AFTERMATH OF "WAMU":
A PROBLEM STILL IN SEARCH OF A SOLUTION
ERIC B. FISHER AND KATIE L. WEINSTEIN*
INTRODUCTION
Even though In re Washington Mutual, Inc.1 (the "WaMu decision") has been
criticized and was vacated by the Delaware bankruptcy court as part of an overall
resolution of the issues in dispute,2 it nonetheless augurs a likely increase in insidertrading-related litigation in bankruptcy court. The potential implications of the
WaMu decision, together with the current enforcement focus of the U.S. Securities
& Exchange Commission (the "SEC") on insider trading by hedge funds, suggest
that this issue should be of paramount concern to activist hedge funds. The WaMu
decision brings into sharp relief the issue of how to fulfill the "level playing field"
aspiration of the securities laws without unnecessarily chilling active hedge fund
participation in the bankruptcy process. In Part I of this paper, we discuss the
WaMu decision, explaining our view that, in its wake, we are likely to see more
bankruptcy litigation involving claims of insider trading. In Part II, we survey and
evaluate the different approaches that activist funds and other parties-in-interest
have pursued in their efforts to minimize the risk of "WaMu-type" litigation. In Part
III, we conclude that the most recent approaches, which seek judicial findings in
advance that parties are not "temporary insiders" or will not be considered
recipients of material non-public information, are misguided and expose hedge fund
parties to substantial litigation and regulatory risk.
I. THE WAMU DECISION
On September 13, 2011, Judge Mary F. Walrath granted a motion by the WaMu
equity committee for authority to pursue equitable subordination and disallowance
of certain bondholder claims (the "Standing Motion") on the basis that a group of
hedge fund bondholders involved in negotiations over WaMu's reorganization plan
allegedly engaged in insider trading.3 The court recognized that the rarely used
remedy of "equitable disallowance" was available if it could be shown that the
bondholders had traded in WaMu's securities while privy to nonpublic information
gleaned through settlement negotiations with the WaMu debtors that "may have
shifted towards the material end of the spectrum."4
*
Eric B. Fisher is a New York-based partner in Dickstein Shapiro's Financial Restructuring &
Bankruptcy Practice and a leader of the firm's Financial Crisis Litigation Practice. Katie L. Weinstein is a
New York-based counsel in the firm's Financial Restructuring & Bankruptcy Practice.
1
461 B.R. 200 (Bankr. D. Del. 2011).
2
In re Wash. Mut., Inc., No. 08-12229, 2012 WL 1563880, at *16 (Bankr. D. Del. Feb. 24, 2012).
3
In re Wash. Mut., Inc., 461 B.R. 200, 267 (Bankr. D. Del. 2011).
4
Id. at 263.
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A. Factual Background
On September 25, 2008, the Office of Thrift Supervision closed Washington
Mutual Bank and appointed the Federal Deposit Insurance Corporation (the
"FDIC") as receiver.5 On that same day, the FDIC sold nearly all of the bank's
assets to JPMorgan in exchange for cash and the assumption of certain liabilities.6
As receiver of the bank, the FDIC retained certain claims.7 The very next day,
WaMu and an affiliate commenced chapter 11 bankruptcy proceedings.8
In the wake of the September 2008 seizure and asset sale, which marked the
largest bank failure in the nation's history, a multitude of disputes arose among the
debtors, JPMorgan and the FDIC concerning ownership of certain assets and
various claims that had been asserted.9 Those disputes, potentially worth billions,
were the subject of litigation in bankruptcy court and elsewhere.10 It soon became
clear that the outcome of WaMu's reorganization, and the extent to which creditors
and shareholders would recover on their claims, depended upon resolution of these
multi-billion-dollar disputes.11
In March 2010, a global settlement was announced that resolved the disputes
among the debtors, JPMorgan and the FDIC.12 The settlement was incorporated into
the debtors' proposed plan of reorganization.13 In January 2011, the bankruptcy
court declared that the global settlement was fair and reasonable, but declined to
confirm the plan for other reasons.14
The plan and settlement were subsequently modified to address certain
concerns expressed by the court.15 The hedge fund bondholders, as significant
creditors holding large positions in the case, were invited to participate in the
negotiations at times.16 In March 2011, the debtors sought confirmation of the
modified plan.17 The modified plan had the support of major constituencies,
including JPMorgan, the FDIC, the bondholders and the creditors' committee.18
The equity committee, however, opposed the modified plan.19 According to the
5

Id. at 211.
Id.
7
Id.
8
Id.
9
Id.
10
Eric B. Fisher & Katie L. Cooperman, Bankruptcy Court Authorizes Insider Trading Claims Against
Hedge Funds, N.Y. L.J., Dec. 1, 2011, at 4.
11
Id.
12
In re Wash. Mut., Inc., 461 B.R. 200, 212 (Bankr. D. Del. 2011) ("On March 12, 2010, the parties
announced that they had reached a global settlement agreement[.]").
13
Id.
14
Id.
15
Id.
16
Id.
17
Id.
18
Id. at 213.
19
Id.
6
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equity committee, the formulation of WaMu's bankruptcy plan was:
[T]he product of a disturbing process that operated, with the
knowledge and complicity of the Debtors, for the benefit of a
favored few – four powerful hedge fund managers who played
pivotal roles in orchestrating both the Global Settlement Agreement
and the Plan, and who, with the Debtors' express permission via the
terms of confidentiality agreements, were enabled to engage in
[insider trading.]20
The bondholders opposed the equity committee's prosecution of "meritless" and
"unprecedented" claims that are "uneconomic to pursue" where the debtors' estates
suffered no harm.21 In particular, the bondholders claimed that they acted in good
faith as arm's length creditors, and were "relegated to discrete and intermittent roles
in settlement negotiations and the plan process."22 The bondholders rejected any
implication that they dominated or controlled the debtors or had fiduciary duties to
other creditors simply by joining an informal creditor group that collectively held a
substantial position in a class of the debtors' securities.23
The portion of the WaMu decision that is the focus of this paper is the court's
ruling on the equity committee's Standing Motion, which sought authority to
prosecute claims for equitable subordination or disallowance of the noteholders'
claims.24 The issue before the court was whether the equity committee had stated a
"colorable claim" for equitable subordination or disallowance.25 As the court noted,
the "threshold for stating a colorable claim is low and mirrors the standard
applicable to a motion to dismiss for failure to state a claim."26 Thus, the court's
decision granting the Standing Motion was "merely a preliminary ruling . . . [i]n
contrast to a ruling on the merits based upon a fully developed factual record after a
full trial and discovery[.]"27
In granting the Standing Motion, the court was hospitable to the equity
committee's contention that the bondholders had become temporary insiders of the
debtors and had assumed fiduciary responsibilities to other stakeholders by virtue of

20
[Revised] Post-Hearing Brief of the Official Committee of Equity Security Holders in Opposition to
Confirmation of the Debtors' Modified Sixth Amended Plan of Reorganization at 1, In re Wash. Mut., Inc.,
461 B.R. 200 (Bankr. D. Del. 2011) (No. 08-12229).
21
Motion of Aurelius Capital Management, LP for Leave to Appeal Under 28 U.S.C. § 158(a) at 1–2, In
re Wash. Mutual, Inc., 461 B.R. 200 (Bankr. D. Del. 2011) (No. 08-12229).
22
Id. at 12.
23
Id. at 6–7.
24
In re Wash. Mut., Inc., 461 B.R. 200, 267 (Bankr. D. Del. 2011).
25
Id. at 254 (citing Official Comm. of Unsecured Creditors of Cybergenics Corp. v. Chinery, 330 F.3d
548, 566–67 (3d Cir. 2003)).
26
Id. at 255 (citing In re Centaur, LLC, No. 10-10799, 2010 WL 4624910, at *4 (Bankr. D. Del. Nov. 5,
2010)).
27
In re Wash. Mut., Inc., No. 08-12229, 2012 WL 1563880, at *19 (Bankr. D. Del. Feb. 24, 2012).
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their involvement in the reorganization process.28 The court was also receptive to
the equity committee's contention that the substance of the bondholders' settlement
discussions with the debtors constituted material nonpublic information that should
have barred them from trading.29 Finally, as a means of redress, the bankruptcy
court appeared willing to breathe new life into the remedy of "equitable
disallowance," a doctrine that is a creature of case law and not found in the
Bankruptcy Code.30
B. Analysis of Insider Trading Claim
The court in WaMu relied on a broad interpretation of the Supreme Court's
decision in Dirks31 to hold that the bondholders may have become "temporary
insiders" of the debtors when the debtors "gave them confidential information and
allowed them to participate in" the global settlement negotiations with JPMorgan.32
The court also found that the bondholders could be considered "non-statutory"
insiders because of their status as members of an ad hoc group with "blocking
positions" in certain classes of the debtors' securities.33 Taken to its logical
conclusion, WaMu implies that lone creditors, and certainly members of ad hoc
committees, may fall under Dirks' definition of "temporary insider," depending
upon their level of access to nonpublic information and participation in nonpublic
negotiations.34
WaMu, in reliance on Basic v. Levinson, holds that mere knowledge of the
occurrence of preliminary settlement negotiations (about which the trading public is
unaware) may constitute material nonpublic information.35 Judge Walrath rejected
the bondholders' argument that information concerning preliminary, inconclusive or
stale negotiations is immaterial as a matter of law and that a deal must be in place
before settlement talks themselves become material.36 WaMu, when read alongside
Basic, implies that any creditor privy to confidential settlement discussions at any
time during a bankruptcy case should remain restricted or walled off until the
28

In re Wash. Mut., 461 B.R. at 263–64.
Id. at 263.
30
Id. at 256–58.
31
Dirks v. S.E.C., 463 U.S. 646, 655 n.14 (1983).
32
In re Wash. Mut., 461 B.R. at 263.
33
Id. at 264.
34
Fisher & Cooperman, supra note 10, at 9.
35
See Basic Inc. v. Levinson, 485 U.S. 224, 240 n.18 (1988) (articulating standard of materiality for
purposes of insider trading as information a reasonable investor would consider important and noting
"trading (and profit making) by insiders can serve as an indication of materiality") (emphasis omitted); see
also Martin J. Bienenstock, et al., The Alphabet Soup of Getting Restricted, Law360 (Sept. 23, 2013)
http://www.law360.com/articles/474098/the-alphabet-soup-of-getting-restricted ("Even mere knowledge of
the existence of nonpublic restructuring discussions and negotiations between the company and certain
creditors may constitute [material nonpublic information].").
36
In re Wash. Mut., 461 B.R. at 260 (citing Basic v. Levinson, 485 U.S. 224, 237 (1988), wherein the
"Supreme Court . . . expressly rejected the argument that there is no materiality to discussion until an
agreement-in-principle has been reached.").
29
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substance of the settlement discussions is publicly disclosed.37 According to Judge
Walrath, "a requirement to restrict trading or create an ethical wall in exchange for a
seat at the negotiating table" is a fair price to pay by "creditors who wish to receive
confidential information and give their input."38
C. Implications
In WaMu, Judge Walrath revived the theory of equitable disallowance adopted
in the Supreme Court's 1939 decision in Pepper v. Litton as a viable remedy to
eliminate the bondholders' claims against the debtors based on allegations of insider
trading.39 Even though Judge Walrath vacated her decision on September 24, 2012,
the WaMu decision raises important, unresolved questions likely to recur in this era
when hedge funds, and other alternative investment vehicles, play an increasingly
important role in the restructuring process.40 At least one bankruptcy judge has
concurred with the vacated portion of Judge Walrath's decision, despite its vacatur,
and creditors are well advised to proceed with caution.41 Creditors who choose to
37

Fisher & Cooperman, supra note 10, at 9.
In re Wash. Mut., 461 B.R. at 266.
39
Pepper v. Litton, 308 U.S. 295, 311 (1939).
40
The Plan included, as a condition precedent to confirmation, the condition that the bankruptcy court
vacate, for all purposes, (a) the September order to the extent it relates to the Standing Motion, and (b) those
portions of Judge Walrath's opinion that relate to the Standing Motion (i.e., section III(H) of the September
13, 2011 opinion, pages 10839, and the first sentence on page 68, footnote 31 on page 70, and the last
paragraph of section III(D) of the opinion, page 73). In re Wash. Mut., Inc., No. 08-12229, 2012 WL
1563880, at *16 (Bankr. D. Del. Feb. 24, 2012). Judge Walrath noted, among other things, that, "absent
vacatur, the eight separate appeals of the September Opinion will proceed in at least one appellate court, if
not more, which appellate process could last for years, imposing significant costs on the parties and the
judicial system," that the portions of the order and opinion that are being vacated "are fact-specific, unique to
this bankruptcy, and are non-binding on other courts," and that partially vacating her decision in furtherance
of the settlement "will avoid further protracted litigation in this Court, in the Delaware District Court, and in
the Third Circuit[.]" Id. at *18. Judge Walrath went on to find that:
38

[T]he Court's determination . . . that the Equity Committee has standing to pursue
certain equitable disallowance claims was merely a preliminary ruling. In contrast to a
ruling on the merits based upon a fully developed factual record after a full trial and
discovery, the precedential value of the portions of the September Opinion and
September Order that are related to the Standing Motion therefore is not high. On the
other hand, the resolution of the Chapter 11 Cases pursuant to the Plan and the
compromises and settlements embodied therein preserves estate resources, conserves
judicial resources, and ensures that billions of dollars in distributions can be made to
creditors and holders of equity interests who have waited over three years for any
recovery. This Court thus concludes that the Debtors have demonstrated the presence of
"exceptional circumstances" warranting the requested vacatur and that the requested
vacatur will serve the public interest.
Id. at *19.
41
In upholding the remedy of equitable disallowance, Judge Gerber quoted Judge Walrath's opinion in
WaMu but noted that the language "may not appear if you shepherdize Judge Walrath's Washington Mutual
decision the traditional way [because] she later vacated her decision when parties made a deal in the case."
Judge Gerber went on to question the propriety, stating that the WaMu decision "reflects thinking on this
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play an active role in the negotiation process may be regarded as insiders of a
debtor, by virtue of their participation in nonpublic negotiations, and may
unwittingly assume the attendant obligations and restrictions.42 Under WaMu,
creditors who buy or sell securities of financially distressed companies based upon
nonpublic information learned through participation in the bankruptcy process risk
subordination or disallowance of their claims in full.43
Because the barriers to stating viable claims for equitable subordination are
substantially lower than those under the federal securities laws, we expect an uptick
in insider trading-related litigation in bankruptcy court. It is potentially far easier
for a plaintiff to assert a viable claim in bankruptcy court for equitable
subordination or disallowance based upon insider trading than it would be for that
same party to assert a claim under the federal securities laws. The requirements for
equitable subordination or disallowance of creditor claims based upon theories of
insider trading are not equivalent to those necessary to state a claim under the
federal securities laws. The former are more lax. For example, to state the most
obvious difference, equitable subordination requires a showing that the defendant
behaved inequitably;44 on the other hand, to state a claim under section 10(b) of the
Securities Exchange Act of 1934 and Rule 10b-5 thereunder, a plaintiff must
ultimately prove scienter—a standard that is much tougher to satisfy than mere
inequitable conduct.45 In addition, claims under the federal securities laws are
subject to the stringent pleading requirements imposed by the Private Securities
Litigation Reform Act of 1995 (the "PSLRA").46 Equitable subordination or
disallowance claims based upon insider trading, in contrast, are arguably not fraud
claims at all and thus may not even be subject to the pleading-with-particularity

exact issue by a very respected Judge and frankly I have my reservations as to the extent to which judicial
thinking could be vacated and made irrelevant by the decision of parties to make a deal after the decision
was issued at least on matters of law as compared and contrasted to disputed issues of fact." Transcript of
Hearing re: Debtors' Objection to Proof of Claim at 12–13, In re Motors Liquidation Co., (2012) (No. 0950026). Similarly, on July 17, 2012, Judge Gerber again expressed his agreement with Judge Walrath's
analysis in WaMu and stated that he was "not impressed by arguments that, like one of those three monkeys,
I should close my eyes and ears to the benefits of her thinking on this subject, simply because incident to a
settlement, there was a partial vacatur of the opinion in which her thinking was revealed." Audio of Hearing
Regarding Noteholders' Motion In Limine To Preclude Certain Evidence Or, In The Alternative, To Adjourn
The Trial Date at 57:00, In re Gen. Motors Corp, No. 09-50026 (Bankr. S.D.N.Y. 2012).
42
Fisher & Cooperman, supra note 10, at 9.
43
Id.
44
See generally Benjamin v. Diamond (In re Mobile Steel Co.), 563 F.2d 692 (5th Cir. 1977); In re
Adelphia Commc’ns Corp., 365 B.R. 24, 68 (Bankr. S.D.N.Y. 2007).
45
See, e.g., Tellabs, Inc. v. Makor Issues & Rights, Inc., 551 U.S. 308, 324 (2007) (stating "inference of
scienter must be more than merely 'reasonable' or 'permissible'—it must be cogent and compelling, thus
strong in light of other explanations.").
46
The PSLRA imposes heightened pleading requirements for any private claim. See Merrill Lynch,
Pierce, Fenner & Smith Inc. v. Dabit, 547 U.S. 71, 81–82 (2006). Claims for insider trading must be pled
with particularity and allege a strong inference of fraud. Tellabs, 551 U.S. at 321. The pleading requirements
of the PSLRA require a plaintiff to "state with particularity facts giving rise to a strong inference that the
defendant acted with the required state of mind" with respect to "each act or omission alleged to violate" the
federal securities laws. 15 U.S.C. § 78u-4(b)(2) (2006).
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requirements of Rule 9(b) of the Federal Rules of Civil Procedure.47 Further, there
are fewer hurdles to establish standing to assert an equitable subordination claim as
compared to a claim for insider trading under the federal securities laws.48
In addition to the explicit risk of the subordination or disallowance of claims by
funds named as defendants in equitable subordination/disallowance lawsuits, the
potential proliferation of such litigation poses substantial, unquantifiable regulatory
risk as well. Particularly in this period when enforcement efforts by the SEC and
United States Attorney's Office ("USAO") are focused on insider trading by hedge
funds, private litigation about insider trading in bankruptcy court poses the added
risk of attracting SEC and USAO scrutiny.49
II. DIFFERENT APPROACHES TO MANAGING WAMU LITIGATION RISK
Activist funds and other parties-in-interest have pursued different approaches in
their efforts to minimize the risk of "WaMu-type" litigation. There are three basic
approaches: restrict or disclose; ethical walls; and the more recent effort to develop
prophylactic measures.
A person in possession of material nonpublic information will be restricted
from trading in the securities of an issuer under applicable securities laws until
either (i) the information becomes stale and no longer material or (ii) the
information is made public.50 As first articulated in Cady, Roberts, a party to a
47
See FED. R. CIV. P. 9(b) ("In all averments of fraud or mistake, the circumstances constituting fraud or
mistake shall be stated with particularity.").
48
In order to have standing to bring a private insider trading action, a private litigant must show that it
traded in the securities contemporaneously with the defendant. Matt Porcelli, Bankrupting the Inside Job:
Alternatives to the Washington Mutual Approach to Policing Creditor Committee Insider Trading, 9 N.Y.U.
J. L. & BUS. 295, 312 (2012). On the other hand, a debtor, creditors' committee or other party in interest,
may have, or obtain, standing to assert a claim for equitable subordination.
49
See, e.g., Greg Farrell, Cohen, SAC Capital Sought 'Edge,' Prosecutors Say, BLOOMBERG NEWS, July
26, 2013, http://www.bloomberg.com/news/2013-07-27/cohen-sac-capital-sought-edge-prosecutors-say.html
(discussing SAC indictment and noting 2009 arrest and insider trading charges filed against Galleon Group's
Raj Rajaratnam "put Wall Street on notice that the U.S. attorney's office had a major effort going to punish
insider trading"); Julie Creswell, A Relentless Prosecutor's Crowing Case, N.Y. TIMES DEALBOOK, July 25,
2013, http://dealbook.nytimes.com/2013/07/25/a-relentless-prosecutors-crowning-case/ (noting Preet
Bharara, "the new sheriff of Wall Street" who oversaw insider trading convictions of Raj Rajaratnam and
former Goldman Sachs board member Rajat K. Gupta, "has taken an aggressive stance" by pursuing entire
SAC firm); Lorenzo Casavecchia, A Hedge on the Edge: SAC Capital's Insider Trading Scandal, THE
CONVERSATION, July 25, 2013, http://theconversation.com/a-hedge-on-the-edge-sac-capitals-insidertrading-scandal-16276 ("In the 2012 fiscal year, the SEC brought 58 insider trading actions against 131
managers and entities accused of gaining profits – or avoiding losses" and between 2010 and 2012 "the SEC
has filed more insider trading actions – a total of 168 cases against nearly 400 individuals and entities – than
in any three-year period in the SEC's history"); Alexandra Stevenson, After SAC Plea, Fellow Funds May
Pay, THE NEW YORK TIMES DEALBOOK, November 5, 2013, http://dealbook.nytimes.com/2013/11/05/aftersac-plea-fellow-funds-may-pay/?_r=0 (according to Preet Bharara, no hedge fund "should consider itself 'too
big to jail'").
50
ADAM C. HARRIS & HOWARD GODNICK, INSIDER TRADING LAW AND COMPLIANCE ANSWER BOOK
2011-12: OUT-OF-COURT RESTRUCTURINGS, THE BANKRUPTCY CONTEXT, AND CREDITORS' COMMITTEES,
434 (Harry S. Davis 2011).
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securities transaction who possesses material nonpublic information must either
disclose such information or "forego [sic] the transaction."51 This proposition has
come to be known as the "disclose or abstain" rule. The underlying principle is that
"[i]ntimacy demands restraint lest the uninformed be exploited."52
Recipients of material nonpublic information often seek to limit the period
during which they will be restricted from trading.53 As a result, confidentiality
agreements negotiated with the debtor in a bankruptcy context typically contain a
provision stating that the debtor will make public the material nonpublic
information provided by a certain date.54 After that date, the counterparty is free to
trade. A similar solution is to agree to the disclosure of the results of failed
settlement discussions at the conclusion of such discussions.55 For example, a
confidentiality agreement may require the public disclosure after the expiration of a
certain period of the fact that confidential discussions were underway as well as
certain confidential information that was shared in the discussions.56 Under certain
orders, creditors are free to disclose information if they are not satisfied with the
debtor's disclosure or if the debtor fails to timely disclose.57 One obvious problem
with agreements to disclose the contents of settlement discussions is that the specter
of public disclosure discourages the candid exchange of positions that is often
critical to a successful negotiation or meditation.
Creditors who are unwilling to restrict their trading and who receive material
nonpublic information may still trade in the debtor's securities without exposing
51

In the Matter of Cady, Roberts & Co., Exch. Act, No. 6668, 1961 WL 60638 at *3 (Nov. 8, 1961). As
stated by the SEC:
We, and the courts have consistently held that insiders must disclose material facts
which are known to them by virtue of their position but which are not known to persons
with whom they deal and which, if known, would affect their investment judgment.
Failure to make disclosure in these circumstances constitutes a violation of the antifraud provisions. If, on the other hand, disclosure prior to effecting a purchase or sale
would be improper or unrealistic under the circumstances, we believe the alternative is
to forego [sic] the transaction.
Cady, Roberts & Co., Exchange Act Release No. 6668, 40 S.E.C. 907, 1961 WL 60638 at *3 (Nov. 8, 1961).
52
Id. at *4. It should be noted that the breadth of the "disclose or abstain rule" articulated in Cady,
Roberts was later narrowed by the Supreme Court in Chiarella, which held that it was the existence of a
specific relationship, rather than simply the possession of inside information, that created the obligation to
disclose or abstain. Porcelli, supra note 48 at 301; see also Chiarella v. United States, 445 U.S. 222, 233
(1980) (refusing to recognize "a general duty between all participants in market transactions to forgo actions
based on material, nonpublic information" because such a broad duty "departs radically from the established
doctrine that duty arises from a specific relationship between two parties[.]").
53
Harris & Godnick, supra note 50 at 434.
54
Id.
55
See, e.g., Energy Future Holdings Corp., Current Report, Form 8-K, UNITED STATES SECURITY AND
EXCHANGE COMMISSION (Aug. 2, 2013).
56
Id.
57
Harris & Godnick, supra note 50 at 434–35. The WaMu decision did not allow creditors to simply rely
on the debtor's disclosure of material nonpublic information, imposing an independent obligation upon the
creditors to ensure that all material nonpublic information had truly been publicly disclosed before trading
restrictions could properly be lifted. In re Wash. Mut., Inc., 461 B.R. 200, 264–65 (Bankr. D. Del. 2011).

2014]

THE AFTERMATH OF "WAMU"

161

themselves to liability, provided that they implement appropriate and effective
information blocking procedures to screen the material nonpublic information
received from the trading arm of the institution.58 These screening procedures, also
known as ethical walls, are designed to separate an entity's trading personnel from
the restricted individual and any material nonpublic information.59 Courts have
expressly permitted reliance on a proper ethical wall60 and have outlined the
elements of an effective wall, including: (i) requiring that members who have
access to nonpublic information in the bankruptcy proceeding acknowledge that
they may receive material nonpublic information and that they are aware of the
information screening procedures; (ii) prohibiting the sharing of nonpublic
information with other employees; (iii) requiring that individuals keep all files
containing nonpublic information in areas inaccessible to other employees; (iv)
prohibiting the restricted individual's receipt of information about its firm's trades
related to the debtor in advance of the trades; and (v) requiring that the firm's
compliance department review the trades in a debtor's securities to confirm they
comply with the information screening procedures.61 It should be noted that the

58

Harris & Godnick, supra note 50 at 426.
Id. at 431.
60
In the General Motors bankruptcy case, the Bankruptcy Court entered an order in advance of mediation
that permitted a mediation party to designate a representative to participate in the mediation. The order
further provided that the receipt of any confidential information by the representative would not be deemed
receipt by the mediation party so long as, prior to the receipt of any such information, the mediation party
established and maintained screening procedures to prevent the transmission to members of the firm who
may be involved in trading the securities of any mediation party. See, e.g., Stipulation and Agreed Order
Appointing Mediator at 6, In re Motors Liquidation Co., No. 09-50026 (Bankr. S.D.N.Y. June 27, 2013)
(ECF No. 241). Before the order was entered, counsel for one of the mediation parties informed the
bankruptcy court that there was "an agreement among the parties as to respective individuals at firms being
able to put in place screening procedures, so that individuals could participate actively in the mediation
process while at the same time not restricting others within the firm provided the screen procedures were
adhered to." The bankruptcy court responded that it was not "offended by trading being ongoing while this
[mediation] goes on but I will, of course, insist on an ironclad ethical wall." The bankruptcy court went on to
emphasize that the parties must embody their agreement in a court order and "that if they trade in violation
of the restrictions, it's not just a breach of contract but it's a contempt of court or capable of being a contempt
of court." Transcript of Hearing re: Telephone Conference in Connection with the Paulson Noteholders
Letter Requested Court-Ordered Mediation at 20–21, In re Motors Liquidation Co., No. 09-50026 (Bankr.
S.D.N.Y. June 11, 2013).
61
Harris & Godnick, supra note 50 at 426–27; see In re Federated Dep't Stores, Inc., No. 1-90-00130,
1991 Bankr. LEXIS 288, *2–*4 (Bankr. S.D. Ohio Mar. 7, 1991) (outlining "Chinese Wall" implementation
procedures). Courts in other cases have subsequently followed the procedures outlined in Federated. See
Outline of Topics/Issues to be Addressed at 9th Annual NYC Bankruptcy Conference By Panelists on:
Bankruptcy/Securities
Law
Intersection,
at
11,
http://www.abiworld.org/committees/newsletters/publicComp/Vol4Num2/PubCompVol4Num2.pdf (noting
Federated procedures have been followed in In re Calpine Corp., In re Foamex Int'l, In re Pliant Corp. and
In re The Finova Group, Inc.). Funds have gone to great lengths to establish effective walls, and those efforts
still have not insulated them from allegations of insider trading. Aurelius, a firm accused of insider trading in
the WaMu case, spent $150,000 to sound proof an office in connection with its implementation of screening
procedures. Mr. Gropper of Aurelius described the procedures Aurelius followed in order to maintain the
ethical wall in the WaMu case during a particular confidentiality period as follows:
59
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implementation of information blocking procedures is not always a feasible option
and may not be possible at a small institution.62
Recently, venturing beyond the traditional approaches of restricting or
establishing a wall, parties to settlement discussions have sought comfort regarding
insider status, fiduciary duties and the potential receipt of material nonpublic
information in the form of advance court orders. For example, at least two courts
have entered orders clarifying that parties who engage in settlement discussions are
not imputed with special status or duties as a consequence of engaging in such
discussions.63 In In re Vitro, the bankruptcy court entered an order providing that (i)
settlement proposals shall not constitute material nonpublic information; (ii) no
party participating in the settlement negotiations shall (a) be or become an insider or
fiduciary of the debtor, (b) undertake any duty to any party in interest, or (c) be
limited in its ability to trade any security, regardless of whether a confidentiality
agreement exists.64 The order further provided that no party in interest shall have
any claim, defense, objection or cause of action of any nature, including but not
limited to any objection to a claim or any other basis to withhold, subordinate or

The idea behind our ethical wall is that there be no communication whatsoever,
with very limited exceptions . . . of information, public or private, across the ethical
wall. It requires that all information that is received during the pendency of the wall be
kept in locked cabinets, for which I'm the only one who has the key. Additionally, all of
our computers time out very quickly, so no one can walk by a screen and see something
inadvertently. It requires that no conversations take place on speakerphone, so no one
could hear beyond the walls of our office. I happen to sit in a closed office. Actually,
when I took calls on Washington Mutual when this ethical wall was up, I actually went
to an office thirty feet away from our trading desk to make sure that no one could
overhear any conversations that I was having.
Subsequent to our having this wall in place in Washington Mutual, we spent
150,000 dollars to fully soundproof my office. We've extended the walls up to the
concrete barrier of the floor above. We've installed double-pane glass with sound
deadening g[l]as[s] between the panes, and we've put rubber seals around all four
surfaces of my door. And we then had sound engineers . . . come into our office and
check to make sure there was no sound leakage outside the office. We take our
compliance with the securities laws and the ethical walls deadly seriously, and we are
absolutely compulsive about this compliance.
Transcript of Hearing at 57–58, In re Wash. Mut., Inc., 461 B.R. 200 (Bankr. D. Del. 2011) (No.
08-12229).
62
See Harris & Godnick, supra note 50 at 431 (stating "trading walls may not be feasible at smaller firms
where one person may serve a variety of roles, and it may be impractical or impossible to assure that the
material nonpublic information has not been available to the person responsible for trading.").
63
See, e.g., Order in Aid of Settlement Discussions at 2, In re Vitro, S.A.B. de C.V., 473 B.R. 117
(Bankr. N.D. Tex. 2012) (No. 11-33335-hdh-15) (explaining that among other negotiation discussions,
settlement proposals are not material nonpublic information); see also Order in Aid of Mediation and
Settlement at 2, In re Residential Capital, LLC, 2013 WL 1618327 (S.D.N.Y. Apr. 12, 2013) (listing duties
and obligations not owed to debtors during mediation and settlement).
64
Order in Aid of Settlement Discussions at 2, In re Vitro, S.A.B. de C.V., 473 B.R. 117 (Bankr. N.D.
Tex. 2012) (No. 11-33335-hdh-15).
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disallow a claim.65 The order makes clear, however, that it is not binding on a
governmental entity with jurisdiction to enforce securities laws.66
Similarly, in In re Residential Capital ("ResCap"), the bankruptcy court entered
an order providing that no mediation party shall (i) be or become a temporary
insider or fiduciary of any debtor or their affiliates, (ii) be deemed to owe any duty
to any of the debtors, and (iii) undertake any duty to any party in interest.67 The
order further stated that no party in interest "shall have any claim, defense,
objection or cause of action of any nature against any [m]ediation [p]arty or any
other basis to withhold, subordinate or disallow" a claim on account of a claim
based on such mediation party's trading in the debtor's securities and participating in
settlement discussions.68 Further, according to the order, the mediation party shall
have no duty of confidentiality or otherwise with respect to material nonpublic
information except as set forth in a confidentiality agreement.69 Like the Vitro
order, this order makes clear that it is not binding on a governmental entity seeking
to enforce securities laws.70 However, unlike the Vitro order, the order in ResCap
does not expressly permit a participating party to trade in any security, including
securities of the debtor.
III. CRITIQUE OF RECENT APPROACHES
The most recent approaches adopted in Vitro and ResCap, which seek judicial
findings in advance of mediation that parties are not "temporary insiders" or will
not be considered recipients of material nonpublic information, are misguided and
expose hedge fund parties to substantial litigation and regulatory risk. As an initial
matter, such orders clearly are not binding on the SEC, and thus parties relying on
the orders may still be subject to SEC enforcement action and other governmental
action.
Further, issues such as insider status and the materiality of information turn on
the specific facts and context, and thus are not properly susceptible to abstract,
advance judicial determination. For example, whether a party does or does not
become a temporary insider within the meaning of footnote 14 of Dirks would
depend on the circumstances and the purpose for which the debtor shares the
confidential information with the creditor party.71 Moreover, even if a party could

65

Id. at 4.
Id.
67
Order in Aid of Mediation and Settlement at 2, In re Residential Capital, LLC, 2013 WL 1618327
(2013) (No. 12-12020).
68
Id. at 3.
69
Id. at 2.
70
Id. at 5.
71
Dirks v. S.E.C., 463 U.S. 646, 655 n.14 (1983) ("Under certain circumstances, such as where corporate
information is revealed legitimately to an underwriter, accountant, lawyer, or consultant working for the
corporation, these outsiders may become fiduciaries of the shareholders. The basis for recognizing this
fiduciary duty is not simply that such persons acquired nonpublic corporate information, but rather that they
66
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properly obtain ex ante protection against being deemed a temporary insider, there
still would be potential insider-trading risk under the misappropriation theory,
which does not require insider status.72 Basic v. Levinson's "total mix" of
information standard renders issues of materiality even more fact-dependent than
the issue of temporary insider status.73 For these reasons, it is our view that orders,
like those entered in Vitro or ResCap, are potentially vulnerable on appeal, chiefly
because the orders turn on advisory determinations of fact by the bankruptcy court
untethered to any factual record. Thus, in addition to the unmitigated regulatory
risk, even in the context of inter-creditor litigation, these orders may not offer the
protection that they superficially seem to promise.
Finally, to ensure that our criticism of the Vitro/ResCap approach serves a
constructive purpose, we would like to suggest a shift in focus by parties
understandably seeking to manage WaMu-type litigation risk. All good faith
participants in the bankruptcy process, including many hedge funds that confer
substantial benefits on that process, have a shared interest in both the perception and
reality that no party-in-interest has an unfair ability to profit from material
nonpublic information through the bankruptcy process. Over the longer term, it
would be corrosive to the integrity of the bankruptcy process and harmful to the
reputations of hedge fund participants, if such participants actually had, or even
were perceived to have, a "free pass" to profit from material nonpublic information.
Thus, neither hedge fund participants nor the bankruptcy system as a whole are well
served by imperfect, prophylactic orders that risk promoting the trading of securities
while parties are in possession of material nonpublic information learned through a
mediation or settlement process. Instead, parties who care about the bankruptcy
process, including the potentially important role played by many hedge funds,
should consider taking more careful aim to curb the conduct of those potential
litigants who might seek to abuse the principles behind the WaMu decision and
carelessly pursue claims based on insider trading that are not well supported. For
example, through case law developments, and possibly even through amendments
to the Federal Rules of Bankruptcy Procedure, litigants seeking equitable relief
based upon claims of insider trading could be subject to the more rigorous pleading
and proof requirements that are central to private securities litigation in federal
court discussed briefly towards the end of Part I above. The main purpose of these
developments in federal securities litigation is to ensure that claims of securities
fraud are tested at the very threshold to weed out weak claims before they cause
serious reputational harm or impose substantial litigation expense.74 By similarly
shifting the focus away from advisory orders and towards the important task of
have entered into a special confidential relationship in the conduct of the business of the enterprise and are
given access to information solely for corporate purposes.").
72
S.E.C. v. Obus, 693 F.3d 276, 284 (2d Cir. 2012).
73
See Matrixx Initiatives, Inc. v. Siracusano, 131 S. Ct. 1309, 1321 (2011) (explaining "total mix"
inquiries involve determining whether reasonable investors would view non-disclosed information as
significantly altering disclosed and available information).
74
Rombach v. Chang, 355 F.3d 164, 171 (2d Cir. 2004).
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curbing abusive litigation tactics in bankruptcy court, parties would be able to more
responsibly manage WaMu-type litigation risk without disturbing the core principle
that no party should profit from trading on the basis of material nonpublic
information.

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.
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INTRODUCTION
Tribune Company, which owns the Los Angeles Times, has been in
bankruptcy for…well, years. And according to recent reports, it
won't be coming out of Chapter 11 any time soon. So what's the
hold up?
Basically, it's two very large lenders versus an incredibly
tenacious hedge fund.1
The debate concerning the role of hedge funds and other alternative investment
funds in the distressed company space is not new.2 It also has not changed much
over the past decade: some commentators view distressed investors as raiders or
vultures, while others perceive value in their intervention and activism.3 Like many
robust debates, the truth likely lies somewhere in the middle, and more importantly,
likely is case- and investor-specific.
Consider the chapter 11 case of the Tribune Company (Tribune).4 It was long.5
It was acrimonious. 6 But the company survived, and junior creditors received
1

Matthew DeBord, Aurelius Capital Management: The Hedge Fund That's Keeping Tribune in
Bankruptcy,
SOUTHERN
CALIFORNIA
PUBLIC
RADIO,
Jan.
4,
2012,
http://www.scpr.org/blogs/economy/2012/01/04/4167/aurelius-capital-hedge-fund-s-keeping-tribune-bank/.
2
Commentary on distressed investors and their activism has grown as funds and creditors in general have
exerted an increasing level of control in chapter 11 cases. See, e.g., HILARY ROSENBERG, THE VULTURE
INVESTORS 25 (2000); Edith S. Hotchkiss & Robert M. Mooradian, Vulture Investors and the Market for
Control of Distressed Firms, 43 J. FIN. ECON. 401, 404 (1996); Douglas G. Baird & Robert K. Rasmussen,
Chapter 11 at Twilight, 56 STAN. L. REV. 673, 674 (2003); David A. Skeel, Creditors' Ball: The "New" New
Corporate Governance in Chapter 11, 152 U. PA. L. REV. 917, 918 (2003); Alon Brav et al., Hedge Fund
Activism, Corporate Governance, and Firm Performance, 63 J. FIN. 1729, 1729 (2008); Michelle M. Harner,
The Corporate Governance and Public Policy Implications of Activist Distressed Debt Investing, 77
FORDHAM L. REV. 703, 706 (2008) [hereinafter Harner, Policy Implications]; Michelle M. Harner, Trends in
Distressed Debt Investing: An Empirical Study of Investors' Objectives, 16 AM. BANKR. INST. L. REV. 69, 75
(2008) (hereinafter Harner, Trends in Distressed Debt); Kenneth M. Ayotte & Edward R. Morrison, Creditor
Control and Conflict in Chapter 11, 1 J. LEGAL ANALYSIS 511, 513 (2009); Marcel Kahan & Edward Rock,
Hedge Fund Activism in the Enforcement of Bondholder Rights, 103 NW. U. L. REV. 281, 282 (2009). In
addition, Edward I. Altman, the Max L. Heine Professor of Finance at the Stem School of Business, New
York University, and Stuart C. Gilson, Professor of Finance at the Harvard Business School, have conducted
extensive research on the distressed debt market. See, e.g., EDWARD I. ALTMAN, ARE HISTORICALLY BASED
DEFAULT AND RECOVERY MODELS IN THE HIGH-YIELD AND DISTRESSED DEBT MARKETS STILL
RELEVANT IN TODAY'S CREDIT ENVIRONMENT?, NYU Stern Sch. of Bus., Salomon Ctr. (2006), available at
http://people.stern.nyu.edu/ealtman/Are-Historical-Models-Still-Relevant1.pdf; STUART C. GILSON,
CREATING VALUE THROUGH CORPORATE RESTRUCTURING 188–90 (2001); see also Harner, Policy
Implications, supra note 2, at 708–09 (referencing additional works of Professors Altman and Gilson).
3
See Harner, Trends in Distressed Debt, supra note 2, at 71–72 (explaining different perspectives and
providing relevant citations).
4
See In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012).
5
Tribune filed its chapter 11 case on December 8, 2008, and it emerged from bankruptcy four years later
on December 31, 2012. See, e.g., Liana B. Baker & Ashutosh Pandey, Publisher Tribune Emerges from
Four-Year Bankruptcy, REUTERS, Dec. 31, 2012, http://www.reuters.com/article/2012/12/31/us-tribunebankruptcy-idUSBRE8BU02120121231.
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something.7 Is that success? Did the distressed investors in that case—some who
held the senior debt and others who held the junior debt—help or hurt the
company's restructuring efforts?8 The answers to these questions may depend on
whom you ask.
This essay contributes anecdotal and original empirical data to the debate in an
effort to better inform the dialogue and any resulting policy decisions. Part I
describes the Tribune chapter 11 case in more detail and explores the various
parties' objectives and strategies. Part II then reviews the competing perspectives
on the role of distressed investors in chapter 11 cases, including related data from
several empirical studies on hedge fund activism. Part III presents the results of our
empirical study that focuses on distressed investors who hold or acquire positions of
influence in a distressed company's capital structure. These positions may be
unsecured and in the company's fulcrum security, which often allows holders to
emerge as owners of the reorganized company. Alternatively, the positions may be
secured—either pre- or post-petition—and used in a loan-to-own strategy.
Regardless of the starting position, the data show, among other things, that the
presence of such distressed investors is significantly associated with survival of the
distressed company. Whether you view this finding as value enhancement or
extraction likely turns on where you sit in the company's capital structure: senior
creditors and equity may feel they lost value; management ousted through the
power struggle may feel the same; and junior creditors (or those pari passu with the
activist investors), as well as those who continue in the company's employ, may

6
For one description of the intense disagreements among Tribune's creditors, see Part Four: Bankruptcy
Inc., BALTIMORE SUN, Jan. 16, 2013, http://articles.baltimoresun.com/2013-01-16/business/bal-tribunebankruptcy-bankruptcy-inc-20130116_1_aurelius-capital-management-bankruptcy-judge-kevin-careytribune-co-s-chapter (describing disputes and observing that "[s]omewhere in the third year of Tribune Co.'s
Chapter 11 proceeding, U.S. Bankruptcy Judge Kevin Carey looked out at a Delaware courtroom packed
with high-priced attorneys and conceded the case had broken down into what he called a 'multiconstituent
melee.'").
7
See, e.g., Robert Channick, Tribune Co. Emerges from Bankruptcy, CHICAGO TRIBUNE, Dec. 31, 2012,
http://articles.chicagotribune.com/2012-12-31/news/chi-a-new-era-dawning-for-tribune-co20121230_1_ceo-eddy-hartenstein-brands-in-major-markets-mix-of-profitable-assets (describing structure of
reorganized company, recoveries to junior creditors, and noting that "[d]espite the prodigious cost and length
of the bankruptcy, [Professor Douglas] Baird said it should be judged on the outcome—the successful
reorganization of Tribune Co. Baird made reference to Eastern Airlines, which filed for bankruptcy in 1989,
and was grounded permanently two years later while still operating under Chapter 11."); Rich Kirchen, How
Formerly Bankrupt Tribune Co. Will Buy Fox 6 and More, MILWAUKEE BUS. J., July 1, 2013,
http://www.bizjournals.com/milwaukee/blog/2013/07/how-formerly-bankrupt-tribune-will-buy.html
("Having shed its debt at the end of 2012, Tribune reported a net income of $422.5 million for the year.
Revenue totaled more than $4.1 billion.").
8
In the Tribune chapter 11 case, Oaktree Capital Management and Angelo, Gordon & Co. held a senior
debt position and were at odds with junior creditors, led by Aurelius Capital Management. See, e.g., Michael
Oneal, Aurelius, Others Appeal Judge's Confirmation of Tribune Bankruptcy Plan, CHICAGO TRIBUNE, July
24, 2012, http://articles.chicagotribune.com/2012-07-24/business/chi-aurelius-appeals-judges-confirmationof-tribune-bankruptcy-plan-20120724_1_aurelius-capital-management-junior-creditors-senior-creditors.
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have a completely different assessment of the outcome. The beauty in distressed
investor activism truly may be in the eyes of the beholder.
I. A CASE STUDY: TRIBUNE COMPANY
The Tribune chapter 11 case offers insights on the role of funds not only as
secured and unsecured creditors, but also as pre-petition and post-petition creditors.
It demonstrates the liquidity often provided by funds, and the litigation, cost, and
delay that can occur when multiple funds are active in a case in different tranches of
the company's debt or equity. It also is viewed by some as a successful chapter 11
case, while for others it represents weaknesses in the chapter 11 process. The
following summary highlights aspects of the Tribune case relevant to the funds'
positions and activities.
A. The Company and the Chapter 11 Filing
Tribune is one of the leading multimedia companies in the United States,
operating in the publishing, digital media, and broadcasting spheres and reaching
more than eighty percent (80%) of U.S. households through its multimedia
offerings. 9 The company's broadcasting group owns or operates 23 television
stations and publishes several prominent newspapers, including the Los Angeles
Times, Chicago Tribune, and the Baltimore Sun, among others.10 Founded in 1847,
Tribune went public in 1983 and grew dramatically during the 1980s and 90s
through a series of acquisitions.11
On December 8, 2008, approximately one year after the company went private
in a complex, two-stage leveraged buyout transaction that saddled the company
with unmanageable debt, Tribune filed for chapter 11 protection. 12 Tribune
eventually emerged from bankruptcy in December 2012 after four years of
acrimonious proceedings. Much of the acrimony was a result of divergent interests
of various distressed investors, with one commentator noting that Tribune's
extended stay in bankruptcy "all boils down to the Great Big Hedge Fund versus the
Somewhat Smaller Hedge Fund."13
The Great Big Hedge Fund in this case is Oaktree Capital Management. 14 The
Somewhat Smaller Hedge Fund is Aurelius Capital Management, which, according

9
General Disclosure Statement at 7, In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012) (No. 0813141).
10
See
Tribune
Company
History,
TRIBUNE.COM,
available
at
http://corporate.tribune.com/pressroom/?page_id=2313 (last visited January 18, 2014).
11
See id.
12
See General Disclosure Statement, supra note 9, at 7.
13
DeBord, supra note 1.
14
See id.
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to some, exhibits a "stubborn willingness to wage battle" with bankrupt
companies.15
B. The Pre-petition Leveraged Buyout
During the fall of 2006, Tribune's board of directors formed a special
committee to consider potential strategic transactions, and which quickly began
exploring such transactions.16 Over the course of the following months, the special
committee considered a variety of options, including a leveraged recapitalization, a
spin-off or split-off of particular segments or a sale of all or part of the company. 17
Parties interested in a potential acquisition of Tribune submitted bids in January
2007; however, none of the initial bids were satisfactory due to large shareholder
preferences.18
Ultimately, Tribune decided to pursue the leveraged buyout transaction that
would take the company private and convert it to an ESOP owned S-corp.19 The
transaction involved two stages, each including multiple transactions. In relevant
part, the first stage of the leveraged buyout (LBO) involved Tribune incurring $7.3
billion in new debt and utilizing a $250 million investment by Sam Zell's private
investment firm EGI to fund a cash tender offer for approximately 126 million
shares at $34 per share.20 In the second stage, Tribune incurred an additional $3.7
billion of debt and purchased the remaining public shares, including EGI's shares at
$34 per share.21 EGI purchased $225 million of subordinated notes and a warrant to
purchase 40% of stock for $90 million.22

15

Michael Oneal, New Storm Clouds Over Tribune Co. Bankruptcy Case, CHICAGO TRIBUNE, Sept. 25,
2010, http://articles.chicagotribune.com/2010-09-25/business/ct-biz-0926-tribune-20100925_1_bankruptcycase-centerbridge-partners-tribune-co; see Matt Wirz & Irene Chapple, Aurelius Crosses the Ocean for Its
Debt
Bet,
WALL
ST.
J.,
Dec.
13,
2010,
http://online.wsj.com/news/articles/SB10001424052748703727804576011821714853378
(discussing
Aurelius's reputation).
16
See Report of Kenneth N. Klee, As Examiner, Vol. 1 at 46, 101, In re Tribune Co., 472 B.R. 223
(Bankr. D. Del. 2012) (No. 08-13141).
17
See id. at 104.
18
See id. at 371. The Chandler Trusts and the McCormick Foundation together owned 33.25% of
Tribune's common stock, and as a result, these Large Shareholders were invited to engage in discussions
regarding the company's strategic direction. The Klee Report cites an email suggesting "it would be 'difficult
to do a transaction unless the 30% shareholders are reasonably comfortable.'" Id. at 369. See also Holman
W. Jenkins, Jr., Where the Tribune LBO Went Wrong, WALL ST. J., January 23, 2013,
http://online.wsj.com/article/SB10001424127887324624404578257582356730460.html
(describing
demanded price as too high, deterring prospective buyers).
19
See Michael Oneal & Steve Mills, Part One: Zell's Big Gamble, THE BALTIMORE SUN, January 12,
2013,
http://articles.baltimoresun.com/2013-01-12/business/bal-tribune-co-bankruptcy-sam-zells-biggamble-20130112_1_randy-michaels-big-gamble-buyout.
20
See Report of Kenneth N. Klee, supra note 16, at 124.
21
See id. at 194, 205–06.
22
See In re Tribune Co., 464 B.R. 126, 141 n.17 (Bankr. D. Del. 2011).
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The fact that the stages were consummated months apart was relevant during
the bankruptcy case. During the period between the closing of stages one and two,
the financial condition of Tribune deteriorated further; however, the second stage
still closed despite significant concerns from the lenders' experts.23
C. The Funds Participation in the Chapter 11 Case
On December 8, 2008, just less than one year after the second stage of the LBO
was completed, Tribune, facing significant debt service and related payments, filed
a voluntary chapter 11 petition. 24 The largest senior lenders associated with the
LBO loans—JPMorgan Chase Bank, Angelo, Gordon & Co. and Oaktree, the latter
two as distressed debt investors—were poised to exchange their debt for equity in
the reorganized company. 25 The reorganization, however, was dominated with
litigation concerning the pre-petition LBO and what the various tranches of debt
should receive under the plan.26
In April 2010, Tribune filed the first plan of reorganization, which among other
things, provided for some recovery for pre-LBO bondholders and settled claims
against the LBO lenders and Tribune, effectively letting them off-the-hook. 27
Shortly thereafter, the bankruptcy court appointed an examiner to investigate
possible causes of action in connection with the LBO, including claims for
fraudulent conveyance, breach of fiduciary duty, equitable subordination, and
others.28 The examiner's report, released in July 2010, indicated there was evidence
of dishonesty by Tribune management and determined that the company's directors
did not adequately discharge their oversight duties. 29 The bondholders were
especially interested in the examiner's findings, hoping to find evidence that would
support a claim of equitable subordination or fraudulent conveyance impacting the
LBO lenders’ senior claims.30
By September 2010, Aurelius had acquired a position as the most powerful
bondholder in the case after purchasing the stake of Centerbridge Partners, another
distressed-investment hedge fund. 31 Although Centerbridge had been a "chief
23

See Report of Kenneth N. Klee, supra note 16, at 304.
See In re Tribune, 464 B.R. at 135.
25
See id. at 184.
26
For a summary of some of the litigation relating to the chapter 11 case, see Steven Church, Tribune
Lawsuit Deadline Passes as Creditor Reorganization Vote Approaches, BLOOMBERG NEWS, Dec. 9, 2010,
http://www.bloomberg.com/news/2010-12-08/tribune-creditors-face-midnight-deadline-to-sue-over-zell-led2007-buyout.html.
27
See Randall Chase, Trustee Files Revised Lawsuits Over Tribune Buyout, ASSOCIATED PRESS, Aug. 12,
2013, http://bigstory.ap.org/article/trustee-files-revised-lawsuits-over-tribune-buyout (describing Tribune's
first reorganization plan).
28
See Report of Kenneth N. Klee, supra note 16, at 2.
29
Id. at 10–11.
30
See In re Tribune Co., 464 B.R. 126, 161 (Bankr. D. Del. 2011).
31
See Oneal, supra note 15.
24
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agitator" pressing for legal action against the senior LBO lenders, it had also been
willing to compromise until settlement talks collapsed. 32 Aurelius was actively
involved in the chapter 11 case, filing, among other things, a motion for the
appointment of a chapter 11 trustee "to preserve and pursue the LBO-related causes
of action," a motion to disqualify the primary counsel for the official creditors'
committee because of conflicts, and a plan of reorganization.33
In fact, four competing creditor groups filed rival plans of reorganization: one
supported by Aurelius and other pre-buyout bondholders, one supported by some
senior lenders, one sponsored by hedge fund King Street Capital LP (bridge-lender
plan),34 and one co-sponsored by Tribune and certain leading senior lenders.35 The
warring groups argued over the wording of disclosure statements.36 The bankruptcy
court ordered the competing plan proponents to attempt to mediate their
differences. 37 The resulting litigation relating to the turn over of documents in
preparation for mediation hints at the tension underlying these discussions.38 The
bridge lenders ultimately reached a settlement through mediation with Tribune and
the leading senior lenders.39 No such agreement was reached with Aurelius.
The Tribune and Aurelius plans both contemplated a debt for equity swap, but
major differences existed. The Aurelius plan preserved the potential for
bondholders to receive 100% of their claim depending on the results of the LBO
litigation.40 The plan thus also involved pursuing claims against the LBO lenders for
32

Id.
See Motion of Aurelius Capital Management, LP, for the Appointment of a Chapter 11 Trustee, In re
Tribune Co. (Bankr. D. Del) (No. 08-13141) (dk. no. 5680); Motion to Disqualify Chadbourne & Parke, LLP
from Acting on Behalf of the Official Comm. of Unsecured Creditors in Matters in Which it Has Conflicts of
Interest Filed by Aurelius Capital Management, In re Tribune Co. (Bankr. D. Del.) (No. 08-13141) (dk.
5669); see generally Joint Plan of Reorganization for Tribune Company and its Subsidiaries Proposed by
Aurelius Capital Management, LP, In re Tribune Co. (Bankr. D. Del.) (No. 08-13141) (dk. no. 6184).
34
See Bill Rochelle, Tribune, Wolverine, Lehman, Downey: Bankruptcy, BLOOMBERG NEWS, Nov. 1,
2010, http://www.bloomberg.com/news/2010-11-01/downey-tridimension-point-blank-loehmann-s-threatto-sue-bankruptcy.html.
35
See Steven Church, Tribune Creditor Groups Submit Rival Reorganization Plans for Publisher,
BLOOMBERG NEWS, Oct. 30, 2010, http://www.bloomberg.com/news/2010-10-30/tribune-creditor-aureliuscapital-management-submits-rival-reorganization.html.
36
See Steven Church, Tribune Judge May Rewrite Bankruptcy Documents if Creditors Keep Feuding,
BLOOMBERG NEWS, Nov. 29, 2010, http://www.bloomberg.com/news/2010-11-29/tribune-judge-mayrewrite-reorganization-documents-update1-.html.
37
See Order Appointing Mediator, In re Tribune, Co. (Bankr. D. Del.) (No. 08-13141) (dk. no. 5591); see
also Church, supra note 36.
38
See Steven Church, Tribune Creditors May Be Seeking Too Many Documents, Bankruptcy Judge Says,
BLOOMBERG NEWS, Jan. 24, 2011, http://www.bloomberg.com/news/2011-01-24/tribune-judge-challengescreditors-document-request-update1-.html; Bill Rochelle, Vitro, Satmex, Nortel, Workflow, Lehman:
Bankruptcy, BLOOMBERG NEWS, Jan. 25, 2011, http://www.bloomberg.com/news/2011-01-25/vitro-nortelworkflow-lehman-fairpoint-javo-bankruptcy.html.
39
See Bill Rochelle, Grace, Tribune, GM, Innkeepers, AmTrust: Bankruptcy, BLOOMBERG NEWS, Feb. 1,
2011,
http://www.bloomberg.com/news/2011-02-01/wr-grace-gm-innkeepers-townsends-orchard-brandsbankruptcy.html.
40
Steven Church, Tribune Creditors Open Bankruptcy Court Dispute Over Buyout, BLOOMBERG NEWS,
Mar. 7, 2011, http://www.bloomberg.com/news/2011-03-07/tribune-creditors-open-bankruptcy-court33
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moving forward with the buyout in light of Tribune’s financial condition. 41
Unsecured creditors criticized the Aurelius plan because it would leave ownership
of the company "in limbo." 42 Tribune's competing plan would distribute the
company's stock more quickly, allow for the LBO Lenders to receive distributions,
preserve causes of action, and result in Aurelius and other pre-buyout creditors
receiving some distributions.43 The bankruptcy judge rejected both plans in October
2011 and "compared [the] two groups of competing creditors to warring animals in
a parable about a fox and scorpion who must cooperate to cross a river safely."44
Prior to the bankruptcy judge’s ruling in October 2011, Tribune moved forward
with confirmation of its plan, and Aurelius fought Tribune at every turn. For
example, Aurelius asked the bankruptcy judge to postpone the confirmation
process, arguing that amendments to the Tribune plan required Tribune to resolicit
creditor votes.45 Aurelius also asked the judge to reject Tribune's plan because it
was proposed in bad faith. Aurelius hired Mark Prak to testify on behalf of
Aurelius that the JPMorgan, Angelo Gordon, and Oaktree stake in newspaper and
broadcasting would violate FCC media ownership rules. 46 Aurelius also
subsequently appealed the judge's approval of Tribune's plan and sought a stay of
the company's bankruptcy in order for a higher court to review the confirmation
order.47
The bankruptcy judge denied the requested stay without bond, and Tribune's
plan closed despite the appeal.48 Nevertheless, Aurelius did win a few of its chosen
battles. For example, Aurelius successfully argued that lawsuits against former
dispute-over-buyout.html (discussing noteholder plan calling for a significant portion of Tribune stock being
put into trust and not distributed until the main buyout lawsuit ends, based on who wins. "The lender lawsuit
may bring more than $1.57 billion to non-LBO creditors, Aurelius said in court papers while predicting a 57
percent chance of victory. If Aurelius wins, the lenders wouldn't recover anything until the pre-buyout
creditors are repaid all $2.5 billion they claim they are owed.").
41
Id.
42
Id.
43
Id.
44
Steven Church & Karen Gullo, Tribune Judge Rejects JPMorgan, Aurelius Reorganization Plans,
BLOOMBERG NEWS, Nov. 1, 2011, http://www.bloomberg.com/news/2011-10-31/tribune-judge-rejectscompeting-jpmorgan-aurelius-reorganization-plans.html.
45
See Dow Jones Newswires-Wall Street Journal, Aurelius: Halt Tribune Confirmation Hearings,
CHICAGO
BREAKING
BUSINESS,
Apr.
11,
2011,
http://archive.chicagobreakingbusiness.com/2011/04/aurelius-calls-for-halt-to-tribune-confirmationhearings.html.
46
See Steven Church, JPMorgan Stake in Tribune Will Violate FCC Rule, Lawyer Claims at Hearing,
BLOOMBERG NEWS, Mar. 17, 2011, http://www.bloomberg.com/news/2011-03-17/jpmorgan-stake-intribune-will-violate-fcc-rule-lawyer-claims-at-hearing.html.
47
See Steven Church, Tribune Creditors Appeal, Seek to Halt Bankruptcy Plan, BLOOMBERG NEWS, Jul.
24, 2012, http://www.bloomberg.com/news/2012-07-24/tribune-creditors-appeal-seek-to-halt-bankruptcyplan.html.
48
See In re Tribune, Co., 476 B.R. 843, 866 (Bankr. D. Del. 2012); see also Todd Shields & Steven
Church, Tribune May Get Last Approval Needed to Exit Bankruptcy, BLOOMBERG BUSINESSWEEK, Nov. 16,
2012,
http://www.businessweek.com/news/2012-11-16/tribune-may-get-last-approval-needed-to-exitbankruptcy.
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shareholders should be allowed to proceed in state court.49 In addition, it won access
to pre-bankruptcy payment data.50
D. Winners and Losers?
Tribune emerged from bankruptcy in December of 2012, intending to sell many
of its assets.51 The fraudulent conveyance litigation against former shareholders of
Tribune who received payouts as part of the LBO was consolidated and transferred
to the Southern District of New York,52 and remained active for quite some time.
When the court finally dismissed the individual creditors' suit, the opinion indicated
that such individual creditors may not pursue claims that are simultaneously being
pursued by the litigation trustee appointed under Tribune's bankruptcy plan. 53
Although this may have been a victory of some sort for the defendants, this one
fraudulent conveyance case lasted over two years.54
Only two months out of bankruptcy, reorganized Tribune hired consultants to
look into the sale of the newspaper business, which has not occurred despite some
interest from bidders.55 Six months after emerging, Tribune announced that it might
divide its primary business divisions, broadcast and publishing, into two companies
to help avoid a large tax bill and to "allow each company to maximize its flexibility
and competitiveness in a rapidly changing media environment."56 Tribune is still in
business, but looking for ways to cut expenses and improve profits.57
As for Tribune's creditors, the litigation trustee's lawsuits against the former
Tribune shareholders, which Aurelius fought to preserve for the benefit of
"innocent" non-LBO creditors, continues. The value of that litigation remains to be
seen and will need to be assessed in light of the time and expense associated with
the plan litigation during the chapter 11 case. In addition, note holders will
49

Steven Church, Tribune Creditors Can Sue Former Shareholders, Bankruptcy Judge Rules,
BLOOMBERG NEWS, Mar. 22, 2011, http://www.bloomberg.com/news/2011-03-22/tribune-creditors-can-sueformer-shareholders-judge-says-in-delaware.html.
50
Steven Church, Tribune Noteholders Win Access to Shareholder Pre-Bankruptcy Payment System,
BLOOMBERG NEWS, May 17, 2011, http://www.bloomberg.com/news/2011-05-17/tribune-noteholders-winaccess-to-shareholder-payment-amounts.html.
51
See Baker & Pandey, supra note 5.
52
In re Tribune Co. Fraudulent Conveyance Litig., 831 F. Supp.2d 1371, 1372 (J.P.M.L. 2011).
53
See In re Tribune Co. Fraudulent Conveyance Litig., 499 B.R. 310, 325 (S.D.N.Y. 2013); see also Tom
Hals, Former Tribune Co. Shareholders Notch Legal Victory, REUTERS, Sept. 23, 2013,
http://www.reuters.com/article/2013/09/23/tribune-clawback-ruling-idUSL2N0HJ29320130923.
54
See Civil Docket at 1, In re Tribune Co. Fraudulent Conveyance Litig., 291 F.R.D. 38 (S.D.N.Y. 2013)
(11-MD-02296, 12-MC-2296) (stating case was filed on December 20, 2011). The cases were consolidated
in December 2011.
55
Christine Haughney & David Carr, To Cut Taxes, Tribune is to Split into Broadcasting and Publishing
Units, N.Y. TIMES, July 10, 2013, http://www.nytimes.com/2013/07/11/business/media/tribune-co-to-splitin-two.html?_r=0.
56
Id.
57
See Roger Yu, Tribune Eyes Expense Cuts in Newspaper Unit, USA TODAY, Sept. 27, 2013,
http://www.usatoday.com/story/money/business/2013/09/27/tribune-cuts/2882531/.
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arguably fair better as a result of the plan litigation, ultimately receiving
distributions from the litigation trust.58 Bondholders might have achieved that value
allocation earlier in the case, 59 without the full array of tactics employed by
Aurelius, but such speculation becomes yet another factor creating value
uncertainty in these types of fund cases.
E. Consider a Comparison
The Lyondell Chemical Co. bankruptcy was in some ways quite similar to that
of Tribune: Lyondell filed only one month after Tribune; both companies had
completed a leveraged buyout that contributed to their financial distress;60 and there
were allegations of fraudulent conveyance in both cases. 61 Moreover, fund
involvement (including the involvement of Aurelius) was apparent in both: 62
58
The EGI-TRB LLC Notes claims and the PHONES Notes claims received more in the fourth plan than
they did in the initial plan, where they were to be cancelled with holders receiving nothing. By the fourth
plan, these noteholders were deemed allowed claimholders for approximately $759 million for PHONES and
$225 million for the EGI-TRB notes. See Disclosure Statement for Joint Plan of Reorganization for Tribune
Company and Its Subsidiaries at 11, In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012) (No. 08-13141);
Supplemental Disclosure Document Relating to Fourth Amended Joint Plan of Reorganization for Tribune
Company and its Subsidiaries Proposed by the Debtors, the Official Committee of Unsecured Creditors,
Oaktree Capital Management, L.P., Angelo, Gordon & Co., L.P., and JPMorgan Chase Bank, N.A. at 4, 15,
In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012) (No. 08-13141). The improvement in the PHONES
notes recovery was part of the Noteholder Plan and it appears to have been the result of advocacy by
Aurelius and other funds, Citadel Equity Fund Ltd., and Camden Asset Management, L.P. See Letter from
Mark D. Brodsky, Chairman, Aurelius Capital Management, A Personal Appeal to Tribune's Non-LBO
Creditors, Aurelius Capital Management, LP (Nov. 23, 2010) (hereinafter Brodsky Letter), available at
http://bankrupt.com/misc/Tribune_AureliusRSrevised.pdf. See also Chris Nolter, Tribune Nears Exit from
Acrimonious
Chapter
11
Case,
THE
DEAL
PIPELINE,
Jun.
1,
2012,
http://www.thedeal.com/content/restructuring/tribune-nears-exit-from-acrimonious-chapter-11case.php#ixzz2gTegFn3g (discussing arguments by Citadel and Camden).
59
Aurelius's victories were modest considering its goals were a bit broader. Aurelius's other efforts to
increase the value of the estate failed; the failed arguments included: the Bar Order was unfair and
unreasonable; the Senior Lender settlement was too good/gave culpable parties a windfall; and the Stage 1
and Stage 2 LBO lenders should not receive the same treatment under the plan. See In re Tribune Co., 464
B.R. 126, 178, 180 (Bankr. D. Del. 2011) (Judge Carey's order denying confirmation of third plans discusses
and invalidates a number of Aurelius's arguments); see also Brodsky Letter, supra note 58.
60
See Lyondell Chem. Co. v. Ryan, 970 A.2d 235, 237–39 (Del. 2009) (discussing negotiations regarding
merger/LBO); Tiffany Kary, Blavatnik Made $1.2 Billion in Lyondell LBO, Lawsuit Says, BLOOMBERG
NEWS, Sept. 30, 2011, http://www.bloomberg.com/news/2011-09-30/blavatnik-made-1-2-billion-in-lyondellbuyout-creditors-lawsuit-says.html.
61
See In re Lyondell Chem. Co., 467 B.R. 712, 715–17 (Bankr. S.D. N.Y. 2012) (discussing fraudulent
transfer claims); Al Greenwood, Lyondell Creditors Seek U.S. Suit Against Lenders, Officers, ICIS NEWS,
June 17, 2009, http://www.icis.com/Articles/2009/06/17/9225742/Lyondell-creditors-seek-US-suit-againstlenders-officers.html; Al Greenwood, Greed Doomed Lyondell Deal—U.S. Lawsuit, ICIS NEWS, July 24,
2009, http://www.icis.com/Articles/2009/07/24/9235043/Greed-doomed-Lyondell-deal-US-lawsuit.html.
62
See, e.g., Response of Aurelius Capital Management in Further Support of Certain of Bank of New York
Mellon's, In re Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No.09-10023); Exhibit A to
Third Amended Plan, In re Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No. 09-10023)
(discussing Aurelius's noteholder status); Wirz & Chapple, supra note 15 (mentioning Aurelius's
involvement with Lyondell).
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Investment funds Apollo Management,63 Ares Management, Access Industries (led
by investor Len Blavatnik), and others were significant players in the Lyondell
bankruptcy case.64
The Lyondell case had some comparable hiccups: A number of the secured
lenders including Ares Management, Highland Capital Management, and others
opposed the company's debtor-in-possession financing motion.65 A major creditor
opposed the retention of a new chief financial officer.66 The creditors' committee
requested the appointment of an examiner, primarily to investigate one fund's
involvement in various facets of the bankruptcy case.67 In addition, and in order to
emerge from chapter 11, Lyondell negotiated a $450 million settlement with
creditors during the course of the case regarding the LBO.68
Despite these obstacles and significant involvement from funds, however,
Lyondell emerged from bankruptcy after less than sixteen months.69 The Tribune
and Lyondell reorganizations demonstrate the variance in fund investment
strategies, investment horizons, and objectives. These variances and the related
empirical literature are discussed in Part II, and the Tribune outcome is in many
ways representative of the data presented in Part III.

63
Media reports indicate Apollo became Lyondell's largest secured creditor after purchasing
approximately $2 billion of term loans at a discount. Nathan Vardi, How Billionaires Lost and Made
Fortunes
in
LyondellBasell,
FORBES,
Mar.
11,
2011,
http://www.forbes.com/sites/nathanvardi/2011/03/11/how-billionaires-lost-and-made-fortunes-inlyondellbasell/.
64
See Emily Chason & Chelsea Emery, Update 2—Lyondell Settlement Paves Way for Bankruptcy Exit,
REUTERS,
Feb.
16,
2010,
http://www.reuters.com/article/2010/02/16/lyondellbasellidUSN1624804820100216.
65
Objection of Certain Senior Secured Lenders to Debtors' Motion for an Order (I) Authorizing Debtors
(A) to Obtain Post-Petition Financing, In re Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No.
09-10023).
66
Objection of ABN AMRO Bank, N.V. to the Debtors' Motion for an Order Approving Compensation
Terms with Respect to the Retention of C. Kent Potter as Chief Financial Officer, In re Lyondell Chem. Co.,
402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No. 09-10023); Al Greenwood, Creditor Opposes Lyondell Choice
for
Chief
Financial
Officer,
ICIS
NEWS,
Sept.
2,
2009,
http://www.icis.com/Articles/2009/09/02/9244641/creditor-opposes-lyondell-choice-for-chief-financialofficer.html.
67
Motion of the Official Committee of Unsecured Creditors for Appointment of an Examiner, In re
Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No. 09-10023) (examiner request was for
"limited purposes of investigating: (i) the Debtors' selection of a conflicted Rights Offering Sponsor, (ii) the
Debtors' refusal to refinance the DIP Facility, and (iii) the Debtors' refusal to formulate a robust plan of
reorganization with an appropriate reserve for unsecured creditors pending resolution of the Committee's
litigation.").
68
See Pratish Narayanan & Chelsea Emery, Lyondell Restructuring Plan Includes Apollo Role, REUTERS,
Mar. 8, 2010, http://www.reuters.com/article/2010/03/09/us-lyondell-idUSTRE6280LG20100309.
69
Lindsey Bewley, LyondellBasell's Exit Strategy, IHS CHEM. WEEK, May 14, 2010),
http://www.chemweek.com/sections/companies/LyondellBasells-Exit-Strategy_26737.html;
see
James
Cordrey, Lyondell Officially Emerges from Chapter 11 Bankruptcy, LEXISNEXIS LITIG. BLOG, May 3, 2010,
http://www.lexisnexis.com/legalnewsroom/litigation/b/litigation-blog/archive/2010/05/03/lyondellofficially-emerges-from-chapter-11-bankruptcy.aspx.
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II. FUND STRATEGIES AND IMPACT IN CHAPTER 11
Fund participation in distressed situations is not a new investment strategy, but
both anecdotal and empirical evidence suggest a growth in fund participation in
chapter 11 cases, largely since 2000.70 This trend reflects all investment strategies,
including passive and activist strategies, as well as loan-to-loan and loan-to-own
strategies.71 Although some funds invoke only one investment strategy (e.g., day
traders), many funds utilize several different strategies depending on the company,
its capital structure, and the fund's desired rate of return and risk tolerance.72
Most commentators and practitioners agree that funds are increasingly present
at the negotiating table in chapter 11 cases,73 but they strongly disagree about the
funds' impact on the company's restructuring efforts.74 The vulture versus phoenix
debate rages on in conference rooms, courtrooms, and the media.75 Similar to the
"raider" versus "white knight" characterizations in the solvent corporate takeover
context, these labels are just that—superficial descriptions of outside investors
colored by the emotions and the financial interests of the observer.

70

See sources cited supra note 2; see also EDITH S. HOTCHKISS ET AL., Bankruptcy and the Resolution of
Financial Distress, HANDBOOK OF EMPIRICAL CORPORATE FINANCE, vol. 2 46 (B. Espen Eckbo ed. 2008);
Wei Jiang et al., Hedge Funds and Chapter 11, 67 J. FIN. 513, 513 (2012); Kai Li & Wei Wang, Creditor
Governance Through Loan-to-Loan and Loan-to-Own, 13 (Working Paper, 2013), available at
http://ssrn.com/abstract=2275635; Jongha Lim, The Role of Activist Funds in Financially Distressed Firms
(Working Paper, 2013), available at http://ssrn.com/abstract=2285884; Jared A. Ellias, Do Activist Investors
Constrain Managerial Moral Hazard in Chapter 11? Evidence from Junior Activist Investing (Rock Center
for Corp. Governance at Stanford Univ. (Working Paper No. 155, 2013), available at
http://ssrn.com/abstract=2308994.
71
Passive strategies include trading in and out of the debt on a periodic basis to capture value disparities in
pricing and purchasing the debt (including trade claims) at a steep discount with the expectation of a higher
recover under the plan of reorganization or other bankruptcy distribution scheme. Activist strategies include
buying the debt or extending credit to the company with the objective of influencing the restructuring to
increase value and distributions on the fund's tranche of debt or swapping the debt for equity in a loan-toown play. For an overview of fund strategies in the distressed space, see MICHELLE M. HARNER ET AL.,
Distressed Debt Investing, ALTERNATIVE INVESTMENTS: INSTRUMENTS, PERFORMANCE, BENCHMARKS,
AND STRATEGIES 303 (H. Kent Baker & Greg Filbeck eds., 2013).
72
Bo. J. Howell, Hedge Funds: A New Dimension in Chapter 11 Bankruptcy Proceedings, 7 DEPAUL
BUS. & COM. L.J. 35, 39–40 (2008).
73
Perhaps one reason there has been more distressed debt investing by funds is that there is much more
defaulting debt. See Edward I. Altman, The Role of Distressed Debt Markets, Hedge Funds and Recent
Trends in Bankruptcy on the Outcomes of Chapter 11 Reorganizations, 22 AM. BANKR. INST. L. REV. 75,
80–81 (2014) (figures 3 and 4 detailing total filings and liabilities of chapter 11 filing companies show
significant spikes in default amounts during early 2000s and 2008-09).
74
Michelle M. Harner, Activist Distressed Debtholders: The New Barbarians at the Gate?, 89 WASH. U.
L. REV. 155, 164–67 (2011) (hereinafter Harner, Activist Distressed Debtholders) (explaining changes
around restructuring negotiating table and various characterization of funds at the table).
75
Id. at 165–66 nn.33 & 34. See also In re Ion Media Networks, 419 B.R. 585, 588–89 (Bankr. S.D.N.Y.
2009) (describing a fund's bankruptcy tactics as aggressive); Harvey R. Miller, Chapter 11 in Transition from Boom to Bust and into the Future, 81 AM. BANKR. L.J. 375, 390–91 (2007) (noting distressed debt
investors are often aggressive and conduct "pernicious litigation" in bankruptcy).
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Critics of funds point to their scorch-earth tactics that often involve prolonged
and expensive litigation.76 These concerns are highlighted in cases with multiple
funds holding different tranches of the company's debt or equity. 77 Management
also is skeptical of most funds, likely not knowing of their existence in the
company's capital structure until after restructuring efforts are underway and
perhaps feeling blind-sided by the funds' tactics, which tend to be different than
those of traditional relationship lenders.78 Funds also have a reputation for replacing
management and wanting more of a say in governance and managerial decisions.79
Supporters of funds, and distressed debt investing in general,80 emphasize the
liquidity often provided by funds as the lenders of last resort.81 They also believe
fund participation disciplines management and can level the playing field between
the senior secured lenders and management, particularly where the fund holds the
unsecured fulcrum debt. 82 In addition, they suggest that funds generally provide

76
See, e.g., ROSENBERG, supra note 2, at 89–91, 99 (discussing investor tactics that may delay
restructuring process and providing case examples).
77
See Harner, Activist Distressed Debtholders, supra note 74, at 188–89 (discussing delays in Tribune
case as a result of diverging interests of creditor/funds); Emily Chasan, Fight Over What Six Flags is Worth
Could Get Ugly, REUTERS, Dec. 3, 2009, http://www.reuters.com/article/2009/12/04/us-sixflagsidUSTRE5B30AR20091204 (discussing valuation disagreements between funds, which prolonged case). See
also Jared A. Ellias, Do Activist Investors Constrain Managerial Moral Hazard in Chapter 11?: Evidence
from Junior Activist Investing 1–2 (Stan. L. & Econ. Olin Working Paper No. 451 2013) available at
http://ssrn.com/abstract=2308994 (stating some senior creditors perceive junior activist investors as using
"terrorist litigation practices").
78
See Harner, Activist Distressed Debtholders, supra note 74, at 164 nn.26 & 29; Frederick
Tung, Leverage in the Board Room: The Unsung Influence of Private Lenders in Corporate Governance, 57
UCLA L. REV. 115, 133–35 (2009) (explaining traditional relationship between a lender and borrower and
changes in dynamics of that relationship); Charles K. Whitehead, The Evolution of Debt: Covenants, the
Credit Market, and Corporate Governance, 34 IOWA J. CORP. L. 641, 641–50 (2009).
79
See Harner, Trends in Distressed Debt, supra note 2, at 86 n.76 (data reporting that, of those
respondents who invest in distressed debt, approximately 29% attempt to influence management personnel
changes and approximately 37% attempt to replace certain key members of management in efforts to acquire
control of company).
80
Professor Edward I. Altman notes that distressed debt investors play an important role in the loan and
bond markets, providing increased depth and liquidity. See Altman, supra note 73, at 76 (estimating there
are currently "more than 200 financial institutions investing between $400-450 billion in the distressed debt
market in the U.S.").
81
See, e.g., Harner, Activist Distressed Debtholders, supra note 74 at 169–70 (noting willingness of
distressed investors to invest in troubled company can have very positive implications for company and its
stakeholders); Paul M. Goldschmid, More Phoenix Than Vulture: The Case for Distressed Investor Presence
in the Bankruptcy Reorganization Process, 2005 COLUM. BUS. L. REV. 191, 267–68 (2005) (noting claims
trading can add beneficial market liquidity); Vikas Agarwal & Costanza Meneghetti, The Role of Hedge
Funds as Primary Lenders, 14 REV. DERIV. RES. 241, 242–43 (2011), available at
http://ssrn.com/abstract=1596830 (finding overall hedge fund lending adds value and financial markets view
their involvement as positive).
82
See Goldschmid, supra note 81, at 255–61 (discussing how distressed debt investor involvement often
results in better outcomes because they tend to behave like shareholders interested in long-term value of
company than senior lenders in a chapter 11 case).
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creditors with an alternative exit strategy, and that activist funds frequently unlock
value for all creditors.83
Interestingly, anecdotal and to some extent empirical evidence supports all of
the foregoing arguments.84 That perhaps is not surprising given the variety of funds
and the unique circumstances of most chapter 11 opportunities.85 Rather than trying
to account for all of these variations, the remainder of this essay focuses on funds
pursuing takeover (frequently loan-to-own) opportunities. The next section
explains the parameters of the empirical study and describes certain key results
relating to activist funds and the takeover/loan-to-own strategies. The data offer
valuable insights and highlight additional questions we should strive to answer to
better inform the ongoing debate.

83

See Jiang et al., supra note 70, at 515 (stating "our evidence is more supportive of efficiency gains
brought by hedge funds than of value extraction from other claims. The presence of hedge fund unsecured
creditors is associated with both higher total debt (including secured and unsecured) recovery . . . ."); Martin
Eisenberg, When Hedge Funds Invest in Distressed Debt, N.Y.L.J. 11 (Oct. 15, 2007) ("A balanced
assessment of the impact of distressed investing in bankruptcy proceedings demonstrates that distressed
investors are beneficial to the reorganization process contributing, among other things, substantial resources
in the form of capital, financial acumen and expertise.").
84
See Harner, Trends in Distressed Debt, supra note 2, at 91–92 (discussing empirical study of
institutional and distressed debt investors based primarily on survey responses providing insight on
investment practices and investment strategies, including use of distressed debt to influence board or
management and the use of investing to acquire ownership); Jiang et al., supra note 70 at 514 (empirical
study finding that hedge funds strategically choose positions in capital structure of the company, help
balance power between the debtor and secured creditors, exert power in the bankruptcy case over
management and some management decisions, and bring about higher probabilities of emergence and
payoffs for junior claims); Li & Wang, supra note 70 (empirical study finding distressed debt investors that
pursue loan-to-own strategies exert influence, weaken liquidation bias of secured creditors but also improve
corporate governance and operating performance of reorganized firm); Lim, supra note 70 (empirical study
finding that hedge fund involvement in chapter 11 is associated with higher probability of completing
prepackaged restructurings, faster restructurings, and greater debt reduction for the emerging firm); Ellias
supra note 70 (finding that hedge funds in junior claimant position in chapter 11 increase the appraised value
of the restructuring transaction).
85
One example of a unique chapter 11 opportunity is fund investment in an obscure pool of General
Motors debt that allowed the funds to recover significant amounts in the case. See Tiffany Kary, Hedge
Funds Used Obscure Bond Bet to Win in GM Bankruptcy, BLOOMBERG PERSONAL FINANCE, Oct. 5, 2013,
http://www.bloomberg.com/news/2013-10-04/hedge-funds-used-obscure-bond-bet-to-win-in-gmbankruptcy.html (also noting role of Fortress Investment Group and Elliot Management Corp. in rejecting
GM's last-ditch effort to avoid bankruptcy).
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III. STUDY OF ACTIVIST FUNDS IN CHAPTER 11
The primary objective of the study was to analyze cases where funds were
"purchasers"86 of the debtor during the course of the bankruptcy and determine to
what extent funds influenced the debtor's exit strategy. 87 Although funds can be
"activist" in other respects, this study seeks to understand the dynamics and impact
of funds involved in a takeover strategy. In such cases, a fund may attempt to
purchase the debtor's assets outright, credit bid for the debtor's assets, invest new
capital in exchange for reorganized equity,88 or pursue a debt-for-equity exchange
under the plan of reorganization.89 Accordingly, in nearly all cases identified as a
"fund case" in the dataset, the funds were positioned to own at least a majority of
the company or its assets after the chapter 11 case.
A. The Dataset
The starting point for our dataset is the UCLA-LoPucki Bankruptcy Research
Database (the BRD). The BRD includes all bankruptcy cases filed from 1980 to the
present,90 by or against a business debtor or group of affiliated debtors that had
assets worth $100 million or more, measured in 1980 dollars. The total number of
cases included in our original dataset is 917. We also further limited the dataset to
cases filed between January 5, 2000 and January 28, 2013 and for which the
relevant bankruptcy documents were available electronically. Our final dataset
includes 490 chapter 11 cases. We continue to refine and supplement these data;
the results presented here represent the dataset analysis as of August 2013.
We then supplemented the BRD data by collecting and manually coding
information concerning: whether there was a "sale" of all or part of the debtor
during the bankruptcy; 91 the identity of purchasing parties; whether those parties
constituted a "fund" for our purposes; whether a Chief Restructuring Officer (CRO)
was appointed in connection with the chapter 11 case; whether the Chief Executive
Officer (CEO) was replaced in the three years prior to the chapter 11 case; and
86

Our initial inquiry was whether there was a "sale" of the debtor; the definition of a "sale" is broad and a
case was categorized as a sale if one or more funds bought the debtor's assets or an interest in the debtor's
business from the estate. However, no minimum purchase was required to classify the case as a sale. A case
might be categorized as a both a sale and a reorganization if the purchaser obtained less than half of the
reorganized equity in exchange for a new investment. The purchaser must give new value, except as noted
below, in order for the case to be categorized a sale; a creditor or equity holder that receives a distribution on
account of its claim or interest is not a purchaser; a sale did not occur. If a creditor credit-bids in an actual
sale or auction, however, the case is categorized as a sale.
87
We did not capture cases where a fund acquires control solely by purchasing a majority of the prepetition debt and exchanging it for equity, unless the fund invests new capital in some form.
88
This often, but not always, arises in the context of an equity rights offering pursuant to a plan of
reorganization.
89
See sources cited supra note 87.
90
Much of the BRD is updated monthly to include recent filings and recent updates.
91
See sources cited supra notes 86, 87.
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certain other information concerning the funds' debt positions and the company's
exit strategy.
Of the 490 cases, 126 are referred to as "fund cases," meaning that at least one
of the purchasing parties was a fund.92 This finding corresponds with other studies
that find that funds pursue "loan-to-own strategies" in approximately 25-30% of
chapter 11 cases.93 The percentage of fund cases in any given year, however, varies
as shown in Figure 1.

Figure 1. Percentage of cases with fund participation over time (N=490).

92

First we identified whether the debtor sold all or part of the company during bankruptcy; the sale might
be pursuant to the plan of reorganization or not. We categorized a case as a "sale" whether or not the
purchaser acquired 51% or more of the assets of the reorganized company. Further variables were used to
indicate the percentage acquired by the purchaser. If the purchaser received 49% or less of the company, we
would have indicated "yes" to a "sale" but then we categorized the case as a reorganization plan. If the
purchaser received 50% or more of the assets or stock of the reorganized company—but not through a 363
sale—it was categorized as a sale/merger, described in this essay as a change of control plan. If one or
multiple purchasers received all or substantially all of the assets of the debtor through a 363 sale, and at least
one division of the company remained intact and in operation we categorized the cases as a section 363 sale.
Lastly, if none of the other categories applied, we labeled the case as a piecemeal liquidation. See also supra
note 86.
93
See, e.g., Jiang et al., supra note 70, at 528 (table indicates that an average of 27.7% of funds adopt
loan-to-own strategy); See Harner, Trends in Distressed Debt, supra note 2, at 88, 97 (noting 21 of 82
(25.9%) distressed investment funds loan directly to distressed companies in loan-to-own strategy, and 26 of
82 (31.7%) invest in distressed debt in pursuit of the strategy).
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B. Key Data and Interesting Associations
Despite the high profile nature of many takeover and loan-to-own cases, as
noted above, our data suggest that only 25.7 percent of cases end with a fund
owning a majority position in the reorganized company or its assets. Admittedly,
these data do not account for other loan-to-own scenarios, such as when the general
unsecured creditors as a class receive reorganized equity under the plan and funds
hold a piece of that debt.94 Our data are important to the dialogue, however, because
the cases represent true control plays—i.e., the funds in these cases were seeking
and actually obtained control of the distressed company.
Of the 126 fund cases, 68 (54.0 percent) involve funds as pre-petition
stakeholders of the debtor (see Figure 2 for time trend); 24 of the 126 fund cases
(19.0 percent) involve funds that also extended DIP financing to the company.95
Approximately half of the funds with a pre-petition stake in the debtor were prepetition noteholders, suggesting that funds in the dataset frequently identified this
tranche of debt as the fulcrum security.96 Moreover, 37 (29.4 percent) of these cases
involved CROs; 57 (45.2 percent) experienced a change in the CEO during the three
years prior to the chapter 11 case; and 47 (37.3 percent) experienced a change in the
CEO during the chapter 11 case.97

94

See, e.g., supra note 87.
This percentage is likely underinclusive due to difficulties identifying participants in syndicated DIP
loans.
96
The actual data break down as follows: of the 126 fund cases, in 51 (40.5 percent) of cases, the fund had
no pre-petition relationship with the debtor; 26 (20.6 percent) of the funds were pre-petition noteholders; 15
(11.9 percent) were pre-petition secured creditors; 8 (6.3 percent) were pre-petition equity-holders; 5 (3.97
percent) were unsecured creditors; 7 (5.56 percent) held multiple tranches of the debtor's pre-petition capital
structure; 2 (1.59 percent) were pre-petition insiders or other; 5 (4.0 percent) were non-specific pre-petition
creditors (meaning the disclosure statement indicated the fund credit-bid for the debtor's assets, without
additional information, or the fund was merely described as a creditor); and in 7 cases (5.6 percent), there
was insufficient data in the bankruptcy filings to determine whether there was a pre-petition relationship.
97
The dataset includes pre-petition CEO information for 342 cases and post-petition CEO information for
375 cases.
95
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Figure 2. Percentage of fund cases with pre-petition relationship over time
(N=126).
1. Fund Cases and Emergence
We started our analysis by reviewing the outcomes of the chapter 11 cases in
the dataset and scrutinizing the vehicle used to facilitate those outcomes. These
data focus on whether the company reorganized through a traditional stand-alone
plan ("reorganization plan") or a sale or other change of control transaction under
the plan ("change of control plan"); used a sale of substantially all of its assets
under section 363 of the Bankruptcy Code ("section 363 sale"); or liquidated. In
addition, we considered whether the debtor company "emerged" on the other side of
the reorganization plan, change of control plan, or section 363 sale, meaning that at
least one of the affiliated debtor companies continued in business under the same or
similar name following the emergence transaction. Moreover, to assess the
effectiveness of the emergence vehicle, we analyzed data on whether the emerged
company refiled a bankruptcy case.
With respect to chapter 11 outcomes on the whole, 219 (44.7 percent) of the
total cases ended in a plan of reorganization, 104 (21.2 percent) ended in a change
in control plan, and 106 (21.6 percent) ended in a section 363 sale. Our data show,
however, that funds prefer obtaining post-emergence control through a control
change under a plan of reorganization; approximately 54.8 percent of the fund cases
emerged through a plan of reorganization that facilitated a change in control in
favor of the funds. More specifically, fund cases show lower percentages for plans
of reorganization and higher percentages for change of control plans, 15 (11.9
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percent) and 69 (54.8 percent), respectively, than cases without funds [204 (56.0
percent) and 35 (9.6 percent), respectively]. 98 Overall, 311 (63.5 percent) of all
companies in the dataset emerge in some fashion.99 See Figure 3 for an illustration
of the distribution of emergence vehicle overall and by fund status.

Figure 3. Emergence vehicle by fund status and overall.
The data below dive deeper into the emergence and related variables. These
data provide interesting insights and support preliminary inferences concerning the
role of funds in chapter 11 and the value of their activities. Notably, the data do not
support causal relationships; it is difficult to isolate the impact of funds on case
outcomes or the value of stakeholder distributions.100
a. Emergence as an indicator of success
As explained above, the study's concept of emergence focuses on the
continuation of the debtor's business under the same or a similar name. Such an
emergence—whether through a reorganization plan, change of control plan, or
section 363 sale—possesses characteristics arguably aligned with the original policy
goals underlying the Bankruptcy Code: it permits a company to rightsize its

98
The authors recognize potential endogeneity bias and selection effect in some of the data. Accordingly,
the correlations presented in this essay do not support casual findings but should be used to inform the
dialogue concerning fund cases.
99
Focusing solely on the 311 companies in the dataset that emerged in some fashion, fund cases show
higher percentages both for change of control plans and section 363 sales, 61 (66.3 percent) and 16 (17.4
percent), respectively, than cases without funds [9 (4.1 percent) and 18 (8.2 percent), respectively].
100
See supra note 98.
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operations and balance sheet through the chapter 11 case and to continue as a
productive citizen, employer, and taxpayer in the affected communities.101
Of the 490 total cases, 477 were identified as having emerged or not.102 The
relationship between having a fund and emerging from chapter 11 was significant
((X2(1, N = 477) = 5.974, p = .015) such that fund cases were more likely to emerge
(74.2 percent) than non-fund cases (62.0 percent).103 As mentioned previously, fund
cases were more likely than non-fund cases to emerge via change of control plans
and section 363 sales.
In light of the anecdotal evidence suggesting that funds use DIP financing to
achieve their investment objectives, we also explored whether fund participation in
the DIP financing was related to the vehicle for emerging. 104 Of the 33 fund cases
emerging via a known vehicle and for which fund participation in DIP is known, 18
(54.5 percent) involved fund participation in the DIP financing. Due to the small
number of cases available for analysis, there was limited statistical power to detect
the relationship between participation in DIP financing and the vehicle for
emerging. The data do suggest, however, that, compared to fund cases without fund
involvement in the DIP financing, fund cases with such fund involvement may have
been more likely to emerge via reorganization (16.7 percent vs. 6.7 percent,
respectively), less likely to emerge via change of control plans (55.6 percent vs.
80.0 percent), and more likely to emerge via section 363 sales (27.8 percent vs. 6.7
percent).
Lastly, given the apparent increase in funds purchasing pre-petition debt to
acquire control, we also explored whether the fund holding a pre-petition debt
position was related to the vehicle for emerging (see Figure 4).105 Of the 88 fund
cases emerging via a known vehicle and with a known pre-petition debt position, 59
(67.0 percent) involved such a relationship. Compared to fund cases without a prepetition debt position, fund cases with such a relationship were equally likely to
emerge via reorganization [11.9 percent vs. 20.7 percent; X2(1, N = 88) = 1.203, p =
.273], significantly more likely to emerge via change of control plans [76.3 percent
vs. 51.7 percent; X2(1, N = 88) = 5.400, p = .020], and as likely to emerge via
section 363 sales [11.1 percent vs. 24.1 percent; X2(1, N = 88) = 2.189, p = .139].

101

Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L. REV. 129, 146–48 (2005)
(discussing rehabilitative policy goals of the Bankruptcy Code).
102
The remaining 13 cases were either pending (10), not classified (2), or had no data (1).
103
See supra note 98 (discussing potential endogeneity bias and selection effect).
104
See, e.g., Lim, supra note 70, at 21–22 (discussing hedge fund DIP lending strategy generally) (citing
Skeel, supra note 2, at 936–37); Aditya Habbu & Nikhil Abraham, DIP Lending and the Death of
Emergence: Reorganization Outcomes Post-Crisis, 10, 13–14 (Working Paper, March 6, 2011), available at
http://ssrn.com/abstract=1779509 (discussing previous research indicating DIP lending correlated with
higher stand-alone reorganizations, but arguing that DIP lending post-2008 was more likely to result in a
sale).
105
See supra note 96.
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Figure 4. Emergence vehicle by pre-petition relationship status among emerging
fund cases (N=88).
b. Prepackaged cases as an indicator of efficiency
The prepackaged chapter 11 case is heralded as an efficient and effective
restructuring tool.106 Nevertheless, some commentators suggest that the speed of the
prepackaged case might be ill advised, producing only a temporary fix to the
company's financial problems. Because the speed often is perceived as favoring, or
being driven by creditors' interests, we examined the prepackaged and prenegotiated cases in the dataset.
Of the 490 total cases, all but one had sufficient information to determine
whether the case was prepackaged or pre-negotiated. For the purposes of these
analyses, a case is prepackaged if the debtor drafted the plan, submitted it to a vote
of the impaired classes, and claimed to have obtained the acceptances necessary for
consensual confirmation before filing the case. A case is pre-negotiated if the
debtor negotiates the plan with less than all groups or obtains the acceptance of less
than all groups necessary to confirm before the bankruptcy case is filed (voluntarily
or involuntarily). Of the 489 cases, 42 were prepackaged (8.6 percent), 106 (21.7
percent) were pre-negotiated, and the remaining 341 (69.7 percent) were neither.
As more fully discussed below, only 30 of the 126 fund cases (23.8 percent) were
prepackaged or pre-negotiated.
At first blush, the data might seem surprising in that the relationship between
having a fund and filing a prepackaged or pre-negotiated case was marginally
significant [(X2(1, N = 489) = 3.352, p = .067] such that fund cases were less likely
106
See Kurt A. Mayr, Enforcing Prepackaged Restructuring of Foreign Debtors Under the U.S.
Bankruptcy Code, 14 AM. BANKR. INST. L. REV. 469, 469–70 (2006) (noting prepackaged cases are
completed quickly and efficiently).
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than cases without funds to file a prepackaged or pre-negotiated case (23.8 percent
vs. 32.5 percent, respectively). 107 Upon reflection, however, these data might
confirm the anecdotal evidence suggesting an increase in funds purchasing prepetition debt positions after the chapter 11 filing to pursue a loan-to-own or
takeover of the company in the bankruptcy case. This possibility is further
supported by our analysis of whether fund participation in the DIP financing was
related to the likelihood of a case being either prepackaged or pre-negotiated.108 Our
analysis of whether funds' pre-petition debt holdings were related to the likelihood
of a case being either prepackaged or pre-negotiated are inconclusive with respect
to this particular inference.109
c. Refiling as an indicator of failure
Of the 311 emerging cases, only 38 (12.2 percent) cases involved emerging
companies refiling bankruptcy. A case is coded as a refiling if more than half of the
operations of the emerging company subsequently filed another bankruptcy case.
Commentators have questioned whether the increased participation of funds with
arguably short investment horizons has caused a spike in bankruptcy failures and
refilings.110 The data do not generally confirm these suspicions. Specifically, we
explored whether fund cases were more or less likely to refile than non-fund cases
(see Figure 5). As it turns out, statistically speaking, fund cases are as likely as
non-fund cases to refile [15.2 percent vs. 11.0 percent; X2(1, N = 311) = 1.095, p =
.295)], though the data descriptively suggest that fund cases may be more likely to
refile.111

107
Because of the limited number of cases in these categories, we collapsed prepackaged or pre-negotiated
cases for purposes of these analyses.
108
Of the 42 fund cases with known prepackaged/pre-negotiated and DIP participation outcomes, 10 (23.8
percent) involved fund participation in the DIP financing. As such, there was limited statistical power to
detect the relationship between participation in DIP financing and the likelihood of a case being either
prepackaged or pre-negotiated. The data do suggest, however, that fund cases with such a relationship may
have been as likely as fund cases with no such relationship to be prepackaged or pre-negotiated (25.0 percent
vs. 22.2 percent).
109
Of the 119 fund cases with known prepackaged/pre-negotiated and pre-petition relationship outcomes,
68 (57.1 percent) involved such a relationship. Compared to fund cases without a pre-petition debt position,
fund cases with such a relationship were marginally more likely to be prepackaged or pre-negotiated [30.9
percent vs. 17.6 percent; X2(1, N = 119) = 2.708, p = .100].
110
See, e.g., Jonathan C. Lipson, The Shadow Bankruptcy System, 89 B.U. L. REV. 1609, 1662 (2009)
(discussing potential for shorter investment horizons to impact firm's reorganization).
111
Approximately 15% of the fund cases refiled, which is slightly higher than the 11% of non-fund cases
that refiled, however, the difference is not statistically significant.
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Figure 5. Percentage of emerging cases refiled by fund status (N=311).
To better understand the lack of an association between fund cases and refiling
overall, we further analyzed whether fund participation in the DIP financing was
related to the likelihood of refiling. Of the 33 emerging fund cases with a known
DIP financing outcome, 9 (27.3 percent) involved fund participation in the DIP
financing. Due to the small number of cases available for analysis, there was
limited statistical power to detect the relationship between participation in DIP
financing and the likelihood of refiling. The data do suggest, however, that
emerging fund cases with fund participation in the DIP financing may have been as
likely as emerging fund cases without such fund participation to refile (27.8 percent
vs. 26.7 percent).
We also explored the association between prepackaged/pre-negotiated cases
and refiling. Consistent with previous studies, 112 the data show that, among all
cases, prepackaged and pre-negotiated cases are more likely to refile than traditional
reorganizations [12.8 percent vs. 5.6 percent; X2(1, N = 489) = 7.602, p = .006)].
Among only cases with funds, however, the association between prepackaged or
pre-negotiated and refiling disappeared [16.7 percent vs. 9.4 percent; X2(1, N =
126) = 1.230, p = .267)].
Similarly, we explored whether the presence of a pre-petition debt position was
related to the likelihood of refiling. Of the 88 emerging fund cases with known prepetition debt position, 59 (67.0 percent) involved such a relationship. Compared to
fund cases without a pre-petition debt position, fund cases with such a relationship

112

See, e.g., Robert K. Rasmussen, Empirically Bankrupt, 2007 COLUM. BUS. L. REV. 179, 237 (2007)
(critiquing LYNN LOPUCKI, COURTING FAILURE: HOW COMPETITION FOR BIG CASES IS CORRUPTING THE
BANKRUPTCY COURTS (2006)); see also Kenneth Ayotte & David A. Skeel, Jr., An Efficiency-Based
Explanation for Current Corporate Reorganization Practice, 73 U. CHI. L. REV. 425, 427–28 (2006) (same).
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were equally likely to refile [15.3 percent vs. 13.8 percent; X2(1, N = 88) = .033, p
= .856].
2. Fund Cases and Management (CEOs and CROs)
As noted above, many commentators have observed an increase in creditor
control in chapter 11 cases.113 Some argue that this shift moves the process away
from a management-controlled scheme to one dominated by creditors and their
objectives.114 Others view increased creditor participation as neutralizing or better
balancing the interests and control of management and creditors.115 Regardless of
the correct characterization, anecdotal and empirical evidence suggest that creditors
often do seek a change in management, whether by replacing the CEO or installing
a CRO.116 The following data analyze these issues in the context of the fund cases.
a. Pre-petition change in CEO
Of the 490 cases, we were able to determine for 342 cases (69.8 percent)
whether the CEO changed in the three years prior to bankruptcy. Of those 342
cases, 88 (25.7 percent) were also fund cases. We then examined whether fund
involvement was related to whether the case had a relatively new CEO. The
relationship between having a fund and having a relatively new CEO was not
significant ((X2(1, N = 342) = .001, p = .975) such that fund cases were as likely as
non-fund cases to have a relatively new CEO (64.8 percent vs. 65.0 percent,
respectively). Nevertheless, from a descriptive perspective, an overwhelming
majority of fund cases (64.8 percent) experienced a change at the CEO position in
the three years prior to the filing of the chapter 11 case.
We next considered whether a fund's position in the DIP financing or the prepetition debt increased its leverage over management personnel decisions. Of the
28 fund cases with known information about the CEO and DIP financing, 15 (53.6
percent) involved fund participation in the DIP financing. Due to the small number
113

See Ayotte & Morrison, supra note 2, at 512–15.
See Skeel, supra note 2, at 918 (stating chapter 11 "now has a distinctively creditor-oriented cast");
Miller & Waisman, supra note 101, at 155 (arguing that "[m]anagement is often unable to counterbalance
the influence of creditors"); Douglas G. Baird & Robert K. Rasmussen, Private Debt and the Missing Lever
of Corporate Governance, 154 U. PA. L. REV. 1209, 1211 (2006) (discussing how creditors play a larger role
in corporate affairs today); Douglas G. Baird & Robert K. Rasmussen, The End of Bankruptcy, 55 STAN. L.
REV. 751, 752, 778–89 (2002) (noting company's principal lenders are usually already in control prior to a
chapter 11 filing and discussing control rights in depth).
115
See Harner, Policy Implications, supra note 2, at 709, 760–61 (describing current restructuring model
as "management-neutral" instead of "management-driven" due to debt investment); Goldschmid, supra note
81, at 217 (arguing distressed funds are naturally incentivized to balance interests).
116
See Harner, Policy Implications, supra note 2, at 721, 723, 726 (citing case studies where CEOs were
replaced and two CRO appointments); Goldschmid, supra note 81, at 219 (noting creditors often appoint a
CRO prior to bankruptcy); Douglas G. Baird & Robert K. Rasmussen, Antibankruptcy, 119 YALE L.J. 648,
671, n.117 (2009) (arguing creditors take control and install new officers, often a CRO).
114
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of cases available for analysis, there was limited statistical power to detect the
relationship between DIP financing and management personnel decision.
Anecdotally, the data suggest that cases with fund participation in DIP financing
may be more likely to have a relatively new CEO than cases without such fund
participation (93.3 percent vs. 84.6 percent). Nevertheless, a fund's pre-petition
debt position did not produce a similar effect.117
b. CEO leaving prior to confirmation
Of the 490 cases, we were able to determine for 375 cases (76.5 percent)
whether the CEO left prior to confirmation. Of those 375 cases, 95 (25.3 percent)
were also fund cases. We then examined whether fund involvement was related to
whether the CEO left prior to confirmation. The relationship between having a fund
and having a CEO leave was not significant ((X2(1, N = 375) = 2.041, p = .153)
such that fund cases were as likely as non-fund cases to have a CEO leave prior to
confirmation (49.5 percent vs. 41.1 percent, respectively).
Similar to our analysis of pre-petition changes in the CEO position, we also
explored whether fund participation in the DIP financing or pre-petition debt
influenced a change in CEO prior to confirmation. Of the 29 fund cases with
known information about the CEO and DIP financing, 14 (48.3 percent) involved
fund participation in the DIP financing. Due to the small number of cases available
for analysis, there was limited statistical power to detect a relationship between
changes in the CEO position and DIP financing. Anecdotally, the data suggest that
cases with fund participation in DIP financing were as likely as cases without such
fund participation to have a CEO leave prior to confirmation (50.0 percent vs. 46.2
percent). A similar non-result emerged when we analyzed the funds' pre-petition
debt positions and post-petition CEO changes.118
c. Chief restructuring officers
Of the 490 total cases, 113 (23.1 percent) had a CRO listed in the disclosure
statement or media reports regarding the bankruptcy. Because the appointment of a
CRO often is viewed as a creditor remedy or a pro-creditor restructuring tool, we
explored whether fund involvement was related to the likelihood of having a CRO
(see Figure 6). In fact, the relationship was marginally significant [(X2(1, N = 490)
= 3.799, p = .051] such that fund cases were more likely than non-fund cases to
have a CRO (29.4 percent vs. 20.9 percent, respectively).
117

Of the 82 fund cases with a known CEO outcome, 45 (54.9 percent) involved such a relationship. Fund
cases with a pre-petition debt position were as likely as fund cases without such a relationship to have a
relatively new CEO ((X2(1, N = 82) = .061, p = .805); 62.2 percent vs. 64.9 percent, respectively).
118
Of the 91 fund cases with a known CEO outcome, 50 (55.6 percent) involved such a relationship. Fund
cases with a pre-petition debt position were as likely as fund cases without such a relationship to have a CEO
leave prior to confirmation ((X2(1, N = 91) = 2.464, p = .116); 42.0 percent vs. 58.5 percent, respectively).
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Figure 6. Percentage of cases with CRO by fund status (N=490).
The appointment of a CRO is not only a creditor remedy, but it also is
frequently viewed as a senior creditor remedy, invoked as a compromise between
the company and its senior lenders to resolve management personnel disputes or to
provide creditors with greater comfort concerning management decisions. As such,
we explored whether fund participation in the DIP financing was related to the
likelihood of having a CRO. Of the 42 emerging fund cases with known CRO and
DIP financing outcomes, 24 (57.1 percent) involved fund participation in the DIP
financing. Due to the small number of cases available for analysis, there was
limited statistical power to detect the relationship between participation in DIP
financing and the likelihood of refiling. The data do suggest, however, that fund
cases with such a relationship may have been as likely as fund cases with no such
relationship to have a CRO (37.5 percent vs. 33.3 percent).
Similarly, we explored whether the presence of a pre-petition debt position was
related to the likelihood of having a CRO. Of the 119 fund cases with a known
CRO outcome, 68 (57.1 percent) involved such a relationship. Compared to fund
cases without a pre-petition debt position, fund cases with such a relationship were
marginally less likely to have a CRO [22.1 percent vs. 37.3 percent; X2(1, N = 119)
= .3.298, p = .069].
3. Impact on Value
The data largely track the anecdotal evidence. Debtors that have funds in their
capital structures frequently emerge from chapter 11. Cases such as Tribune,
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Kmart, Lyondell, and Six Flags illustrate that reorganization and even postemergence profit are attainable with fund investors.119 What the data do not show is
what some perceive as the "messy" nature of these chapter 11 cases. As discussed
in Part I, cases with funds can be litigious, acrimonious, long, and expensive. Do
these factors significantly affect value? Some empirical studies suggest no,120 but
further studies and analysis are needed.121
A critical component of these future analyses will be how the studies define
value and success. Empirical data and results will vary widely depending on these
definitions. For example, value/success might be assessed based on original face
value of the company's debt and the chapter 11 recoveries. Alternatively,
value/success might turn on the existence of an ongoing, viable business in some
form post-emergence regardless of debt recoveries. Notably, the definitions have
even wider fluctuation when viewed through the prism of a particular debt or equity
holder or management. Although many of these definitions might be tested
empirical, some are more difficult to measure. Yet, all of these definitions are
relevant to the underlying policies of chapter 11.
CONCLUSION
It is apparent that funds often do matter in chapter 11 cases. The data strongly
suggest that funds can influence the restructuring efforts of a distressed company.
What is less certain, however, is whether that influence is positively or negatively
associated with value. For example, though the data suggest that companies
targeted by funds are more likely to emerge, this could be attributed to the
investment selection criteria of the fund, the fund's tactics within the chapter 11
case, the fund's resources or expertise, or any other of a multitude of factors. In
addition, cases with funds are more likely to have a CRO and are likely to
experience a pre-petition change at the CEO position. That type of influence may
119
In re Premier Int'l. Holdings, Inc. ("Six Flags"), 423 B.R. 58, 58 (Bankr. D. Del. 2009); In re Lyondell
Chem. Co., 420 B.R. 571, 571 (Bankr. S.D.N.Y. 2009); In re Tribune Co., 464 B.R. 126, 126 (Bankr. D.
Del. 2008); In re Kmart Corp., No. 03-C-0096, 2003 WL 23162412 (Bankr. N.D. Ill. Oct. 28, 2003). See
also Harner, Policy Implications, supra note 2, at 725–27 (discussing Kmart's restructuring); Harner, Activist
Distressed Debtholders, supra note 74, at 167–68 (discussing the Lyondell restructuring). But see, e.g., In re
Am. Remanufacturers, 439 B.R. 633, 633 (Bankr. D. Del. 2010) (dispute between funds holding different
tranches of company's debt arguably caused the conversion of the chapter 11 case to one under chapter 7,
resulting in a fire sale of the company's assets); see also Harner, Policy Implications, supra note 2, at 755–
756 (discussing the In re American Remanufacturers case).
120
Notably, our own data reflect these assertions, at least in regard to one of these factors: case duration.
The presence of a fund vying for control is significantly associated with an increase in the median length of
chapter 11 cases from 325 days to 411 days; however, due to asymmetry in the distribution of case length,
funds do not significantly increase the mean (average) length of chapter 11 cases.
121
See Jiang et al., supra note 70, at 534–37 (describing how hedge funds that serve on the unsecured
creditors committee often object to key plan terms, etc., and that despite these adversarial activities, hedge
fund involvement on creditors' committees has a positive effect on a number of factors). See also Altman,
supra note 73; Li & Wang, supra note 70; Lim, supra note 70; Ellias, supra note 70.
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concern management but, depending on the case and circumstances, may ultimately
benefit the company and all stakeholders. Moreover, a fund's presence did not on
average have a significant impact on the duration of chapter 11 cases, nor did fund
presence affect likelihood of failure (measured by refiling) of the chapter 11 case.
That being said, the most striking aspect to these data is the suggestion that
chapter 11 can function, sometimes quite well, with fund participants. The data
highlighted in this study are informative not only for the differences they show
between fund and non-fund cases, but also for the non-differences; cases with funds
vying for control resemble other chapter 11 cases in various ways. The challenge
then for policymakers, practitioners, and academics is to identify factors that
support value-enhancing activities while mitigating potentially destructive investor
tactics. Notably, this challenge is not all that different from the balancing
historically required of policymakers in the debtor-creditor arena.
Many
creditors—whether funds, banks, landlords, pension funds, or trade creditors—have
the resources and sometimes the intent to delay or derail chapter 11 cases. The one
potential difference is the dearth of information concerning funds' investment
holdings, strategies, and objectives. Nevertheless, as more data are collected and
studies are performed, policymakers should be well equipped to assess and maintain
balance on the chapter 11 playing field.
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FURTHERING THE GOALS OF CHAPTER 11: CONSIDERING THE
POSITIVE ROLE OF HEDGE FUNDS IN THE REORGANIZATION
PROCESS
DANIEL B. KAMENSKY
INTRODUCTION
As an active distressed debt investor, my experience tells me that hedge funds
can play a positive role in the chapter 11 bankruptcy process. Hedge funds are
sophisticated creditors that can work productively with the debtor to achieve
consensus and help create a transparent and efficient bankruptcy process. Through
their actions, hedge funds can help achieve the goals of chapter 11, namely, to
rehabilitate the debtor and maximize value for all stakeholders.
Because hedge funds can be a positive force both in improving the chapter 11
process and in ensuring a successful outcome, the Bankruptcy Code and chapter 11
practice should encourage hedge fund participation—particularly in light of recent
empirical studies that confirm the positive effect hedge fund participation can have
on the bankruptcy process.
I. THE CURRENT STATE OF PLAY
Hedge funds are private investment funds that provide sophisticated investment
management to a diverse range of investors and myriad public trusts, including
pension funds, charitable organizations, university endowments and foundations.
Their structure makes them significantly more flexible than traditional investment
vehicles such as banks; not only are they more likely to take positions in the full
range of debt and equity investments, they are more often able to provide capital in
times of market volatility and distress. Through these functions, hedge funds play
an important role in our financial system: not only do they help investors diversify
their individual security selection risk, they also provide liquidity and price
discovery to capital markets, and capital to companies to allow them to grow or
improve their businesses. In so doing, hedge funds help dampen general market
volatility.1 Accordingly, hedge funds are significant players in the modern capital
markets that strengthen the U.S. capital markets as a whole.



Dan Kamensky is a partner at Paulson & Co. Inc. ("Paulson"), a leading global investment firm. He is
also the chairman of the Bankruptcy and Creditor Rights Working Group of the Managed Funds Association
("MFA"), and submits this paper in his capacity as chairman. Dan offers his thanks to Professors Sharfman
and Warner and the members of the St. John's University ABI Law Review, for inviting him to this
symposium, and to Andy Rosenberg and Lauren Shumejda for their assistance in preparing this submission.
1
See, e.g., William P. Osterberg & James B. Thomson, The Truth About Hedge Funds, CLEV. FED. RES.,
May 1, 1999, http://www.clevelandfed.org/research/commentary/1999/0501.pdf (concluding "the funds'
trading behavior tends to reduce, not increase, the volatility of prices").
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Hedge funds also strengthen the U.S. bankruptcy system. Today, hedge funds
are actively involved in a staggering percentage of all chapter 11 cases.2 Hedge
funds appear at every level of a distressed company's corporate structure, and may
also take on new positions as debtor-in-possession or exit lenders or serve on formal
and informal committees. Thus, hedge funds represent an important creditor group
that essentially did not exist when Congress enacted the Bankruptcy Code in 1978.
However, while the role of hedge funds in bankruptcy is one aspect out of many
that presently is being considered as part of an ongoing discussion of revising the
Bankruptcy Code generally, 3 the mere fact that hedge fund participation in
bankruptcy proceedings has evolved over time is not a reason in and of itself to
reform the Bankruptcy Code. Instead, the appropriate question to ask when
considering reforms to the Bankruptcy Code or to the practice of chapter 11 is
whether recent developments have improved the chapter 11 process and enhanced
the Bankruptcy Code's twin goals of value maximization and rehabilitation. When
considering increased hedge fund participation in chapter 11, the answer to both
questions is yes.

2
Approximately 90%, according to one recent study. Wei Jiang, Kai Li & Wei Wang, Hedge Funds and
Chapter 11, 67 J. FIN. 513, 514 (2012) (sampling 474 chapter 11 reorganizations between 1996 and 2007).
See also Michelle M. Harner, Jamie Marincic Griffin & Jennifer Ivey-Crickenberger, Activist Investors,
Distressed Companies, and Value Uncertainty, 22 AM. BANKR. INST. L. REV. 167, 191 (2014) (concluding
approximately 26% of large chapter 11s between 2000 and 2012 ended with hedge funds owning majority of
the reorganized entity, either through controlling stake in the equity or through 363 sale of substantially all
assets); Edward I. Altman, The Role of Distressed Debt Markets, Hedge Funds and Recent Trends in
Bankruptcy on the Outcomes of Chapter 11 Reorganizations, 22 AM. BANKR. INST. L. REV. 75, 76 (2014)
(estimating there is currently between $400-450 billion in capital invested in distressed debt in U.S.).
3
In particular, in June 2011, the American Bankruptcy Institute ("ABI") announced the creation of a
commission to study chapter 11 reforms, which would focus in particular on what changes might be
necessary "[i]n light of the expansion of the use of secured credit, the growth of distressed-debt markets and
other externalities that have affected the effectiveness of the current Bankruptcy Code[.]" See Purpose of
Commission, ABI Commission to Study the Reform of Chapter 11, available at
http://commission.abi.org/purpose-commission. See also Robert J. Keach, Commission to Explore
Overhauling Chapter 11, AM. BANKR. INST. J., June 2011, at 36 ("This new column focuses on sections of
the Bankruptcy Code and Rules that may be in need of improvement."). Members of the MFA, along with
many other participants in chapter 11, practitioners, and academics, have submitted testimony to the ABI
commission on various topics during field hearings, and also serve on subcommittees that are considering
particular issues, including governance in chapter 11, claims trading, and valuation. It may be, however, that
at the conclusion of this process, the commission determines that the best course of action is to make few, if
any, structural or statutory modifications to the existing chapter 11 process.
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II. HOW HEDGE FUND PARTICIPATION BENEFITS THE CHAPTER 11 PROCESS &
FURTHERS THE GOALS OF THE BANKRUPTCY CODE
Chapter 11 works best when creditors are actively involved with the debtor. An
active creditor body is essential to the debtor-in-possession model functioning as it
was intended: through give-and-take between a debtor and its creditors to negotiate
creatively to arrive at the best possible outcome for all parties in interest.4 This is
not a unique viewpoint. In the words of Professor Harner, who participated at this
symposium:
[T]he concept underlying chapter 11—bringing the debtor and all
of its key stakeholders to the negotiating table to resolve the
debtor's financial distress—has significant value . . . . Encouraging
more parties to participate may enhance that dialogue by
introducing additionally and potentially different perspectives on
value creation.5
Hedge funds play an increasingly important role in this dynamic—as
sophisticated financial actors, they have the interest, knowledge and flexibility to
work with the debtor and other creditor constituencies to find creative solutions and
push for the right outcomes.
A. Allocations of Capital & Other Process Efficiencies
Claims trading is a necessary by-product of hedge involvement in bankruptcy
cases because hedge funds provide liquidity to original and secondary holders by
purchasing claims. Some have debated whether the purchase and sale of claims
against a debtor in the secondary market should be limited or subject to regulation.
Because hedge funds create efficiencies in the chapter 11 process and improve the
active, productive negotiations that are critical to maximizing value for all
stakeholders6 claims trading benefits chapter 11 and should not be limited during
the chapter 11 process.7
4
See H.R. REP. NO. 95-595, at 235 (1977) ("[D]ebtor remains in possession and control, and must work
with its creditors to formulate a plan and conduct its business. The need for cooperation is greater, and the
need for negotiation more pronounced.").
5
Michelle M. Harner & Jamie Marincic, Behind Closed Doors: The Influence of Creditors in Business
Reorganizations, 34 SEATTLE U. L. REV. 1155, 1182 (2011). See also David L. Perechocky, Should Ad Hoc
Committees Have Fiduciary Duties?: Judicial Regulation of the Bankruptcy Market, 86 AM. BANKR. L.J.
527, 529 & n.5 (2012) ("The common narrative is that the Bankruptcy Code strikes an appropriate balance
between debtors and creditors, and is a system uniquely suited for situations involving multiple creditors"
because of collective action problems outside of bankruptcy).
6
See, e.g., Michael DeMarino, Rule 2019: The Debtor's New Weapon, 42 J. MARSHALL L. REV. 165, 183
(2008) (emphasizing hedge fund ability to increase efficiency by increasing secondary debt liquidity); Davy
V.H. Nguyen, Too Big to Fail? Towards a Sovereign Bankruptcy Regime, 45 CORNELL INT'L L.J. 697, 699
(2012) (stating hedge funds are "able to negotiate greater settlements with sovereign debtors").
7
See Chaim J. Fortgang & Thomas Moers Mayer, Trading Claims and Taking Control of Corporations
in Chapter 11, 12 CARDOZO L. REV. 1, 5 (1990) ("In sum, creditors and shareholders of chapter 11 debtors
benefit from the existence of public and nonpublic markets for their claims and stock.").
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Specifically, claims trading promotes efficiencies by introducing sophisticated
financial actors with the expertise and experience necessary to engage with the
debtor and other constituencies in active and productive ways to unlock value. 8
Claims trading typically causes claim consolidation as well, as a handful of
investors purchase myriad smaller claims to establish a larger position.9 This can
also encourage efficient negotiations, since a debtor can engage in targeted
negotiations with the key creditors needed to confirm a plan.10 Thus, claims trading
facilitates the creation of an efficient and effective negotiating dynamic, which is a
central tenet of the U.S. debtor-in-possession model.
Hedge funds and other distressed debt investors generally have the financial
resources to invest in distressed enterprises (in contrast to most unsecured creditors)
and a willingness to accept equity in exchange for their claims (in contrast to many
traditional investors). Therefore, by bringing these parties into the bankruptcy
process, claims trading can provide distressed companies with additional financing
options at critical moments during the process, including the ability to reduce the
cash needed to exit chapter 11 through debt-to-equity conversions.11
More generally, claims trading in bankruptcy supports the efficient allocation of
capital in the broader markets.12 It provides an exit for creditors who lack either the
financial ability or the willingness to wait until the chapter 11 case concludes to
realize a return on their claims.13 For a wide range of creditors, from small trade
vendors without the resources or knowledge to participate in the process, to
institutional investors that may not own defaulted loans or bonds, the ability to cash
out—even at a discount—is valuable because it allows them to adjust their own risk
profiles. By freeing up capital and allowing creditors to deploy their resources as
their risk/return perceptions may change over time, the secondary claims trading

8
See Paul M. Goldschmid, More Phoenix Than Vulture: The Case for Distressed Investor Presence in
the Bankruptcy Reorganization Process, 2005 COLUM. BUS. L. REV. 191, 259 (2005) (concluding that "the
arrival of distressed debt investors can add new, positive energy to the reorganization process."); see also
Adam J. Levitin, Bankruptcy Markets: Making Sense of Claims Trading, 4 BROOK. J. CORP. FIN. & COM. L.
67, 71 (arguing that claims trading can "facilitate more efficient bankruptcy negotiations and help
reorganizations").
9
See Levitin, supra note 8, at 73 (noting benefits of claims consolidation facilitated by claims trading).
10
See 11 U.S.C. § 1126(c) (2012) (prescribing class acceptance of plan as two-thirds in amount and at
least one-half in number voting to accept).
11
See generally Martin Eisenberg, When Hedge Funds Invest in Distressed Debt, 238 N.Y. L.J. 11 (Oct.
15, 2007) ("A balanced assessment of the impact of distressed investing in bankruptcy proceedings
demonstrates that distressed investors are beneficial to the reorganization process contributing, among other
things, substantial resources in the form of capital, financial acumen and expertise."); Goldschmid, supra
note 8, at 260–64 (using Vantico's restructuring, Exide Technologies' bankruptcy and empirical research to
show how hedge funds use claims trading to provide efficient options for distressed companies).
12
See Levitin, supra note 8, at 74 (analyzing benefits of claims trading to "emphasize efficiency gains
both in bankruptcy and in the capital markets").
13
See id. at 73 (favoring claims trading because it allows exit for creditors who want to cut loose from
bankruptcy process because of liquidity constraints, administrative hassle, expense, and to avoid adversarial
relationship with debtor).

2014]

FURTHERING THE GOALS OF CHAPTER 11

239

market increases availability and decreases the cost of capital in the broader
markets.14
B. Improving Post-Emergence Results
Hedge funds can help ensure that plans of reorganization are feasible. At
confirmation, a debtor must establish that there exists a reasonable likelihood that it
will be commercially viable after emergence.15 Since investors who purchase claims
often become the new owners of a company upon emergence, they have a strong
incentive to maximize value and improve the company's overall business
performance. 16 Thus, the active involvement of these investors, including their
rigorous testing and assessment of the debtor's financial condition and its exit
strategy, can benefit the process.
Hedge funds are well equipped for this function. They have both the resources
and expertise to carefully scrutinize and analyze management projections and other
financial data and, in turn, evaluate whether the debtor's suggested path out of
chapter 11 actually represents the best outcome.17 In a model that is premised upon
the give-and-take between management and creditors, and active engagement by
creditors in developing a plan, the addition of a sophisticated financial player with
the motivation and ability to independently analyze the debtor's financial condition
is a positive development.18
Recent studies confirm that active involvement by distressed investors in a
bankruptcy case increases the company's enterprise value and improves its
performance post-reorganization.19 In other words, hedge fund involvement helps
14
See id. at 73–76 (summarizing primary benefits offered by claims trading and collecting commentary
thereon).
15
See 11 U.S.C. § 1129(a)(11) (requiring the court find "[c]onfirmation of the plan is not likely to be
followed by the liquidation, or the need for further financial reorganization, of the debtor or any successor to
the debtor under the plan"); see also In re Texaco Inc., 84 B.R. 893, 910 (Bankr. S.D.N.Y. 1988) (noting
feasibility requires "reasonable assurance of commercial viability.").
16
See Written Statement of Daniel B. Kamensky, American Bankruptcy Institute Field Hearing on Chapter
11 Reform (October 17, 2012).
17
See Douglas G. Baird & Donald S. Bernstein, Absolute Priority, Valuation Uncertainty, and the
Reorganization Bargain, 115 YALE L.J. 1930, 1942 (2006).
18
See Eisenberg, supra note 11, at 12 (stating "hedge funds, complimented by their innovation and
unconventional perspective, will continue to have a positive impact on the bankruptcy process"). More
broadly, commentators recognize the role investors can play in disciplining management. See Harner &
Marincic, supra note 5, at 1178 (acknowledging role of investors in disciplining debtor and representing
creditor body more evenly in negotiations with debtor and other creditors); Edith S. Hotchkiss & Robert M.
Mooradian, Vulture Investors and the Market for Control of Distressed Firms, 43 J. FIN. ECON. 401, 401
(1997) (concluding active investors add value through "disciplining managers").
19
In particular, the recent empirical study by Wei Jiang shows that hedge fund involvement in chapter 11,
among other things: (1) increases the likelihood of a successful reorganization; (2) results in higher
recoveries for junior classes; (3) creates efficiencies in the process, particularly by curbing management
overreaching; and (4) enhances the company's overall value and reduces its leverage upon emergence. See
Jiang, et al., supra note 2, at 514–15. The study also refutes the notion that hedge funds have short-term
investment strategies, and instead shows that funds are increasingly focused on loan-to-own strategies where
they benefit from the positive long-term prospects of the reorganized company. See id. at 515. See also
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ensure feasibility, which should reduce repeated chapter 11 filings by the same
company—so-called "chapter 22s."20 To reiterate: where hedge funds are actively
involved, creditors experience higher overall recoveries and companies are more
likely to reorganize successfully. Even more telling, these results are consistent
with recent empirical studies of hedge fund activism outside of bankruptcy as
well.21 This implies that, contrary to certain perceptions, hedge funds are not getting
the benefit of higher recoveries at the expense of other unsecured creditors or equity
holders. Nor are they creating artificial, short-term value improvements so they can
cash out promptly. Instead, hedge funds can help to enhance the value of the
surviving enterprise, thereby increasing the "size of the pie" for all parties in
interest.22
III. EXEMPLAR: PAULSON'S RECENT EXPERIENCES
My own experiences at Paulson underscore many of these themes, and are
consistent with the conclusion that hedge funds can play a positive role in
bankruptcy. Paulson has been involved in many of the largest bankruptcies of the
last credit cycle from 2008-2012. During this time, Paulson has had a positive
impact on several companies in bankruptcy.
Paulson has helped companies reduce leverage and emerge from bankruptcy as
successful going concerns by accepting equity on account of their debt claims. For
example, in the Delphi Automotive bankruptcy cases 23 and the Houghton Mifflin
Harner, et al., supra note 2, at 168 n.2, 179 n.80 (collecting results of other recent and pending empirical
studies that show, among other things, that hedge funds improve corporate governance and operating
performance of reorganized companies, and that their involvement in chapter 11 is associated with greater
deleveraging during the case).
20
See generally Edward I. Altman et al., Post-Chapter 11 Bankruptcy Performance: Avoiding Chapter
22, 21 J. APPLIED CORP. FIN. 53 (2009) (analyzing recidivism in bankruptcy).
21
See Lucian A. Bebchuk, Alon Brav & Wei Jiang, The Long-term Effects of Activism, (Colom. Bus. Sch.
Research
Paper
No.
12-66)
(July 9,
2013)
(manuscript
at
3–4)
available
at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2291577 (finding no evidence that a business's operating
performance declines after fund actions; no evidence that stock prices diminish after fund intervention, even
after 5 years; and no evidence that stock prices diminish once fund ceases to be majority or significant
owner, again even 5 years later; therefore, concluding "policymakers and institutional investors should not
accept the validity of assertions that interventions by hedge funds are followed by long-term adverse
consequences for companies and their long-term shareholders."). See also Dionysia Katelouzou, Myths and
Realities of Hedge Fund Activism: Some Empirical Evidence, 7 VA. LAW & BUS. R. 459, 482, 489, 508
(2013) (refuting notion that funds are merely interested in short-term investment and finding that aggressive
fund strategies, when used, cause stock prices to rise; therefore, concluding that objections to activism are "a
myth" and counseling against changes that would combat this trend, citing in particular fact that hedge fund
activism can "reshape corporate governance in a manner more conducive to the needs of shareholder value").
22
See Jiang et al., supra note 2, at 556 (concluding "the favorable outcomes for claims in which hedge
funds invest do not come at the expense of other claimholders—they are more likely to result from value
creation by alleviating financial constraints and mitigating conflicts among difference classes of claims.").
Said differently, fund involvement is associated with efficiency gains, not value extraction. See Hotchkiss &
Mooradian, supra note 18, at 404, 427 (finding distressed debt investments have positive valuation effects
on their targets, and thus they "do more than bargain to increase distributions on their own behalf.").
23
In re Delphi Corp., No. 05-44481 (Bankr. S.D.N.Y.).
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Harcourt bankruptcy cases,24 Paulson and other existing debtholders converted their
debt to equity, which enabled the companies to emerge from bankruptcy with a delevered capital structure positioned for growth. 25 Notably, in Delphi, the hedge
funds did so despite the volatile capital markets in 2009 and an uncertain business
path, which made traditional financing opportunities scarce.26
Paulson has also provided new financing to companies to enable them to exit
chapter 11. The Extended Stay bankruptcy cases in 2009-2010 are one such
example. 27 There, Paulson and its partners were the successful bidders at a
contentious section 363 auction for the Extended Stay business. 28 Under the
resulting plan, Paulson and its partners acquired the company and capitalized it with
hundreds of millions of dollars to enable it to invest in renovations and maintain the
business.29
Finally, through its position as a large creditor, Paulson has helped facilitate
compromises and settlements in contested cases. A prime example is the Lehman
bankruptcy cases, where Paulson helped achieve a global compromise that was
praised by the bankruptcy judge overseeing the proceedings. 30 That compromise
was aided by the concentration of significant amounts of debt in the hands of a
much smaller group of creditors (namely, hedge funds) through active claims
trading in the case.
Notably, Paulson was a long-term investor in each of these companies. Thus,
Paulson's experiences help challenge the notion that hedge funds are short-term
investors seeking quick turnarounds at the expense of business fundamentals or
third parties.31

24

In re Houghton Mifflin Harcourt Publ'g Co., No. 12-15610 (Bankr. D. Mass.).
See Nick Bunkley, After 4 Years, Delphi Exits Bankruptcy With Sale of Assets to Lenders and G.M.,
N.Y. TIMES, Oct. 7, 2009, available at http://www.nytimes.com/2009/10/07/business/07delphi.html
(explaining company's existing lenders "agreed to forgive about $3.4 billion in debt and invest $900 million
into the company" upon emergence); D.C. Denison, Houghton Mifflin Harcourt Emerges from Bankruptcy,
BOSTON GLOBE, June 23, 2012, available at http://www.boston.com/businessupdates/2012/06/22/houghtonmifflin-harcourt-emerges-from-bankruptcy/NO50JzPtIlb3n4RaFjz3oI/story.html
(stating
company's
creditors agreed to exchange their debt for equity, eliminating $3.1 billion in debt).
26
See Bunkley, supra note 25.
27
In re Extended Stay Inc., No. 09-13764 (Bankr. S.D.N.Y.).
28
See Nadja Brandt, Extended Stay Exits Bankruptcy Amid Sale of Company, BLOOMBERG, Oct. 8, 2010,
http://www.bloomberg.com/news/2010-10-08/extended-stay-exits-bankruptcy-amid-sale-of-companyupdate1-.html.
29
See id.
30
See Transcript of Hearing Held Sept. 19, 2012 at 14:16–19, In re Lehman Bros., No. 08-13555 (Bankr.
S.D.N.Y.) ("The accomplishments in this bankruptcy case speak for themselves and no one group can take
credit for it; it's an interactive process that produced a consensual outcome of remarkable proportions."); In
re Lehman Bros. Holdings Inc., 487 B.R. 181, 181 (Bankr. S.D.N.Y. 2013) ("These historic bankruptcy
cases have been characterized by professional excellence and creative problem solving leading to
negotiation, cooperation and the ultimate compromise of conflicting positions.").
31
See, e.g., Jonathan C. Lipson, The Shadow Bankruptcy System, 89 B.U. L. REV. 1609, 1662 (2009)
(discussing potential for shorter investment horizons to impact firm's reorganization); but cf. Jiang et al.,
supra note 2, at 556 (offering empirical evidence to dispute this contention).
25
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IV. THE FUTURE OF CHAPTER 11
Any modifications to the Bankruptcy Code or chapter 11 practice should be
considered in light of how those changes will improve or impair the ability of
parties to accomplish the rehabilitative and value-maximizing goals of chapter 11
and the negotiating dynamic on which chapter 11 practice is premised. This paper
identifies some of the many ways in which hedge funds can contribute positively to
improve both the bankruptcy process and the substantive outcome. As such, the
Bankruptcy Code and chapter 11 practice should be structured to encourage their
continued involvement and participation in the bankruptcy process. This can be
accomplished generally by creating consistent and well-defined rules of the road,
promoting liquidity and capital investment, increasing transparency, management
and board accountability, and improving the flow of information to creditors. More
specifically:
First, the increasing use of equitable remedies should be reconsidered.
Equitable subordination, vote designation and disallowance32 should be used solely
to curb behavior that is illegal, harms other creditors, or is otherwise antithetical to
the goals of chapter 11.33 To deploy these remedies for anything less extends them
beyond their intended equitable goals, while casting uncertainty on hedge funds'
ability to participate in the case for strategic purposes. Accordingly, to the extent
that cases such as DBSD North America—where the bankruptcy court designated
the rejecting plan vote of a claims purchaser because the party had purchased claims
and voted against the plan in an effort to acquire the debtor's assets for its own
strategic purposes—become a trend, this would be a real cause for concern.34 Courts
recognize that parties in bankruptcy frequently have ulterior motives and their
decisions in a case are informed by self-interest, and that this alone does not warrant
designation or applying other equitable remedies. But it should be remembered that
these motivations can, in many cases, actually benefit a case, such as in instances
where hedge funds purchase claims in the fulcrum class to gain ownership of the
reorganized entity, and thereby enable a debt-for-equity conversion. To penalize
secondary market participants for actions (and motivations) that are legal, consistent
with the goals of chapter 11, and do not disadvantage or harm other creditors,

32

See 11 U.S.C. §§ 502(d), 510(c), 1126(e) (2012).
See, e.g., In re Adelphia Commc'ns Corp., 359 B.R. 54, 56, 61 (Bankr. S.D.N.Y. 2006) (noting vote
designation of a "drastic remedy" that should be "the exception, not the rule" and it is appropriate only
"when the voting process is being used as a device with which to accomplish some ulterior purpose, out of
keeping with the purpose of the reorganization process itself, and only incidentally related to the creditor's
status qua creditor") (internal citations omitted); In re W.T. Grant Co., 4 B.R. 53, 74 (Bankr. S.D.N.Y.
1980), aff'd 699 F.2d 599 (2d Cir. 1983) (finding equitable subordination to be "extraordinary remedy" that
should be used sparingly).
34
See DISH Network Corp. v. DBSD N. America, Inc. (In re DBSD N. America, Inc.), 634 F.3d 79, 104–
05 (2d Cir. 2011) (upholding decision to designate votes pursuant to section 1126(e) based on creditor's bad
faith).
33
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forecloses the advantages hedge funds can offer. 35 Moreover, such remedies, if
indiscriminately applied, may cause capital to flow to other markets with more
defined and transparent rules.
Nor should equitable remedies be utilized if they do not actually curb bad
behavior. Applying these remedies to disallow claims purchased in the secondary
market by good faith, innocent purchasers is one such example, since doing so
inappropriately penalizes innocent parties for the actions of others without curbing
bad acts. 36 Using these remedies as strategic weapons to gain leverage—the
invocation of these remedies by the out-of-the-money equity committee in WaMu,
for one—is another example.37 In neither circumstance is the goal of remedying or
deterring egregious behavior accomplished; instead, these efforts interject
uncertainty into the market and complicate the chapter 11 process. They should not
be permitted.
Second, the uncertainty caused by the WaMu decision must be addressed, lest it
adversely impact the robust negotiating dynamic upon which chapter 11 relies. In
the hedge fund world, WaMu stands for the proposition that a hedge fund that
participates in plan negotiations with a debtor is at risk of becoming a temporary
insider, thereby facing allegations of insider trading if it continues to trade the
debtor's claims in the secondary market—even if such trading is performed in
compliance with a cleansing provision or on the other side of an ethical wall.38 As
Judge Peck observed at this symposium, this has led some funds to determine that
the most prudent course of action is to opt out of such negotiations, lest they be
deemed an insider. 39 This impairs active negotiation in bankruptcy, since the
absence of an often-key and substantial creditor from such negotiations may delay,
complicate, and even harm those negotiations. After all, absent a commitment by
all large creditor groups to a plan, the debtor cannot be assured of an affirmative
35

While it is clear that a creditor cannot use its position to disadvantage similarly situated creditors, see
In re Allegheny Int'l, Inc., 118 B.R. 282, 289–90 (Bankr. W.D. Pa. 1990), DBSD arguably went further,
penalizing a creditor interested in a strategic transaction that could have benefited parties in interest.
Moreover, favoring original creditors over secondary purchasers is contrary to the basic principle of equal
treatment for similarly situated creditors.
36
In re Enron Corp., 379 B.R. 425, 439 n.76, 447 (Bankr. S.D.N.Y. 2007), is instructive in this regard.
There, the court concluded that equitable subordination and disallowance resulting from misconduct by a
creditor should not be applied to "good faith open market purchasers of claims" where other more
appropriate remedies, i.e., lender liability rules, exist to address wrongful behavior. But cf. In re KB Toys,
Inc., 470 B.R. 331, 343 (Bankr. D. Del. 2012) (reaching contrary decision with respect to trade claims,
though refraining from commenting about such remedies for transferred public securities).
37
See In re Wash. Mut., Inc., 461 B.R. 200, 254 (Bankr. D. Del. 2011), vacated in part, No. 08-12229,
2012 WL 1563880 (Bankr. D. Del. Feb. 24, 2012) ("The Equity Committee has recently filed a motion for
authority to prosecute an action to equitably subordinate or disallow the Settlement Noteholders' claims.").
38
See id. at 263 ("The Equity Committee and the TPS Group contend that the Settlement Noteholders
became temporary insiders when they were given material non-public information creating a fiduciary duty
on their part towards other creditors and shareholders.").
39
See Hon. James M. Peck, Settlement Talks in Chapter 11 After "WaMu": A Plan Mediator's
Perspective, 22 AM. BANKR. INST. L. REV. 65, 67 (2014) (stating "[m]any distressed hedge funds are opting
not to engage in negotiations that might expose them to any incremental threat of potential liability based on
insider trading claims").
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vote during solicitation. Accordingly, steps must be taken to enable hedge funds to
fully engage in confidential plan negotiations—including the receipt of material
non-public information with appropriate cleansing mechanisms—without being
deemed insiders. In this respect, Judge Peck's recommendation for more ResCaplike protective orders is worthy of consideration.40
Third, more information about the debtor must be provided to creditors to
promote their meaningful participation in negotiations and plan development.
Outside of bankruptcy, transparent financial reporting by companies is necessary
for the market to function properly. In bankruptcy, this is absolutely essential;
without accurate information about the debtor, creditors lack the information
necessary to fully assess a debtor's proposed plan.41 Yet in practice, accurate and
useable financial information about the debtor is often unavailable. Though efforts
have been made to address this issue (for example, requiring official creditors'
committees to "provide access to information"42), these efforts have been largely
unsuccessful. This is particularly true for monthly operating reports, which include
voluminous financial data about the debtor, but little or no analysis. As such, these
reports are of little practical utility to a creditor seeking to assess its claims or the
debtor's proposed path to emergence.43 Because adequate information is essential
for meaningful creditor participation in chapter 11, increasing the flow of
information to creditors would yield a better process.
Preserving management oversight by creditors is similarly important.
Productive discussions between management and creditors require an alignment of
interests regarding the rehabilitation of the company and the maximization of value.
Yet inadequate management oversight and accountability can lead creditors to
distrust the debtor's decisions about its future. This is particularly true when
creditors will become the future owners of the business by receiving equity under a
plan. Therefore, in conjunction with increasing information flow to creditors,
consideration should be given to enhancing the ability of creditors to appropriately
40
See Peck, supra note 39, at [8–9] (referring to Order in Aid of Mediation and Settlement, In re Res.
Cap., LLC (Bankr. S.D.N.Y.) (Case No. 12-12020) [Dkt. No. 4379]. A similar protective order was entered
in the Vitro bankruptcy cases. See Order in Aid of Settlement Negotiations, In re Vitro S.A.B. de C.V.
(Bankr. N.D. Tex.) (No. 11-33335-hdh-15) [Dkt. No. 311].
41
See, e.g., Ziad Raymond Azar, Bankruptcy Policy: A Review and Critique of Bankruptcy Statutes and
Practices in Fifty Countries Worldwide, 16 CARDOZO J. INT'L & COMP. L. 279, 373 (2008) (noting
importance of "the continuous flow of information to creditors throughout [the bankruptcy process]").
42
11 U.S.C. § 1102(b)(3) (2012).
43
Compounding this problem is the ability of certain public reporting companies to stop their SEC
reporting while in bankruptcy. See SEC Staff Legal Bulletin No. 2 (April 15, 1997), available at
http://www.sec.gov/interps/legal/slbcf2.txt ("Companies in bankruptcy are not relieved of their reporting
obligations."). The MFA has made suggestions to correct the shortcomings of the current reporting
obligations, such as establishing more consistent rules and guidelines. See Letter from Stuart J. Kaswell,
Exec. Vice President & Managing Director, General Counsel, Managed Funds Ass'n, to Clifford J. White III,
Director, Exec. Office of the U.S. Trustees, U.S. Trustee Program (October 7, 2013), available at
https://www.managedfunds.org/wp-content/uploads/2013/10/MFA-USTP-Ltr-on-MORs-final-10-7-13.pdf
("We believe that the public would benefit from improved financial disclosure in chapter 11 cases."). The
MFA hopes for a prompt resolution of this matter.
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monitor management during a chapter 11 case.44 For example, some have proposed
that the role of chief restructuring officers be expanded in chapter 11 to
counterbalance the perceived influence of secured creditors. While this suggestion
may have merit, chief restructuring officers should also be able to counterbalance
any perceived conflict or self-interest of management, when necessary. To
accomplish this goal, such individuals would have to be truly independent, selected
and appointed through an appropriate process with meaningful input by all
creditors.
Finally, the mandate and function of the official creditors' committee should be
reexamined. As corporate capital structures continue to evolve and grow ever more
complex, certain creditor constituencies are increasingly underrepresented on the
official creditors' committee. 45 This underrepresentation is one factor driving the
prevalence of ad hoc committees in recent years (and all the attendant litigation,
including the Rule 2019 debate 46 ), where creditors band together outside of the
official committee structure to ensure their interests are protected.47 However, ad
hoc committees are not perfect substitutes for statutory committees. In particular,
they do not enjoy the same protections or benefits.48 They are imperfect solutions.
Structural changes and other steps should be considered to ensure that official
committees accurately and appropriately represent the creditor body and those
parties with a financial stake in the outcome of the case.
CONCLUSION
Hedge fund involvement in bankruptcy is complex, with many different
participants operating with many different goals. 49 Accordingly, in considering
whether changes to the Bankruptcy Code or Rules are appropriate or necessary in
light of the increase of hedge fund involvement in chapter 11, care must be taken.
Statutory changes are blunt instruments, as the 2005 amendments to the Bankruptcy
44

See Jiang et al., supra note 2, at 514 (suggesting hedge funds can help create more "managementneutral" chapter 11 dynamic that appropriately balances competing interests of management and creditors).
45
See Kurt F. Gwynne, Intra-Committee Conflicts, Multiple Creditors' Committees, Altering Committee
Membership and Other Alternatives for Ensuring Adequate Representation Under Section 1102 of the
Bankruptcy Code, 14 AM. BANKR. INST. L. REV. 109, 110 (2006) (noting alleged "competing fiduciary or
contractual dut[ies]" of committee members may prevent them from properly representing constituents'
interests).
46
See In re Northwest Airlines Corp., 363 B.R. 704, 709 (Bankr. S.D.N.Y. 2007) (addressing application
of Rule 2019 disclosures to informal, ad hoc committees); see also In re Wash. Mut., Inc., 419 B.R. 271,
275 (Bankr. D. Del 2009) (concluding ad hoc committees "must comply with Rule 2019").
47
See Perechocky, supra note 5, at 529–30 ("Often, multiple investors, hedge funds and claims traders
will work together in informal, or 'ad hoc,' groups, sharing resources and cutting administrative costs.").
48
Nor are they fiduciaries for parties other than themselves. But see In re Washington Mut., Inc., 419
B.R. at 278 (finding "the case law . . . suggests that members of a class of creditors may, in fact, owe
fiduciary duties to other members of the class"); see also Perechocky, supra note 5, at 560–61 (analyzing
these decisions and arguing that it is inappropriate to impose fiduciary duties on unsecured creditor groups,
when similar secured creditor groups (namely, loan syndicates) are not so burdened).
49
See, e.g., Levitin, supra note 8, at 97 (outlining different types of claims traders, which are "comprised
of dynamic, multi-motivational, and overlapping sub-markets").
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Code made clear, and are often inappropriate tools to correct specific outlying
behavior.
It is simplistic to suggest one-size "solutions" for a single "problem," unless the
goal is to end hedge fund involvement entirely. Any such goal is entirely
inadvisable and is not supported by fact. Recent data, including some of the data
introduced at this symposium, clearly refutes certain negative perceptions about
hedge fund participation in bankruptcy, and reveal them as misperceptions: beliefs,
without factual basis.50 Professor Harner has suggested that suspicions about hedge
fund participation in bankruptcy may be due, in part, to a lack of information.51
Therefore, more data is needed so that the debate over hedge funds is based on fact,
rather than anecdotal evidence where unique and specific cases and actions are used
to exemplify the entire arena of hedge fund participation in chapter 11.52
This paper is submitted to outline some of the ways in which hedge funds can
benefit the chapter 11 process, and to suggest that statutory changes that limit hedge
fund involvement in chapter 11 would have broad negative repercussions: that
impairing the contributions of hedge funds in chapter 11 would impede the chapter
11 process as a whole.

50

See Jiang et al., supra note 2, at 556 (concluding hedge fund presence in bankruptcy process results in
favorable outcomes while creating value and "mitigating conflicts").
51
See Michelle Harner, Trends in Distressed Debt Investing, 16 AM. BANKR. INST. L. REV. 69, 71 (2008)
("The lack of transparency in the activities of distressed debt investors creates uncertainty and unease with
respect to their involvement in chapter 11 cases.").
52
For example, the Tribune cases are frequently utilized as the poster child of how hedge funds delay and
complicate a chapter 11 case. But Tribune involved many complexities, including a $2 billion fraudulent
conveyance litigation and multiple competing plans, and is far from the norm. Given that an independent
third party concluded that colorable claims of fraud and other wrongdoing existed, it should be no surprise
that the case was litigious. See Report of Kenneth N. Klee, as Examiner, In re Tribune Co. (Bankr. D. Del.)
(No. 08-13141) [Dkt. Nos. 5247-5250] (concluding colorable fraud and other claims likely existed against
Tribune's management related to pre-petition financing transactions).
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