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FINANCIAL INSTITUTION BANKRUPTCY ACT
OF 2015

THURSDAY, JULY 9, 2015

HOUSE OF REPRESENTATIVES,

SUBCOMMITTEE ON REGULATORY REFORM,
COMMERCIAL AND ANTITRUST LAW

COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to call, at 10:10 a.m., in room
2141, Rayburn House Office Building, the Honorable Tom Marino
(Chairman of the Subcommittee) presiding.

Present: Representatives Marino, Goodlatte, Farenthold, Collins,
Walters, Ratcliffe, Trott, Bishop, Johnson, Conyers, and DelBene.

Staff Present: (Majority) Anthony Grossi, Counsel; Andrea
Lindsey, Clerk; and (Minority) Susan Jensen, Counsel.

Mr. MARINO. The Subcommittee on Regulatory Reform, Commer-
cial and Antitrust Law will come to order.

Good morning everyone. I apologize for the delay. We all have
three or four things going on at once, starting at 7 in the morning.
So without objection, the Chair is authorized to declare recesses of
the Committee at any time. We welcome everyone to today’s hear-
ing on H.R. 2947, the “Financial Institution Bankruptcy Act of
2015.” T will now recognize myself for an opening statement.

Last Congress, the Financial Institution Bankruptcy Act was re-
ported favorably by this Committee and passed the House under
suspension of the rules. This week, the legislation was reintro-
duced, and today, we build on last year’s record by further exam-
ining the bill. In the wake of the financial crisis of 2008, Congress
enacted the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act. That legislation was intended to address, among other
things, the potential failure of large financial institutions.

While the Dodd-Frank Act created a regulatory process for such
an event, the Act states that the preferred method of resolution for
a financial institution is through the bankruptcy process. However,
the Dodd-Frank Act did not make any amendments to the bank-
ruptcy code to account for the unique characteristics of a financial
institution. The legislation before us today fills that void.

The Financial Institution Bankruptcy Act is the product of years
of study by industry, legal, and financial regulatory experts, as well
as bipartisan review over the course of three separate Subcom-
mittee hearings last Congress. The legislation includes several pro-
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visions that improve the ability of a financial institution to be re-
solved through the bankruptcy process. It allows for a speedy
transfer of a financial firm’s assets to a newly formed company.
That company would continue the firm’s operations for the benefit
of its customers, employees, and creditors, and ensure the financial
stability of the marketplace.

This quick transfer is overseen by, and subject to the approval
of an experienced bankruptcy judge, and includes due process pro-
tections for parties-in-interest. The bill also creates an explicit rule
in the bankruptcy process for the key financial regulators. In addi-
tion, there are provisions that facilitate the transfer of derivative
and similarly structured contracts to the newly formed company.
This will improve the ability of the company to continue the finan-
cial institution’s operations.

Finally, the legislation recognizes the factually and legally com-
plicated questions presented by the resolution of financial institu-
tions. To that end, the bill provides that specialized bankruptcy
and appellate judges will be designated in advance to preside over
these cases.

The bankruptcy process has long been favored as the primary
mechanism for dealing with distressed and failing companies. This
is due to its impartial nature, adherence to established precedent,
judiciary oversight, and grounding in the principles of due process
and the rule of law. We are here today as part of an effort to struc-
ture a bankruptcy process that is better equipped to deal with the
specific issues raised by failing financial firms.

As an original cosponsor of the bill, I look forward to hearing
from today’s expert panel of witnesses on the merits of the Finan-
cial Institution Bankruptcy Act and whether any further refine-
ments to the bill are necessary. I now recognize the Ranking Mem-
ber of the Subcommittee on Regulatory Reform, Commercial, and
Antitrust Law, Mr. Hank Johnson, for his opening statement. Mr.
Johnson.

[The bill, H.R. 2947, follows:]
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To amend title 11 of the United States Clode in order to facilitate the
resolution of an insolvent financial institution in bankruptey.

IN THE HOUSE OF REPRESENTATIVES
JULY 7, 2015

TrorT (for himself, Mr. GOODLATTE, Mr. CONYERS, and Mr. MARINO)
introduced the following bill; which was referred to the Committee on the
Judiciary

A BILL

amend title 11 of the United States Code in order to
facilitate the resolution of an insolvent financial institu-
tion in bankruptey.

Be 1t enacted by the Senate and House of Represenia-
lives of the Uniled Slales of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “TMinancial Institution

Bankruptey Act of 20157,
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SEC. 2. GENERAL PROVISIONS RELATING TO COVERED FI-
NANCIAL CORPORATIONS.

(a) DEFINITION.—Section 101 of title 11, United

States Code, 18 amended by inserting the following after
paragraph (9):

“(9A) The term ‘covered financial corporation’
means any corporation lncorporated or organized
under any Federal or State law, other than a stock-
broker, a commodity broker, or an entity of the kind
specified in paragraph (2) or (3) of section 109(b),
that 15—

“(A) a bank holding company, as defined
in section 2(a) of the Bank Holding Company

Act of 1956; or

“(B) a corporation that cxists for the pri-
mary purpose of owning, controlling and finane-
ing its subsidiaries, that has total consolidated
assets of $50,000,000,000 or greater, and for
which, in its most recently completed fiscal
vear—

“(1) annual gross revenues derived by
the corporation and all of its subsidiaries
from activities that are financial in nature
{as defined in section 4(k) of the Bank
ITolding Clompany Act of 1956) and, if ap-
pheable, from the ownership or control of

«HR 2947 IH
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one or more nsured depository institu-
tions, represents 85 percent or more of the
consolidated annual gross revenues of the
corporation; or

“(1) the consolidated assets of the
corporation and all of its subsidiaries re-
lated to activities that are financial in na-
tare (as defined in section 4(k) of the
Bank ITolding Company Act of 1956) and,
if applicable, related to the ownership or
control of one or more insured depository
mstitutions, represents 85 percent or more
of the consolidated assets of the corpora-
tion.”.

Section 103 of

title 11, United States Code, is amended by adding at the

end the following:

“(1) Subchapter V of chapter 11 of this title applics

only in a case under chapter 11 concerning a covered fi-

nancial corporation.”.

(¢) WHO May BE A DEBTOR.—Section 109 of title

11, United States Code, is amended—

(1) in subsecetion (h)—

5

(A) m paragraph (2), by striking “or” at

the end;

+HR 2947 IH
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(B) in paragraph (3)(B), by striking the
period at the end and inserting ““; or”; and

(C) by adding at the end the following:
“(4) a covered finaneial corporation.”; and
(2) in subsection (d)—

(A) by striking “and”™ before “an unin-
sured State member bank’;

(B) by striking “or” hefore “a corpora-
tion”’; and

(C) by inserting “, or a covered financial
corporation” after “Federal Deposit Insurance
Corporation Improvement Act of 19917,

(d) CONVERSION TO CHAPTER 7.—Section 1112 of
title 11, United States Code, is amended by adding at the
end the following:

“(g) Notwithstanding section 109(b), the court may
convert a case under subchapter V to a case under chapter
7 if—

“(1) a transfer approved under section 1185
has been consummated;
“(2) the court has ordered the appointment of

a special trustee under section 1186; and

“(3) the court finds, after notice and a hearing,
that conversion is in the best interest of the credi-

tors and the estate.”.

+HR 2947 IH
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(e)(1) Section 726(a)(1) of title 11, United States
Code, is amended by inserting after “first,” the following:
“in payment of any unpaid fees, costs, and expenses of
a special trustee appointed under scetion 1186, and then”.

(2) Section 1129(a) of title 11, United States Code,
1s amended by inserting after paragraph (16) the fol-
lowing:

“(17) In a case under subchapter V, all payable
fees, costs, and expenses of the special trustee have
been paid or the plan provides for the payment of
all such fees, costs, and expenses on the effective
date of the plan.

“(18) In a case under subchapter V, confirma-
tion of the plan is not likely to canse serious adverse
effects on financial stability in the United States.”.
(f) Section 322(b)(2) of title 11, United States Code,

is amended by striking “The” and inserting “In cases
under subchapter V, the United States trustee shall rec-
ommend to the court, and in all other cases, the”.
SEC. 3. LIQUIDATION, REORGANIZATION, OR RECAPITAL-
IZATION OF A COVERED FINANCIAL COR-
PORATION.
Chapter 11 of title 11, United States Code, is amend-

ed by adding at the end the following:

*HR 2947 IH
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“SUBCHAPTER V—LIQUIDATION, REORGANIZA-

TION, OR RECAPITALIZATION OF A COV-

ERED FINANCIAL CORPORATION
“§$1181. Inapplicability of other sections

“Sections 303 and 321(e) do not apply in a case
under this subchapter concerning a covered financial cor-
poration.
“§$1182. Definitions for this subchapter

“In this subchapter, the following definitions shall
apply:

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

“(2) The term ‘bridge company means a newly
formed corporation to which property of the estate
may be transferred under section 1185(a) and the
equity securities of which may be transferred to a
special trustee under section 1186(a).

“(3) The term ‘eapital structure debt” means all
unsecured debt of the debtor for borrowed money for
which the debtor is the primary obligor, other than
a qualified financial contract and other than debt se-
cured by a lien on property of the estate that is to
be transferred to a bridge company pursuant to an

order of the court under section 1135(a).

<HR 2947 IH
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“(4) The term ‘contractual right’ means a con-
tractual right of a kind defined in section 555, 556,
559, 560, or 561.

“(5) The term ‘qualified financial contract’
means any contract of a kind defined in paragraph
(25), (38A), (47), or (53B) of section 101, section
741(7), or paragraph (4), (5), (11), or (13) of sec-
tion 761.

“(6) The term ‘special trustee’” means the trust-

ee of a trust formed under section 1186(a)(1).

“§1183. Commencement of a case concerning a cov-

ered financial corporation

“(a) A case under this subchapter concerning a cov-

ered financial corporation may be commenced by the filing

of a petition with the court—

“(1) by the debtor under section 301 only if the
debtor states to the best of its knowledge under pen-
alty of perjury in the petition that it is a covered fi-
nancial corporation; or

“(2) by the Board only if the Board states to
the best of its knowledge under penalty of perjury
in the petition that—

“(A) the debtor is a covered financial cor-

poration that—

«HR 2947 IH
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“(1) has incurred losses that will de-
plete all or substantially all of the capital
of the covered financial corporation, and
there is no reasonable prospeet for the cov-
ered fimancial corporation to avoid such de-
pletion;

“(i1) 18 insolvent;

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

“(iv) is likely to be in a financial con-
dition specified i clause (1), (i), or (ii1)
sufficiently soon such that the immediate
commencetnent of a case under this sub-
chapter is necessary to prevent serious ad-
verse effects on financial stability i the
United States; and

“(B) the commencement of a case under

this title and effecting a transfer under section
1185 is necessary to prevent serious adverse ef-
fects on financial stability in the United States.

“(b)(1) Unless the debtor consents to an order for

25 relief, the court shall hold a hearing on the Board’s peti-
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9
tion under subsection (a)(2) as soon as practicable but not
later than 16 hours after the Board files such a petition,
with notice only to—
“(A) the covered financial corporation;
“(B) the Federal Deposit Insurance Clorpora-
tion;
“(C) the Office of the Comptroller of the Cur-
rency of the Department of the Treasury; and
(D) the Seerctary of the Treasnry.

“(2) Only the Board and the entities specified in
paragraph (1) and their counsel may participate in a hear-
ing described in this subsection. The Board or the trustee
may request that pleadings, hearings, transcripts, and or-
ders in connection with a hearing deseribed in this sub-
section be sealed if their dizclosure could create financal
instability in the United States.

“(3) All pleadings, hearings, transcripts, and orders
sealed under paragraph (2) shall be available to only the
court, the appellate panel, the covered financial corpora-
tion, the Federal Deposit Insurance Corporation, the Of-
fice of the Comptroller of the Currency of the Department
of the Treasury, the Secretary of the Treasury, and the
Board. Notwithstanding paragraph (2), if the casc is dis-
missed, all court documents, including pleadings, hearings,

transeripts, and orders, shall be permanently sealed.

*HR 2947 IH
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“(e)(1) The commencement of a case under sub-
section (a)(1) constitutes an order for relief under this
subchapter.

“(2) In a casc commeneced under subscetion (a)(2),
after notice and hearing required under subsection (b) and
not later than 18 hours after the filing of the Board’s peti-
tion, the court shall enter—

“{A) an order for relief—

“(i) if the Board has shown at the hearing
under this subsection that the requirements
under subsection (a)(2) are supported by a pre-
ponderance of the evidence; or

“(i1) if the debtor consents to the Board's
petition under subsection (a)(2); or
“(B) an order dismissing the case.

“(d)(1) The covered financial corporation or the
Board may appeal to the court of appeals from an order
entered by the court under subsection (¢)(2) not later than
1 hour after the court enters such order, with notice only
to the entities specified in subsection (b)(1) and the
Board. Such order shall be stayed pending such appeal.

“(2) The appellate panel specified under section
298(e)(1) of title 28 for the judicial cirenit in which the
case 1s pending shall hear the appeal under paragraph (1)

within 12 hours of the filing of the notice of appeal under

<HR 2947 IH
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this subsection. The standard of review shall be abuse of
diseretion. The appellate panel shall enter an order deter-
mining the matter that is the subject of the appeal not
later than 14 hours after the notice of appeal is filed.

“(8) The court may not, on account of an appeal
from an order for relief under section 1183(d)(1), delay
any proceeding under section 1185, except that the court
shall not authorize a transfer under section 1185 before
the determination of the appeal.

“(e) The members of the board of directors (or body
performing simmlar functions) of a covered financial com-
pany shall have no liability to shareholders, creditors or
other parties in interest for a good faith filing or con-
senting in good faith to a petition with respect to a case
under this subchapter, or for any reasonable action taken
in good faith in contemplation of or in connection with
such a petition or a transfer under section 1185 or section
1186, whether prior te or after commencement of the case.

“(f) Counsel to the debtor or the Board shall provide,
to the greatest extent practicable, sufficient confidential
notice to the Office of Court Services of the Administrative
Office of the United States Courts regarding the potential
commencement of a subchapter V case without disclosing
the identity of the potential debtor m order to allow such

office to randomly designate and ensure the ready avail-

«HR 2947 IH



e s W

NoliNe T N

10
11
12

14
15
16
17
18
19
20
21
22
23
24

ability of one of the bankruptey judges designated under
section 298(b)(1) of title 28 to be available to preside over
such subchapter V case.
“$1184. Regulators

“The Board, the Securities Exchange Commission,
the Office of the Comptroller of the Currency of the De-
partment of the Treasury, and the Federal Deposit Insur-
ance Corporation may raise and may appear and be heard
on any issuc in any casc or procecding under this sub-
chapter.
“§ 1185. Special transfer of property of the estate

“(a) On request of the trustee or the Board, and after
notice and a hearing that shall occur not less than 24
hours after the order for relef, the court may order a
transfer under this section of property of the estate, and
the assignment of executory contracts, unexpired leases,
and qualified financial contracts of the debtor, to a bridge
company. Upon the entry of an order approving such
transfer, any property transferred, and any executory con-
tracts, unexpired leases, and qualified financial contracts
assigned under such order shall no longer be property of
the estate. Except as provided under this section, the pro-
visions of scetions 363 and 365 shall apply to a transfer

and assigniment under this section.

oHR 2947 IH
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“(b) Unless the court orders otherwise, notice of a
request for an order under subsection (a) shall consist of
electronic or telephonie notice of not less than 24 hours

to—

“(1) the debtor;

“(2) the holders of the 20 largest secured
claims against the debtor;

“(3) the holders of the 20 largest unsecured
claims against the debtor;

“(4) counterparties to any debt, executory con-
tract, unexpired lease, and qualified financial con-
tract requested to be transferred under this section;

“(5) the Board;

“(6) the Federal Deposit Insurance Corpora-
tion;

“(7) the Secretary of the Treasury and the Of-
fice of the Comptroller of the Currency of the Treas-
ury;

“(8) the Securities and Exchange Commission;

“(9) the United States trustee or bankruptey
administrator; and

“(10) each primary financial regulatory agency,
as defined in seetion 2(12) of the Dodd-Frank Wall

Street Reform and Consumer Protection Act, with

*HR 2947 IH
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respect to any affiliate the equity securities of which
are proposed to be transferred under this section.

““(¢) The court may not order a transfer under this

seetion unless the eourt determines, based upon a prepon-

derance of the evidence, that—

“(1) the transfer under this section is necessary
to prevent serious adverse effects on financial sta-
bility in the United States;

“(2) the transfer does not provide for the as-
sumption of any capital structure debt by the bridge
company;

“(3) the transfer does not provide for the trans-
fer to the bridge company of any property of the es-
tate that 1s subject to a lien securing a debt, execu-
tory contract, unexpired lease or agreement of the
debtor unless—

“{A)(1) the bridge company assumes such
debt, executory contract, unexpired lease or
agreement, including any claims arising in re-
spect thereof that would not be allowed secured
claims under section 506(a)(1) and after giving
effect to such transfer, such property remains
subjeet to the licn seeuring such debt, exeeutory

contract, unexpired lease or agreement; and

sHR 2947 IH
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“(ii) the court has determined that as-
sumption of such debt, executory contraet, un-
expired lease or agreement by the bridge com-
pany is in the best interests of the cstate; or
“(B) such property is being transferred to
the bridge company in aceordance with the pro-

visions of section 363;

“(4) the transfer does not provide for the as-
sumption by the bridge company of any debt, exceu-
tory contract, unexpired lease or agreement of the
debtor secured by a lien on property in which the es-
tate has an interest unless the transfer provides for
such property to be transferred to the bridge com-
pany 1n accordance with paragraph (3)(A) of this
subsection;

“(5) the transfer does not provide for the trans-
fer of the equity of the debtor;

“(6) the party requesting the transfer under
this subsection has demonstrated that the bridge
company 1s not likely to fail to meet the obligations
of any debt, executory contract, qualified financial
contract, or unexpired lease assumed and assigned
to the bridge company;

“(7) the transfer provides for the transfer to a

special trustee all of the equity securities in the

+HR 2947 IH
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bridge company and appointment of a special trustee

in accordance with section 1186;

“(8) after giving effect to the transfer, ade-
quate provision has been made for the fees, costs,
and expenses of the estate and special trustee; and

“(9) the bridge company will have governing
documents, and initial directors and senior officers,
that are in the best interest of ereditors and the es-
tate.

“(d) Immediately before a transfer under this section,
the bridge company that is the recipient of the transfer
shall—

“(1) not have any property, executory con-
tracts, unexpired leases, or debts, other than any
property acquired or executory contracts, unexpired
leases, or debts assumed when acting as a transferee
of a transfer under this section; and

“(2) have equity securities that are property of
the estate, which may be sold or distributed in ae-
cordance with this title.

“§1186. Special trustee

“(a)(1) An order approving a transfer under section
1185 shall require the trustee to transfer to a qualified
and independent special trustee, who is appointed by the

court, all of the equity securities in the bridge company

sHR 2947 IH
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that is the recipient of a transfer under section 1185 to
hold in trust for the sole benefit of the estate, subject to
satisfaction of the special trustee’s fees, costs, and ex-
penses. The trust of which the speeial trustee is the trust-
ee shall be a newly formed trust governed by a trust agree-
meut approved by the court as in the best interests of the
estate, and shall exist for the sole purpose of holding and
administering, and shall be permitted to dispose of, the
cquity sceurities of the bridge company in accordance with
the trust agreement.

“(2) In connection with the hearing to approve a
transfer under section 1185, the trustee shall confirm to
the court that the Board has been consulted regarding the
identity of the proposed special trustee and advise the
court of the results of such consultation.

“(b) The trust agreement governing the trust shall
provide—

“(1) for the payment of the fees, costs, ex-
penses, and indemmities of the special trustee from
the assets of the debtor’s estate;

“(2) that the special trustee provide—

“{A) quarterly reporting to the estate,
which shall be filed with the court; and
“(B) information about the bridge com-

pany reasonably requested by a party in inter-
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est to prepare a disclosure statement for a plan
providing for distribution of any securities of
the bridge company if such information is nec-
essary to prepare such disclosure statement;
“(3) that for as long as the equity securities of
the bridge company are held by the trust, the special
trustee shall file a notice with the court in connec-
tion with—
“(A) any change in a dircctor or scenior of-
ficer of the bridge company;
“(B) any modification to the governing
documents of the bridge company; and
“(C) any material corporate action of the
bridge company, mncluding—

“(1) recapitalization;

“(i1) a material borrowing;

“(iil) termination of an intercompany
debt or guarantee;

“(iv) a transfer of a substantial por-
tion of the assets of the bridge company;
or

“(v) the tssuance or sale of any secu-
rities of the bridge company;

“(4) that any sale of any equity securities of

the bridge company shall not be consummated until
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1 the special trustee consults with the Federal Deposit
2 Insurance Corporation and the Board regarding
3 such sale and discloses the results of such consulta-
4 tion with the court;

5 “(h) that, subject to reserves for payments per-
6 mitted under paragraph (1) provided for in the trust
7 agreement, the proceeds of the sale of any equity se-
8 curities of the bridge company by the special trustee
9 be held i trust for the benefit of or transferred to
10 the estate;
11 “(6) the process and gutdelines for the replace-
12 ment of the special trustee; and
13 “(7) that the property held in trust by the spe-
14 cial trustee 1s subject to distribution in accordance
15 with subsection (c).
16 “(e)(1) The specal trustee shall distribute the assets

17 held in trust—

18 “(A) if the court confirms a plan in the case,
19 in accordance with the plan on the effective date of
20 the plan; or

21 “(B) if the case 1s converted to a case under
22 chapter 7, as ordered by the court.

23 “(2) As soon as practicable after a final distribution

24 under paragraph (1), the office of the special trustee shall
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terminate, except as may be necessary to wind up and cou-
clude the business and financial affairs of the trust.

“(d) After a transfer to the special trustee under this
section, the speeial trustee shall be subjeet only to applica-
ble nonbankruptcy law, and the actions and conduct of
the special trustee shall no longer be subject to approval
by the court in the case under this subchapter.

“§1187. Temporary and supplemental automatic stay;
assumed debt

“(a)(1) A petition filed under section 1183 operates
as a stay, applicable to all eutities, of the termination, ac-
celeration, or modification of any debt, contract, lease, or
agreement of the kind described in paragraph (2), or of
any right or obligation under any such debt, contract,
lease, or agreement, solely because of—

“(A) a default by the debtor under any such
debt, contract, lease, or agreement; or

“(B) a provision in such dcbt, contract, leasc,
or agreement, or in appheable nonbankruptey law,
that i1s conditioned on—

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

“(i1) the commencement of a case under

this title concerning the debtor;
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“(ii1) the appointment of or taking posses-

sion by a trustee in a case under this title con-

cerning the debtor or by a custodian before the

commeneccement of the case; or

“(iv) a eredit rating agency rating, or ab-

sence or withdrawal of a credit rating agency

rating—

«HR 2947 IH

“(I) of the debtor at any time after
the commencement of the easc;

“(IT) of an affiliate during the period
from the commencement of the case until
48 hours after such order is entered;

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

“(aa) the bridge company; or

“(bb) the affiliate, if all of the di-
rect or indirect interests in the affil-
iate that are property of the estate
are transferred under section 1185; or

“(IV) of an affiliate while the trustee
or the speeial trustee is a direet or indireet,
beneficial holder of more than 50 percent

of the equity securities of—
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“(aa) the bridge company; or
“(bb) the affiliate, if all of the di-
rect or indirect interests in the affil-
1ate that arc property of the cstate
are transferred under section 1185.

“(2) A debt, contract, lease, or agreement described

in this paragraph is—

“(A) any debt (other than ecapital structure
debt), exceutory eontract, or uncxpired lease of the
debtor (other than a qualified financial contract);

“(B) any agreement under which the debtor
issued or is obligated for debt (other than capital
structure debt);

(1) any debt, executory contract, or unexpired
lease of an affiliate (other than a qualified financial
contract); or

“(D) any agreement under which an affiliate
issued or 18 obligated for debt.

“(3) The stay under this subsection terminates—

“(A) for the benefit of the debtor, upon the ear-
liest of—

“(1) 48 hours after the commencement of
the casc;
“(i1) assumption of the debt, contract,

lease, or agreement by the bridge company
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under an order authorizing a transfer under
section 1185;

“(ii1) a final order of the court denying the
request for a transfer under seetion 1185; or

“(iv) the time the case is dismissed; and
“(B) for the benefit of an affiliate, upon the

earliest of—

“(i) the entry of an order authorizing a
transfer under scetion 1185 in which the dircet
or mmdirect interests in the affiliate that are
property of the estate are not transferred under
section 1185;

“(i1) a final order by the court denying the
request, for a transfer under section 1185;

“(i11) 48 hours after the commencement of
the case if the court has not ordered a transfer
under section 1185; or

“(iv) the time the case is dismissed.

“(4) Subsections (d), (e), (f), and (g) of section 362
apply to a stay under this subsection.

“(b) A debt, executory contract (other than a quali-
fied financial contract), or unexpired lease of the debtor,
or an agreement under which the debtor has issued or is
obligated for any debt, may he assumed by a bridge com-

paiy in a transfer under section 1185 notwithstanding
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any provision in an agreement or in applicable nonbank-

2 ruptey law that—
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“(1) prohibits, restricts, or conditions the as-
signment. of the debt, contract, lease, or agreement;
or

“(2) accelerates, terminates, or modifies, or
permits a party other than the debtor to terminate
or modify, the debt, contract, lease, or agreement on
account of—

“(A) the assignment of the debt, contract,
lease, or agreement; or

“(B) a change in control of any party to
the debt, contraet, lease, or agreement.

“(e)(1) A debt, contract, lease, or agreement of the

kind described in subparagraph (A) or (B) of subsection
(a)(2) may not be accelerated, terminated, or modified,
and any right or obligation under such debt, contract,
lease, or agreement may not be accelerated, terminated,

or modified, as to the bridge company solely because of

20 a provision in the debt, contract, lease, or agreement or

21
22
23

in applicable nonbankruptey law—

“(A) of the kind described in subsection

(a)(1)(B) as applicd to the debtor
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“(B) that prohibits, restricts, or conditions the
assignment of the debt, contract, lease, or agree-
ment; or
“(C) that accelerates, terminates, or modifics,
or permits a party other than the debtor to termm-
nate or modify, the debt, contract, lease or agree-
ment on aceount of—
“(i) the assignment of the debt, contract,
lease, or agreement; or
“(i1) a change in control of any party to
the debt, contract, lease, or agreement.

“(2) If there is a default by the debtor under a provi-
sion other than the kind described in paragraph (1) in
a debt, contract, lease or agreement of the kind described
in subparagraph (A) or (B) of subsection (a)(2), the
bridge company may assume such debt, contract, lease,

or agreement only if the bridge company

“(A) shall cure the default;

“(B) compensates, or provides adequate assur-
ance in connection with a transfer under section
1185 that the bridge company will promptly com-
pensate, a party other than the debtor to the debt,
contract, lease, or agrecment, for any actual peen-

nary loss to the party resulting from the default;

and
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() provides adequate assurance in connection
with a transfer under section 1185 of future per-
formance under the debt, contract, lease, or agree-
ment, as determined by the court under seetion
1185(c¢)(4).
“§1188. Treatment of qualified financial contracts
and affiliate contracts

“(a) Notwithstanding sections 362(b)(6), 362(b)(7),
362(0)(17), 362(h)(27), 362(0), 555, 556, HH9, 560, and
561, a petition filed under section 1183 operates as a stay,
during the period specified in section 1187(a)(3)(A), ap-
plicable to all entities, of the exercise of a contractual
right—

“(1) to cause the modification, liquidation, ter-
mination, or acceleration of a qualified financial con-
tract of the debtor or an affiliate;

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

“(3) under any security agreement or arrange-
ment or other credit enhancement forming a part of
or rclated to a qualified finaneial contract of the

debtor or an affiliate.
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“(b)(1) During the period specified in section
1187(a)(3)(A), the trustee or the affiliate shall perform
all payment and delivery obligations under such qualified
finanecial eontract of the debtor or the affiliate, as the case
may be, that become due after the commencement of the
case. The stay provided under subsection (a) terminates
as to a qualified financial eontract of the debtor or an
affiliate immediately upon the failure of the trustee or the
affiliate, as the case may be, to perform any such obliga-
tion during such period.

“(2) Any failure by a counterparty to any qualified
financial contract of the debtor or any affiliate to perform
any payment or delivery oblhigation under such qualified
financial contract, including during the pendency of the
stay provided under subsection (a), shall constitute a
breach of such qualified finanaal contract by the
counterparty.

“(¢) Subject to the court’s approval, a qualified finan-
cial contract between an entity and the debtor may be as-
signed to or assumed by the bridge company 10 a transfer
under section 1185 if and only if—

“(1) all qualified financial contracts between
the entity and the debtor arc assigned to and as-
sumed by the bridge company in the transfer under

section 1185;
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“(2) all claims of the entity against the debtor
under any qualified financial contract between the
entity and the debtor (other than any claim that,
under the terms of the qualified financial contract,
18 subordinated to the claims of general unsecured
creditors) are assigned to and assumed by the bridge
company;

“(3) all claims of the debtor against the entity
under any qualified financial eontract between the
entity and the debtor are assigned to and assumed
by the bridge company; and

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

“(d) Notwithstanding any provision of a qualified fi-
naneial coutract or of applicable nonbankruptey law, a
quahfied financial contract of the debtor that is assumed
or assigned in a transfer under section 1185 may not be
accclerated, terminated, or modified, after the entry of the
order approving a transfer under section 1185, and any

right or obligation under the qualified financial contract
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may not be accelerated, terminated, or modified, after the
entry of the order approving a transfer under section 1185
solely because of a condition described in  section
1187(c)(1), other than a condition of the kind specified
in section 1187(b) that occurs after property of the estate
no longer includes a direct beneficial interest or an indi-
rect beneficial interest through the special trustee, in more
than 50 percent of the equity securities of the bridge com-
pany.

““(e) Notwithstanding any provision of any agreement
or in applicable nonbankruptey law, an agreement of an
affiliate (including an executory contract, an unexpired
lease, qualified financial contract, or an agreement under
which the affiliate issued or is obligated for debt) and any
right or obligation under such agreement may not be ac-
celerated, terminated, or modified, solely because of a con-
dition described in section 1187(¢)(1), other than a condi-
tion of the kind specified in section 1187(b) that occurs
after the bridge company 1s no longer a direct or indirect
beneficial holder of more than 50 percent of the equity
securities of the affiliate, at any time after the commence-
ment of the case if—

“(1) all dircet or indirect interests in the affil-

iate that are property of the estate are transferred
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under section 1185 to the bridge company within the
period specified in subsection (a);
“(2) the bridge company assumes—
“(A) any guarantce or other credit en-
hancement issued by the debtor relating to the
agreement of the affiliate; and
“(B) any right of setoff, netting arrange-
ment, or debt of the debtor that directly arises
out of or dircctly relates to the guarantee or
credit enhancement,; and
“(3) any property of the estate that directly
serves as collateral for the guarantee or credit en-
hancement 1s transferred to the bridge company.
“§1189. Licenses, permits, and registrations

“(a) Notwithstanding any otherwise applicable non-
bankruptey law, if a request is made under section 1185
for a transfer of property of the estate, any Federal, State,
or local license, permit, or registration that the debtor or
an affiliate had immediately before the commencement of
the case and that is proposed to be transferred under sec-
tion 1185 may not be accelerated, terminated, or modified
at any time after the request solely on account of—

“(1) the insolveney or financial condition of the

debtor at any time before the closing of the case;

«HR 2947 IH



W N

U e

O o0~ N

33

31
“(2) the commencement of a case under this
title concerning the debtor;
“(3) the appointment of or taking possession by

a trustee in a casc under this title eoncerming the

debtor or by a custodian before the commencement

of the case; or
“(4) a transfer under section 1185.

“(b) Notwithstanding any otherwise applicable non-
bankruptey law, any Federal, State, or local license, per-
mit, or registration that the debtor had mmmediately before
the commencement of the case that is included in a trans-
fer under section 1185 shall be valid and all rights and
obligations thereunder shall vest in the bridge company.
“$1190. Exemption from securities laws

“For purposes of section 1145, a security of the
bridge company shall be deemed to be a security of a suc-
cessor to the debtor under a plan if the court approves
the disclosurce statement for the plan as prowviding ade-
quate mmformation (as defined in section 1125(a)) about
the bridge company and the security.

“$1191. Inapplicability of certain aveiding powers

“A transfer made or an obligation incurred by the
debtor to an affiliate prior to or after the commencement
of the case, including any obligation released by the debtor

or the estate to or for the benefit of an affiliate, in con-
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templation of or in connection with a transfer under sec-
tion 1185 is not avoidable under section 544, 547,
548(a)(1)(B), or 549, or under any similar nonbankruptey
law.
“$1192. Consideration of financial stability

“The court may consider the effect that any decision
in connection with this subchapter may have on financial
stability in the United States.”.

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

(a) AMENDMENT TO CHAPTER 13 —Chapter 13 of
title 28, United States Code, is amended by adding at the
end the following:
“§298. Judge for a case under subchapter V of chap-
ter 11 of title 11

“(a) Notwithstanding section 295, the Chief Justice
of the United States shall designate not fewer than 3
judges of the courts of appeals in not fewer than 4 circuits
to serve on an appellate pancl to be available to hear an
appeal under section 1183 of title 11 in a case under such
title concerning a covered financial corporation. Appellate
judges may request to be considered by the Chief Justice
of the United States for such designation.

“(b)(1) Notwithstanding seetion 295, the Chief Jus-
tice of the United States shall designate not fewer than

10 bankruptey judges to be available to hear a case under
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subchapter V of chapter 11 of title 11. Bankruptey judges
may request to be considered by the Chief Justice of the
United States for such designation.

“(2) Notwithstanding scetion 155, a casc under sub-
chapter V of chapter 11 of title 11 shall be heard under
section 157 by a bankruptey judge designated under para-
graph (1), who shall be assigned to hear such case by the
chief judge of the court of appeals for the circuit embrac-
ing the district in which the casc is pending. To the great-
est extent practicable, the approvals required under sec-
tion 155 should be obtained.

“(3) If the bankruptey judge assigned to hear a case
under paragraph (2) is not assigned to the district in
which the case is pending, the bankruptey judge shall be
temporarily assigned to the district.

“(e)(1) The court of appeals shall have jurisdiction
of appeals from all orders for relief and orders of dismissal
under section 1183 of title 11.

“(2) Notwithstanding section 295, in an appeal under
paragraph (1) in a case under title 11 concerning a cov-
ered financial corporation shall be heard by—

“(A) 3 judges selected from the appellate panel
designated under subseetion (a); or
“(B) if the 3 judges of such panel are not im-

mediately available to hear the case, 3 judges des-
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ignated under subsection (a) from another ecircult

and assigned by the Chief Justice of the United

States to hear the case.

“(3) If any of the judges of the appellate panel speei-
fied in paragraph (2) 18 not assigned to the ereuit in
which the appeal is pending, the judges shall be tempo-
rarily assigned to the circuit.

“(4) A case under subchapter V of chapter 11 of title
11, and all proceedings in the case, shall take place in
the district in which the case 1s pending.

“(d) In this section, the term ‘covered financial cor-
poration’ has the meaning given that term in section
101(9A) of title 11.7,

(b) AMENDMENT TO SECTION 1334.—Section 1334
of title 28, United States Code, 1s amended by adding at
the end the following:

“(f) This section does not grant jurisdiction to the
district court after a transfer pursuant to an order under
section 1185 of title 11 of any proceeding related to a spe-
cial trustee appointed, or to a bridge company formed, in
connection with a case under subchapter V of chapter 11
of title 11.”.

(¢) TECHNICAL AND (CONFORMING AMENDMENT.—

The table of sections for chapter 13 of title 28, United
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1 States Code, is amended by adding at the end the fol-
2 lowing:
“298. Judge for a case under subchapler Vool chapter 11 of title 11,7,

O
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Mr. JOHNSON. Thank you, Mr. Chairman. H.R. 2947, the “Finan-
cial Institution Bankruptcy Act of 2015,” amends the bankruptcy
code to establish a process for the expedited judicial resolution of
large financial institutions to soften the disruptive effects of their
collapse.

I trust the courts and am sympathetic to the notion that a judi-
cial process may be preferable to an administrative process for re-
solving systemically important financial institutions that present a
risk to the economic stability of our Nation, but I'm concerned that
the lack of a funding mechanism for H.R. 2947 may make the bill
unworkable.

A key difference between an orderly resolution under Dodd-
Frank and the resolution contemplated by this bill concerns the
proper mechanism for funding the reorganization of the debtor. In
a typical bankruptcy case, the debtor’s reorganization may be fund-
ed by private parties or by the Federal Government as illustrated
by the General Motors bankruptcy.

In many instances, liquidity provided by the U.S. Government to
prevent the collapse of financial institutions has either returned a
profit to the government or is likely to be repaid. The National
Bankruptcy Conference (NBC), which includes the Nation’s leading
bankruptcy scholars and practitioners, explained in a letter to the
Committee in June that, “meeting the liquidity needs of a dis-
tressed financial institution is essential to successfully resolving
the firm without creating undue systemic risk.”

This critical mechanism has prevented the collapse of several
major financial institutions without cost to the taxpayer. It is my
understanding that this element does not currently exist in the bill
for jurisdictional reasons. Nevertheless, I remain optimistic that
the Chair will continue to work across party lines to accommodate
these concerns prior to the bill’s consideration on the floor.

In addition to these concerns, I would caution the Chair against
efforts to combine this bill with legislation that would strike Title
II of the Dodd-Frank Act. Such efforts would be unacceptable and
would meet strong opposition. As the National Bankruptcy Con-
ference further noted, laws currently in place such as Title II of the
Dodd-Frank Act should “continue to be available even if the bank-
ruptcy code is amended to better address the resolution of system-
ically important financial institutions” because “the ability of U.S.
regulators to assume full control of the resolution process to elicit
the cooperation from non-U.S. regulators is an essential insurance
policy against systemic risk and potential conflict and dysfunction
among the multinational components of these institutions.”

Title II of the Dodd-Frank Act also serves as a valuable backstop
to the bankruptcy process should this bill become law. Additionally,
as the conference has also noted, it is important that financial reg-
ulators have a very significant role in the timely resolution of a fi-
nancial institution regardless of whether by bankruptcy or orderly
liquidation.

As the Conference noted, the “heavy involvement of U.S. regu-
lators would be critical if adverse systemic effects from the failure
of the systemically important financial institution are to be pre-
vented or minimized.”
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It would be unwise to overlook the expertise of financial regu-
lators who are charged with considering the impact of a resolution
on the economy and financial markets in favor of a process that is
intended to produce maximum returns to creditors while facili-
tating the debtor’s reorganization.

Thank you, Mr. Chairman, and I yield back.

Mr. MARINO. Thank you, Mr. Johnson.

The Chair now recognizes the Chairman of the full Judiciary
Committee, Congressman Goodlatte of Virginia for his opening
statement.

Mr. GOODLATTE. Thank you, Mr. Chairman. I appreciate your
holding this hearing.

Our Nation’s financial system provides the life blood for industry,
small businesses, and our communities to develop, grow, and pros-
per. Ensuring that this system functions efficiently in both good
times and bad is critical to the ongoing vitality of our economy. The
recent financial crisis illustrated that the financial system and ex-
isting laws were not adequately prepared for the insolvency of cer-
tain institutions, which threatened the very stability of the global
economy and our financial industry.

There has been considerable debate over whether Congress’ main
response to the financial crisis—the Dodd-Frank Wall Street Re-
form and Consumer Protection Act—is adequate to respond to a fu-
ture crisis. Today’s hearing, however, is not focused on that debate.
Instead, we turn our attention to the private and public efforts to
strengthen the Bankruptcy Code so that it may better facilitate the
resolution of an insolvent financial firm while preserving the sta-
bility of the financial markets.

The subject of today’s hearing, the “Financial Institution Bank-
ruptcy Act of 2015,” is a reflection of these efforts. The bill is cali-
brated carefully to provide transparency, predictability, and judicial
oversight to a process that must be executed quickly and in a man-
ner that is responsive to potential systemic risk.

Additionally, it incorporates the “single point of entry” approach,
which a growing consensus of experts in public and private indus-
try believes is the most effective and feasible method to resolve a
financial institution that has a bank holding company. The Judici-
ary Committee has a long history of improving the Bankruptcy
Code to ensure that it is equipped properly to administer all failing
companies.

The Financial Institution Bankruptcy Act adds to this history by
enhancing the ability of financial firms to be resolved through the
bankruptcy process. The development of the legislation before us
today has been a collaborative effort that included the financial
and legal community, Members of Congress on both sides of the
aisle, the Federal Reserve, the FDIC, the courts, and Treasury.

I applaud Congressman Trott for continuing the efforts of last
Congress to strengthen the bankruptcy code and Chairman Marino
for holding today’s hearing on this important reform. I look forward
to hearing from today’s witnesses on the Financial Institution
Bankruptcy Act and whether the passage of time has resulted in
the need for any further revisions to the bill.
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And at this time it is my pleasure to yield the balance of my time
to the gentleman from Michigan, Mr. Trott, the chief sponsor of the
legislation for any opening remarks that he might have.

Mr. TROTT. Thank you, Chairman. I also want to thank Chair-
man Marino and Ranking Member Johnson for holding this hear-
ing, and also thank our witnesses for again providing their insight
on this bill.

The health of our financial institutions, particularly large multi-
national players, is critical to not only our economy but also our
citizens. Consequently, how we react when a systemically impor-
tant financial institution fails is of particular concern.

The Financial Institution Bankruptcy Act of 2015 seeks to ad-
dress those concerns and put in place a better process. The bill
amends the bankruptcy code so as to allow the insolvency of a fi-
nancial institution to be resolved through the Chapter 11 process.
The Chapter 11 process provides rules that are designed to accom-
plish an equitable and predictable resolution of competing claims.

Chapter 11 is a relatively efficient process, and the integrity and
transparency ensured by due process protections will reduce the
risk to our overall economy and reduce the potential of a taxpayer
funded bailout.

As an aside, my hometown is Detroit, Michigan, and I am here
to tell you that the bankruptcy process can add great value to dif-
ficult financial situations that undermine our economy and our
communities.

Thank you again, Chairman. I yield back my time.

Mr. GOODLATTE. And I yield back. Thank you, Mr. Chairman.

Mr. MARINO. Thank you, Chairman.

The Chair recognizes the full Judiciary Committee Ranking
Member, Congressman Conyers from the State of Michigan for his
opening statement.

Mr. CoNYERS. Thank you, Mr. Chairman and Members of the
Committee. I join in congratulating my colleague from Michigan,
Mr. Trott, for his authorship of the measure that is before us. I
support it, and I am a cosponsor of it. As a matter of fact, there
are a number of reasons for my support.

Number one, the bill addresses a real need, recognized by regu-
latory agencies, bankruptcy experts, and the private sector that the
bankruptcy law must be amended so that it can expeditiously re-
store trust in the financial marketplace as soon as possible after
the collapse of a major financial institution.

Many of us recall the failure of Lehman Brothers in 2008 which
caused a worldwide freeze on the availability of credit, which not
only affected Wall Street but Main Street as well.

The near collapse of our Nation’s economy because of Lehman’s
failure revealed that current bankruptcy law is ill equipped to deal
with complex financial institutions in economic distress. H.R. 2947
would establish a specialized form of bankruptcy relief under Chap-
ter 11 of the Bankruptcy Code by which the holding company of a
large financial institution could voluntarily use or be forced to use
by the Federal Reserve Board, under certain conditions.

The debtor’s operating subsidiaries would continue to operate
outside of bankruptcy while the debtor’s principal assets—such as
secured property, financial contracts, and the stock of its subsidi-
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aries—would be transferred to a temporary bridge company. The
bridge company, under the guidance of a trustee, in turn, would
liquidate these assets to pay the claims of the debtor’s creditors.

The legislation would also impose a temporary stay to prevent
parties from exercising their rights in certain qualified financial
contracts. Each critical step of this process would be under the su-
pervision of a bankruptcy judge and subject to the right of appeal.

Another reason for my support is that it appropriately recognizes
the important role of the Dodd-Frank Act in the regulation of large
financial institutions. Without doubt, the Great Recession was a di-
rect result of the regulatory equivalent of the Wild West. In the ab-
sence of any meaningful regulation of the mortgage industry, lend-
ers developed high risk subprime mortgages and used predatory
marketing tactics targeting the most vulnerable.

These doomed-to-fail mortgages were then securitized and sold to
unsuspecting investors, including pension funds and school dis-
tricts. The ensuing 2008 crash froze credit and trapped millions of
Americans in mortgages they could no longer afford, causing waves
of foreclosures, massive unemployment, and international economic
upheaval.

The Dodd-Frank Act goes a long way toward reinvigorating a
regulatory system that makes the financial marketplace more ac-
countable and hopefully more resilient. In particular, Title II of
Dodd-Frank establishes a mandatory resolution process to wind
down large financial institutions, which is a critical enforcement
tool for bank regulators to ensure compliance with the Act’s height-
ened regulatory requirements.

Nevertheless, Dodd-Frank clearly recognizes that bankruptcy
should be a first resort and that Title II’s orderly resolution process
should be a last resort. In fact, Title I of the Act explicitly requires
these companies to write so-called living wills that must explain
how they will resolve their financial difficulties in a hypothetical
bankruptcy scenario. This is because bankruptcy law has, for more
than 100 years, enabled some of the Nation’s largest companies to
regain their financial footing, including General Motors and Chrys-
ler Corporations.

But to be a truly viable alternative to Dodd-Frank’s resolution
process, the bankruptcy law must be amended to facilitate the
rapid administration of a debtor’s assets in an orderly fashion that
maximizes value and minimizes disruption to the financial market-
place.

And finally, I am pleased to note that this bill is the product of
a very collaborative, inclusive, and deliberative process, which I
hope would be more regularly employed in this Congress and not
the exception when it comes to drafting legislation.

While an excellent measure, H.R. 2947 unfortunately does not in-
clude any provision allowing the Federal Government to be a lend-
er of last resort, which nearly every expert recognizes is a nec-
essary element to ensure financial stability. I recognize, however,
that this is an issue not within the Committee’s jurisdiction but
more within the area of the jurisdiction of the Financial Services
Committee.
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I welcome the witnesses, particularly Mr. Levin, and I thank the
witnesses for their participation here today, and I yield back the
balance of my time.

Mr. MARINO. Thank you, Congressman Conyers.

Without objection, other Members’ opening statements will be
made part of the record. The Chair will begin by swearing in our
witnesses before introducing them. Would you please rise and raise
your right hand.

Do you swear that the testimony you’re about to give before this
Committee is the truth, the whole truth, and nothing but the truth,
so help you God?

Let the record reflect that the witnesses have answered in the
affirmative. Thank you. Please be seated.

I will now introduce each of the witnesses before anyone gives
their opening statement. Mr. Don Bernstein is a partner at Davis
Polk, where he heads the firm’s insolvency and restructuring prac-
tice. During his distinguished 35-year career, he has represented
nearly every major financial institution in numerous restructur-
ings, as well as leading a number of operating firms through bank-
ruptcy, including Ford, LTV Steel, and Johns Manville. Mr. Bern-
stein has earned multiple honors for his practice, including being
elected by his peers as the chair of the National Bankruptcy Con-
ference, the most prestigious professional organization in the field.
Mr. Bernstein received his A.B. (Cum laude) from Princeton Uni-
versity and his JD from the University of Chicago Law School.
Thank you, Mr. Bernstein, for being here

Mr. Stephen Hessler is a partner in the restructuring group of
Kirkland & Ellis. His practice involves representing debtors, credi-
tors, and investors in complex corporate Chapter 11 cases, out-of-
court restructurings, acquisitions, and related trial and appellate
litigation. In addition to practicing law, Mr. Hessler is an author
and frequent lecturer on a variety of restructuring related topics,
including, as a professor at the University of Pennsylvania, where
he teaches a restructuring class to both law school and Wharton
students. Mr. Hessler has been recognized by both Chambers and
Turnarounds & Workouts as an outstanding restructuring lawyer.
Mr. Hessler received his BA and JD from the University of Michi-
gan, where he served as the managing editor of Michigan’s Law
Review. Welcome.

Mr. Richard Levin is a partner in the Bankruptcy, Workout and
Corporate Reorganization Practice of Jenner & Block. Mr. Levin is
the current chair of the National Bankruptcy Conference, a fellow
of the American College of Bankruptcy, and a lecturer of bank-
ruptcy law at the Harvard Law School. In almost 40 years of prac-
tice, Mr. Levin has gained a reputation as one of the foremost re-
structuring, bankruptcy and creditor/debtor rights lawyers. Nota-
bly, Mr. Levin served as a bankruptcy counsel to the House Judici-
ary Committee and was one of the principal authors of the 1978
U.S. Bankruptcy Code. Mr. Levin received his undergraduate de-
gree from MIT and his JD from Yale Law School where he served
as editor of Yale Law Review. Welcome, Mr. Levin.

Mr. LEVIN. Thank you, Mr. Chairman.

Mr. MARINO. Each of the witnesses’ written statements will be
entered into the record in its entirety, and I ask each of the wit-
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nesses to summarize their statements, you’ve been through this be-
fore, in 5 minutes or less. To help you stay within your time, you
see the lights in front of you, but as I do, when I'm sitting at that
table making a statement, I'm concentrating on making my state-
ment and not watching the lights.

So what I will politely and diplomatically do if it gets too far over
the 5 minutes, is I will reach for the gavel and just sort of raise
it to get your attention, and ask you to succinctly come to a close
in your statement.

I'm going to recognize our witnesses for their opening statement.
Mr. Bernstein.

TESTIMONY OF DONALD S. BERNSTEIN, ESQ.,
PARTNER, DAVIS POLK & WARDWELL LLP

Mr. BERNSTEIN. Thank you, Chairman Marino, and thank you,
Chairman Goodlatte, and also Congressman Trott for introducing
and being a sponsor of the bill, as well as Congressman Conyers.
I want to say that you have made my job easy in terms of meeting
the 5-minute requirement because the statements were so good in
terms of summarizing the bill. I'm just going to skip to my major
points

So, just as a little bit of background, this idea of single point of
entry resolution of a financial firm is a result of a lot of work that’s
been done at the FDIC and in other contexts, including under Title
II of Dodd-Frank, with the idea that if you set up financial institu-
tions correctly in the United States with bank holding companies,
you should be able to recapitalize their operations if the operations
have losses because there is loss absorbency at the holding com-
pany level.

And in fact, there are a number of features that are being added
to the way bank holding companies are structured in order to facili-
tate resolution under the Bankruptcy Code, which has been an out-
growth of the resolution planning process under the Dodd-Frank
Act. One of these is a concept that is being adopted globally, which
is called, “Total Loss Absorbing Capacity.”

That consists of two things. It consists of the capital of the bank
and also a layer of debt that can effectively be bailed in or con-
verted, in effect, to equity so that no capital needs to be infused
from sources outside the firm, including no taxpayer funds would
have to be infused to create the capital necessary.

The capital levels of financial institutions since 2008, especially
the largest ones, have essentially doubled from where they were in
2008, and then if you add a requirement that is in the process of
being developed and is likely to be imposed by regulators for total
loss absorbing capacity, it will double again in effect and permit
the use of bankruptcy and single point of entry resolution to use
that loss absorbing capacity in order to resolve firms.

Most of the largest financial institutions actually have that layer
of indebtedness already, so we are actually at a point where the re-
sources are available to recapitalize these firms.

Secondly, there has been a massive increase in the amount of li-
quidity that’s being maintained by all the firms. Congressman Con-
yers made the point about a liquidity source. I know the NBC
makes that point in their letter and I make it as well in my testi-



44

mony, my written testimony, but today, with the levels of liquidity
that the banks are maintaining, they can resolve themselves in a
severely adverse economic scenario based on the balance sheet li-
quidity that they are currently maintaining. So that is—and it’s a
huge increase from the way it was in 2008.

The third area that single point of entry requires is a clean hold-
ing company, a holding company that can be left behind in a bank-
ruptcy proceeding when the operating subsidiaries have been re-
capitalized and then get transferred to a bridge company. And pur-
suant to regulatory requirements and also pursuant to the resolu-
tion planning process, the firms are also putting themselves in a
place where they are not having material operations occurring in
the holding company where there is little or no short-term debt in
the holding company, and subsidiaries are not guaranteeing hold-
ing company debts. So that is another aspect of how the companies
are putting themselves in a position to actually utilize the single
point of entry process.

And finally, because the amendments that are in section 1188 of
the proposed bill have not been enacted, there has been a very
strong effort by both regulators and by the firms to amend finan-
cial contracts to remove cross defaults to a holding company bank-
ruptcy so that the financial contracts cannot be terminated the way
they were in Lehman Brothers and can continue in effect, of course
with appropriate protections for counterparties, because the guar-
antees would be moved to the new bridge company and would
therefore not be subject to the debt that’s been left behind in the
old bankrupt company.

So all of those features, and there were some others that I men-
tion in my written testimony, are putting things in a position to ac-
tually accomplish single point of entry.

Now, there were two provisions in the bill that I wanted to men-
tion that I think are worth just highlighting. The first one is the
ability of the Federal Reserve to commence an involuntary case.
One of the difficulties that’s been raised with that provision is in-
voluntary cases normally come with the right to oppose them and
other parties need to be heard by the court, there might be appeals,
and in my view, if the due process issues are so overwhelming with
respect to that issue, it’s not critically necessary to include that
provision.

And I see you raising your gavel, so what I will do is wait for
questions if there are questions on that issue or on the other provi-
sion that I wanted to address. Thank you.

Mr. MARINO. Thank you, Attorney Bernstein. See it works very
subtilely.

[The prepared statement of Mr. Bernstein follows:]
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Thank you for inviting me to testify once again on the subject of the
resolution of financial institutions under the Bankruptcy Code. 1 am Donald S.
Bernstein, co-chair of the Insolvency and Restructuring Group at Davis Polk &
Wardwell LLP. 1 am on the Board of Editors of Collier on Bankruptcy, President
and Chair of the International Insolvency Institute, a past Commissioner on the
American Bankruptcy Institute’s Commission on the Reform of Chapter 11, and a
past Chair of the National Bankruptcy Conference.

I had the honor of appearing before this Subcommittee at an oversight
hearing on this subject in December 2013 and at a subsequent hearing in
December 2014 at which the Subcommittee considered a draft of the bill that
became H.R. 5421, the Financial Institution Bankruptcy Act of 2014 (“FIBA”).
FIBA was passed by the House during the closing days of the 113th Congress. 1
focus today on the anticipated introduction in the current Congress of a bill
substantially similar to FIBA, “H.R. ___, the “Financial Institution Bankruptcy
Act of 2015

During the past few years, [ have spent a significant portion of my time
working on resolution plans for large financial firms under Section 165(d) of the
Dodd-Frank Act. [ have also represented financial industry organizations, such as
The Clearing House Association and SIFMA on issues related to the resolution of
financial firms. I am, however, here in my individual capacity and not on behalf of
any client, though I expect to be asked by clients to help them evaluate the
proposed bill we are discussing today. The views [ express are my own, and not

those of Davis Polk, any client or any organization with which 1 am affiliated.



47

The Single-Point of Entry Approach to Resolution

It will not surprise any of the members who attended last year’s hearing that
I continue to strongly support the idea that the Bankruptcy Code should be
amended to add tools to facilitate speedy recapitalization of the largest financial
firms. Because of the bank holding company structure used in the United States
and the availability of substantial loss absorbing capacity at the holding
companies of our largest and most systemic financial firms, the single-point-of-
entry approach developed by the Federal Deposit Insurance Corporation under
Title II of the Dodd-Frank Act (“Orderly Liquidation Authority” or “OLA”) can be
adapted for the resolution of such firms under the Bankruptcy Code.
Improvements in the Bankruptcy Code would reinforce the idea that bankruptcy is
the preferred method of resolving such firms and that Orderly Liquidation
Authority is a backup to be used only in rare and unusual circumstances. I
strongly agree, however, with the view expressed in the June 18, 2015 letter of the
National Bankruptcy Conference addressed to, among others, the Chair of this
Subcommittee that Orderly Liquidation Authority should be retained as a backup
resolution tool even if FIBA is passed, but the goal of FIBA should be to add
resolution tools to the Bankruptcy Code so that OLA is unlikely to be used.

The single-point-of-entry approach to the resolution of a financial firm
involves commencing resolution or bankruptcy proceedings only with respect to
the financial firm’s top-level parent holding company, with all losses of the
distressed financial firm being borne by shareholders and creditors of that entity
and not by taxpayers. Material operating subsidiaries, like the firm’s significant

banking or broker-dealer subsidiaries, would not be placed in insolvency or
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resolution proceedings. They would be recapitalized using assets of the holding
company and, promptly after the commencement of the holding company’s
bankruptcy proceedings, their stock would be transferred to a new, substantially
debt free, bridge company. The subsidiaries would continue as going concerns,
paying all of their obligations, until they are disposed of or have been wound down
in an orderly way.

By recapitalizing the firm’s operating subsidiaries with holding company
assets at the outset of the process, the single-point-of-entry approach preserves
the continuity of the financial firm’s systemically critical operations and the value
of its operating businesses, and pushes the firm’s operating losses up to the old
holding company to be absorbed by the holding company’s shareholders and
creditors. Customers and counterparties can continue to be served by the ongoing
businesses of the firm or can migrate to competitors in an orderly fashion as
businesses are wound down; fire sales of the firm’s assets are avoided; and the
residual value of the firm’s operations is maximized for ultimate distribution to
creditors and other stakeholders left behind in the holding company’s bankruptcy
proceedings.

Recent Progress Enhancing the Resolvability of Financial Firms

A number of concrete actions have been or are being taken to enhance the
resolvability of the largest U.S. financial firms, whether under Orderly Liquidation
Authority or under the Bankruptcy Code. Many of these steps were already in
progress when I testified last year, and additional progress has been made since
that time in a number of key areas.

Here are some of the key areas where progress has been made:
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1. Capital and Total Loss Absorbing Capacity. A critical element of the
ability to recapitalize a distressed U.S. financial firm is having sufficient
loss absorbing capacity in the firm’s bank holding company. This
includes both capital and structurally subordinated capital structure
debt issued by the firm’s holding company that can be “bailed-in” in
connection with the recapitalization of the firm. The capital levels of the
largest U.S. bank holding companies are now more than double what
they were in 2008, and the largest firms’ holding companies currently
have, even in advance of the issuance of so-called “TLAC” (“total loss
absorbing capacity”) requirements, substantial amounts of long-term
capital structure debt in addition to their capital, effectively doubling
again the loss absorbing capacity at their holding companies available for
the recapitalization of the firm.

2. Mitigation of QFC Cross-Defaults. In October 2014, the Financial Stability
Board announced another important enhancement in the resolvability of
global financial firms. Eighteen global systemically important banking
groups have adhered to a protocol (the “ISDA Protocol”) that modifies the
terms of ISDA Master Agreements to assure the cross-border
enforceability of provisions in special resolution regimes, like OLA, that
override cross-defaults in such agreements arising out of the resolution
of an affiliated credit support provider, such as a parent holding
company that guarantees the obligations of a subsidiary under the
subsidiary’s financial contracts. Regulations are expected to be issued

by U.S. regulators in the near future mandating implementation of these
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provisions with respect to a broader range of counterparties of financial
firms and under a broader range of financial contracts. Importantly, the
ISDA Protocol provides that, when the regulations take effect, the
termination rights of adhering parties based on the commencement of
bankruptcy proceedings by a holding company that is a credit support
provider will also be overridden in a single-point-of-entry resolution if
certain conditions designed to protect counterparties are met. These
contractual provisions, which seek to eliminate disruptive financial
contract closeouts in a single-point-of-entry resolution, address one of
the major obstacles to orderly resolution identified in the aftermath of the
Lehman Brothers bankruptcy. Market-wide implementation of these
provisions would avoid the enormous losses reportedly suffered by
Lehman Brothers in connection with such closeouts and also eliminate
the possible contagion effects of the sale of large volumes of collateral by
counterparties seeking to satisfy their claims.

. Increased Liquidity. The amount of high quality liquid assets
maintained on the balance sheets of the largest U.S. financial firms has
increased substantially since 2008 and the reliance by the firms on short
term wholesale funding (for example, overnight repurchase agreements)
has been substantially reduced. These changes, which serve to reduce
the severity of any run on the firm’s liquidity and to increase the ability
of the firm to meet a run, permit the firms to absorb extraordinary
liquidity shocks even in severely adverse economic conditions. They are

designed to meet the stringent liquidity coverage requirements imposed
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by regulators since 2008 and also to provide a funding reserve that will
sustain a single-point-of-entry resolution of the firm if necessary.

Clean Holding Companies. The largest U.S. firms are eliminating the
issuance of short term runnable debt from their holding companies and
minimizing operating activities conducted at the holding company level.
This clean holding company structure will facilitate the separation of
recapitalized ongoing operating subsidiaries from the distressed bank
holding company in connection with a single-point-of-entry resolution.
Continuity of Shared Services. Because, in a single-point-of-entry
resolution operating subsidiaries are recapitalized and do not enter into
resolution proceedings, the single-point-of-entry resolution approach
preserves the continuity of ongoing inter-company services among the
members of the financial firm’s corporate group. Nevertheless, the firms
are doing detailed mappings of such inter-company services, and are
formalizing inter-company contractual commitments with respect to such
services, or, in some cases creating separately incorporated and
capitalized service companies to further assure the continuity of such
services in resolution.

6. Operational Capabilities. The firms are enhancing operational
capabilities, including management information systems, to facilitate
continuous access to real time information necessary for resolution of
the firms.

7. Financial Market Utilities. The firms are engaged in an ongoing

dialogue with financial market utilities (‘F*MUs”) to develop playbooks to
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assure continued access to the services of FMU’s during a period of
financial distress and in resolution.

8. Greater Coordination Among Global Regulators. Through the
Financial Stability Board and direct bilateral and multilateral initiatives,
regulators around the world have been actively engaged in efforts to
coordinate their actions in the event of the need to resolve a global
financial firm. FDIC Chairman Martin Gruenberg recently noted, for
example, that the FDIC has worked closely with all major financial
jurisdictions, including the United Kingdom, Germany, Switzerland and
Japan, as well as newly created European resolution and supervisory
entities, on identifying and addressing obstacles to cross-border

resolution.’

Each of these actions addresses a potential obstacle to orderly resolution

that has been identified based on the Lehman Brothers experience or based on the

detailed analysis undertaken by both the firms and regulators in the resolution

planning process. The firms have added TLAC and liquidity to help them effectuate

a recapitalization of their operations and a single-point-of-entry resolution,

whether under OLA or under the Bankruptcy Code. They are taking steps to

assure the continuity of shared services and to put in place the necessary

operational capabilities. They are in the process of eliminating financial contract

! Martin J. Gruenberg, Chairman, Fed. Deposit Insr. Corp., A Progress Report on the
Resolution of the Systemically Important Financial Institutions (May 12, 2015), available
at hittps: / /www fdic.gov/news/news/speeches/spmay12 15 html.
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termination rights. They are developing plans to assure access to financial market
utilities. And, importantly, global regulators are improving their coordination and
cooperation, so that orderly resolution is not thwarted by precipitous action by
local authorities. For all of these reasons, the feasibility of resolving a large
financial firm without significant systemic disruption and without placing taxpayer
funds at risk is far greater today that it has ever been before.
Resolution Tools and FIBA

While the steps identified above are designed to make single-point-of-entry
resolution under the Bankruptcy Code feasible even under current law (for
example, by maintaining the resources needed to recapitalize operating entities
and by overriding bankruptcy-related cross-defaults under financial contracts),
tools should nevertheless be added to the Bankruptcy Code to further enhance the
ability to resolve large financial firms under the Bankruptcy Code using the single-
point-of-entry approach. In my 2013 testimony, I identified four key additions I
felt would be desirable. They were:

» Clarifying that bank holding companies can recapitalize their
operating subsidiaries prior to the commencement of bankruptcy
proceedings.

¢ Clarifying that section 363 of the Bankruptcy Code can be used to
transfer the recapitalized operating subsidiaries to a new holding
company using a bridge company structure.

*» Adding provisions that permit a short stay of close-outs and allow the

assumption and preservation of qualified financial contracts, and
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overriding ipso facto (bankruptcy) defaults or cross-defaults that
might impede the resolution process.

» Providing for some form of fully secured liquidity resource that would
offer financing to help stabilize the recapitalized firm and prevent fire
sales until access to market liquidity returns.

The first two of these features would increase the certainty of application of
current law to actions that must be taken in connection with a single-point-of-
entry resolution in bankruptcy.

The third of these features currently is being addressed by contractual
workarounds like the ISDA Protocol, but it would be far better if the Bankruptcy
Code were amended to include provisions similar to those contained in special
resolution regimes, like OLA and the European Bank Resolution and Recovery
Directive, that provide for the override of cross-defaults under financial contracts
in a single-point-of-entry resolution.

The last of these features is being addressed by the substantially increased
liquidity reserves on the balance sheets of the largest financial firms, though once
they have been recapitalized in a single-point-of-entry resolution, there is no
reason why traditional, secured lender-of-last-resort liquidity should not be
available to non-bankrupt, fully capitalized, going concern subsidiaries of the
firms. The availability of such liquidity, if properly structured, would involve no
risk of loss to taxpayers, and would help to mitigate any panic run on subsidiary
liquidity after the holding company commences its bankruptcy proceedings.

Although FIBA leaves the availability of lender-of-last-resort liquidity to

otherwise applicable law, it would amend the Bankruptcy Code to add the first
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three features I have identified. For this reason I strongly support the enactment
of FIBA in the form in which it was passed by the House during the last Congress.
Comments on Two Provisions of FIBA

It is worth highlighting two particular provisions of FIBA as to which further
comment is warranted.

Right of Federal Reserve Board to File A Petition for Relief. The first provision
of FIBA 1 want to comment on is in section 1183(a}(2), which provides for the
commencement of a subchapter V proceeding by the Federal Reserve Board (the
“FRB”) if certain conditions are met. The commencement of such a proceeding by
the FRB can be contested, but the timeline for entry of the order for relief and for
an appeal from such order is necessarily very short. The timeline is dictated by
the need to be able to create and transfer the stock of the firm’s operating entities
to a bridge company over a proverbial “resolution weekend.” Any disputes over
the commencement of the case must be resolved in sufficient time so the
Bankruptcy Court can hear and approve a transfer motion under Section 1185
before the firm reopens for business on Monday morning.

While it is beneficial for the FRB to have the ability to act under the
Bankruptcy Code if the financial firm is not doing so, the ability of the Federal
Reserve to commence a subchapter V case is not integral to the purposes of
subchapter V. If the shortness of the timeline to contest a bankruptcy petition
filed by the FRB is deemed objectionable, rather than extending the timeline,
which would adversely affect the ability to resolve the firm, defeating the purposes
of subchapter V, the right to contest the FRB’s petition could be eliminated or,

alternatively, the ability of the FRB to commence a case under subchapter V could
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simply be removed from the bill. Selecting the latter option should not adversely
affect the ability to achieve the goals of subchapter V. Even without the ability of
the FRB to commence a subchapter V proceeding, U.S. regulators have more than
sufficient supervisory and other authority, including the ability to commence
proceedings under OLA, to assure that financial firms take the steps necessary to
protect the U.S. financial system.

Suspension of Financial Contract Cross-Defaults. The provisions permitting
the assumption and assignment of financial contracts within 48 hours after
commencement of the case also deserve mention. As I have noted, based on the
experience in the Lehman Brothers case, financial firms, regulators and
commentators identified the inability to preserve and continue to perform financial
contracts of operating subsidiaries due to cross defaults related to the
commencement of bankruptcy proceedings by a holding company credit support
provider as a significant impediment to the orderly resolution of systemically
important financial firms. To address this impediment, it is essential that any
procedure for the orderly resolution of financial firms provide for the ability of the
failing firm to preserve its subsidiaries’ financial contract books if it continues to
perform its obligations in respect of such contracts and if appropriate protections
for counterparties are provided. Provisions overriding financial contract
termination rights are recommended by the Financial Stability Board’s Key
Attributes of Effective Resolution Regimes For Financial Institutions, and, as
previously mentioned, are included in Orderly Ligquidation Authority and the
European Bank Resolution and Recovery Directive, among other resolution

procedures. The absence of such provisions in the Bankruptcy Code is among the
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reasons that U.S. regulators have pressed vigorously for implementation of
contractual workarounds like the ISDA Protocol.

While the volatility and purposes of financial contracts justify including
appropriate protections for counterparties, Section 1188 of FIBA, which overrides
cross-defaults relating to a credit support provider’s bankruptcy, strikes a balance
between preservation of the non-bankrupt recapitalized subsidiaries’ financial
contracts on the one hand and the protection of counterparties on the other. The
counterparty protections in section 1188 include:

» Requiring the debtor or its affiliate under the qualified financial
contract to perform all of its payment and delivery obligations
thereunder during the short, temporary stay period pending approval
of a transfer motion under Section 1185, and terminating the stay of
termination rights if such obligations are not performed.

» Requiring all qualified financial contracts between the counterparty
and the debtor to be assigned to and assumed by the bridge company
in the transfer under section 1185, and all claims against the debtor
in respect of such contracts to be assumed by the bridge company.

¢ Requiring all property securing or any other credit enhancements,
such as guarantees, furnished by the debtor for qualified financial
contracts, including those of subsidiaries transferred to the bridge
company, to be assigned to and assumed by the bridge company.

Simply expressed, the counterparty’s termination rights arising out of
cross-defaults are overridden only if all payment and delivery obligations in respect

of the counterparty’s contracts continue to be performed and any guarantees or

12
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other credit support obligations of the bankrupt holding company are assumed by
the fully capitalized, non-bankrupt bridge company. The counterparty’s position is
enhanced not only through the recapitalization of its subsidiary obligor, but also
because any credit enhancements are now provided by the bridge company, free of
the old holding company’s capital structure debt, which has been left behind in
the former holding company’s bankruptcy proceedings. These provisions provide
substantial protection to the counterparty whose cross-default rights are
overridden to facilitate the orderly resolution of the firm.
Conclusion

While there is no one-size-fits-all strategy for effective resolution of a large
financial firm, there is an increasing consensus that our largest financial firms can
be resolved under the Bankruptcy Code in an orderly way without a taxpayer
bailout if their holding companies maintain sufficient loss absorbency and liquidity
resources and the firms and their regulators complete the actions they have
undertaken to enhance the resolution-readiness of the firms. The enactment of
FIBA would build upon these actions by providing a clearer and easier path to the
single-point-of-entry resolution of the largest, most systemically important

financial firms.
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Mr. MARINO. Attorney Hessler, please.

TESTIMONY OF STEPHEN E. HESSLER, ESQ.,
PARTNER, KIRKLAND & ELLIS LLP

Mr. HESSLER. Thank you. Chairman Marino, Chairman Good-
latte, Ranking Member Johnson, Ranking Member Conyers, other
Members, thank you for inviting me to testify at today’s hearing.

As noted in your very kind introduction, I'm a partner in the re-
structuring group of Kirkland & Ellis, LLP. Although my practice
includes representing creditors, equity holders, and other constitu-
encies in complex distressed matters, I mostly represented major
corporations as company counsel in some of the largest and most
challenging bankruptcies in history. I am speaking especially from
that perspective this morning.

I am distinctly pleased to appear before this Subcommittee again
regarding the Financial Institution Bankruptcy Act of 2015, also
known as Subchapter V. It was my privilege to testify in July 2014
in support of the prior version. Given the comprehensive record
scrutinizing Subchapter V, I will not repeat my prior testimony and
will instead this morning focus on two issues.

First, the comparative benefits of a judicial process such as
Chapter 11 versus a regulatory process such as Title II of the
Dodd-Frank Act for addressing a major bank’s failure, and second,
how the 48-hour delay of the qualified financial contract safe har-
bors from the automatic stay is critical to the effectiveness of Sub-
chapter V.

Turning to the first issue. The touchstone analytical framework
for evaluating Subchapter V should not be as a stand-alone pro-
posal, but rather, as compared to Chapter 11 in its current form,
Chapter 11 as amended by Subchapter V and Title II. Among these
alternatives, Subchapter V is the best designed option both struc-
turally and philosophically to advance the private and public poli-
cies that animate the reorganization of a financial corporation.

The hallmarks of an optimal resolution regime for failing SIFIs
must be clear and established rules administered by an impartial
tribunal. Subchapter V is a financial corporation specific supple-
ment to the existing reorganization provisions of Chapter 11 of the
Bankruptcy Code. And thus, it builds upon decades of practice and
precedent that have refined the code and that otherwise provide a
well tested and proven successful reorganization framework for
major corporations, including SIFIs and their stakeholders.

Importantly, Subchapter V does not directly preclude or supplant
the potential applicability of Title II. Critically, however, by design
and operation, the availability of Subchapter V will make it far less
likely that Title II will ever be invoked.

Turning to my second point. As a general rule, upon a debtor
commencing a Chapter 11 case, contract counterparties are auto-
matically stayed from terminating their agreements and engaging
in self-help remedies against estate assets, but the Bankruptcy
Code currently provides that counterparties to so-called qualified fi-
nancial contracts, such as derivatives, repurchase, and swap agree-
ments enjoy a so-called safe harbor from the automatic stay.

Consequently, a Chapter 11 filing by a financial corporation with
significant qualified financial contracts could be chaotic at the out-
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set as counterparties that are not subject to the automatic stay pro-
ceed to terminate and enforce their rights in the debtor’s assets.
Subchapter V addresses this potential problem by precluding ac-
cess to these safe harbors for 48 hours after the commencement of
the case, which is consistent with the time period under Section
1185 for effecting the transfer of the subsidiary operating assets
which include qualified financial contracts to the bridge company
under the single point of entry approach highlighted by Mr. Bern-
stein.

I have previously criticized Title IT for imposing too brief a stay
on this front until only 5 p.m. Eastern on the business day fol-
lowing the FDIC’s appointment as receiver, and as a general mat-
ter, my default position remains that safe harbors should not exist
at all. That said, for the following four reasons, I am persuaded
that Subchapter V proposes a workable construct in this context.

One, since passage of the Dodd-Frank Act in 2010, financial cor-
porations have had 5 years to draft and refine their living wills.
Ideally, the enactment of Subchapter V will reinforce the need to
be prepared to make expedited qualified financial contract transfer
and assignment decisions.

Two, Subchapter V requires that decisions on whether to transfer
and assign all of the debtor financial corporation’s assets, expressly
including qualified financial contracts, must be made within 48
hours. It logically follows that 48 hours is a sufficient period to stay
qualified financial contract counterparties from taking remedial ac-
tions that would interfere with these determinations.

Three, the implicit expectation of Subchapter V is that essen-
tially all qualified financial contracts will be transferred to the
bridge company. Because Subchapter V precludes cherry-picking
only certain qualified financial contracts for assignment, this
should reduce the burden of having to make transfer determina-
tions for every individual agreement.

Lastly, the most likely alternative to a Subchapter V case, which
is Title II, proposes a shorter stay than 48 hours, and Chapter 11
without Subchapter V provides for no stay at all on qualified finan-
cial contract counterparty termination. This means Subchapter V’s
48-hour stay is actually the most robust option under the current
and potential SIFI insolvency regimes at issue.

I look forward to further careful consideration of the important
issues addressed by Subchapter V. I thank the Subcommittee for
allowing me to share my views on this legislation, and I welcome
the opportunity to answer any questions about my testimony.

Mr. MARINO. Thank you, Attorney Hessler.

[The prepared statement of Mr. Hessler follows:]
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Introduction

Mr. Chairman and members of the Subcommittee, thank you for inviting me to
testify at today’s hearing. My name is Steve Hessler, and I am a partner in the
Restructuring Group of Kirkland & Ellis LLP. Although we predominantly represent
major corporations as company counsel in insolvency matters, my practice also includes
representing creditors, equity holders, investors, and other parties in a wide variety of
highly complex distressed situations. I have served clients from a range of industries,
including financial institutions, energy, telecommunications, gaming, hospitality and real
estate, and manufacturing. My cases have included some of the largest and most
challenging bankruptcies in history, including Energy Futures Holdings Corporation,
Charter Communications, Inc., and Calpine Corporation. 1 presently am counsel for
Patriot Coal Corporation in its Chapter 11 proceedings, which involve 48 debtors and
approximately $790 million in funded debt.

Beyond my client representations, [ recently served as the Co-Chairman of the
Advisory Board on Administrative Claims, Critical Vendors, and Other Pressures on
Liquidity for the American Bankruptcy Institute’s Commission to Study the Reform of
Chapter 11. I teach a class each fall at the University of Pennsylvania to Law School and
Wharton Business School students on distressed investing. And alongside an advisory
board of approximately two dozen leading finance principals, professionals, public
officials, and academics, I am currently involved in founding a think tank to explore
restructuring related issues.

Please note the views expressed in my testimony, written and oral, are solely my

own, and are not offered on behalf of my firm, any client, or other organization.
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I have lectured and published on a number of insolvency topics, including, most
relevantly, how to address most effectively the failure and resolution of systemically
important financial institutions (“SIFIs”)." To that end, I am pleased to appear before this
Subcommittee again regarding HR. | the “Financial Institution Bankruptcy Act of
2015,” also known colloquially as “Subchapter V,” insofar as the legislation proposes to
add a new subsection to Chapter 11 to handie a SIFI bankruptey filing. It was my
privilege to testify in July 2014 in favor of the prior iteration of Subchapter V,? which
was passed by the Judiciary Committee in September 2014 and the House in December
2014. My understanding is Subchapter V is being reintroduced in the House in
essentially identical form.

In my previous testimony, [ expressed my general support for Subchapter V,
subject to limited reservations about certain of the bill’s key provisiens. Over the past

year, Subchapter V has been beneficially amended, and I have devoted further study to

! More specifically, I have written about and critiqued at length the authority provided by Congress

within Title IT of the Dodd-Frank Act. See Stephen E. Hessler & James HM. Sprayregen, Too Aduch
Discretion I'xacerbates Too Big To Fail,” WHO'S WHO Lrcar, (July 2011); James TLM. Sprayregen &
Stephen E. Hessler, Orderly Liquidation Auwthority Under the Dodd-Frank Act:  The United States
Congress’s Misdirected Attempt to Bon Wall Sireet Bailouis, INSOU WoRr1LD (Third Quarier 2010); James
H.M. Sprayrcgen & Stephen E. Hessler, Failing fo Be Yoo Big to Faif, THE DAILY DEAL {(May 21, 2010),

In May 2011, T co-wrote a white paper, Yoo Aduch Discretion To Succeed: Why A Modified
Bankrupicy Code Is Prefevable To Title 11 Qf The Dodd-Frank Act, that was submiited to the Federal
Reserve in response to its request for comments relating to the Dodd-Frank Act’s Section 216 stdy
regarding the resolution of financial companies under the Bankruptcy Code. That docurnent is available at
hittp://www federalreserve.gov/SECRS/2011/June/20110607/0P-1418/0P1418_053111_80002_310357154
312 _1.pdf and a related interview from June 2011 is available at hitp://online. wsj.com/video/fatal-flaws-in-
the-dodd-frank-act/7CEFEDBE-0240-4771-A463-83E32996BC92.html.

I also was a member of a steering committee that organized the conference “Cabining Contagion:
Addressing SIFT Failure Through OLA and its Altermatives,” held on October 24, 2012, at New York
University Law School, and I was an invited participant in the “Financial Firm Bankruptcy Workshop™
conducted by The Federal Rescrve Bankes of Richmond and Philadelphia, on July 25-26, 2011, in Charlotte,
North Carolina.

My prior tcstimony is available at http://judiciary housc.gov/index.cfm/hcarings?Id=2CBBB6Y6-
44EA-424F-85F7-355A2CDAA3B9%20& Statement id=C7DF5B14-9571-4675-8EB6-E9F4D56313D7,
and is incorporated by reference herein,
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the legislation.® Accordingly, while I summarize briefly herein my overall views of
Subchapter V, the focus of my presentation will be updating and expanding my thoughts
on the specific issues about which I previously stated the need for additional analysis.

My testimony is organized as follows. First, I will review quickly both how
Subchapter V amends Chapter 11 to provide SIFI debtors with certain key incremental
reorganization tools designed to address the unique exigencies of a major bank failure—
and how Subchapter V leaves undisturbed certain critical existing Chapter 11 protections.
Second, I will supplement my prior testimony with further examination of three of the
most notable features of Subchapter V:

® the “single point of entry” approach to the rapid transfer of a financial
corporation’s “good” assets to a nondebtor bridge company;

® the limited automatic stay of qualified tinancial contract counterparty
termination rights; and

s the very fast case commencement deadlines and implications for
meaningful creditor involvement and judicial review.

Lastly, 1 will touch upon the comparative benefits of the insolvency resolution regimes at
issue, and explain how Subchapter V most effectively incentivizes financial corporation
debtor and creditor expectations and actions.
L Operational Summary

I will begin with a high level description of how Subchapter V works—

specifically focusing upon what it adds to Chapter 11, and what it preserves.

3 See Stephen E. Hessler, Subchapter V—The Next AMajor Chapter 11 Reform?, REORG RESEARCH
(October 9, 2014). Further, on Febmary 18, 2015, T presented on “Subchapter V: HR. 5421—Financial
Institution Bankruptcy Act of 2014,” to the New York City Bar Association Committee On Bankruptcy &
Caomporate Reorganization.
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Al Subchapter V—Incremental Tools

L Quick Transfer of Assets

Perhaps the central feature of Subchapter V is the so-called “single point of entry™
(“SPOE”) approach that would allow a financial corporation to effect a very fast
separation of “good” from “bad” assets. This would occur via the near-immediate
postpetition transfer of the debtor’s good assets to a nondebtor bridge financial company
whose equity is held by a trust that is managed by a special trustee for the benefit of the
Chapter 11 estate’s creditors. The bad assets subsequently would be liquidated by the
debtor within the Chapter 11 cases. And, importantly, both the transfer and liquidation
would be subject to Bankruptey Court approval.! (Please note I address SPOE, including
criticisms and defenses of the mechanism, in greater detail below.)

2. Experienced Jurists

Importantly, Subchapter V provides that Chapter 11 cases of financial
corporations will be administered by an arbiter selected from a pool of at least 10
predetermined experienced Bankruptcy Court judges, within the established practice and
precedent of the Bankruptey Code’—instead of Title II's utilization of executive branch
officials within a novel, non-judicial process.

As to appellate review, Subchapter V provides “the Chief Justice of the United
States shall designate not fewer than 3 judges of the courts of appeals in not fewer than 4

circuits to serve on an appellate panel to be available to hear” financial corporation

4 Sections 1185, 1186, 1187, 1188, 1189, 1191.

? Scction 298(b)(1).
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appeals.® This is a departure from the status quo, which involves Federal District Courts
in the jurisdiction where the Chapter 11 case is being administered serving as the initial
appellate bodies to review Bankruptcy Court decisions. But given that Chapter 11
debtors already have the right to seek direct appeal of Bankruptcy Court rulings to the
relevant Court of Appeals,” and given the time-sensitive ruling requirements imposed by
Subchapter V (also discussed below), this is, I believe, a relatively limited and justified
alteration of current practice.

3. Federal Government Role

As to ability to commence a Chapter 11 case, Subchapter V supplements the
Bankruptcy Code to allow the federal government (specifically, the Board of Governors
of the Federal Reserve) to file an involuntary petition without the financial corporation’s
consent.® Because regulators already are essentially capable of compelling a financial

corporation to commence a voluntary case under the Code, making this ability explicit—

and subject to Bankruptcy Court approval—hypothetically could motivate financial
corporations to pursue meaningful restructuring options sooner rather than later (though I
am skeptical, as described below, that the prospect of an involuntary filing is realistic or
helptul).

As to standing, the Bankruptcy Code does not currently provide an expansive

grant to the Federal Government to participate in Chapter 11 cases.” The Code does give

6 Section 298(a).

-

28 U.S.C. § 158(d)(2).

8 Scction 1183(a)(2).

° Scction 1109(b) provides “[a] party in intcrest, including the debtor, the trustce, a creditors’

commillee, an equily securily holders’ commiliee, a credilor, an equily securily holder, or any indeniure
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a limited right to be heard to the Securities and Exchange Commission (the “SEC™),"" but
unless the Federal Government has a financial stake in the debtor, regulatory bodies do
not have standing to appear, in their capacity as regulators, and advance their public
interest mandates in SIFI cases under Chapter 11. Subchapter V appropriately addresses
this limitation by providing that the Federal Reserve, the SEC, the Office of the
Comptroller of the Currency, and the Federal Deposit Insurance Corporation (the
“FDIC”) “may raise and may appear and be heard on any issue in any case or proceeding
under” Subchapter V.1

4. Limitation on Automatic Stay Safe Harbors

The Bankruptcy Code presently exempts counterparties to qualified financial
contracts (¢.g., derivatives, swaps, repos, efc.) from Section 362’s automatic stay against
termination.’* Thus a Chapter 11 filing by a financial corporation could be plunged into
chaos from the start if counterparties terminate and enforce immediately their rights in
the debtor’s assets. Subchapter V addresses this issue by subjecting qualified financial

contracts to the automatic stay—for 48 hours.”” (On this issue as well, please note I

trustee, may raise and may appear and be heard on any issue in a case under this chapter.” 11 U.S.C. §
1109(b).
10 Section 1109(a) states “|t|he Securities and Exchange Commission may raise and may appear and
be heard on any issue in a case under this chapter, but the Securities and Exchange Commission may not
appcal from anv judgment, order, or decree entered in the case.” 11 U.S.C. § 1109(a).

u Section 1184. Further, section 1192 provides “[t]he [bankruptcy] court may consider the effect
that any decision in conncction with this subchapter [V] may have on financial stability in the United
States.” As I have previously noted, a lnistorical analogue to Subchapter V. and its stated goal of protecting
the public interest, arc the Bankruptcy Codc provisions that include the “public intcrest™ as an applicable
factor in a debtor’s decisions in railroad cases. See 11 U.S.C. § 1165 (requiring that “[i]n applying sections
1166, 1167, 1169, 1170, 1171, 1172, 1173, and 1174 of this title, the court and the trustee shall consider the
public interest in addition to the interests of the debtor, creditors, and equity security holders™).

12 11U.S.C. § 362.

" Scetion L187(a)(3)(A)().
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address below at greater length criticisms and defenses of this limited imposition of the
automatic stay.)

B. Chapter 11—Preserved Status Queo

Beyond Subchapter V's key amendments, equally important are the core
protections of Chapter 11 that Subchapter V does nof modify.

1. Absolute Priority Rule

The Bankruptcy Code requires debtors to comply with the absolute priority rule,
which generally mandates that creditors with similar legal rights must receive the same
treatment, and that junior creditors may not receive any recovery until senior creditors are

11

paid in full. " Unlike Title II, which provides that similarly situated creditors may receive
dissimilar treatment,"> Subchapter V does not disturb the primacy of the absolute priority
rule, which is one of the most fundamental principles of Chapter 11 and is critical to
ensuring the fair and equitable treatment of creditors.
2 Exclusivity
Subchapter V likewise does not alter a debtor’s exclusive right under section 1121
to file a plan of reorganization.'® This means the Federal Reserve, the FDIC, and all

other regulators to which Subchapter V confers standing,”” like all parties in interest,

would have the right to file a motion to terminate exclusivity for “cause,”'® but the

B See 11 U.S.C. § 1129.

15 12 U.S.C. § 5390(b)(4)(B).

16 11 US.C. § 1121. Subchapter V does require that “[(Jhe special (rustee shall distribute the assets

held intrust . . . in accordance with the plan on the effective date of the plan.” Section 1186(c)(1)(A).
v Section 1184,

1# 11 US.C. § 1121.
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Federal Government appropriately must first obtain Bankruptcy Court permission before
abrogating a debtor’s prerogatives on these fundamental restructuring decisions.

3 Management/Directors & Officers

In my experience as Chapter 11 company counsel, the knowledge, expertise, and
commitment of management and directors and officers are indispensable to effectuating a
debtor’s soft landing into, and orderly passage through, bankruptcy. Chapter 11
embodies the concept of a “debtor in possession” retaining the ability to manage its
businesses post-petition ¥ _not to insulate executives from responsibility for their
actions, but to ensure the decisionmakers of distressed corporations are not dissuaded
from pursuing the difficult (but necessary) restructuring decisions that may involve or
lead to a Chapter 11 filing.

Subchapter V, unlike Title I1,*” exercises appropriate (and admirable) restraint in

not vilifying, much less outright disqualifying, a financial corporation’s existing

1 11 U.S.C. §§ 1107, 1108.
2 Title 11 mandates that “management responsible for the condition of the financial company will
1ot be retained” and (he FDIC and other agencies “will take all steps necessary and appropriale” (o ensure
that management “bear losses consistent with their responsibility™ for the failure of the financial company.
12 U.S.C. § 5384(a). Morc specifically, the FDIC may recover from any culpable current or former scnior
executive or director “any compensation” received within two years of the FDIC appointment date. 12
U.S.C. § 5390(s). The FDIC also may scck to ban dircctors or exceutives from participating in the “affairs
of any financial company,” for a period of no less than two vears, for violating any laws or breaching their
fiduciary dutics. 12 U.S.C. § 5393(c)(1).
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leadership from continuing to serve the debtor in possession® —subject to already
applicable Bankruptcy Code grounds for penalty as merited. ™
1. Further Examination of Key Provisions
Again, in my July 2014 testimony, 1 stated that, while I was overall very
supportive of Subchapter V, there were certain issues about which I had reservations and
that deserved additional careful consideration. The following are my further revised
views on these issues,
A. Single Point of Entry
At the heart of Subchapter V is SPOE, the most significant restructuring
mechanism in the bill. Although I described briefly above the aims of SPOE, before
addressing why the approach is justilied given the special circumstances of a SIF] failure,
it is helpful to set forth more fully the details of the asset transfer process.
® Al the request of the debtor or the Federal Reserve, after notice and a
hearing that shall occur not less than 24 hours after commencement of the
case, the Bankruptey Court may order the transfer of estate property and
the assignment of executory contracts, unexpired leases, and qualified
financial contracts to a bridge company. The transfer and assignment shali

be subject to approval under sections 363 and 365 of the Bankruptcy Code
and, upon transfer, these assets shall no longer be property of the estate ™

2 The only incremental requirements that Subchapter V appears to establish on this front are: (a) the

bridge company (hat is the recipient of a (ransfer of estate assets shall obtain court approval of its governing
documents, including the initial directors and senior officers of the corporation, and (b) the trust agreement
governing the trust (that holds the equity of the bridge company) shall provide that the special trustee
(appointed to administer the trust) shall provide notice to the Bankruptcy Court of any change in a director
or scnior officer of the bridge company. Scctions 1183(d)(3); 1186(b)(3)(A).

= If the lcadership of a Chapter 11 debtor (including a financial corporation) has acted in a manner
that justifies its removal, the Bankruptcy Code already provides ample tools for doing so. See, e.g., 11
U.8.C. § 1104(a)(1) (providing the court shall order the appointment of a trustce or cxaminer to assume and
perform the management duties of the deblor “for cause, including (raud. dishonesly. incompelence, or
gross mismanagement of the affairs of the debtor by current management, cither before or after the
cominencement of the case™).

23

Scction 1185(a).

10
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o Although the text of Subchapter V only specifies that the transfer
determination hearing cannot be held within the first 24 hours of
the case, the expectation is it will occur within the first 48 hours.!

® There shall be not less than 24 hours’ notice of the transfer hearing
provided to: the debtor; creditors holding the 20 largest secured claims;
creditors holding the 20 largest unsecured claims; counterparties to any
debt, executory contract, unexpired lease, and qualified financial contract
to be transferred; and various regulatory and other governmental entities ™

® To authorize the transfer, the Bankruptcy Court must find, by a
preponderance of the evidence:

o the transfer is “necessary to prevent serious adverse effects on
financial stability in the United States™;

o the transfer does not provide for assumption by the bridge
company of any of the financial corporation’s property that is
subject to a len—including secured debt, executory contracts, and
unexpired leases—unless the bridge company assumes the relevant
cbligations subject to the applicable lien, and the Bankruptcy
Court determines such assumption is in the best interests of the
estate—or such property is transferred to the bridge company in
accordance with section 363 (which allows chapter 11 debtors to
sell estate property free and clear of prepetition liens);

o the transfer does not provide for assumption by the bridge
company of any of the financial corporation’s unsecured debt,

o the transfer does not provide for transfer to the bridge company of
the equity interests in the debtor (i.e., the parent holding company});

o the party requesting the transfer has demonstrated the feasibility of
the bridge company upon receipt of the transferred assets and
obligations; and

o the requested transfer of estate assets and obligations to the bridge
company also provides for the appointment of, and transfer to, a
special trustee of all of the equity Interests in the bridge
company—and that adequate provision has been made for payment

“ See H.R. Rep. No. 113-630, at 4 & n.12 (2014) (stating SPOE “allows the debtor holding
company that sits atop the financial finm’s corporate structurc to transfer its asscts, including the cquity in
all of ils operaling subsidiaries, {0 a newly-formed bridge company over a single weekend” because
“|gliven the scnsitivity of banking relationships and the financial marketplace, practicalitics dictatc that this
{ransfer must be performed over the course of a period when (he financial markets are nol open.”).

> Scction 1185(b).

11
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of the expenses of the special trustee and requisite corporate
sovernance of the bridge company . *

The most salient criticisms of SPOE are, in my view, fairly characterized as: a
hearing to authorize the transfer, and the actual transfer, of the most valuable estate assets
within hours 24 to 48 of a SIF1 chapter 11 filing, after notice to a relatively limited
number of secured and unsecured creditors (and regulators), is contrary to prevailing
Bankruptcy Code norms of due process, transparency, and inclusiveness. While these
points are not without some merit, they must be considered, and thus mitigated, within
proper context.

First, as a threshold matter, to the extent SPOE may be an atypical Chapter 11
mechanism, SIFIs have corporate structures that do not comport with the conventional
bankruptcy practice of filing the parent holding company and all operating subsidiaries
(most often because ali members of the corporate tamily are obligors or guarantors on
funded debt issuances). Importantly, many SIFI operating subsidiaries, such as insurance
companies and banks, are not eligible to file for Chapter 11 protection—and for the cther
operating subsidiaries that may file, some are permitted only to liquidate in a proceeding
administered by a trustee”” In other words, SPOE actually accommodates the unusual
structural issues that otherwise could preclude SIFIs from obtaining effective access to

Chapter 11 at all.

» Section 1185(c).
= Exploring Chapter 11 Reform. Corporate and Financial Institution Insolvencies; Treatment of
Derivatives Hearing Before the Subcomm. on Regulatory Reform, Commercial & Antitrust Law of the H.
Comm. on Judiciary, 113th Cong. 51, at 51 (2014) (Testimony of Janc Vris); see also Skeel, David A,
Single  Point  of ILntry oand the Bankruptcy Alternative, at 2 (2014), available at
http://scholarship. law upcnn.cdu/faculty _scholarship/949.

12
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Second, while the discrete steps of SPOE itself would be a novel addition to
Chapter 11, the transfer determination, and its most significant consequences, are
themselves subject to the safeguards of Bankruptcy Court authorization, applying well-
established Chapter 11 legal principles. More specifically:

s the provisions of section 363 and 365 shall apply to a transfer of estate

property and the assignment of executory contracts, unexpired leases, and

qualified financial contracts;™

® the bridge company must obtain Bankruptcy Court approval of its
governing documents,” including the agreement governing the trust;™ and

® perhaps most critically, the ultimate distribution of the trust assets
(including the equity in the bridge company) shall be done in accordance
with otherwise governing Chapter 11 plan of reorganization confirmation

requirements and protections.”
Third, as a practical matter, while the adoption of Subchapter V would formalize
SPOE within the Bankruptcy Code, arguably substantively similar versions of the
approach are already being emploved by debtors (and approved by Bankruptey Courts) in
the very fast “melting ice cube” asset sales occurring under section 363 of the Bankruptcy
Code—including, most notably for present purposes, in the sale of most of Lehman’s

operations within less than a week after its petition date.”> To acknowledge the obvious,

transferring substantially all of a debtor’s valuable operations within 48 hours is a

= Section 1185(a).

* Section 1185(c)(9).
3“ Scetion 1186(a)(1).
A Scction 1186(c)(1).

See also Skeel, supra, at 15 (noting SPOE “bears a striking resemblance to the transactions that
were uscd to bail out and restructure Chrysler and General Motors in 2009, In cach casc, the company filed
for bankmuptcy at the behest of the US government and promptly transferred nearly all of its assets and
many (but not all) of its liabilitics to a ncwly crcated cntity. The claims that were transferred, such as
employee health care obligations and the companies’ trade debt, were paid in full, while many of the
creditors Ieft behind reccived only a fraction of what they were owed.™).

13
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significantly more accelerated timeframe than the standard (yet also fast) 45-90 days.

But the need to do so is warranted by the unusually fragile nature of the operating assets,

and the dire potential that counterparties will not continue to transact with the operating

subsidiaries unless they are immediately and safely situated within the non-debtor bridge

Lastly, from the perspective of stakeholder expectations, the treatments resulting

from SPOE are essentially consistent with existing Chapter 11 practices.

For secured creditors, the bridge company shall assume their debt subject
to existing liens, unless the Bankiuptcy Court authorizes the transfer of
their collateral free and clear of these encumbrances under section 363—
with secured creditors receiving senior claims to be satistied by the
Chapter 11 estate {again, which is the beneficiary of the economic value of
the equity interests in the bridge company held by the trust).

For unsecured debt holders, their claims shall remain against the Chapter
11 estate, insofar as the bridge company cannot assume unsecured debt—
but these creditors never had a security interest in the collateral being
transferred, and thus always bore the risk of a subordinated recovery
against the proceeds of sold assets.

And while equity interests in the financial corporation holding company
alse cannot be transferred to the bridge company, and are very likely to be
discharged with no recovery against the estate, this is very much a typical
Chapter 11 outcome, and in line with conventional corporate finance
principles of equity interests being the first layer of loss-bearing capacity
in the event of a bankruptcy.

In sum, SPOE is an insolvency mechanism carefully designed as a targeted

response to the unique corporate structures of financial corporations, yet still governed by

well-established Chapter 11 principles, and codifying existing section 363 practices

(while providing helpful definition around the same), in accordance with typical

treatments of senior and junior stakeholders.

14
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B. Qualified Financial Contracts

As a general rule, upon a debtor commencing a Chapter 11 case, contract
counterparties are automatically stayed from terminating their agreements and engaging
in self-help remedies against estate assets.” The Bankruptcy Code, however, currently
provides that counterparties to qualified financial contracts (such as derivatives, repos,
swaps, efc.) enjoy a “safe harbor” from the automatic stay.** Consequently, a Chapter 11
filing by a financial corporation with significant qualified financial contracts could be
problematically tumultuous at the outset as counterparties, not subject to the automatic
stay, proceed to terminate and enforce their rights in the debtor’s assets.

Subchapter V addresses this potential problem by precluding access to the
qualified financial contract safe harbors from the automatic stay for 48 hours after
commencement of the case®—consistent with the time period under section 1185 for
effecting the transfer of subsidiary operating assets (including qualified financial
contracts) to the bridge company.*®

I have previously criticized Title II for imposing too brief a stay, until only 5:00
p.m. ET on the business day following the date of the FDIC’s appointment as receiver, or
after the counterparty receives notice the qualified financial contract has been transferred

37

to a bridge financial company.”” The first of my two primary concerns is that Title I

provides too much discretion to the FDIC to pick winners and losers, by determining

3 11 U.S.C. §365(e)(1).

b See, e.g., 11 U.S.C. §§ 555,356, 559, 560, and 561.
* Section 1187(a)(3)(A)(i).

* Section 1185,

7 12 US.C. § 5390(c)(10)B)(ND).
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which counterparties will have their qualified financial contracts transferred to the
solvent bridge company (thus maintaining the full economic benefits of the agreement),
and which will remain with the insolvent debtor estate (thus ensuring only the liquidation
value of their claims).

Subchapter V, by contrast, provides that the debtor or the Federal Reserve may
request the transfer of estate property, including qualified financial contracts to be
assumed, to a bridge company, and this request is subject to Bankruptcy Court
approval ** Because the debtor is at least co-equally involved in those decisions, and
because those decisions must be authorized by the Bankruptcy Court, the unchecked
regulatory discretion in Title II is not present in Subchapter V.

My second key concem is whether it is commercially viable to require a debtor
(and/or the Federal Reserve) to make transfer and assignment decisions about a financial
corporation’s entire book of qualified financial contracts essentially immediately upon a
filing. For the following reasons, however, 1 am persuaded that Subchapter V proposes a
workable construct on this front.

¢ Since passage of the Dodd-Frank Act in 2010, financial corporations have
had five years to draft and refine their “living wills.” Ideally the
enactment of Subchapter V would reinforce the need to be prepared to
make expedited qualified financial contract transfer and assignment
decisions.™

e Subchapter V requires that decisions on whether to transfer and assign all
of the debtor financial corporation’s assets—expressly including qualified

financial contracts™—must be made within 48 hours. It logically follows
that 48 hours is a sufficient period to stay qualified financial contract

# Section 1185(a).

» Cf. Arantxa Jarque & David A. Price, Living Wills: A Tool for Curbing “1'oo Big to Fail,” at 9-11,
in 2014 Annual Reporl, Fed. Reserve Bank of Richmond (2014).

R Scction 1185(a).
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counterparties from taking remedial actions that would interfere with these
determinations.

The implicit expectation of Subchapter V is that essentially all qualitied
financial contracts will be transferred to the bridge company, insofar as the
bill requires that “all qualified contracts between [a counterparty] and the
debtor are assigned to and assumed by the bridge company.”" In other
words, Subchapter V precludes “against ‘cherry picking’ transfers of only
a select number of” qualified financial contracts, thus reducing the burden
of having to make transfer determinations for every individual
agreement.*?

Again, the most likely alternative to a Subchapter V case, Title II,
proposes a shorter stay than 48 hours—and Chapter 11, without
Subchapter V, provides for no stay at all on qualified financial contract
counterparty termination. Accordingly, Subchapter V’s 48-hour stay is
actually the most robust option under the current and potential SIFI
insolvency regimes at issue.

Commencement Deadlines & Judicial Review

If a financial corporation files a voluntary Subchapter V petition, or consents to an

. qe . . . 43
involuntary filing by the Federal Reserve, the case commences immediately.™ If, on the

other hand, the financial corporation does not consent to an involuntary filing by the

Federal Reserve:

The Bankruptcy Court shall hold a hearing within 16 hours of the petition
filing, with notice only to the debtor and the FDIC, the Office of the
Comptroller of the Currency, and the Secretary of the Treasury—and
records of the proceedings may, upon request, be sealed. ™

The Bankruptcy Court must rule on the Federal Reserve’s inveluntary
petition within 18 hours after filing—or within two hours after the hearing
must start.**

41

43

44

a5

Section 1188(c).

H.R. Rep. No. 113-630, at 15.

Section 1183(a)(1)-(2).

Section 1183(b).

Scection 1183(c).

17



79

@ The debtor or Federal Reserve may appeal the Bankruptcy Court’s ruling,

within one hour after entry **

® The appellate panel must hear the appeal within 12 hours of the notice

being filed, and rule on the appeal within 14 hours of the notice being
filed—or within two hours afler the appellate hearing must start—and the
standard of review shall be abuse of discretion.*’
In sum, in a contested inveluntary Subchapter V filing, the duration from notice of
commencement to final ruling on appeal appears to be no more than 33 hours.

As 1 stated in my prior testimony, these are highly compressed time periods, with
atypical sealing provisions and limited judicial review, and the provisions depart
meaningfully from standard Bankruptcy Code principles of due process and transparency.
These proposed measures arguably are justified by the fragile nature of the financial
corporation’s assets, their inability to withstand the prolonged public scrutiny inherent in
most Chapter 11 cases, and the need to situate the operating subsidiaries outside of the
Bankruptey Court’s jurisdiction quickly enough to convince counterparties to continue to
transact with the financial corporation.

But for the following reasons, the involuntary filing provisions of Subchapter V—
and the potential 33-hour commencement/litigation/appeal time period—are, on balance,
an unhelpful distraction, and 1 support removing them entirely. Most significantly,
regulators already have myriad methods of effectively requiring that a financial company
commence a voluntary case under the Bankruptcy Code. And even if Subchapter V
obtains final passage in its current form, it is exceedingly unlikely there would ever be an

involuntary case.

46

Scction 1183(d)(1).
v Section 1183(d)(2). The Bankruptcy Court hearing on the debtor or Federal Reserve section 1185
transfer motion shall not be delayed pending detcrmination of the appeal. Scction 1183(d)(3).
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Although, under existing law, involuntary Chapter 11 cases can be initiated by
under- or unsecured creditors in limited circumstances,” they are rare in the context of
major corporations. Debtors are often effectively forced into commencing Chapter 11,
albeit voluntarily, because of funded debt maturity or interest payment deadlines that, if
unsatistied, shall give rise to creditors’ rights to foreclose on collateral or trigger a
cascading series of cross-defaults. Accordingly, as this day of reckoning approaches, an
insolvent corporation will already be in negotiations with its key creditor constituencies
over the timing and necessity of a potential filing—and it will be highly motivated to file
a voluntary case before a third party is able to commence an involuntary proceeding.

I assume the same dynamic will be present in the context of distressed financial
corporations and the Federal Reserve (among other regulators and counterparties)—
meaning, it seems incredibly unlikely a SIFI would be thrust suddenly and previously
unaware into a 33-hour window to defend its viability or undergo a Chapter 11 case. And
Subchapter V acknowledges this commercial reality, by requiring:

Counsel to the debtor or the [Federal Reserve] shall provide, to the

greatest extent practicable, sufficient confidential netice to the Office of

Court Services of the Administrative Office of the United States Courts

regarding the potential commencement of a subchapter V case without

disclosing the identity of the potential debtor in order to allow such office

to randomly designate and ensure the ready availability of one of the

bankruptcy judges designated under section 298(b}1) of title 28 to be

available to preside over such subchapter V case.™

In my experience as debtors’ counsel, these discussions about the path of a potential,

voluntary Chapter 11 case—among the company, its largest creditors, regulators, and

*® 11 U.S.C. § 303.

” Scetion 1183(f).
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other key parties in interest—almost always are already actively underway well in
advance of the petition date.

Given this well-established practice of prepetition coordination, I expect the
prelude to a Subchapter V case would occur similarly. And thus the prospect of an
involuntary case (and a 33-hour multi-stage litigation) is less likely than a relatively
planned voluntary filing by a financial corporation seeking to stay ahead of its regulators
and ensure control of its insolvency resolution proceeding.

III.  Inselvency Resolution Regimes & Comparative Benefits

In closing, | offer a few quick parting thoughts. The touchstone analytical
framework for evaluating Subchapter V should not be as a standalone proposal, but rather
Subchapter V as compared to the other SIF1 insolvency resolution regimes at issue—
namely, Chapter 11 in its current form, Chapter 11 as amended by Subchapter V, and
Title II. As I have testified previously, among the prevailing alternatives, Subchapter V
is the best-designed option, both structurally and philosophically, to advance the private
and public policies that animate the reorganization of a financial corporation. In other
words, Subchapter V is most likely to maximize estate value for the benefit of
stakeholders, while safeguarding against the broader economic contagion that could
result from the unmitigated failure of a SIFI. To further explain, I will assess briefly and

at a high level the incentives that Subchapter V provides for debtors and creditors. ™

o Cf. Jeffrey M. Lacker, President, Fed. Reserve Bank of Richmond, Address at Louisiana State
Univ. Graduate Sch. of Banking, From Counfry Banks to SIFls:  The 100-Year Quest jor Financial
Stability (May 26, 2015), at 5.

The long-term solution [Lo the “loo big too [ail” problem] is nol more regulation. Instead.
it’s to rtestorc market discipline so that financial firms and their creditors have an
incentive to avoid fragile funding arrangements. Two conditions are necessary to achieve
this. First, creditors must not cxpect govemment support in the cvent of financial
distress.  Second. policymakers must actually allow [linancial firms (o fail withoul
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A. Debtor Incentives

From my debtors’ counsel perspective, one of the most critical components of a
successful major corporation restructuring is to motivate directors and officers to
confront their problems as early as practicable and to pursue diligently all viable
restructuring options. Contrary to this goal is Title II's requirement that, upon placement
of the financial company into receivership, all directors and officers shall be dismissed,
potentially subject to clawback of compensation, and possibly banned from future

industry employment.”

Within Title II's punitive construct, directors and officers are
perversely discouraged from pursuing formal restructuring options (that will trigger their
dismissal), which is a distinctly negative dynamic.

Subchapter V’s express allowance for management to continue to operate the
debtor in possession—and/or manage the bridge company—to maximize stakeholder
recoveries is the proper approach to incentivize management and align their interests with
creditor constituencies.™

B. Creditor Incentives

Pivoting to the creditor perspective, the key challenge is to craft a scheme of
enforceable recovery rights and value distribution priority that favorably influences

lender behavior. As T have previously testified, the “moral hazard” targeted by the Dodd-

Frank Act results when creditors are incentivized to make risky loans because govemning

government support. If we can make unassisted failures manageable, policymakers could
credibly commit to foregoing rescues, thereby improving private sector incentives.

5l

See supra note 20.

32 Again, this is not to say that management should be shiclded from liability for misdecds—but the
Bankruptcy Code already provides various powers to remove a Chapter 11 debtor’s leadership as justified.

See supra notc 22.
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legal and regulatory regimes operate to privatize gains but socialize losses. Investors will
engage in increasingly speculative behavior if they are reasonably assured they will enjoy
outsize profits if an investment succeeds, but the government will shield them from
outsize harms if it fails.

To the extent that Title II does require that “[a]ll financial companies put into
receivership under [Title II] shall be liquidated” and “[n]o taxpayer funds shall be used to

prevent the liquidation of any financial company under this [title],”*

it does (arguably)
follow that public dollars will not be used to “bail out” a failing financial company. But
lenders care about being repaid in full; they are not concerned with whether the borrower
survives or which entity, private or public, funds the repayment.

Title 11 expressly authorizes the dissimilar treatment of similarly situated
creditors.™ And because any excess costs of liquidation will be funded by assessments
on third-party financial companies,55 the Dodd-Frank Act essentially allows regulators to
pay creditors whatever amounts are deemed necessary to stabilize the economy,
according to the economic and political priorities of the current Administration.

The hallmark of an optimal resolution regime for failing SIFls must be clear and
established rules, administered by an impartial tribunal. To that end, Subchapter V is a
financial corporation-specific supplement to the existing reorganization provisions of

Chapter 11 of the Bankruptcy Code. Subchapter V builds upon the decades of practice

and precedent that have refined the Code and that otherwise provide a well-tested, and

3 12 U.S.C. § 5394(a).
o 12 U.S.C. § 5390(b)(4).
s 12 US.C. § 5390(0)(1)(B).
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proven successful, reorganization framework for major corporations, including SIFIs, and
their creditor constituencies.
L O 3

In sum, Subchapter V does not directly preclude or supplant the potential
applicability of Title Il. Critically, however, by design and operation, the availability of
Subchapter V will make it far less likely that Title II ever will be invoked.

Conclusion

Thank you again for inviting me to appear before you today; I appreciate the

Subcommittee allowing me to share my views. And | welcome the opportunity to answer

any questions about my testimony.
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Mr. MARINO. Attorney Levin, did I—am I pronouncing it cor-
rectly? Levin or Levin?

Mr. LEVIN. It is Levin, Mr. Chairman

Mr. MARINO. Levin. I apologize for the mispronunciation.

Mr. LEVIN. Not a problem.

Mr. MARINO. Please, your opening statement.

TESTIMONY OF RICHARD LEVIN, ESQ.,
PARTNER, JENNER & BLOCK LLP

Mr. LEVIN. Thank you. Thank you, Mr. Chairman. Thank you for
your kind introduction. I thank the Members of the Subcommittee
for their attention here today.

I want to reiterate that as chair of the National Bankruptcy Con-
ference, I am speaking here today only on behalf of the Conference,
not on behalf of my own views or the views of my law firm, Jenner
& Block, or the views of any clients of Jenner & Block.

You have our written statement, Mr. Chairman, which I under-
stand will be included in the record. It covers many more things
than I will address today orally, but I want to highlight a few
points.

First, I would like to describe that the National Bankruptcy Con-
ference is in general agreement with what Mr. Bernstein and Mr.
Hessler have already said. There is a lot of—as there is within the
Subcommittee—there is a lot of agreement within the financial and
bankruptcy community about many terms of this bill. It was very
carefully crafted and constructed to address many of the concerns
that had been addressed, especially with respect to financial con-
tracts.

That said, the National Bankruptcy Conference, which generally
supports bankruptcy legislation, has concerns about the workability
of this legislation considered in an isolated form. But what has
happened over the last several years since the financial crisis is
that many other structures have arisen that make this bill much
more workable than it would have been had it been enacted say in
2009 or 2010, the single point of entry concept development, the
provisions in financial contracts that provide for nontermination
upon the guarantor’s or the parent guarantor’s bankruptcy and
many other things that Mr. Bernstein and Mr. Hessler have ad-
dressed, but the Conference nevertheless is concerned about the
workability of this legislation.

We do not oppose it. We are not, I will say, vigorous supporters
of it. We are, I think, mild supporters of the legislation as a good
alternative for the reasons that Mr. Hessler just described. But let
me describe the few concerns that we have.

One is that the, the regulators in every other financial area of
stockbrokers, insurance companies, usually have the speed and the
agility and the expertise to take over and resolve a distressed fi-
nancial institution. Here we are talking about the holding compa-
nies where the regulators, in normal times, have a lot of expertise.
Bankruptcy courts do not have that expertise. They are going to be
asked to move very quickly over what we call a resolution weekend.
We all recognize that things have to move that fast. And we think
that therefore the regulators should continue to play a major role
in this process.
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The judicial supervision is useful for transparency and due proc-
ess, we agree with that, but we do not believe that given the speed
that is required and the time it takes to get educated about the in-
tricacies and complexities of these institutions that all of this can
be put upon even a well trained bankruptcy judge and that the reg-
ulatory role is still very important in the process.

We believe it’s also important because of cross border issues.
Regulators in other countries are much more comfortable dealing
with the regulators that they have worked with for years in super-
vising these institutions rather than with an unknown bankruptcy
judge who might be every bit as qualified and capable as the regu-
lators but is not a known quantity and therefore would create un-
certainty and therefore risk.

So the next point is that—the point on involuntary petitions. We
are concerned about due process with the amount of time that is
available to deal with involuntary petitions, and we favor the vol-
untary route. I think we can witness the Lehman experience, which
in a voluntary petition works, that we don’t need a regulator in a
voluntary because the regulators have enough tools to persuade
management and a board of directors that a voluntary petition is
necessary. So we support the idea of voluntary use of Subchapter
V.

We are concerned about the lender of last resort issue. We know
that’s outside this Committee’s jurisdiction, so I won’t spend much
time on it other than to say we think its availability will obviate
the need for its use, and that’s an important point.

And finally, we do support the provision in this bill, which was
not—which has not been in some other proposals, that this pro-
ceeding take place before bankruptcy judges who are expert in fi-
nancial reorganization rather than before the district court who
does not have the same expertise as the bankruptcy court.

With that, Mr. Chairman, I'm happy to address any questions
the Committee might have.

Mr. MARINO. Thank you, Attorney Levin.

[The prepared statement of Mr. Levin follows:]
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1 Chair, National Bankruptcy Conference and Partner, Jermer & Block LLP, New York, NY, The views
expressed in this testimony are expressed solely on behalf of the National Bankruptcy Conference and do
not necessarily represent the views of Mr. Levin or of Jenner & Block or any of its partners or clients.
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The National Bankruptcy Conference (“Conference”) appreciates the opportunity
to participate in this hearing. The Conference is a voluntary, non- profit, non-partisan, self-
supporting organization of approximately 60 lawyers, law professors, and judges who are
leading scholars and practitioners in the field of bankruptcy law. Its primary purpose is to
advise Congress on the operation of bankruptcy and related laws and any proposed
changes to those laws. A Fact Sheet describing the Conference and listing its Members is
attached to this Statement.

The Conference recognizes that a failing systemically important financial
institution (SIFI) faces extraordinary challenges if it were to become a debtor under the
current version of the Bankruptcy Code. For that reason, and in light of the importance of an
orderly and effective resolution scheme for SIFls to our country’s economy and capital
markets, the Conference has made it a priority to track developments in the efforts to modify
the Bankruptcy Code to address and mitigate those challenges, starting with the chapter 14
regime first proposed as part of the Resolution Project at Stanford University’s Hoover
Institute Working Group on Economic Policy.? Its Members have also participated in some of
those efforts, on behalf of the Conference or in their individual capacities, and in drafting

various versions of possible legislation.

The Conference’s previous participation has included correspondence with Congress
regarding prior SIFI bankruptcy legislative initiatives, first in a letter dated January 29, 2014

to Senators Cornyn and Toomey, commenting on 5. 1861, the Taxpayer Protection and

2 See, e.8., “Resolulion of Failed Financial Inslilulions: Orderly Liquidalion Authorily and a New
Chapler 14, localed al http://www.federalreserve gov/SECRS/2011/June/20110620/0P-1418/0P-
1418 061511 81311 544434921733 1.pdf
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Responsible Resolution Act (“TPRRA”), in the 113th Congress and in a letter dated June 18,
2015 to Representatives Marino and Johnson and Senators Grassley and Leahy, after the
passage in the House of H.R. 5421, the Financial Institution Bankruptcy Act of 2014 (“FIBA”).
FIBA addressed many of the technical, bankruptcy-specific aspects of TPRRA the Conference
had commented on in its first letter. In our second letter, therefore, the Conference moved
beyond the more technical aspects (most of which, as noted, had been addressed). 1t called
for caution in fashioning any bankruptcy solution for resolving a SIFl, providing the
Conference’s suggestions for striking the right balance between the role of the judiciary and
of regulators in the resolution of a SIF; it recommended eliminating the involuntary
bankruptcy process in light of due process concerns; and it noted the very real possibility that

a SIFI's need for liquidity in bankruptcy might be beyond the market’s funding abilities.

The more substantive concerns described in the Conference’s second letter remain.
Rather than summarize them here, for my testimony, | attach copies of the two letters and
ask that they be included in the record as part of my testimony. The Worldwide Web
references to the letters are also listed on the attached.

The Conference thanks you for this opportunity to appear to speak on this important
topic and wishes to support this effort by providing any expertise and assistance you might

request.
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NATIONALBANKRUPTCYCONFERENCE
A Voluntary Organization Composed of Persons Interested in the

Improvement of the Bankruptcy Code and lts A i
"FF'”C":Z: January 29, 2014
s Hon. John Cornyn Hon. Pat Toomey
e o2 United States Senate United States Senate
Washington, DC 20510 Washington, DC 20510

Re: S. 1861 - Taxpayer Protection and Responsible Resolution Act
' Dear Senators Cornyn and Toomey:

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

bankruptcy judges, professors and practitioners. It has provided advice to

- Congress on bankruptcy legislation for over 75 years. [ enclose a Fact Sheet,

which provides further information about the NBC.

The NBC has reviewed S. 1861, the “Taxpayer Protection and
Responsible Resolution Act” (“TPRRA”), which you introduced last month. We
have considered both the substance of the bill and the technical and drafting
issues. Qur substantive comments follow immediately below. In addition,
consistent with our mission of providing technical assistance to Congress in this
- very technical area of the law, and without regard to our substantive comments,
we have reviewed the legislation for technical and drafting issues that might
‘ prevent the bill from achieving its policy objectives. Following the substantive
comments is our report on technical and drafting issues and our suggested
- solutions. We hope this report is helpful in your deliberations.

Background

: TPRRA creates a new chapter 14 of the Bankruptcy Code available only
for “covered financial corporations”, which are bank holding companies or
financial institutions. The chapter 14 debtor is likely to be a parent entity with its
= operations and regulated activities conducted through subsidiaries or affiliates.
The chief departure under TPRRA from general bankruptcy concepts is to
permit an expedited transfer of potentially all the assets of the debtor at the
beginning of the case, to be administered outside of the confines of the debtor’s
case and away from the jurisdiction of the court. This is accomplished through
' the rapid transfer of select assets and liabilities to a new bridge holding
company, a “bridgeco,” whose equity interests are held in trust for the chapter
14 estate and administered by a special trustee approved by the court. A
i temporary stay prevents the occurrence of certain destabilizing actions during
the transfer process. The expectation is that the chapter 14 debtor in possession
+ will thereafter complete a plan process using the same provisions as under a
chapter 11 case, culminating in a plan to distribute any proceeds realized by the

L. SEAFIEC
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special trustee from the equity of the bridgeco to the creditors of the parent company
whose debts have not been assumed by the bridgeco as part of the asset transfer.

The bridgeco mechanism attempts to set the stage for and enable what is now
commonly referred to as the Single Point of Entry strategy for resolution of S1Fls. The
TPRRA does not contain any special liquidity facility and repeals title 11 of the Dodd-
Frank Wall Street Reform and Consumer Protection Act, including the potential credit
support guaranty facility and the ability of U.S. regulators to take over the resolution
process if necessary to gain the cooperation of foreign regulators. The NBC has not
studied the repeal of title IT and thus takes no position on the repeal, focusing instead on
the portions of TPRRA that contain the proposed chapter 14 provisions.

General Observations

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

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

1”Covered financial corporation” is the terminology used in the TPRRA, section 3(a), adding a
new seclion 101(9A) Lo the Bankruplcy Code. The enlily does nol have Lo be a STF], since any
bank holding company can qualily for chapler 14, Some of our concerns here, partlicularly wilh
respect to the need for hiquidity and global coordination, are aimed primarily at SIFIs and G-
SIFls. We recognize Lhal a limiled number of smaller bank holding companies holding only US
assets have been able to restructure on an expedited basis under chapter 11, and if anything,
chapter 14 as proposed would potentially make such restructurings easier.
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The proposed chapter 14 takes advantage of the bank holding company structure
to recapitalize the covered financial corporation by permitting the rapid transfer of select
assets —equity in subsidiaries and other assets held at the parent holding company —to
the bridgeco, leaving significant (if not most) liabilities of the parent behind. We believe
that to be successful, any such recapitalization needs to be announced and accomplished
with remarkable speed to stabilize the recapitalized firm and minimize any liquidity
"Tun" or asset fire-sales. The TPRRA addresses this by including expedited procedures to
create the bridgeco. (Our detailed comments below suggest ways in which the
procedures can be further expedited.) We also believe the temporary stay prohibiting
the exercise of rights by counterparties to qualified financial contracts (“QFCs”) has the
potential to substantially reduce the short-term liquidity and collateral needs of the
covered financial corporation and avoid wholesale termination of QFCs on terms
disadvantageous to the covered financial corporation, aiding in its near-term stability
and ability to recapitalize. Given the interconnectivity of exposure between covered
financial corporations which are S1Fls through QFCs, the temporary stay may also
significantly reduce the risk of contagion.

Stabilizing and permanently restructuring any financial institution, though, will
require some form of immediate liquidity source and/or credit support which the
TPRRA does not provide. Despite the speed of the recapitalization proposed under
TPRRA, we believe, even under the best of circumstances, it will take a period of time
for the market to assimilate information about the financial restructuring of the covered
financial corporation before the institution's full access to market liquidity returns.2
Without some degree of certainty that the bridgeco has sufficient liquidity on its own
taking into account the specific assets and liabilities assumed and discarded, that
funding will be available at the time of filing, or failing both, without advance planning,
communication and coordination among the debtor, the Federal Reserve Board, and
regulators worldwide, the commencement of a chapter 14 case may cause ring-fencing
by regulators worldwide, flight of short-term capital and value erosion. In severe cases,
these events could cause the very sort of run on the regulated subsidiary entities that the
Single Point of Entry strategy seeks to avoid.

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

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

Section-by-Section Comments

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

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

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

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

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

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

Bankruptcy Code Sec. 1404. Regulafor: None.

Bankruptcy Code Sec. 1405. Special trustee and bridge company. As a preliminary
observation, we believe the TPRRA anticipates that either the chapter 14 debtor will
have created an intermediary entity which can act as the bridgeco shortly before the
filing or one will be created simultaneously with the filing. In either event, the section
should more clearly distinguish between (1) the new holding company to which the
assets and certain liabilities of the chapter 14 debtor are transferred, (2) the trust, which
holds the equity of the new holding company, and (3) the equity of the subsidiaries held,
after the transfer, by the new holding company. Section 1405(a)(1) appropriately

5
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requires that the entity should not be a preexisting company which has liabilities and
assets prior to the filing, For additional clarification, some consideration should be given
to insulating this new bridgeco from preexisting liabilities that attach by operation of
law on a joint and/ or several basis (for example, certain tax liabilities). Ideally, the
provision should also contemplate the transfer of lower-tiered equity interests in a
multi-tiered enterprise, while skipping the assets and liabilities of intermediate funding
entities, so that bridgeco can recapitalize not only by the conversion of the parent debt to
equity but also by similar recapitalization of mezzanine type financing, for example,
trust preferred securities, although this additional type of selection requires more
detailed analysis.

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

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

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

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

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

7
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as a continuation of the living will dialogue or otherwise) and to that end, the specifics
of bridgeco should be in hand and approved by the Federal Reserve Board by the tine
the filing is made with the court.

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

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

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

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

3 Sections 1407 and 1408 idenlify assumplions, assumplions and assignments, and assignmenl in
various places. We believe the intent in each case is in connection with the transfer to bridgeco
and nol a subsequent Lransfer. 1L is possible Lhal a more consistent use of Lhe dilferent
terminology is required. As time permits, we recommend a thorough review of this terminology
to avoid confusion later.
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We note that in a number of places, these special provisions preclude the
termination or modification of rights or obligations during the period in which the
special stay provisions are in effect. We believe particularly in light of the fact that debt
instruments are included in these special provisions, that the sections should specifically
reference acceleration (that is, eliminate or stay any acceleration) and any other
modification that occurs automatically upon the occurrence of one the specified events.
For example, most debt instruments provide for automatic acceleration of debt upon the
debtor’s (and sometimes, any of its significant affiliate’s) bankruptcy filing. There is no
need for this automatic acceleration for debt that is assumed by the bridgeco within the
prescribed time limits, and unwinding it may be more than a matter of simply
reinstating the debt. Likewise, some securitizations have “flip” or “extinction” clauses
which purport to change contractual entitlements to waterfalls upon a bankruptcy filing.
These should also not be triggered automatically upon the filing. In other words, the
concepts termination and modification should clearly include any alteration in the
contractual or legal status quo that occurs because of the events specified, and for the
periods specified, in the applicable subsections of sections 1407 and 1408.

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

Technical and Drafting Comments

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

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

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

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

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

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

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

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

§ 1402 - The use of the word “trustee” used in sections 1403, 1406 and elsewhere
is confusing, Chapter 11 uses that term to mean a person appointed or elected under
section 1104. Although section 1107 generally gives the debtor in possession the rights
and powers of a trustee, it is unclear whether “trustee” in chapter 14 is meant to include
a DIP when a trustee has not been appointed. For example, see section 1405(a), which
says “On request of the trustee or the Board, the court may order the trustee to appoint
.. Is it intended that a DIP can make that request if there is no trustee? Does the court
order the DIP to appoint the special trustee? To make it clear, we suggest that a
definition of “trustee” be included in section 1402. If it is intended that “trustee” mean a
DIF if there is no trustee, section 1402 can define “trustee” to mean “a person that has
been appointed or elected under section 1104 of this title, and that has been qualified
under section 322 of this title, to serve as trustee in the case or, in the absence of such
person, the debtor in possession.”

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

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

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

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

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

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

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

§ 1404 - The provisions regarding the Board’s and the FDIC's standing are
unclear. Does “case or proceeding under this title” mean only a proceeding that arises
under title 11, or does it have a broader meaning (any proceeding arising under title 11,
or arising in or related to a case under title 11)? The “in connection with” phrase is also

11
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unclear in section 1404(b). Also, the authority should be limited to chapter 14 cases
(similar to the limitation in section 1109 to “a case under this chapter”). We believe it
would be clearer if changed to: “The Federal Dep051t Tnsmance Corpmahon may | raise
and may appear and be heard on any issue

connection-with-involving a transfer under section 1406 in a case under this chapter or in
any proceeding within such a case.” Similar changes should be considered for section
1404(a).

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

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

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

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

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

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

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

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

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

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

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

Conclusion

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

With best regards.

Si.ncerel¥,

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

cc. Tonnie Wybensinger (by email)
Noah Phillips (by email)
Andrew Siracuse (by email)
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NATIONAL BANKRUPTCY CONFERENCE
A Voluntary Organization Composed of Persons Interested in the
iprovement of the Bankruptey Code and Iis Administration

June 18, 2015

Honorable Tom Marino Honorable Chuck Grassley
Chairman Chairman

Subcommittee on Regulatory Reform, Committee on the Judiciary
Commercial and Antitrust Law United States Senate

House of Representatives Washington, DC 20510
Washington, DC 20515

Honorable Hank Johnson Honorable Patrick J. Leahy
Ranking Member, Ranking Member
Subcommittee on Regulatory Reform, Committee on the Judiciary
Commercial and Antitrust Law United States Senate

House of Representatives Washington, DC 20510
Washington, DC 20515

Re: Proposed Amendments to Bankruptcy Code Relating to Resolution of
Systemically Important Financial Institutions

Dear Reps. Marino and Johnson and Sens. Grassley and Leahy,

The National Bankruptcy Conference (NBC) is a voluntary, non-partisan,
not-for-profit organization composed of about 60 of the nation’s leading bankruptcy
judges, professors and practitioners. It has provided advice to Congress on
bankruptcy legislation for nearly 80 years. I enclose a Fact Sheet, which provides
further information about the NBC.

In 2013 and 2014, two bills were introduced to amend the Bankruptcy Code
to add special procedures for the resolution of systemically important financial
institutions (“SIFIs”)—the Taxpayer Protection and Responsible Resolution Act, S.
1861 (“TPRRA"), which would have added a new chapter 14 to the Bankruptcy
Code, and the Financial Institution Bankruptcy Act of 2014, H.R. 5421 (“FIBA”),
which would have added a new subchapter V to chapter 11 of the Bankruptcy Code.
The Senate did not take any action on TPRRA. FIBA was passed by the House just
before adjournment of the 113th Congress, on December 1, 2014.

In a letter dated January 29, 2014 to Senators John Cornyn and Pat Toomey,
the Conference commented on TPRRA (the “NBC TPRRA Letter”). Later in 2014,
members of the Conference’s Capital Markets Committee met with the House
Judiciary Committee staff to provide technical comments regarding FIBA, but the
Conference did not provide written comments regarding FIBA. Because bills similar
to TPRRA and FIBA might be introduced in the current Congress, the Conference
wants to provide several additional comments regarding certain aspects of TPRRA
and FIBA, and more generally on the subject of the resolution of SIFIs in a
bankruptcy case.

PMB 124,10332 MAIN STREET « FAIRFAX, VA 22030-2410 « TEL: 433-939-6008 » FAX: 434-939-6030
E-mail; info@nbconf.org « Website: www.nationalbankruptcyconference.org
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The Conference appreciates the efforts of the last Congress to improve the Bankruptcy
Code to facilitate the resolution of SIFls. However, the problems entailed in resolving a
SIFI in a bankruptcy case are very difficult, and, under the proposals introduced during
the last Congress, could be intractable. While TPRRA and FIBA offered tools to address
some of these problems (for example, by facilitating the use by SIFIs of single point of
entry recapitalization! and by limiting early termination rights in qualified financial
contracts if certain conditions are met), other obstacles and issues were not addressed at
all or were not addressed adequately in either of the bills.

The Conference has a number of significant concerns, including the following:

* Generally, the Conference believes a bankruptcy process might not be best
equipped to offer the expertise, speed and decisiveness needed to balance
systemic risk against other competing goals in connection with resolution of
a SIFI. The Conference strongly believes that laws in place with regard to a
regulator-controlled SIFl resolution process, like the Federal Deposit
Insurance Act (“FDIA”) and Orderly Liquidation Authority under Title II of
the Dodd-Frank Act (“OLA"), should continue to be available even if special
provisions are added to the Bankruptcy Code to attempt to facilitate the
resolution of SIFls in bankruptcy. The Conference accordingly opposes
provisions that would suspend or limit the powers regulators now possess
with regard to the resolution of SIFls.

e For similar reasons, the Conference believes regulators should be afforded
significant involvement in and supervision over the ongoing operations of a
SIF1 being resolved in a bankruptcy case. Regulators should have the
authority to appoint a trustee and to closely supervise and, if necessary,
specify limitations and conditions on the ongoing operations of the firm. The
Conference believes that any amendments to the Bankruptcy Code relating to
the resolution to SIFls should make it clear that regulators have these powers
despite the pendency of the bankruptcy.

¢ On the other hand, while the Conference believes regulators should have a
more significant role in a SIFI's bankruptcy, the Conference believes
regulators should not be granted authority to commence a bankruptcy case
against a SIFL. FIBA, which provided the Federal Reserve with authority to
file an involuntary petition against a SIFI, made clear that, as practical matter,
there would be no meaningful opportunity to contest such a petition or to
appeal entry of the order for relief. While the Conference considered the
possibility of authorizing regulators to file ta voluntary petition on behalf of a
SIF], the Conference concluded that a regulator’s ability to exercise its

1 Of course, effective recapitalization as an element of SPOE requires a firm to have a sufficient
amount of loss absorbing unscecured debt that is contractually or structurally subordinated to
operating liabilities of the SIF1 (for example, unsecured debt issued by the firm’s bank holding
company). Requirements to maintain such debt are expected be established by the Federal
Reserve’s proposed rule establishing the nature and amount of the unsecured subordinated debt
at the holding company level that is necessary to make SPOE effective.
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authority under the FDIA, SIPA, OLA and other special resolution regimes
would provide a sufficient incentive for a SIFI to timely commence a
voluntary bankruptcy case.

* The Conference believes that any procedure contemplating use of bankruptcy
proceedings to recapitalize a STFT should not include provisions, like those in
TPRRA, limiting the availability of lender-of-last-resort liquidity for a
recapitalized firm and in fact should include provisions to facilitate making
lender-of-last-resort interim liquidity, on a fully secured basis, available to all
members of the SIFT group, including the bank and broker-dealer operations
of the recapitalized firm.

o The Conference believes that a bankruptcy case for resolving a SIF, like any
other reorganization case, should be handled by a bankruptcy judge with
expertise reorganizing insolvent firms, not by a district judge, and the
Conference supports both the appointment of panels of judges who can
develop the necessary relevant expertise and a judicial selection process like
the one contained in FIBA.

We address each of the above concerns in greater detail below.
Existing Non-Bankruptcy Resolution Regimes Should Not Be Repealed

As a preliminary observation, the Conference notes that in virtually all countries,
including the United States, regulators have historically controlled the process of
resolving distressed banks. Tn the United States, for example, insured depositary
institutions have been resolved by the Federal Deposit Insurance Corporation (FDIC)
under the FDIA. On the other hand, until recently, the involvement of national
regulators in the resolution procedures for bank holding companies and broker-dealers
has been less uniform. In the United States, for example, the bankruptcy of a bank
holding company has been addressed using a conventional bankruptcy case under the
Bankruptcy Code, and, while broker-dealers are eligible to be liquidated under chapter 7
of the Bankruptcy Code, the resolution of larger broker-dealers has typically proceeded
under the supervision of a trustee selected by the Securities Investor Protection
Corporation (“SIPC”) in proceedings under the Securities Investor Protection Act
(SIPA), in which SIPC plays a major ongoing role.

Since the financial crisis that began in 2008, many countries, including the United States,
have enacted “special resolution regimes” that give financial regulators greater control
of the resolution of large financial firms, including not only OLA in the United States,
but also the Bank Resolution and Recovery Directive in the European Union, and
legislation in the United Kingdom, Germany and Japan, among other countries.”

2 For a summary of inlernalional legislalive developmenls Lhrough lale 2014, see Financial
Stability Board, Towards full implementation of the FSB Key Attributes of Effective Resolution Regimes
for Financial Institutions, Report to the G20 on progress in reform of resolution regimes and resolution
planning for global systemically important financial institutions (G-SIFIs) (FSB, 12 November 2014)
(the “FSB Progress Report”).
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Tmportantly, the new legislation typically includes authority for regulators to supervise
the resolution of broker-dealers as well as banks, which, for these foreign countries, is a
departure from the state of affairs that existed in 2008, where, for example, local broker-
dealers affiliated with Lehman Brothers were placed in ordinary insolvency proceedings
supervised by a variety of administrators, liquidators and other controlling persons in
many parts of the world.

This global trend of providing national regulators with authority to control not just the
resolution of banks, but also the resolution of broker-dealers and other operations of
global financial firms has had the beneficial effect of encouraging cross-border
coordination and advance planning among regulators for the orderly resolution of such
firms, reducing the risk of conflict between the administration of a multi-national STFT’s
domestic and foreign components. Through the Financial Stability Board and other
official channels, global regulators have developed common approaches to the effective
resolution of SIFls, including such matters as key attributes of effective resolution
regimes, requirements for capital and total loss absorbing capacity (TLAC), and bail-in
(recapitalization) techniques.? Regulators have also coordinated to impose requirements
that market practices be changed to enhance resolvability. They have, for example,
advocated a protocol (announced prior to the Brisbane G-20 Summit in November 2014)
for international recognition by contract of provisions in special resolution regimes that
limit termination rights in over-the-counter derivatives contracts* Such termination
rights were among the major impediments to the orderly resolution of Lehman Brothers
and reportedly a source of tens of billions of dollars of value-erosion in that case.5 In
addition, regulators are coordinating firm-specific resolution planning by forming
“Colleges of Regulators” for individual firms. In short, lines of communication are now
open and there is increasing alignment in approaches among regulators around the
world who will control the resolution of parts of a SIFT in key countries, making it far
more likely that a multi-national SIF1 can be resolved in a speedy and coordinated
manner should it ever become necessary.

2 See the above cited FSB Progress Report.

+This prolocol, known as the “ISDA Prolocol” has already been subscribed Lo by eighleen G-SIFTs
and adherence to the protocol is expected to be expanded pursuant to regulations expected to be
promulgaled by regulalors in jurisdiclions where hose firms are based, including the Uniled
States. The approach contained in the protocol is also expected to be extended to other types of
financial contracts, such as repurchase agrecwments.  See hitp:/ /wwwisdaorg/news/major-
banks-agree-to-sign-isda-resolution-stay-protocel (anmouncement by ISDA that 18 global banks
have agreed to adhere to the ISDA Protocol).

5 One recent source cites estimates for the loss in value to the Tehman Brothers
bankruptcy estate from the close-out of the firm’s derivatives ranging from S50 to 575 billion. See
Mark J. Roe and Stephen D. Adams, Restructuring Failed Financial Firms in Bankruptcy: Selling
Lehman’s Derivatives Portfolio, (April 24, 2015, 32 Yale Journal on Regulation, forthconiing) at
http:/ /poseidon01.ssrn.com/ delivery. php?I D=67606708308509809312202606812006307803405001
902306007402902310608810201603012508809903206001803205904605310210609202901 71240101260
230300410680690291171010290920700780410030910250670821061210780270640020720990041 21028
07500808606500610400702607 2&EXT=pd f&TYPE=2
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While these developments do not mean that the Bankruptcy Code should not be
improved to better address the resolution of SIFls, the Conference strongly believes that
laws in place with regard to a regulator controlled SIFI resolution procedure, like the
FDIA and OLA, should continue to be available even if the Bankruptcy Code is
amended to better address the resolution of SIFIs. In all circumstances effective
resolution of a SIFI will be heavily dependent on the confidence and cooperation of
regulators in other countries where the SIFT operates, and the ability of U.S. regulators to
assume full control of the resolution process to elicit the cooperation from non-U.S.
regulators is an essential insurance policy against systemic risk and potential conflict
and dysfunction among the multinational components of a SIFl. Greater control of U.S.
regulators over any bankruptcy resolution procedure (as suggested below) and the
knowledge that U.S. regulators can, if necessary, invoke regulator-controlled resolution
procedures are both essential to obtaining the necessary support and cooperation from
non-U.S. regulators for the orderly resolution of the firm.

Regulatory Supervision and Control of the Recapitalized Firm

To benefit from all of the work that has been done to coordinate the resolution of a SIFI
in multiple countries and to benefit from regulators’ expertise regarding how best to
resolve the firm, the Conference also believes that regulators should have a very
significant role in any bankruptcy case seeking to resolve a SIFL. The expertise of U.S.
regulators, who will be “on site” at the financially distressed firm at the time resolution
proceedings are commenced and the need for U.S. regulators to coordinate the firm’s
resolution with controlling regulators in other countries means heavy involvement by
U.S. regulators will be critical if adverse systemic effects from the failure of the SIFI are
to be prevented or minimized. Put another way, the ability to elicit cooperation from
regulators controlling the resolution of the foreign components of a multinational SIF1
will likely be compromised if such regulators believe U.S. regulators will not able to
exercise an appropriate level of supervision and control over the U.S. components of the
SIFL

Moreover, bankruptcy courts are not experts in the operations of global financial firms,
and after a firm has failed, it is unlikely they will be qualified to exercise necessary
supervision over the firm. The firm’s primary regulators will, among other things, be in
the best position to appoint the controlling manager (whatever the title of the
officeholder) and, as under Title II of the Dodd-Frank Act, they should be given the
authority to do so.

Finally, unlike normal bankruptcies, where equality of treatment of similarly situated
creditors, preservation of going concern value and rehabilitation of the firm are the
principal goals, in SIFT resolutions the goal of minimizing systemic risk is the most
important goal. Regulators are not only best situated to identify systenic risk, but also in
the best position to determine how to balance that risk against other goals. This is not to
say that regulators should be given total carte blanche to ignore traditional bankruptcy
goals, but they need to be in a position to act expertly, quickly and decisively, taking
into account both the interest of stakeholders and the public interest, so an appropriate
balance can be struck.
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For all of the above reasons, the Conference believes regulators should be afforded
significant involvement in and supervision over the ongoing operations of a SIFI being
resolved in bankruptcy case.

Filing of a Petition by Regulators

While the Conference believes regulators should have greater involvement in a
bankruptcy case regarding a SIFI, the Conference is concerned about granting regulators
authority to commence a bankruptcy case against a SIFL. FIBA, for example, provides for
the commencement of an involuntary case against a SIFT under proposed subchapter V
of chapter 11. It provides for a very truncated (16 hour) period to contest the petition
and, if necessary, obtain a ruling on an appeal from the order for relief in the case. While
the Conference understands the reasons for the abbreviated process due to the need to
implement the recapitalization of the firm over the proverbial “resolution weekend” to
provide certainty to markets and counterparties and prevent contagion, the Conference
submits it is unrealistic to think that such a compressed process for vetting petitions for
involuntary relief will afford an opponent of the petition, be it the SIFl itself or a holder
or a claim or interest, any real opportunity to contest the petition or the courts any real
opportunity to make an informed and reasoned decision on the merits. The limited time
for a hearing on and appeal of the order for relief is unrealistically short.

One alternative considered by the Conference was the possibility of allowing regulators
to step into the shoes of the SIFI and file a voluntary bankruptcy petition on its behalf,
just as regulators could commence regulator-controlled resolution proceedings under
other laws, but the Conference concluded that entirely removing the parties’
opportunity to contest the regulator’s decision to invoke the bankruptcy process was not
a real solution to the lack of a sufficient time to contest the petition. The articulated
justification for allowing regulators to act is to prevent the SIFT’s management from
delaying its own petition if necessary to assure orderly resolution of the firm. However,
the Conference believes the authority of regulators to act under existing laws, like OLA,
the Federal Deposit Insurance Act and the Securities Investor Protection Act, sufficiently
serve this purpose. Consequently, the Conference concluded that regulators should not
be provided with authority to commence a bankruptcy case against a SIFl, but instead
regulators should retain the threat of proceeding under other laws if the SIFI fails to act.s

o If limilalions were placed on Lhe availabilily of regulalor-controlled resolulion procedures,
which, as noted above, the Conference opposes, the Conference would favor the ability of a
regulator to commence a case by filing a voluntary petition on behalf of the debtor in licu of
commencing an involuntary case. If the provision of FIBA affording regulators the ability to
commence involuntary proceedings is nonetheless retained, the Conference belicves that judges
should be given the longest practicable time period to consider and render a decision on the
appropriateness of an involuntary petition, and the Conference believes the requisite 48-hour
minimum notice should be given Lo the Chicf Judge of the Circuil in which the bankrupley judge
sits, rather than to the Administrative Office of the U.5. Courts.
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Lender-of-Last Resort Liquidity

As suggested in the NBC TPRRA Letter, meeting the liquidity needs of a distressed SIFT
is essential to successfully resolving the firm without creating undue systemic risk. The
business of a SIFl is “maturity transformation” —taking short term loans from depositors
and other stakeholders and turning them into long term investments in the economy,
like mortgages and corporate loans. When a financial firm becomes distressed,
depositors and customers panic and, rather than risk their savings and investments,
they make precipitous withdrawals from the firm. In short, they “run” Unlike the
typical debtor, where creditors can be stayed from collecting debts until the
reorganization is completed, staying a SIFI's depositors and customers from making
withdrawals creates systemic disruption and contagion risk. If the firm is to be
reorganized, the firm needs to be recapitalized virtually overnight (ie, over a
“resolution weekend”), and the recapitalized firm has to open up on the next business
day with sufficient liquidity to meet withdrawals until the “run” subsides and
confidence in the firm is restored. By facilitating the creation of a new, non-bankrupt
bank holding company to which the recapitalized bank and broker dealer operations of
a debtor bank holding company can be speedily transferred for the benefit of the estate,
both FIBA and TPRRA seek to facilitate this type of recapitalization. If, however, the
recapitalized firm is forced to sell assets to meet a run, market prices will be further
depressed, imposing additional losses on the firm and creating losses at other firms who
mark their balance sheets to market. The only way to prevent this type of transmission
of balance sheet losses and the resulting contagion is for the recapitalized firm to borrow
against its unencumbered assets as necessary to meet the outflows, instead of dumping
its assets on the market. Secured lender-of-last-resort lending to fully capitalized banks
has long been thought justified for just this reason.”

A crucial distinction needs to be made between a government bailout of shareholders
and creditors by adding equity capital to an insolvent firm on the one hand, and
traditional secured lender-of-last-resort liquidity provided to a recapitalized firm on the
other. In the former case, taxpayers absorb the firm’s losses. In the latter case, private
sector shareholders and creditors absorb the firm’s losses, and fully secured loans are
made only to a recapitalized firm.

The Conference strongly believes that to be successful, any recapitalization procedure,
whether under the Bankruptcy Code or under a special resolution regime like OLA,
requires a non-market backstop liquidity source as a bridge for the recapitalized firm
until liquidity outflows abate and access to market liquidity returns. For this reason, the
Conference opposes provisions (like those in TPRRA) that do not provide for lender-of-
last-resort liquidity even after a firm’s bank and broker-dealer operations have been
recapitalized, and supports instead adding provisions that provide assurance that some
form of lender-of-last-resort liquidity will be available, on a fully secured basis, for use
in all entities in the SIFl group, including the bank and broker-dealer businesses of the
recapitalized firm.

7 Bagehol, Waller, Lombard Street: A Description of the Money Market (1873). See also Biparlisan
Policy Center, Too Big to Fail: The Path to a Solution (May 2013).
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Selection Procedure for Judges

In its review of FIBA, the Conference considered the judicial selection process for the
resolution of SIFls under the Bankruptcy Code. The Conference believes that, for the
reasons outlined above, specialized expertise and advance judicial training is required
for the judge who would preside over the resolution of a SIFL. Moreover, the Conference
believes that bankruptcy judges, who regularly deal with the reorganization of
financially distressed firms, are better equipped than federal district judges to deal with
insolvencies of financial firms. However, even bankruptcy judges do not share
regulators’ financial-institution specific expertise, and they would require special
training to address resolution of a SIFL.

The Conference accordingly supports the idea that, if special procedures are added to
the Bankruptcy Code to facilitate the resolution of SIFls, expert panels of court of
appeals judges and bankruptcy judges should be designated in advance by the Chief
Justice to address such cases, as provided in Section 4 of FIBA. The Conference also
favors a mechanism for selecting a presiding judge from among the designated judges
that is similar to the one included in FIBA (where the chief judge for the court of appeals
in the circuit where the case is pending selects the presiding judge). The designation of
panels of judges is, of course, best coupled with training to help the designated judges
develop the requisite expertise to handle complex SIFl bankruptcies, and the Federal
Judicial Center might consider offering regular educational programs and written
materials to assist the designated judges in addressing issues likely to arise in such cases.

Conclusion

We hope that these comments are useful if bills are proposed in the 114th Congress
seeking to amend the Bankruptcy Code to address SIFI resolution. As noted above, the
prior legislative proposals did not address various significant issues and failed to
effectively mitigate the risk of cross-border dysfunction and conflict in connection with
the resolution of multinational SIFl’s. The NBC welcomes the opportunity to review
and analyze legislation on this subject introduced in the current Congress and to submit
further comments and recommendations, including those addressing the issues not
previously covered.

Sincerely,
/s/ Richard Levin

Richard Levin, Chair
devin@eaner.com
(212) 891-1601
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Mr. MARINO. The Chair will now start by asking questions of the
panel, and I ask my colleagues to keep their questions at 5 minutes
or less and give you ample time to answer

Mr. Bernstein, I would like to start with you for a moment. We
know that banks have increased their liquidity reserves, but if a
bank were to fail and the bridge company—would the bridge com-
pany still have to receive some type of loan to cover the issue con-
cerned, or do banks have enough liquidity to keep those loans at
a minimum?

Mr. BERNSTEIN. Thank you. At current liquidity levels, which
have been enhanced since 2008, the banks have used severe stress
testing of those liquidity models in a resolution context, and they
show that they do have enough liquidity. I agree with Mr. Levin’s
point that if there were a liquidity backstop, it wouldn’t be used,
but having it there would help to stabilize the firm more quickly
simply because it exists.

So I think the need for—there is no need for liquidity because of
the current balance sheet levels, but having a liquidity backstop
would serve the purpose of helping to facilitate the resolution and
getting the company to be stabilized more quickly to give the mar-
ket confidence.

Mr. MARINO. Thank you. Attorney Hessler, you stated in your
last, I think, testimony about your reservations concerning the sin-
gle point of entry approach, and have you come up with an alter-
native to that? Would you please explain that in a little more de-
tail? I did it get it in your opening statement, but could you elabo-
rate on it, please?

Mr. HESSLER. Sure. I have not come up with an alternative way,
but I would say—and this was emphasized in my testimony sub-
mitted for today. Over the last year since my testimony last sum-
mer, I spent significant additional time contemplating the bill, and
I am at this point comfortable with the single point of entry ap-
proach, and I guess very quickly I'll tick off four reasons why I
think it is

Mr. MARINO. Please.

Mr. HESSLER [continuing]. A viable construct.

First of all, a point that was highlighted by Mr. Bernstein in his
opening statement. SIFIs have corporate structures that don’t com-
port with conventional bankruptcy practice. Many of the operating
subsidiaries either cannot be filed for bankruptcy or need to be lig-
uidated in a regulatory proceeding.

So Subchapter V, the single point of entry approach actually fa-
cilitates and accommodates the unique corporate structure of sys-
temically important financial institutions.

The second point is while the discreet steps of single point of
entry may be a unique addition to Chapter 11, the transfer deter-
mination, that in and of itself is subject to Bankruptcy Code and
bankruptcy court approval within well established and applicable
law under the legal principles of sections 363 and 365 of the Bank-
ruptcy Code.

The third point is more of a practical matter, which is, again, al-
though single point of entry would be a novel addition to the Bank-
ruptcy Code, as already noted, versions of this very rapid sale have
been happening already. Lehman is the most extreme example,
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which was the sale of all the operating assets within, you know,
four to 5 days of the petition, but there have been other sort of
lightning fast with the “melting ice cube sales” that are already
happening under the Bankruptcy Code, and so understood, the sin-
gle point of entry approach actually just formalizes and codifies
something that’s already going on.

And then lastly, and I talk about this at great length in my testi-
mony, if you actually walk through the expectations of various
creditors, secured creditors, unsecured creditors, and equity inter-
est holders, the distributional scheme that is effected by single
point of entry is consistent with typical Chapter 11 principles.

Mr. MARINO. Thank you. Attorney Levin, you talk about the reg-
ulators having a role in this, and I do agree that they should have
a role in this, but their decisions, in part, are subjective. How can
we assure that at least their subjective findings are going to be
consistent? I have a concern when so many subjectivity is involved
in this situation by someone who is not a judge or an experienced
bankruptcy judge, please.

Mr. LEVIN. Fair point, Mr. Chairman. I'd note, however, that in
a lot of these areas, even in the bankruptcy courts, the decisions
are discretionary, and therefore, to a large degree, subjective. The
courts set out broad rules for what kinds of transactions are per-
mitted, but within those broad rules, there is tremendous subjec-
tivity in their application. And I would note that the regulators
themselves have begun adopting regulations on how this process
would work, so it is controlled as well. If you have the combination
of the regulators and the bankruptcy court supervising this proc-
ess, I think you get the best of both worlds in that area.

If T might follow up on Mr. Hessler’s last

Mr. MARINO. Quickly, please

Mr. LEVIN [continuing]. Remark. There is a real—there is a di-
viding line that’s very important in the single point of entry con-
cept. The dividing line is the transfer of the operating assets to the
bridge company.

From that point, what goes on in the bankruptcy case is purely
bankruptcy. It’s not regulatory. It’s not financial institution. The fi-
nancial institution has been moved to the bridge company, and the
bridge—what’s going on in the bridge company is totally outside of
the bankruptcy realm. It should be a healthy operating financial
institution that will be subject to regulatory control.

I think Subchapter V, meaning no pun, bridges that nicely and
separates them and therefore works to facilitate both systems in
due process and transparency and protection of creditors and pro-
tection of systemically important—protection of the system with a
systemically important financial institution, and that, I think, ad-
dresses the fourth of Mr. Hessler’s points that he made.

Mr. MARINO. Thank you. My time is expired. The Chair recog-
nizes the Ranking Member, the gentleman from Georgia, Congress-
man Johnson.

Mr. JoHNSON. Thank you. Mr. Levin, in a letter that the NBC
sent to our Subcommittee last month, the conference stated that
any amendments to the Bankruptcy Code relating to the resolution
of SIFIs should make it clear that regulators retain Title II’s or-
derly liquidation authority despite the pendency of bankruptcy.
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Does H.R. 2947 sufficiently ensure that regulators retain their
Title II authority, notwithstanding the pendency of the bank-
ruptecy?

Mr. LEVIN. Yes. I haven’t—the bill was introduced this week, and
I haven’t had a chance to review it, but my understanding was that
it does not affect the regulators’ other authorities for liquidation.

Mr. JOoHNSON. All right. Thank you. Can a Subchapter V operate
as intended if there is no secured lender of last resort such as the
Federal Government?

Mr. LEVIN. Possibly. It’s a far riskier proposition. Mr. Bernstein
notes that the banks are far better capitalized now than they were
6 or 7 years ago, very true. I would expect that a SIFI that winds
up in Subchapter V probably would not be as well capitalized as
most banks are today, and therefore, there would be a need for li-
quidity. That liquidity might be supplied by the recapitalization of
the subsidiaries when they are transferred over to the bridge com-
pany and they’re recapitalized by contribution of the parent from
the assets, but at the same time it might not be adequate and
therefore liquidity could be important.

To the extent it’s a bank subsidiary, the Federal Reserve dis-
count window provides that. To the extent it’s a broker/dealer or
an insurance company or another kind of financial institution such
as a derivatives trading institution, there is no apparent source of
liquidity, and that could create risk in the bridge company.

As T said earlier, and this is the important point to stress, the
market is less likely to run if it knows the liquidity facility is there
than if there isn’t one. If the market knows that the liquidity facil-
ity is there, people will feel protected, and therefore, there will be
less need for a liquidity facility. I sometimes characterize it as akin
to our nuclear arsenal. The fact that we have it means that we
don’t have to use it.

Mr. JOHNSON. Thank you. Mr. Hessler, your response to that
same question?

Mr. HESSLER. I agree with the general thrust of Mr. Levin’s re-
sponse. I think it’s possible that the absence of the Federal funding
mechanism would not impair the ability of the bridge company to
operate effectively because of the recapitalization that occurs upon
the transfer of the assets. To the extent that is otherwise available,
though, that could be reassuring to the market.

Mr. JOHNSON. Thank you. Mr. Levin, in a letter that the NBC
sent to our Subcommittee last month, the conference described sev-
eral significant concerns. Among them, the NBC stated that under
certain circumstances the bankruptcy process might not be best
equipped to offer the expertise, speed, and decisiveness needed to
balance systemic risks against other competing goals in connection
with resolution of systemically important financial institutions and
thus Title II of Dodd-Frank should be retained even if H.R. 2947
becomes law.

And as you've stated, it appears that this legislation does re-
tain—or I mean, it doesn’t repeal it, so I mean, legislation is re-
tained, but there is an ability of the regulators to assert authority
during the pendency of the Subchapter V action. Please describe
what types of companies or circumstances might warrant the appli-
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cation of Title II’s orderly liquidation authority in lieu of a resolu-
tion in bankruptcy?

Mr. LEVIN. Subchapter V would address most of the problems
that Title II would address. The fact that it was there and Dodd-
Frank says that bankruptcy is the preferred alternative might
make bankruptcy workable and probably will make bankruptcy
workable in that circumstance. But none of us is prescient enough
to know all of the bad things that could happen in a rapidly evolv-
ing crisis. And I don’t have a specific answer for the particular cir-
cumstances that might require a different regulatory regime than
Subchapter V, but what is called the triple key entry for Title II
as well as the statutory preference for bankruptcy, we think it’s
useful to have that backup which would only be used in the most
extreme circumstances, which are difficult to imagine and lay out
at this point.

The fact is, the banks are well capitalized now. Things are going
pretty well. This is not likely to be used for many years. We don’t
know what the system will look like several years from now if and
when it ever becomes necessary for a SIFI to be resolved in a crisis
situation. So that—I think that is what lies behind our position
more than any specific circumstances.

Mr. JOHNSON. All right. Thank you, and I yield back.

Mr. MARINO. Thank you. The Chair now recognizes the Vice-
Chairman of the Subcommittee on Regulatory Reform, the gen-
tleman from Texas, Mr. Farenthold.

Mr. FARENTHOLD. Thank you very much, Mr. Chairman.

And actually Mr. Levin has a great lead in to my question. We
are a bunch of lawyers up here that spend a lot of time looking at
this and getting into the weeds. I want to take a step back and look
at the big picture of this.

We recently enacted Dodd-Frank, which is a very burdensome
regulatory scheme, which went—from what I hear from a lot of
banks and from a lot of people, seeking to borrow from banks. We
got a situation where just recently we had the increased liquidity
rules that we’ve been talking about. We really are looking at a very
worse case scenario, something that none of us can imagine at this
point.

Can—maybe Mr. Bernstein, can you give me an idea? What kind
of bankruptcy events are we talking about here?

Mr. BERNSTEIN. Yes. So I actually think this is less related to the
facts on the ground at the time of any particular resolution than
it is to—it’s, frankly, almost a foreign policy issue. In the context
of my practice, I've been dealing a great deal with foreign regu-
lators.

Foreign regulators do not understand bankruptcy. The main ben-
efit and the primary benefit, I think, of retaining Title II is to give
confidence to foreign regulators that if something is going wrong in
the bankruptcy process, the regulators do have the ability to step
in. Simply because they deal with the U.S. regulators every day,
there is active dialogue with them, they think they understand
where the U.S. regulators are coming from, so it’s not necessarily
something that will need to be used because this bill actually has
the appropriate process.
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But in terms of preventing a foreign regulator from seizing a for-
eign subsidiary when we'’re trying to keep them out of bankruptcy,
it may go a long way in giving the regulator confidence that they
don’t have to do that because they know that the U.S. regulators
can step in.

Mr. FARENTHOLD. All right. Now, again, I think we’re kind of get
into the weeds now. And then again, this may be a little bit off
topic of the bill, but would all of you agree that we really are deal-
ing with a worse-case scenario situation here, something that is
very—is not foreseeable at this point, would anybody disagree with
that on the panel? I see no one does, so let me go on to my second
question and

Mr. LEVIN. I don’t disagree with that, but as I said a moment
ago, Mr. Farenthold, had anybody asked us this question in the
1990’s, we would have given the same answer.

Mr. FARENTHOLD. Okay. Let me go on to my second question. Mr.
Hessler—or did you want to weigh in on this first?

Mr. HESSLER. There is one thing that I think would be hopefully
clarifying about the interrelationship between Title II and Sub-
chapter V. So nothing in Subchapter V diminishes Title II.

Mr. FARENTHOLD. Right.

Mr. HESSLER. It doesn’t touch it. However, I think it’s important
that Subchapter V also be examined on its own merits because
there’s a critical provision, which is Section 1184, which provides
standing to Federal Government regulators to be involved in a
bankruptcy case. That presently does not exist within Chapter 11.

Mr. FARENTHOLD. And obviously the taxpayers could potentially
be left holding the bag if the Federal regulators aren’t

Mr. HESSLER. Well, the decision on that, the Federal Government
at present can only participate in a bankruptcy case to the extent
it is a creditor——

Mr. FARENTHOLD. Right.

Mr. HESSLER [continuing]. Not the debtor. So the point I want
to make is sort of irrespective of Title II and what it does and
doesn’t provide or the future of Title II, whether it has one or not,
just within Subchapter V, it specifically and on its own provides
that critical grant of standing for Federal regulators to advance
their public interest mandates in a Chapter 11 case.

Mr. FARENTHOLD. Got you. All right. My other question is, one
of the objections we’re hearing to Subchapter V is it actually in-
creases the incentive for private regulation, which I would guess is
say the creditors putting more creditor favorable terms, you know,
regulations are by the creditors rather than by the government.

Do you believe the bill increases the incentive for the creditors
of banks to put in these more burdensome requirements for the
banks or no?

Mr. HESSLER. Subchapter V? No, I think—I actually believe that
it puts a disincentivization for risky creditor behaviors. Creditors
understand Chapter 11. It’s well established and the governing
principles are highly effective and highly proven. I actually think
it’s Title II, which is much more of an unknown quantity and an
unknown entity that actually increases creditor uncertainty as to
how a Title II untested proceeding would go, so I actually think
Subchapter V, which really just adds additional clarifying facets to
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Chapter 11, I actually believe that’s helpful for maximizing respon-
sible creditor behavior.

Mr. FARENTHOLD. And Actually Mr. Bernstein wants the weigh
in on this as well.

Mr. BERNSTEIN. Yes. I think the one thing about whether it’s the
provisions of this bill or the fact that the FDIC has made it clear
that holding company creditors rather than taxpayers will absorb
losses, that will increase the level of monitoring by creditors, and
they will be making decisions about whether to invest based on
how they see the institution operating rather than based on the
feeling that they are going to be bailed out.

And I think that is a very important aspect of this bill. It is prob-
ably a good thing.

Mr. FARENTHOLD. Thank you very much. I see my time has ex-
pired, Mr. Chairman.

Mr. LEVIN. If I may add, Mr. Chairman, the fact that the ISDA
has adopted this protocol that provides a stay in the financial con-
tract itself of 48 hours shows exactly the opposite kind of creditor
behavior. The creditors are helping to facilitate the process.

Mr. FARENTHOLD. Thank you.

Mr. MARINO. Thank the Chair recognizes the Ranking Member
of the full Judiciary Committee, Congressman Conyers.

Mr. CoNYERS. Thank you, sir. Mr. Levin, the National Bank-
ruptcy Conference states regulators should not have the power to
commence an involuntary Subchapter V. Do you have any reasons
to let us know why the Conference takes this position?

Mr. LEVIN. Yes, Mr. Conyers.

Mr. CONYERS. Please.

Mr. LEVIN. An involuntary petition is like any lawsuit. It entitles
the defendant, here the alleged debtor, to a defense. The amount
of time necessary available for a resolution, we call it the resolution
weekend, is so short that there really can be no meaningful de-
fense. And there can be no meaningful appeal if the transfer proc-
ess to the bridge company is to occur over a resolution weekend in
response to an involuntary petition. So we think it undercuts due
process to allow an involuntary bankruptcy petition.

As I said earlier in my openings statement, we believe the regu-
lators have enough tools at their hands to persuade a board of di-
rectors why it is important to file a voluntary petition at the begin-
ning of a resolution weekend, rather than go through the contested
in voluntary process. And we think that will suffice to protect the
system.

Mr. CoNYERS. Thanks. Now Subchapter V, could it operate as in-
tended if there is no secured lender of last resort, Mr. Levin, such
as the Federal Government. How would you respond to those who
would say that this could amount to a taxpayer funded bailout of
Wall Street people.

Mr. LEVIN. We don’t think it is a bailout because of the nature
of lender-of-last-resort funding. Lender-of-last-resort funding has
three requirements; one, that there be good collateral so that the
lender, whether it is the Federal Reserve, or the Federal Govern-
ment, or whether it is some other Federal corporation or agency is
fully protected by the collateral it receives.
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The second is that the interest rate be what is referred to in lit-
erature as a punitive interest rate so that it is higher than—so
there is no desire to access it for convenience. And for a moment
I'm drawing a blank on the third and I'm going to ask Mr. Bern-
stein to help me on the third requirement.

Mr. BERNSTEIN. Above market interest rate.

Mr. LEVIN. That was——

Mr. BERNSTEIN. You already said that? Then I don’t remember
the third one.

Mr. CoNYERS. All right, two then.

Mr. LEVIN. In any event, the point is this is not a bail out in the
sense that the Federal Government or any agency is contributing
money, taking an equity position, taking an equity risk. This is
helping the financial institution take valuable assets that it has
and make them liquid until those assets can be sold in a orderly
market, rather than be dumped at fire sale prices and depress the
market for everybody.

Mr. CONYERS. Well, do you think that by allowing it—if there is
no secured lender of last resort—that we may be in some ways re-
warding irresponsible behavior?

Mr. LEVIN. I don’t think a bankruptcy is a reward for irrespon-
sible behavior whether or not there is a lender of last resort.

Mr. CoNYERS. Now, going to Mr. Bernstein for his response to
this question. If Subchapter V was in existence when Lehman
failed, would it have achieved a better result with respect to the
case’s impact on the Nation’s financial marketplace?

Mr. BERNSTEIN. It is a complicated question because many other
things that are in place today weren’t in place at that time. I think
one of the things that it would have helped is this bill would have
potentially permitted Lehman to adopt a different strategy. It could
have used a single point of entry strategy and could have preserved
its derivative contracts.

The problem with Lehman at the time, though, is it didn’t have
the total loss absorbing capacity and might not have been able to
recapitalize the subsidiaries. So that piece of it, which is now being
required, not only in the U.S. but by global regulators, is very im-
portant. And if you have both of those pieces, the provisions in this
bill or in the contractual ISDA to protocol, plus the total loss ab-
sorbing capacity, you would have had a totally different result in
Lehman Brothers, I think.

Mr. CONYERS. So your answer is a substantially yes.

Mr. BERNSTEIN. That’s correct, your Honor. Your Honor—Con-
gressman.

Mr. CoNYERS. Thank you. Thank you, Mr. Chairman.

Mr. MARINO. Thank you. The Chair recognizes the gentleman
from Michigan, Congressman Trott.

Mr. TROTT. Thank you, Chairman.

Mr. Levin, so you raised a few concerns, one concern was the
lack of experience potentially in a bankruptcy judge and the need
for regulators to be involved. Didn’t like the involuntary provision,
which I agree with your comments in that regard. The lender of
last resort concerns and then I think also then the need for experi-
enced judges, not district judges.
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So the first concern is what surprised me a little bit. You know,
Dodd-Frank came upon us in 2010, the FDIC has been working on
rules for single point of entry since then. So you have, you know,
you believe regulators are going to be able to act more efficiently
and quickly because of their experience than a bankruptcy judge?

Particularly under section 298 we have one of the 10 experienced
bankruptcy judges has been appointed for this purpose to deal with
complex insolvency. I don’t know if I understand why you have
more confidence in the ability of regulators to move quickly and
react than a bankruptcy judge who essentially does it every day?

Mr. LEVIN. I'll tell you that the Conference had the view back in
2009 and 2010 of great concern about the regulators being able to
do what you just described. But I think we’ve all learned a lot in
5 years, and the regulators have learned a lot. And we’ve watched
them evolve in their thinking and learn and write regulations so
they are in a much better position now to deal with this kind of
circumstance than they would have been 5 or 6 years ago. But with
that said, I want to go back to what I said in my opening state-
ment. I think Subchapter V gives us the best of both worlds.

The bankruptcy judge does not have enough knowledge about the
company to be able to do it alone—the regulator—and does not
have enough knowledge about the systemic affects of whatever is
done. The regulators do not have the same process and remove that
a bankruptcy judge has. And by combining the efforts of the two
of them, I think you get a much better result than one alone. And
this applies only to the resolution weekend and the transfer to the
bridge. That’s where the important difficult decisions have to be
made. After that happens, the bankruptcy judge is fully well quali-
fied to handle all of the rest of the case.

Mr. TROTT. Okay. Appreciate that clarification. Mr. Hessler made
a comment about uncertainty as it relates to Title II. Mr. Levin,
you made a comment, it will be many years before this perhaps
even comes into play and we don’t know, you know, how things will
play out and how soon the provisions will be interpreted.

Would you agree with Mr. Hessler’s comments that the same can
be said of Title II.

Mr. LEVIN. Oh, yes, definitely. I mean there are parts of the
Bankruptcy Code, Subchapter IV of Chapter 11 railroad reorga-
nization is very rarely used, one case recently, nobody could have
envisioned in 1978 what a Chapter 9 of Detroit might have looked
like in 2013. So we have to think way into the future, and there’s
going to be uncertainty whichever way we go.

Mr. TROTT. Mr. Bernstein, so let’s say H.R. 2947 was in place
and we have a Lehman type insolvency. Can you just discuss for
a moment how that would have played out differently?

Mr. BERNSTEIN. Yes. And this relates to Congressman Conyers’
question. I think if we had this bill, plus all the other changes that
are being made in the resolution planning process, I think we
would have had an extremely different outcome in Lehman Broth-
ers. Lehman Brothers holding company would have filed, the sub-
sidiaries would have been recapitalized so that they would have
sufficient capital not to go into bankruptcy.

The subsidiaries would have been transferred to a new bridge
holding company. And the derivatives contracts importantly would
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not have terminated, which would avoid enormous losses that
would threaten the viability of those subsidiaries. So there wouldn’t
have been the systemic disruption that occurred at the time of Leh-
man Brothers, which is very important.

Mr. TROTT. So to that point I got delivered yesterday a copy of
Hoover institute’s book on making failure feasible. I read their mis-
sion statement in terms of the resolution project. And it said if a
clear and credible measure can be put in place that convinces ev-
eryone that failure will be allowed, then expectations of bailouts
will disappear. If we get rid of the risk reducing behavior that are
fostered by guarantees, then that would be a good thing. And then
also a clear process to reduce panic, H.R. 2947 would have accom-
plished that in Lehman?

Mr. BERNSTEIN. Yes, it would have. In fact, as you’ll see in that
Hoover book, there are several chapters devoted to this type of sin-
gle point of entry resolution and their conclusion is it would be
very effective in that way.

Mr. TROTT. It is a fascinating book, I'm not too far into it yet.

But Mr. Hessler, one quick question, I am out of time. Ranking
Member Johnson raised a concern about the funding. So back to
Lehman, you know, the professional fees in Lehman were $2 bil-
lion, I believe. Can you just speak for a moment on funding con-
cerns specifically as it relates to Ranking Member Johnson and this
bill?

Mr. HESSLER. Yeah, I think it is what Mr. Levin is hopefully
clarifying for me. There are two funding questions at issue in Sub-
chapter V proceeding. Upon the transfer of the assets to the bride
company, it is the access to liquidity of the bridge company.

Mr. TROTT. We've talked about that plenty.

Mr. HESSLER. That’s not governed by Subchapter V because that
is not in the jurisdiction of the bankruptcy. There is potentially the
issue of for the purposes of finding the wind down

Mr. TROTT. Do you have any concerns in that regard?

Mr. HESSLER. No. There is regular DIP lending capacity and
there that will be a significantly more limited funding need because
what at issue the wind down of undesirable assets. That’s what’s
happening in the Chapter 11 case upon single point of entry trans-
fer.

Mr. TROTT. Thank you, sir.

Mr. HESSLER. Thank you.

Mr. MARINO. The Chair now recognizes the Congresswoman from
the State of Washington, Ms. DelBene.

Ms. DELBENE. Thank you Mr. Chairman. Thanks to all of you for
being here with us today. Some of my questions were asked al-
ready, but I just had a quick question for you Mr. Hessler on living
will requirements and I just wondered what your thoughts were on
this legislation in terms of whether or not it would help facilitate
the Dodd-Frank living will requirements?

Mr. HESSLER. I believe it will. I think the living will practices
today have already begun to put in place the road map for what
a Subchapter V proceeding would look like. And I think this is a
point I want to augment that we’ve been talking how would Leh-
man have looked under a Subchapter V proceeding, and thus far
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really all that we have focused on is what would the cause have
looked have looked like once it’s filed.

The one thing I'd want to mention to the Committee is from what
we do in the vast majority of our work is spent preparing debtors
for a soft landing into bankruptcy. So perhaps the most important
consideration that I would urge lawmakers to keep in mind is with
legislation what sort of incentives and disincentives does it put in
place for directors and officers to confront restructuring challenges
and begin to prepare and address those issues as early as possible.

And this is something I talked about in my testimony. Title II
has the provision that directors and officers are effectively all
wiped out, the are all going to get fired and compensation is going
to get clawed back and it’s sort of all types of punitive measures.
I actually think that creates a disincentive for directors and officers
to begin taking responsible actions that are otherwise necessary to
maximize stakeholder recoveries in a bankruptcy.

And so I think that’s a very important part in Subchapter V I
think it very, very hopefully incentivizes management to begin to
prepare for bankruptcy because it sees an orderly path forward to
otherwise affect a resolution of a failing bank.

Mr. LEVIN. We sometimes refer to what Title II does as requiring
management to sign its own death warrant.

Ms. DELBENE. Any other feedback on that one?

Mr. BERNSTEIN. I think this bill would definitely facilitate struc-
tures already being used in the living wills of the largest financial
institutions and I think that that is a very positive development.

Ms. DELBENE. Thank you. Thank you Mr. Chair. I yield back.

Mr. MARINO. Thank you, the Chair recognizes the gentleman
from Texas, Congressman Radcliffe.

Mr. RADCLIFFE. Thank you, Chairman. I would also like to thank
my friend and colleague, the gentleman from Michigan, Congress-
man Trott for his work on this issue.

The 2008 financial crisis hurt a lot of folks in Northeast Texas.
And some of the families in my district are frankly still working
to get back on solid financial footing. And I'll be the first to admit
that I'm not an expert on bankruptcy issues. But following that cri-
sis I think it became obvious to all of us that these technical, com-
plicated bankruptcy issues are having a huge impact on everyday
Americans. And issues that impact everyday Americans are the
ones that we as policymakers certainly want to make sure that
we're addressing.

There were a lot of questions and frustrations that have come
out of the financial crisis. For example, why did distressed financial
firms receive government bailouts, instead of being forced to seek
resolution through the bankruptcy process? Now I know in the
years since this crisis this Committee has worked very hard to im-
prove the Bankruptcy Code and make sure that it is equipped to
handle all failing companies. I appreciate all of you witnesses being
here today to provide your expertise on the proposed legislation. I
want to find out whether it is in fact going to achieve its intended
goal.

So I want to kick things off by asking about a provision in the
bill that would allow the Federal Reserve to initiate a bankruptcy
case over the objection of a financial institution.
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Now, a lot of folks in my district have a real distrust of the Fed-
eral Reserve. They see it as a dangerously powerful body, one with
little oversights and little transparency. So if you gentleman were
chatting with my constituents about possibly giving the Federal
Reserve this new authority, how would you allay their concerns?
And what would you tell them about how this new authority would
help them?

Mr. BERNSTEIN. Yes, there is a lot of uncertainty as a financial
crisis develops and boards of directors may hesitate to act. I do not
believe that the Federal Reserve will end up ever using the power
if they are granted the power to file involuntary petitions, because
the fact that the Federal Reserve can do it if it’s necessary will
cause corporate managements to be very focused on when the right
time to go into Chapter 11 is. And that, taken together with the
living will process, I think the two together make it very unlikely
it will ever be used. And it is really only a failsafe for a situation
where the company management may be paralyzed at that time.

That being said, I don’t think it is an essential part of this bill
for the reasons that Mr. Levin stated, which is there are other su-
pervisory powers that the Federal Reserve has. And the Federal
Reserve is going to be intimately involved in the living will process,
and they have been, so I think there is going to be a constant dia-
logue with the regulators and the financial institutions that make
this provision almost unnecessary.

Mr. RADCLIFFE. Mr. Hessler.

Mr. HESSLER. Yeah, no, I would add to that. I think the involun-
tary provision is an unhelpful distraction to what is otherwise a
very good bill. Already there are provisions in the Bankruptcy Code
that provide creditors the express right to file an involuntary case
against a debtor to commence an involuntary Chapter 15. Those
are exceedingly rare and the reason they are is debtors are very
aware of those creditor powers and they are usually already very
engaged in dialogue with the creditors, debtors do not like to get
tossed into bankruptcies on a timeline and terms that are not of
their own making. So they will file voluntarily before involuntary
can be initiated. I fully expect that’s what would happen here in
the context of SIFIs, that they would be well aware of what Feds
otherwise can do and even without the express involuntary rates,
the Feds could probably force a bankruptcy anyway, and the com-
pany is going to file in advance of that so that it can maintain con-
trol of its own case.

Mr. RADCLIFFE. Mr. Levin, anything you’d like to add? I will give
you a chance.

Mr. LEVIN. Nothing to add. The Conference agrees with both of
those.

Mr. RADCLIFFE. Terrific. Mr. Hessler, I spend a considerable
amount of my time these days listening to constituents who have
to deal with the immense burdens and expense of complying with
Dodd-Frank. Personally I'd like to get rid of Dodd-Frank all to-
gether, but at the very least I would like to see us moving forward
with respect to solving some of its challenges.

So let me ask you this, in your opinion, would the bill before the
Committee today reduce the necessity for regulators to initiate a
Title II resolution proceeding under Dodd-Frank?
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Mr. HESSLER. Yes, it would. I addressed it in my testimony and
in my opening statement. I think the availability of Subchapter V
will effectively render the need for a Title II unnecessary.

Mr. RADCLIFFE. Mr. Bernstein, will you comment on that?

Mr. BERNSTEIN. I agree, I agree with Mr. Hessler.

b 1\/{{1‘. RADCLIFFE. Thank you. I see that I'm out of time and I yield
ack.

Mr. MARINO. Seeing no other Congressmen or women, this con-
cludes today’s hearing. I want to thank the witnesses for attending,
I want to thank our guests for attending. And each time I have an
opportunity to listen to you gentlemen I learn something so thank
you very much for today’s testimony.

Without objection, all Members will have 5 legislative days to
submit additional written questions for the witnesses or additional
materials for the record.

This hearing is adjourned.

[Whereupon, at 11:30 a.m., the Subcommittee was adjourned.]
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Response to Questions for the Record from Donald S. Bernstein, Esq.,
Partner, Davis Polk & Wardwell LLP

Responses to Written Questions
Subcommittee on Regulatory Reform, Commercial and Antitrust Law
The Committee on the Judiciary
U.S. House of Representatives
H.R. 2947 — Financial Institution Bankruptcy Act of 2015

Donald S. Bernstein
Davis Polk & Wardwell LLP
August 18, 2015

Question 1: The strongest argument in support of a concept like subchapter V is that
large, complex bank holding companies present unique issues that are no[t] optimally
accounted for under the current Bankruptcy Code.

Please elaborate on what these unique characteristics are.
Answer:

Large financial holding comparies presents unique issues because they are in the
business of “maturily transformation.” They raise significant portions of their funding
by incurring short term liabilities, like deposits, and through short term securities
financing (for example, repos), and invest in long term assets, like home morigages and
corporate loans.

This mismatch between the maturity profiles of financial holding companies’ assets and
liabilities, coupled with risk aversion and ambiguity aversion of their liquidity sources
(depositors, mutual funds and other financial market participants), means financial firms
are vulnerable 1o runs on their liquidity, where depositors and other sources of short
term funding abruptly withdraw funds from the firm. FEven a well-capitalized firm can
suffer a liquidity run due to a financial panic triggered by adverse market news or
Sinancial distress at another firm.

Bankrupicy’s basic tool to facilitale the orderly reorganization or liquidation of a
troubled business is the suspension (stay) most pre-bankrupicy liabilities so the firm’s
value can be maximized and its liabilities can eventually be restructured and satisfied in
a fair and equitable manner (for example under a chapter 11 plan of reorganization).
While this tool is very effective for non-financial firms, it is not effective for financial
firms. There are at least two reasons for this. First, much of the liquidity run described
above occurs prior (o failure, as depositors and other financing sources lose confidence
i the firm. As a consequence, the bankrupicy stay can take effect loo late (o stabilize the
runoff of a significant portion of a financial firm's liabilities. Second, after a financial
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firm’'s failure, payments to depositors and financial market participants cannol be
suspended without creating systemic risk. So applying the bankruptcy stay to suspend
payments to such creditors is an unattractive option.

These problems are amplified because the Bankrupicy Code contains safe harbors for
close-outs of financial contracts, which lead to the crystallization of contingent liabilities
and the abrupt sale of large quantities of collateral, with an adverse impact on market
prices and the value of ihe firm. As witnessed during the Lehman Broihers bankrupicy,
such closeouts vesult in further depletion of the firm's liquidity and lavge additional
losses due to the dumping of collateral at depressed prices.

In sum, the normal tools available to non-financial debtors in bankruptcy are ineffective
when it comes to financial firms because of the nature of their business and because the
provisions of the Bankrupicy Code allowing financial comtract close-ouls have a
disproportionale impact on such firms.

Question 2: What lessons were learned from the failure of the Lehman Brothers firm?
Answer:

While Lehman Brothers’ failure holds multiple lessons, the one most relevant fo this
legislation is that, with the legal tools available in 2008, the abrupt liquidation of a large
Sfinancial firm through multiple bankrupitcy and resolution proceedings was necessarily
systemically disruptive. There are at least three reasons for this:

o Fragmentation of Control . Under then applicable legal regimes, the Lehman
Brothers enlities were balkanized by the commencemeni of separate, nultiple
insolvency and resolution proceedings againsi different entities around the world,
each controlled by a different party (the debtor in possession for the U1.5. holding
company, a SIPC trustee for the U1.S. broker-dealer, and multiple regulators,
administrators and receivers for foreign operations). 1he controlling parties had
disparate processes and goals, and given those processes and goals, their interests
often were adverse to each other, making it difficult or impossible to avoid systemic
disruption and maximize credilor recoveries.

o Discontinuance of Critical Operations. Because of the multiplicity of liquidation
proceedings, which in many cases mandated discontinuation of operations, it was
impossible to continue systemically critical operations of the Lehman Brothers after
its failure and until customers of the firm could be transferred in an orderly way to
alternative providers of services.

o Uncontrolled Asset Liquidations. Because runnable liabilities had (o be paid during
the period leading up to failure, and because financial contracts could be terminated
and collateral for such contracts could be abruptly liquidated upon the bankrupicy of
the firm, the assets of Lehman Brothers were dumped on the market in a disorderly
way while market prices were depressed, further depressing market prices and
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leading to the destruction of the firm’s value. This created further losses for .ehman
and its creditors, and further disrupted financial markets and other financial firms.

As noled in my testimony, the single point of eniry approach to resolution of a financial
holding company contemplated by the bill, in which the holding company maintains
sufficient loss-absorbing capacity so that its operating subsidiaries can be recapitalized
and remain outside of bankruptcy until they can be disposed of or wound down in an
orderly way, is designed to address each of the above issues. Muliiple competing
insolvency proceedings are avoided, critical operations are contined without
interruption, and abrupt asset liquidations are avoided.

Question 3: How would subchapter V interface with the living will requirement of Dodd-
Frank?

Answer:

In their living wills, some financial firms rely on existing tools under the Bankruptcy
Code, such as Section 363, to effectuate the rapid and orderly transfer of the stock of
operating subsidiaries to a newly created bridge holding company in a single point of
entry recapitalization of the firm. In addition, living wills currently rely on contractual
workarounds, like the ISDA protocol, to amend financial contracts to eliminate early
termination rights triggered by the parent holding company’s bankrupitcy. Proposed
Subchapter V provides Bankruptcy Courts with a procedural roadmap to effectuate a
rapid single point of eniry recapitalization of a financial firm and provides statulory (ools
Jfor preserving financial contracts, eliminaiing the need for contractual workarounds.
Living wills that seck to utilize a single point of extry structure under current law would
be facilitated by the enactment of Subchapter V, and such living wills would likely be
adjusted to uiilize ihe provisions the Subchapler V once they become available.

Question 4: By allowing a failed bank holding company to spin off its operating
subsidiaries so that it can continue to function unimpeded by the holding company’s
bankruptey, does that present a possible issue of moral hazard?

Answer:

In my opinion, the transfer of the operating subsidiaries of a financial firm to an
independent bridge company owned by a private trust for the sole benefit of the
bankrupicy estate, as contemplated by the bill, does not present a moral hazard issue,
and indeed is wholly consistent with how non-financial debtors are treated under current
chapter 11. Single point of entry resolution under Subchapter V is merely an efficient
means of reorganizing a financial firm. As in other chapter 11 cases, the firm’s business
can continmie, the firm’s value and the jobs of its employees can be preserved, and the
losses of the firm can be imposed in an orderly way on shareholders and junior (holding
company) creditors in the order of their prioriiies. The procedure has the added benefils
of minimizing disruption of the systemically imporiant operations of the firm and
avoiding bailouts.

L2
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A Subchapter V case thus accomplishes the same objeciives as other chapter 11 cases,
but recognizes that the tools of current chapter 11 do not adequately serve those
objectives with respect to distressed financial firms. The purpose of Subchapter Vis to
add tools to chapter 11 that betier accomplish those objectives.

As in other chapter [ cases, junior creditors and shareholders will know they are the
parties who will absorb any losses if the firm fails. They will accordingly have every
incentive lo impose discipline on and exercise oversight over the firm so it is operated in
a prudent manner and avoids financial distress, and they will expect returns
commensurate with the risks they are taking. Bailouts become unnecessary, market
discipline is restored and moral hazard is avoided.

Question 5: Both of your colleagues on today’s witness panel appear to oppose giving
regulators the authority to commence an involuntary subchapter V case. You also suggest
that this option be eliminated or the right of the debtor to contest such petitions should be
eliminated.

a. Would the regulators be content with eliminating their authority to commence an
involuntary subchapter V case?

Answer:

Involuntary bankruptcy petitions presume an opportunity for the debtor and creditors to
contest the petition. Corncerns have been raised by some commentators, such as the
National Bankruptcy Conference, over the speed with which any objections to the petition
would have to be resolved.  As I indicated in my testimony, I have no objection to
allowing regulators to commence chapler 11 proceedings againsi the debtor, but I loo am
troubled by the procedural concerns. | do not know how regulaiors would react 1o
eliminating from the bill the provisions granting them the right to commence bankrupicy
proceedings. Their ability to commence proceedings under Title 11 of the Dodd-I'rank
Act if bankruptcy proceedings are not timely commeniced may be an important faclor that
affects their view.

b. If we eliminated the right of the debtor to contest an involuntary subchapter V, how
would we ensure that the regulators were not abusing their authority to do so?

Answer:

I think abuse is unlikely for several reasons. First, under the bill, regulators will be
required to make certain findings before employing their authority. Second, the
commencement by regulaiors of Subchapter V proceedings is a drastic aciion thal would
only be exercised in cases of absolute necessity. Third, unlike regularory proceedings,
the regulator does not control the bankruptcy process once the case is commenced, the
action of the regulator merely places the financial firm under court supervision. For all
of these reasons, I believe eliminating the right to contest a petition by regulators is not
likely to lead to abuse.
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Response to Questions for the Record from Stephen E. Hessler, Esq.,
Partner, Kirkland & Ellis LLP

Questions Submitted for the Record
Representative Henry C. “Hank” Johnson, Jr., Ranking Member, Subcommittee on
Regulatory Reform, Commercial and Antitrust Law, and Representative John Conyers,
Jr., Ranking Member, Committee on the Judiciary

1. In your prepared testimony, you note that subchapter V’s single point of entry process
would effectuate “a very fast separation of ‘good’ from ‘bad’ assets.”

Please provide some examples, respectively, of “good” and “bad” assets.

Response

The key distinction is whether the subject asset provides accretive value to the post-transfer
nondebtor bridge financial company. For instance, liquid, unencumbered, and/or income-
producing assets, that the bridge financial company is able to monetize and/or that creditors are
willing to lend against, are “good” assets. On the other hand, illiquid, encumbered, or cash flow
negative assets that would presently impede the bridge financial company’s ability to transact
with counterparties, may be “bad” assets—at least until market conditions improve—and that
could be liquidated by the debtor within the Chapter 11 cases.

Is there a risk that this “fast separation” could occur too fast?

Response

Of course it is not possible to eliminate all risk that a critical reorganization tool such as a
transfer determination under proposed section 1185 could be employed too hastily—but that risk
is not limited to asset transfers under Subchapter V. Further, it is important to note, as I did in
my testimony, that the transfer determination is subject to the safeguards of Bankruptcy Court
authorization, applying well-established Chapter 11 legal principles. These include: the
provisions of sections 363 and 365 shall apply to a transfer of estate property and the assignment
of executory contracts, unexpired leases, and qualified financial contracts; the bridge financial
company must obtain Bankruptcy Court approval of its governing documents, including the
agreement governing the trust; and, significantly, the ultimate distribution of the trust assets
{(including the equity in the bridge financial company) shall be done in accordance with
otherwise governing Chapter 11 plan of reorganization confirmation requirements and
protections.

2. Are there sufficient safeguards in place to ensure that subchapter V is not subject to abuse
by either a SIFI or a regulator?

Response

As a threshold matter, the Subchapter V provision that might be most susceptible to abuse is the
proposed ability of the Federal Reserve to file an involuntary petition against a financial
company. And as stated in my testimony, regulators already have myriad methods of effectively
requiring that a financial company commence a voluntary case under the Bankruptcy Code—and
for various legal and practical reasons, even if Subchapter V obtains final passage in its current
form, it is highly unlikely there would ever be an involuntary case. In any event, itis my
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understanding that the involuntary filing provision is likely to be removed from the legislation.
Otherwise, importantly, the fact that Subchapter V does not disturb the litany of fundamental
safeguards applicable via Chapter 11—such as cases administered by experienced Bankruptcy
Court judges, the imposition and protection of the automatic stay, the exclusive right to file a
chapter 11 plan, to cite just a few—means there are, in my view, sufficient safeguards against
abuse by either a SIFI or regulator in a Subchapter V proceeding.

~

3. Are any regulatory requirements needed to ensure that subchapter V works?

Response

Because I am a restructuring practitioner, 1 need to defer to financial services counsel for a
granular response as to potential regulatory reforms that may help facilitate the provisions of
Subchapter V. That said, I have represented distressed companies in multiple highly-regulated
industries—such as energy, gaming, and telecommunications—and, in my experience, the
interplay between Chapter 11 and applicable regulatory regimes typically operates smoothly, and
the federal judiciary is amply capable of addressing possible friction between the Bankruptcy
Code and potentially conflicting regulatory requirements.
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Response to Questions for the Record from Richard Levin, Esq.,
Partner, Jenner & Block LLP
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b. Similarly, how would you respond to the criticism that allowing the government to
serve as a lender of last resort rewards irresponsible behavior and presents an issue of
moral hazard?

Answer: The moral hazard associated with the availability of secured lender of
last resort financing is minimal if properly structured. See answer to Question
1(a) above. Lender of last resort liquidity should be provided only if it is fully
secured and interest is payable at an appropriate risk-adjusted rate. It should be
made available only to open, fully capitalized entities, and not to the failed debtor
holding company that is left behind in the chapter 11 proceedings. When they
extend credit, the holding company’s pre-bankruptcy creditors would be aware
of the risks they are taking and would insist on an appropriate return for taking
such risks. They would also have strong incentives to engage in ex ante
monitoring of the firm to prevent irresponsible behavior, thereby avoiding moral
hazard.

Some question whether the expedited time frames for the bankruptcy court's determination of
whether or not to grant subchapter V relief in a contested involuntarily commenced case as
well as the appellate review process may not ensure that the judicial role 1s meaningful given
the import of the findings that the court has to make.

a. What is your response?

Answer: As noted in the NBC’s Letter, (the NBC believes the timeframe for the court’s
determination and appeals in a contested involuntary case commenced by regulators
under subchapter V is unrealistically short. The NBC believes the provisions
authorizing the Federal Reserve to commence such an involuntary case should be
removed from the bill. Regulators have the ability to commence proceedings under
Title II of the Dodd-Frank Act should it become necessary, and this, together with their
general supervisory authority, gives regulators sufficient ability to cause a distressed
SIFI to timely commence subchapter V proceedings.

In a letter that the NBC sent to our Subcommittee last month, the Conference described several
"significant concerns.” Among them, the NBC stated that under certain circumstances "a
bankruptey process might not be best equipped to otfer the expertise, speed and decisiveness
needed to balance systemic risks against other competing goals in connection with resolution
of a" systemically important financial institution and, thus, Title II of the Dodd-Frank Act
should be retained even if [1.R. 2947 became law.

a. Please describe what type of companies or circumstances might warrant the
application of Title [I's orderly liquidation authority in lieu of a resolution in
bankruptey.

Answer: The circumstances of a future financial crisis cannot be known today, and it is
impossible to assure that resolution under regulatory supervision will not be required.
Among other things, although there has been substantial discussion between U.S. and
non-U.S. regulators of mutual cooperation with home country resolution procedures in
connection with a single point of entry resolution, there cau be no assurance that foreign
regulators will cooperate with a court supervised bankruptcy process that differs
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substantially from their own regulator-controlled resolution procedures. As noted in the
NBC Letter, the power of U.S. regulators to invoke Title [1 of the Dodd-Frank Actas a
last resort will serve to provide comfort to foreign regulators and will facilitate
obtaining their support and cooperation with the unfamiliar bankruptcy process.

4. In alctter that NBC sent to our Subcommittee last month, the Conference stated that "any
amendments to the Bankruptcy Code relating to the resolution of SIl'Is should make it clear
that regulators have these powers despite the pendency of bankruptey.”

a.

#3T344411v3

Docs H.IR. 2947 sufficiently cnsurc that regulators retain their authority
notwithstanding the pendency of bankruptey?

Answer: Under existing regulatory legislation, regulators should continue to have
supervisory authority over non-bankrupt regulated subsidiaries of a bankrupt
bank holding company and over any bridge company created in a Subchapter V
case. We do not view H.R. 2947 as eliminating that supervisory authority,
although to aveid any misperception, section 1189(b) could be revised to make
clear that the new bridge company not only has all the rights and obligations
under licenses, permits and registrations, but is also subject to all laws,
regulations and rules associated with those licenses, permits and registrations that
the debtor was subject to. Additionally, as noted in the NBC letter, the NBC
supports significant regulator involvement in and supervision over the operations
of SIFI being resolved during the bankruptcy case, and the NBC accordingly
believes that amendments to the Bankruptcy Code should make it clear that
regulators would have the authority to require the appointment of new
management for the bridge company acceptable to the regulators and to closely
supervise and, if necessary, specify limitations and conditions on the ongoing
operations of the firm while the case is pending.

If a subchapter V casc 1s pending, docs H.IR. 2947 authorize these regulators to
terminate the bankruptcy case and convert it to a resolution under Title 117

Answer: H.R. 2947 does not include such authorization. However, Section 208 of
the Dodd-Frank Act provides for dismissal of a bankruptcy case with respect to a
covered company if Title 11 proceedings are commenced with respect to the
covered company. Specifically, Section 208(a) of the Dodd-Frank Act provides
that:

Effective as of the date of the appointment of the Corporation as receiver for
the covered financial company under section 202...any case or proceeding
commenced with respect to the covered financial company under the
Bankruptcy Code...shall be dismissed, upon notice to the bankruptcy
court...and no such case or proceeding may be commenced with respect to a
covered financial company at any time while the orderly liquidation is
pending.
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It should be noted, however, that a receivership under Title Il may be
commenced only after, among other things, the Secretary of the Treasury (in
consultation with the President) has made a determination, in accordance with
Section 203(b) of the Dodd-Frank Act, that “the failure of the financial company
and its resolution under otherwise applicable Federal or State law would have
serious adverse effects on financial stability in the United States.” In making this
determination, the Secretary would have to take into account the resolvability of
the firm in the Subchapter V case.

5. The NBC states that regulators should not have the power to commence an involuntary
subchapter V.

a.

Pleasc explain the reason why NBC takes this position.

Answer: See response to Question 2 above.

6. Given recent U.S. Supreme Court decisions regarding the jurisdiction of the bankruptey courts, does H.R.
2947 pass constitutional muster by allowing Article T bankmuptey judges, rather than Article TIT district judges,
handlc subchapter V casc?

#3T344411v3

Answer: While the NBC has not taken a position on the issue, I believe that the Bankruptcy
Court should have jurisdiction to handle the time sensitive transfer motion at the outset of a
subchapter V case, and, as to other matters, they can be handled by the Bankruptcy Court or
the District Court in conformity with the Supreme Court decisions, as they are in other
bankruptcy cases.
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