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Hedge funds: further privacy considerations in
bankruptcy proceedings

May 23 2007  Eric Sleeper

Recently, an earlier article published by Complinet discussed two recent dacisions of the bankr

Northwest Airlines Chapter 11 case jarring to the hedge fund and general investment community. Specificall

cases addressed the scope of public disclosuras required by that court of an ad hoo committae o‘f sgcr?!iifaeg{ ;ho?eth
ors. in the

more than half a century that the Bankrupicy Rule (and its precdiecessor) underlying the Northwest Airlines court had be
: an
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dispute before a

capacity) to disclose publicly significant proprietary and confidertis| information. An even more recent
bankruptoy court in Texas and iis corresponding decision, however, provides investors with some newfound hape inst

againg
tential roadmap for the

uptcy court in the

broad-based disclosures of previous confidential and highly private trading information, and = o
avoidance of such unusual — and possibly damaging - disclosures. ’ P

Northwest Airlines revisited

Our March 28 article discussed the Northwest Airiines opinions at length. in short, the 1 A

” - , ankri
determined that the relatively obscure Bankruptoy rufe 2018 required the members of an ad L;g?;ﬁ;:ﬁi?dthat case
including several hedge funds, to (i} make fairly extensive cisclosures of trading information prevfous;e o ’eﬁs committee,
-secret and corfidential commercial information and (i) without the protection of a seat, ' Y guarded as trade

"Don't mess with Texas"

In January 2007, the particularly combative Chapter 11 case of Scolig Pacific ot

Disputes were long-running even before the case began betwesn the debtohticnsz{gf22%(;32”?832???2 \gas f‘?id in Texas.
investors, environmentatlists and government entities on the other, In the midst of this, and gefore the i:i f: & and _
on the Nerthwest Airlines decisions, the debtor In Scopac attem pted to use the decésiéns against a gro ?d barely dried
notenolders {"Noteholder Group"), comprised mainly of hedge funds who hold more than 95 Dercen?ofutg ines

amount of the notes at issue ("Notes"). The debtor impugnred the funds for eXErcising what it claimed Were principal
aggressive tactics, allegedly threatening its prospects for reorganization, while being cloaked in secrec g overly

the bankruptcy court to apply rule 2019 and the Northwest Alrlines precedent to bar the Neteheolder Groyﬁ .?opac woed
participation in the case until they made extensive disclosures related to their investment. This time howg o uther
bankruptey court in Texas refused o cause the funds to disclose anything further. , ver. the

Northwest Airlines distinguished

Unlike the multipage Northwest Airfines decisions, the Scopac court's determination was sh ;
, 0 ol ;

order, the Scopac court ruled that the Noteholder Group (i) was no g committee within the mZaanr;r?gt%ftE:ﬁl pg’g;g'” s t’.gj’ef

was, therefore, not subject to its disclosure requirements. While the basis for the Scopac decision i e and (i)

; ; . . : ‘ ) 'S noi apparent from th
face of the court's order, its underiying logic can be gleaned from a revie ' o &
debtor's motion. Y g w of the Notehclder Group's objections to the

The Scopac roadmap

The Noteholder Group's objections opened by chaltenging the separate components of rule 2019, T
Rule required (i) a "committee " (if) "representing more than one creditor” to make certain di ‘
copy of {iii}) "the instrument” (iv) "whereby the ... committee ... is SMDPOWeTed to act on beha
Group's retort was that it (i} was not a "committee,” (i) did not represent "any creditors. (i)
was nof "empowered to act" on behalf of any creditor group. '

hey noted that the
sclosures and to provide a

# of creditors.” The Notehoider
had no "instrument” and {iv)

The Scopac court was convinced the Group was nof 2 commitiee as the ruls i

Group began by pointing to definitions of a "commitiee” in both g legat ang noiﬂg;:’,ncﬁt'elfha?drziiﬁ&EZ; gotﬁhoéder
short under either definition. instead, they argued that, at most, they were g group of individual membars wh Fereanie!
and spoke for no one other than themsefves. In short, the Group was comnosed of individual creditors who ‘?) repr-esente:d
Joir in or drop off as they chose, (i) did not participate in any fiduciary capacity nor sought to spaak on beha(fi‘ O";g:ygsg o

else and (i) shunned such committee formalities as being bound by a set of by-faws.
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hile it is impossible from its order to know exaclly what factors iead _to’me Sfx’p_ac COUr’s decision that the
W" ‘oemtmitteee for purposes of rule 2070 disclosures, the Group’s objectiong highlight a num
%ucr;rd in Northwest Airlines that provide something of a roadmap arourid the harsher result

‘ i i everal public filings and slatements made earlier
Farst‘_the S_copac Note‘holoieargserg;fg ggiggeg{)t?%gotiatepwith the Group because i did not represent the noteholders as a whole,
underst_oos {and had wmﬁ d or operated pursuant to any by-laws. Procedural rules, agreements or any other “instruments " Third, #
Second, the Group it anqensus decision” of the Group members was net binding on any individual member an members were
was undersiood that any C?h . Group at any time. Fourih, the &d hoc Gommitiee in Norhwes Airlines, unfike the Group in Scopac, was
free to:drop out of or rféjgm e:’]bers helding only 27 percent of the airline's stock Ut sought nonetheless to act gngd negotiate for
tchomQr:;ejso;ﬁ;g:;geg;; a whole, in a represeniative or fiduciary Capacity. The Norwest Alrlines ad hoc committes actively soughs 1o
€ air ‘
be an official commitiee.

by the debtor that suggested it

‘ i tire, where members of the ad hoc Commitiee hald g "significant
se Involved & more complex capital struc : . ‘ o ' 7ol ,
Marsover, th%ﬁj?fh\;;ﬁt{;atoetheir stock interests that the court thare found might "raise questions of divided loyalties " Finally, whije
amoum;}f det zg'u‘nabeﬁfeved disciogure would serve an impartant pubiic purpose of providing information to the substantiaf majority of
éizgeigfdusz who were not actually members of the ad hoc committee that sought to speak on thei

their behalf, the Scopac Notshoider
G members were already a substantial majority of the noteholders, and they indicated they i {Want 1o know detais of
roup me ar
individual members noldings. . Olwa o & detaiis of the

The Scopac decision significance

o isast, provided hedge funds (an ever-more prevalent player in Cha
The Scopac decrlfﬂ;fhians ' Ztngrz[Viriéii?;rpposmen to the broad based ruling of Northwest Airfinas. Thi
lgvestment' com ;vedyThg debaté is clearly very much alive and courts are free to adopt sither the Nort
.d;sc!i‘osure is reisfot v -so chose. The distinctions hightighted by the S;o;:ac NO‘EQhOIder Group obj
0 other cases, how;ver provide something of a roadmap for other distressed investors to think
n?cacn?zrinnrgrtatesez group gr'mnre formal ad hoc or official committee, especiaily if toncerned aboyt
o] de e .

of%revious!y private trading information.

Pter 11 cases), and the

$ does not mean the issue of
hwest or Scopac cass decision
ections from the Northwest Airfines ad
carefuily about when tontemplating
the risk of compailed public disciosures

On another front

) . . : " ot S& {0 go S0 far as o become g member of an officially apnointed Chapter 11 case

Whaﬁ about those ruf}ndcsf anié?;:;zrssﬁij:;gg rece?m allegations about a unit of Britain's Barclays PLC pravide 2 note of caution

creditors comm\tte? ‘t‘ Jgrzz‘o:w and corraspanding fiduclary responsibiiity . A tawsyis fled in New Yark inlate March by a former

ahout comémftte_e pir acgp , ;é s US distressed-debt trading desk highlig hted aliegations that have been the subject of g three-year

investment analf‘it or oa ri'e;’ and Exchange Commission. The aliegations sudgest Barclays gained and ysed non-public information

';V@S;F?fzf'ojgiﬁﬁ’ng%fae;{irr 11 creditor commitiees that were a source of information With the potential 10 be used for dept trading,
acfive

thyereby b.\;/eaking insider-trading rules.

i i icipation resulting in insider-
The lawsuit allegations suggest purposetul cormmittes particip O

trading potentials contrary to, among other
things, fiduciary obligations. It also discloses the practice, avan in the bankruptey arena, of uifizing “Big Boy" letters {with financiatly
ngs, i it

ot i istressed debt or equity therein acknow!edgmg thalt the inside{ seller they are buying from may haye Be0ess to
sophlsfticated Duubsﬁr?n?cfar?wsattr;ﬁ but they are walving any claims agains} {he' insider ansing out of the sale). in this instance, however i is
g;iztgeéﬁtsgtnt}ge claimed use of such Jetiers to insulate the Barclays frade Simply never ocourred.

ismi lyst's lawsuit thallenging varioys of his al

relays moved fo dismiss the former ana yst! _ A
gfosotla:e:e;tcl)mf\?er ityhas brought o light some of the pot.entsai perils for investors who on the o
di:trresieﬁ compah;es while also trading their debt or equity — these days a mush more comm

legations and his own role at
ne hand haveloaned money tp
an practice than in the past,




