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THE SEC’S ROLE IN PUBLIC COMPANY 
BANKRUPTCY CASES WHERE THERE IS A 
SIGNIFICANT ENFORCEMENT INTEREST

By Alistaire Bambach and Samuel R. Maizel*

INTRODUCTION
The United States Securities and Exchange Commission (“SEC”) pro-

tects investors and maintains the integrity of the securities markets
through its role as the protector of the interests of public investors. Courts
have long recognized the unique and important role of the SEC in public
companies during their bankruptcy proceedings.1 In addition, Congress
has expressly recognized the role of the SEC by providing that it has a
right to be heard “on any issue” in a bankruptcy case, although it limited
that right by restricting its ability to appeal from adverse decisions.2 This
role has traditionally focused on reviewing disclosure and reorganization
plan-related issues and resolving issues surrounding the issuance of pub-
lic securities by emerging debtors. In cases where the SEC has an enforce-
ment interest, its role is much more heightened, and debtors in such cases
frequently find themselves subject to greater scrutiny.

Since 2000, the SEC has become a much more active participant in the
bankruptcy courts of America. In “mega-cases” such as Enron and
Worldcom, the SEC has emerged as an important party in interest. This
article discusses the role of the SEC in various stages of a bankruptcy
case, including a discussion of some of the common issues raised by the
SEC or other parties related to the SEC’s involvement.

*Ms. Bambach is anAssistant Regional Director for the United States Securities and
Exchange Commission (“SEC”) and Chief Bankruptcy Counsel for its Division of Enforce-
ment, resident in its New York office. Ms. Bambach was the lead bankruptcy counsel for
the SEC on Worldcom, Peregrine, Robert E. Brennan and the Enron case. She can be
reached via email at BambachA@sec.gov. Mr. Maizel is a shareholder with the firm of
Pachulski, Stang, Ziehl, Young, Jones & Weintraub, P.C. (“PSZYJW”), resident in its Los
Angeles office. His practice includes bankruptcy matters and financial restructuring in and
out of court. He recently served as an examiner in the Metropolitan Mortgage and Securi-
ties case pursuant to a motion brought by the SEC. He can be reached via email at smai-
zel@pszyjw.com. The views expressed herein are the personal views of the authors and do
not necessarily reflect the views of any of their clients. As a matter of policy, the SEC dis-
claims responsibility for any private publication or statement by any of its employees. The
views expressed herein do not necessarily represent the views of the United States, the
SEC, or its staff. See 17 C.F.R. 200.735-4(e).
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THE SEC’S ROLE IN THE EARLY STAGES OF THE CASE
In the early stages of a bankruptcy case, the SEC staff and its attorneys

will assess whether public investors are fairly represented in bankruptcy
case. In some cases the SEC will assist the Office of the U.S. Trustee
(“UST”) in the selection of creditors to sit on the official committee of
unsecured creditors to ensure that public bondholders are adequately
represented. In all cases of interest to the SEC, the SEC’s financial ana-
lysts will evaluate the debtor’s financial condition to ensure that it is via-
ble on a going forward basis. The SEC staff attorneys will review the
composition of the creditors’ committee and the likelihood that public
investors will have any opportunity to receive a distribution from the
estate. If there is some possibility of such a distribution, the SEC will
determine whether an equity committee should be formed,3 and make a
recommendation to the UST.

In the initial stages of a bankruptcy case, professionals will be retained
by the debtors and creditors’ committees. The SEC staff attorneys will
review the employment applications of proposed securities counsel and
bankruptcy professionals to spot conflicts of interest with victims and or
security holders. For example, in In re First Jersey Securities, Inc.,4 the
SEC appealed a bankruptcy court decision approving the employment of
a law firm as counsel to the debtor. The law firm was potentially subject
to an adversary proceeding to recover a preferential transfer because it
was paid prepetition for services to the debtor through the transfer of
$450,000 worth of restricted securities from the debtor—$250,000 on
account of its prepetition bills and $200,000 as a retainer for postpetition
services. The law firm sold the stock for $250,000 and then waived the
balance of the outstanding bill. The debtor then filed its petition and
sought to retain the law firm as general bankruptcy counsel. The Third
Circuit held that because the law firm had possibly received a preferen-
tial payment, it had an actual conflict of interest and could not be
retained as debtor’s counsel.5

If special committees are appointed, the SEC staff attorneys will evalu-
ate whether there are conflicts of interest with special committees and
their counsel and make appropriate recommendations to the UST.

During the bankruptcy case, the SEC continues to respond to investor
inquiries, which in large cases can be a daunting task.

SEC ENFORCEMENT ACTIONS, THE IMPOSITION OF 
PENALTIES AND DISGORGEMENT, AND THE 
BANKRUPTCY CASE

Throughout the bankruptcy case, the SEC staff will work to ensure
that any pending enforcement cases proceed smoothly as SEC enforce-
ment actions are not stayed in bankruptcy. As most bankruptcy attor-
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neys know well, the commencement or continuation of an action against
the debtor that was or could have been commenced prior to the filing is
not stayed if such action is brought by a governmental unit to enforce its
police or regulatory powers.6 Moreover, the enforcement of a judgment,
other than money judgment, issued in furtherance of police or regulatory
powers is not stayed.7 A primary purpose of this exception to the auto-
matic stay is “to prevent the proceedings of Bankruptcy Courts from
impeding governmental exercise of police and regulatory powers.”8 This
exception to the automatic stay applies to the SEC’s request for mone-
tary as well as injunctive relief. Accordingly, if the SEC is suing a debtor
to prevent or stop violation of securities fraud laws, or exercising similar
police or regulatory laws, or attempting to fix damages for violation of
such law, the action or proceeding is not stayed under the automatic stay.
Pursuant to the exception to the automatic stay, the SEC may also freeze
a debtor’s assets, appoint an equity receiver, and restrain property trans-
fers in furtherance of its regulatory powers.9

Throughout a bankruptcy case, SEC staff attorneys will coordinate
with the debtor’s bankruptcy counsel and securities counsel to ensure
that all normal SEC obligations will be fulfilled and that the bankruptcy
case progresses in a way viewed as consistent with the public interest.
The goal of the SEC staff with regard to its participation in bankruptcy
cases is always for the protection of the integrity of the bankruptcy pro-
cess for victims and for security holders to ensure transparency of the
debtors’ operations during the bankruptcy case.

In cases where the SEC concludes that it will have a right to payment
on behalf of the investors, the SEC will file protective proofs of claim for
disgorgement of ill gotten gains, a civil money penalty, or both. These
claims must be liquidated in the enforcement action in the district
court.10 The disgorgement remedy is an equitable remedy available only
to the SEC that looks at the pecuniary gain to the defendant resulting
from the defendant’s conduct (it is not a measure of compensatory dam-
ages). By contrast, a penalty is calculated as either the amount of the
pecuniary gain to the defendant resulting from the defendant’s conduct
or as a set “per violation” dollar amount multiplied by the number of vio-
lations of the federal securities laws (which violations may result from
fraud, books and records violations, or violations of other provisions of
the federal securities laws which have no connection to the purchase or
sale of a security).

Under section 21(d)(3) of the Exchange Act, civil penalties are calculated
at a set dollar amount per violation or “the gross amount of pecuniary gain
to [the] defendant as a result of the violation.”11 For a corporation, the dol-
lar amount of the “per violation” penalty from can range from $0 to
$600,000, depending upon the egregiousness of the conduct.12 Penalties
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under the Securities Act of 1933 are calculated in a similar manner.13 Fur-
thermore, penalties can be assessed for violations of “any provision of” the
federal securities laws and not just for securities fraud.14 Penalties are not
calculated as a measure of compensatory damage.

Disgorgement, by contrast, is an equitable remedy for violations of the
federal securities laws.15 It is measured by the amount of ill-gotten gain
obtained by the defendant as a result of the defendant’s fraudulent con-
duct. Like penalties, disgorgement is not calculated as a measure of com-
pensatory damage.16 As stated by the Second Circuit, the primary
purpose of disgorgement is to deter violations of the securities laws, not
to compensate investor losses. Indeed, there is no legal requirement that
disgorged funds be distributed to injured investors at all.

The primary purpose of disgorgement orders is to deter violations of the
securities laws by depriving violators of their ill-gotten gains. . . . The
deterrent effect of an SEC enforcement action would be greatly under-
mined if securities law violators were not required to disgorge illicit prof-
its. Although disgorged funds may often go to compensate securities
fraud victims for their losses, such compensation is a distinctly secondary
goal. Thus, the measure of disgorgement need not be tied to the losses
suffered by defrauded investors . . . and a district court may order dis-
gorgement regardless of whether the disgorged funds will be paid to such
investors as restitution.17

In the case of corporate bad actors, such claims are general unsecured
claims that are treated pari-passu with the claims of other general, unse-
cured creditors. Additionally, section 308(a) of the Sarbanes-Oxley Act18

provides the SEC authority to pay monies recovered from penalties to
the defrauded investors rather than depositing it with U.S. Treasury.
Under the Sabanes-Oxley Act, the SEC must first petition the district
court presiding over an SEC action for authority to invoke the fair funds
provision and the district court must approve the request.19

There has been considerable controversy among members of the
bankruptcy bar based on a concern that the use of section 308(a) of the
Sabanes-Oxley Act arguably is inconsistent with the Bankruptcy Code’s
priority rules. Some creditors have argued that the Bankruptcy Code
does or should prevent the SEC from distributing the proceeds of its
bankruptcy claim to defrauded securities holders because that would
pay those creditors when senior creditors are not paid in full. However,
there is nothing unique about a governmental entity using its recovery to
pay out-of-the-money claimants (i.e., criminal restitution claims, claims
for abandoned property). The district court in the Worldcom case, faced
with the issue of whether Section 308(a) conflicts with the Bankruptcy
Code’s priority scheme, held that it did not:
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Under the bankruptcy laws, the Commission’s penalty claim is treated as
simply another claim by one of many unsecured creditors, a group that,
under the plan of reorganization presently pending before Judge Gonzalez,
will generally recover about one-third of every dollar claimed. . . .
As for section 308(a), while it gives the Commission the opportunity to pay
any penalty it recovers to the shareholder victims rather than to the U.S.
Treasury, a penalty that was premised primarily on that basis might argu-
ably run afoul of the provisions of the Bankruptcy Code that subordinate
shareholder claims below all others. As a general rule, defrauded share-
holders cannot expect to recover one penny in bankruptcy; and nothing in
section 308(a) suggests that Congress intended to give shareholders a
greater priority in bankruptcy than they previously enjoyed.
This is not to say, however, that the Commission cannot give its penalty
recovery to the shareholders, as section 308(a) so laudably prescribes, or
that it cannot take some account of shareholder loss in formulating the size
and nature of its penalty: for while the securities laws limit the size of the
penalty to the amount that the company has gained from its fraud (an
amount here estimated at between ten and seventeen billion dollars), that
does not mean that the Commission cannot rationally take account of
shareholder loss as a relevant factor in determining the size of the penalty
up to that limit. What the Commission may not do, at least in a case in
which the company is in bankruptcy, is determine the size of the penalty
primarily on the basis of how much shareholder loss will thereby be recom-
pensed, for this would not only be adverse to the priorities established
under the bankruptcy laws but also would run contrary to the primary pur-
poses of S.E.C. fraud penalties themselves.20

Thus the one published decision on point makes clear that the SEC’s
goal of returning money to defrauded investors trumps those concerns
about bankruptcy priorities.

In the instance of individuals who are bad actors, unlike corporations,
the SEC can and frequently does move to have the debts declared non-
dischargeable as a debt obtained by fraud pursuant to section
523(a)(2)(A) of the Bankruptcy Code.21 For example, in the bankruptcy
case of Robert E. Brennan, the SEC dealt with a bankruptcy filed by Mr.
Brennan and the SEC obtained a $75 million judgment against him for
stock fraud. Mr. Brennan then filed bankruptcy to avoid paying the judg-
ment and spent the next few years trying to hide assets from the SEC,
state regulators, and the bankruptcy trustee.22 The SEC ultimately dis-
tributed over $20 million to Brennan’s victims.

Similarly, in the bankruptcy case of Paul Bilzerian,23 the SEC sought
to enforce a $32 million disgorgement order by having it held nondis-
chargeable in the bankruptcy case. After Mr. Bilzerian was convicted of
securities fraud, the SEC brought a civil proceeding to compel him to
disgorge his illegal profits. This proceeding resulted in a disgorgement
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order in the amount of $32 million. After that judgment was affirmed on
appeal, Mr. Bilzerian filed a bankruptcy petition. The SEC commenced
an adversary proceeding, arguing that the disgorgement judgment was
nondischargeable as a debt for money “obtained by fraud.” The SEC
then moved for summary judgment arguing that Mr. Bilzerian was col-
laterally estopped from relitigating the issues resolved by his criminal
and civil proceedings. The bankruptcy court found that the SEC had not
established that investors relied on Mr. Bilzerian’s fraudulent state-
ments, one of the required elements for finding that a debt is nondis-
chargeable, and granted summary judgment in favor of Mr. Bilzerian. On
appeal, the district court reversed, holding that the SEC’s arguments in
the prior federal court proceeding established that the market relied on
Mr. Bilzerian’s representations and that that reliance was justified. The
United States Court of Appeals for the Eleventh Circuit affirmed the dis-
trict court, holding that all the elements of actual fraud had been estab-
lished in the prior proceedings.24

Although the SEC may have a receiver in place, and designate the
receiver to be the recipient of funds obtained through disgorgement pro-
ceedings, that does not affect its right to recover disgorgement funds
from individuals pursuant to section 532(a)(2)(A). For example, in In re
Cross,25 the SEC sought to enforce a $6.6 million disgorgement judgment
in bankruptcy. However, the disgorgement order directed the payment to
an SEC receiver, rather than to the SEC. The SEC filed an adversary
proceeding to have the debt declared nondischargeable, but the bank-
ruptcy court held that the SEC lacked standing because the order
directed payment to the receiver rather than the SEC. On appeal, the
Bankruptcy Appellate Panel for the Ninth Circuit reversed, holding that
“as the chief enforcer of the securities laws, the [SEC] should not have to
depend upon the Receiver to enforce its judgments” and that “designat-
ing the Receiver as the depository was merely a procedural step done for
administrative convenience.”26

One interesting issue is the reach of section 546(e) of the Bankruptcy
Code.27 Section 546(e) shields “settlement payments” made “by or to”
participants in the securities clearance and settlement system, including
financial institutions, from liability under fraudulent conveyance laws.
Rather, such transfers can only be recovered pursuant to section
548(a)(1) of the Bankruptcy Code,28 which requires a showing that the
transfer to be avoided was made (1) with actual intent to defraud credi-
tors; and (2) within one year prior to filing the bankruptcy petition. The
SEC has argued that leveraged buyout payments to shareholders made
by a company prior to its entering bankruptcy are not subject to recov-
ery pursuant to section 546(e).29
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Sometimes parties seek to enjoin the SEC through settlements with
third parties. For example, in In re Home Theater Products International,
Inc.,30 the debtor moved to approve a settlement between the estate and
the debtor’s principal, which settlement, among other things, purported
to enjoin the SEC, pursuant to section 105 of the Bankruptcy Code31

from pursuing its claims against the principal, arguing that such a suit
would interfere with the administration of the estate. The court agreed
with the SEC’s position.

Sometimes debtors will seek to subordinate the SEC’s claim under sec-
tion 510(b) of the Bankruptcy Code. Section 510(b) mandates subordina-
tion of “a claim arising from rescission of a purchase or sale of a security
of the debtor . . . [or] for damages arising from the purchase or sale of
such a security.”32 However, the SEC regularly argues that section 510(b)
cannot apply to an SEC disgorgement claim for two reasons. As dis-
cussed above, the SEC disgorgement remedy is equitable in nature. It is
not a damages claim and it does not serve a compensatory purpose.
Rather, its primary purpose is to deter violations of the federal securities
laws by depriving the wrongdoer of its ill-gotten gains. In fact, the SEC’s
ability to seek disgorgement derives from its statutory authority to seek
injunctive, not monetary, relief.33

Second, the SEC claim is an independent claim brought by the SEC in
its own name and right pursuant to the statutory authority granted it in
section 21 of the Exchange Act and Section 20 of the Securities Act to
enforce the federal securities laws in the public interest. Although the
SEC may exercise its discretion to ask the district court to permit it to
distribute the proceeds of its claim to victims of fraud, the SEC is not
legally obligated to do so and it does not stand in anyone else’s shoes
when it is asserting its claim. Thus the SEC argues that the SEC simply
cannot be equated with a private plaintiff in a securities fraud action.

The Ninth Circuit has explicitly rejected the argument that an SEC
disgorgement award is similar to a private plaintiff ’s damages award.34

The court explained the difference between an SEC enforcement action
and a private securities action:

Unlike a private litigant, the Commission does not sue under section 10(b).
Rather, the Commission has express authority to enforce section 10(b) and
the other provisions of the 1934 Act pursuant to section 21 of that Act[35]. . .
. Private damages actions focus narrowly on how much the individual lost
as a result of the illegal conduct and whether that injury can be reasonably
quantified. In contract, the Commission sues as part of its statutory man-
date to enforce the federal securities laws. As such, civil enforcement
actions promote economic and social policies independent of the claims of
individual investors. The fact that disgorgement involves money does not
change the nature of the remedy.. . . The theory behind the remedy is deter-
rence and not compensation. . . . Indeed, a district court may grant the Com-
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mission’s request for disgorgement even where no injured investors can be
identified.36

The court went on:

When the Commission sues to enforce the securities laws, it vindicates
public rights and furthers the public interest. . . . The entire purpose and
thrust of a Commission enforcement action is to expeditiously safeguard
the public interest by enjoining securities violations. The claims asserted in
such an action stem from, and are colored by, the intense public interest in
Commission enforcement of these laws. . . . Disgorgement plays a central
role in the enforcement of the securities laws. . . . By deterring violations of
the securities laws, disgorgement actions further the Commission’s public
policy mission of protecting investors and safeguarding the integrity of the
markets. Although the Commission at times may use the disgorged proceeds to
compensate injured investors, this does not detract from the public nature of
Commission enforcement actions: the touchstone remains the fact that public
policies are served and the public interest is advanced by the litigation.37

The Ninth Circuit’s analysis of the SEC’s disgorgement remedy is con-
sistent with that of the Second Circuit and other circuits: An SEC dis-
gorgement claim is not akin to a damages claim and does not depend in
any way on victim losses.38

THE SEC’S ROLE VIS-À-VIS THE OFFICE OF THE U.S. TRUSTEE
During the bankruptcy case, the SEC will continuously coordinate

with UST to evaluate whether appointment of an examiner or trustee is
warranted. However, in addition to these traditional bankruptcy reme-
dies for lack of trust in management, the SEC has other options. The
SEC will evaluate whether an SEC fiduciary is necessary after bank-
ruptcy filing. These “fiduciaries” can include an SEC receiver, a corpo-
rate monitor, or any other fiduciary provided for under federal securities
laws. As part of this evaluation for publicly traded companies, the SEC
staff attorneys work closely with the UST in determining whether trad-
ing procedures are fair and comport with the federal securities laws. In
the Federated Department stores case the SEC submitted the seminal
brief which outlines the type of information which must be in place for
financial institutions to trade securities while a member of an official
committee.39 During the case, the SEC staff will also analyze the debtor’s
schedules of financial affairs and monthly operating reports in order to
determine the extent of financial malfeasance, review creditor lists to
determine whether other bad actors are asserting claims against the
estate, and require the debtor to disclose in motions all material financial
information that impacts creditors and equity holders.
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The SEC staff will also determine whether further enforcement action
is appropriate if a public company debtor is delinquent in its public fil-
ings with the SEC.

THE SEC’S ROLE DURING THE BANKRUPTCY CASE
During the bankruptcy case, the SEC staff will also continuously

review the debtor’s transactions with its current and former employees.
Included in this process is a careful scrutiny of any proposed key
employee retention plans, bonuses which purport to be in the ordinary
course of business, as well as the normal compensation for those key
employees. The fairness of any proposed employee and executive reten-
tion plans and bonus payments is of significant concern to the SEC, par-
ticularly where potential “bad acts” continue to be employed.

During the course of a bankruptcy case, it is not uncommon for SEC
staff attorneys to meet with the debtor’s management to try and evaluate
whether the debtor’s board of directors can fairly represent interests of
creditors and security holders. In an effort to identify potential sources of
recovery for investors, the SEC staff will review the terms of officers and
directors insurance policies and identify covered parties. The SEC staff
will also try to determine whether potential “bad actors” received prefer-
ences and/or fraudulent conveyances from the debtor, which could be
recovered. If such transfers are identified, the SEC will review the cast of
debtors and committees to ensure that there is a party to bring prefer-
ence/fraudulent conveyance actions on behalf of the estate.

In some cases, the SEC may actually have to intervene on behalf of
investors against overly aggressive bankruptcy trustees or other parties.
For example, in the case of the Churchill Group, an investment firm that
filed for bankruptcy in 1997, the SEC dealt with a Ponzi scheme which
resulted in losses of more than $20 million to investors. The trustee
appointed by the bankruptcy court filed a fraudulent conveyance action
against the victims demanding the return of any monies paid to them by
the debtor, in an effort to make sure that all victims received a pro-rata
distribution of any monies available to reimburse investors. The SEC, in
an effort to avoid further hardship for investors, tried to get the trustee
to withdraw its lawsuit.40 Ultimately, the SEC used its regulatory powers
to cause a liquidation under the Securities Investor Protection Act of
1970,41 and victims were able to recover millions of dollars.

THE SEC’S ROLE VIS-À-VIS EXAMINERS
In many cases of recent vintage, including Enron and Metropolitan

Mortgage and Securities, the SEC has moved pursuant to its statutory
authority under section 1109 of the Bankruptcy Code to have an exam-
iner appointed by the UST. If the decision is made that an examiner is
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appropriate, the SEC staff attorneys will coordinate with the appropriate
UST and other interested parties in describing the scope of the examin-
ers’ powers. This is especially important with regard to avoiding duplica-
tion if there is a special committee and/or an SEC receiver extant. The
SEC will also assist the UST in selecting appropriate candidates to serve
as an examiner. This frequently involves the SEC interviewing prospec-
tive candidates, providing information on securities law experience, and
other relevant factors to the UST. After the examiner is appointed, the
SEC will coordinate with the examiner and/or his or her counsel and
accountants to ensure that the work is appropriate and efficient. One
important decision for the SEC is determining the extent to which access
to SEC files or documents should be granted to the examiner and his or
her professionals. The factors considered by the SEC in this determina-
tion can include: the communality of interest shared by the examiner
and the SEC, confidentiality concerns, and the goal of expediting law
enforcement. If SEC documents or information is provided to the exam-
iner, the SEC may request the examiner enter into a confidentiality
agreement, the scope of which can vary from case to case. The SEC will
likely seek to provide input to the examiner and the bankruptcy court
into the timing of the examiner’s reports, to ensure the SEC has appro-
priate access to examiner’s findings. Finally, if practicable, the SEC staff
will coordinate with the examiner so that release of the report does not
jeopardize the SEC’s filing of any enforcement cases.

SEC PENALTIES AND OTHER REMEDIES
During the bankruptcy case, an important decision for the SEC is

whether penalties and disgorgement are appropriate against the com-
pany. The SEC staff has consistently taken the position that its claims for
penalties and disgorgement should not be subordinated in a chapter 11
reorganization case. However, many factors must be considered in mak-
ing a decision to pursue disgorgement and penalties. For example, the
SEC staff must decide whether the company’s conduct justifies a puni-
tive remedy, i.e., a penalty, and whether the company was unjustly
enriched as a result of the securities fraud, which would suggest the
need for a disgorgement order. If the SEC concludes the response to
either of these questions is yes, then the SEC will conduct an analysis to
decide the scope of those remedies, considering the following factors:

• Does the company’s financial condition allow any recovery for
equity holders and victims on a straight line (absolute priority)
basis?

• Are bad actors recovering as creditors in the case?
• What are the relative recoveries of creditor classes if a penalty

or disgorgement is imposed?
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• What is the composition of the creditor body and the timing of
claims?

• Would a class action or other litigation against third parties
yield a favorable recovery to victims?

• Were insurance proceeds available for victims?
• What other risks, such as the debtor’s inability to confirm a

plan of reorganization, the company’s failure to meet business
projections, etc. . . are extant?

THE SEC’S ROLE IN THE PLAN CONFIRMATION PROCESS
In every case, the SEC staff attorney will review the proposed plan of

reorganization and disclosure statement to ensure that the general dis-
closure of material information is adequate. If necessary, the SEC will
object to any illegal plan provisions such as third party releases and issu-
ance of securities that violate federal securities laws and/or the Bank-
ruptcy Code. For example, in many cases the SEC has objected to
reorganization plans that attempted to obtain a release from liability for
certain of the debtors’ officers, directors, and other related persons argu-
ing that the release of nondebtor third parties was beyond the discharge
of liability provided for debtors in section 524(e) of the Bankruptcy Code.

The release of third parties from liability is significant to investors and
therefore to the SEC because in many cases debtors seek to use the
chapter 11 process to protect officers and directors from personal liabil-
ity for various kinds of claims, including liability under the federal secu-
rities laws.42

Another issue raised by the SEC is whether a debtor’s plan proposes to
offer notes for sale to the public that were not covered by the exemptions
from registration in sections 364(f) or 1145(a) of the Bankruptcy Code. Sec-
tion 364 of the Bankruptcy Code provides (1) statutory authority for a
trustee or debtor-in-possession to obtain credit during the case, and (2) an
exemption from registration for certain debt securities issued pursuant to
section 364(f). Section 1145(a) of the Bankruptcy Code allows a limited
exemption from registration for offerings made by a debtor pursuant to a
plan of reorganization for securities that are issued in exchange for prepe-
tition claims and interests or in satisfaction of a postpetition administra-
tive claim. This exemption was intended to facilitate the reorganization
process by allowing debtors to raise working capital funds during the
chapter 11 case or to settle claims of creditors at plan confirmation.

An example of a case where the SEC raised this argument is In re Trade
Tech American, Inc.,43 where the debtor proposed to fund its postpetition
operations through the issuance and sale to the public of up to $5.5 million
in unsecured certificates of indebtedness. Although the certificates stated
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that they were not convertible, supporting document showed that, as an
administrative claim, they might have been convertible into new common
stock of the reorganized entity. The SEC took the position that the offering
did not qualify for an exemption from registration under sections 364(f) or
1145(a) of the Bankruptcy Code because (1) the notes were, in effect, con-
vertible into common stock of the reorganized entity; and (2) the primary
purpose of the note offering was to provide funding for the reorganized
entity’s operations after plan confirmation.

The SEC argued that (1) section 364, which is limited to debt securities,
was not applicable because the certificates were to be marketed as
equity securities; and (2) section 364, which provides for obtaining credit
for administrative expenses of the estate during reorganization, was not
applicable to financing for operations after the plan has been confirmed.
In this case, substantially all of the offering proceeds were to be used by
the reorganized debtor after confirmation of the plan. The SEC also
argued that the section 1145(a) exemption cannot be used to raise new
capital to fund a reorganization plan because this provision only allows a
limited exemption from registration for offerings made by a debtor pur-
suant to a plan of reorganization for securities that are issued in
exchange for prepetition claims and interests or in satisfaction of a post-
petition administrative claim. The debtor subsequently withdrew its
reorganization plan before the court ruled on the matter.

In some cases, the SEC objects to a debtor’s reorganization plan
because it provides for trafficking in a public company corporate shell.44

Plans to which the SEC will object typically provide for the sale of all the
company’s assets, including the residual public shell corporation, in
order to fund limited cash payments to creditors in release and dis-
charge of their claims. In objecting to these plans of reorganization, the
SEC argues that they violate section 1141(d)(3) of the Bankruptcy Code,
which provides that a corporate debtor cannot obtain a discharge if it
has liquidated all or substantially all of its assets and does not engage in
business after confirmation. The SEC argues that the purpose of this
provision is to avoid trafficking in publicly traded corporate shells as an
abuse of the chapter 11 process.

In some cases, the SEC objects to a provision of the debtors’ plans that
proposed the issuance of new unregistered securities to raise capital to
fund the plans, unless the proponents make a substantial showing that
the value of the interests being exchanged exceeds the value of the fresh
capital being raised.45 Typically, debtors rely on the exemption from reg-
istration in section 1145 of the Bankruptcy Code, which provides an
exemption from the registration requirements of the federal securities
laws for securities issued principally in exchange for a claim against, or
interest in, the debtor, and partly for cash or property. The SEC argues
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that debtors should only use section 1145 as an exemption from registra-
tion for a transaction aimed at satisfying existing obligations and inter-
ests and not as a means for avoiding the registration requirements when
raising fresh capital. Thus the SEC argues that in order for the rights
offerings to fall within the section 1145 exemption, the value of the inter-
ests tendered must be greater than the amount required to be contrib-
uted by interest holders receiving postreorganization common stock
under the plans.

Finally, the SEC will review the plan to confirm that payment of the
SEC’s claims is provided for in the plan.

SIGNIFICANT RECENT CASES DEMONSTRATING SEC’S ROLE

Enron Corporation46

In the Enron case, the SEC was a very active party in interest.
The SEC appeared early in the case and objected to the continued

retention of various officers. For example, the SEC objected to the
employment of a Chief Executive Officer, who the debtor proposed to
retain postpetition, as an independent contractor, without any fiduciary
duty to estate, with the promise of a $5 million success fee approved up
front, and who was given the ability to negotiate a plan with current and
or former clients and or investors.47 The SEC’s position was that the pur-
ported retention provided no accountability by the executive. Ultimately,
the contract was restructured to make certain that appropriate fiduciary
duties were assumed.

The SEC also objected to a proposed key employee retention program
which enabled unnamed key employees to keep large bonuses and
waived preference claims against them.48 The proposed retention plan
would have provided more than $130 million in incentive payments to
more than 1,200 “key” employees. The SEC objected on the basis that
the names and exact amounts to be paid to each person were not dis-
closed and that the public interest required that parties to any fraud
should not be included.

The SEC joined in the motion filed by some creditors for the appoint-
ment of an examiner49 and played an integral role in crafting the order
appointing the examiner and describing the scope of his duties, as well as
participating in the exhaustive search for a suitable examiner.50 Inherent
in this was the SEC’s evaluation that a trustee would not be necessary in
the case if the examiner’s role was adequately defined. Once the order
regarding the appointment of an examiner was settled, the SEC assisted
with selection of the examiner and, after his selection, coordinated closely
throughout the examination with the examiner and his professionals.
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During this case, the SEC moved to protect an $8 million settlement
payment from Michael Kopper from litigation by creditors’ committee.51

Here the SEC obtained a judgment from Kopper, a former Enron execu-
tive, as part of a plea bargain. The creditors’ committee filed a suit, ask-
ing that the disposition of the money be decided by the bankruptcy court
hearing Enron’s bankruptcy case. The creditors argued that the money,
which was allegedly stolen from Enron, should be repaid to the estate
and distributed along with all the other assets according to the Bank-
ruptcy Code. The SEC argued that the matter should have been heard in
the appropriate court where the matter was pending, rather than the
bankruptcy court. The matter was settled and Enron’s defrauded bond-
holders were permitted to make claims against the Kopper monies.

Also during the case, the SEC continuously evaluated the structure of
proposed third party settlements, always giving adequate consideration
to the bankruptcy process. For example, two members of the original
creditors’ committee settled SEC actions against them for their role in
structuring illegal Enron transactions.

Finally, during this bankruptcy case, the SEC filed a proof of claim
which it ultimately withdrew because Enron was liquidated and the SEC
had collected hundreds of millions of dollars in its enforcement cases
against financial institutions that were, allegedly, part of Enron’s fraud.

WorldCom52

The Worldcom bankruptcy case involved one of the largest accounting
fraud cases in American history. The amounts realized by Worldcom
because of its fraud were estimated at between $10 and $17 billion.
Losses to shareholders were estimated at more than $200 billion. In addi-
tion to the bankruptcy case, there were class action cases filed by inves-
tors, criminal cases brought against former officers and directors,53 and
an enforcement action brought by the SEC.

In the enforcement action, the SEC moved for the appointment of a
corporate monitor. Worldcom’s management was receptive to the
appointment and worked closely with Richard Breeden, after he was
selected. The role of the corporate monitor, who is still in place, is to
work with management. As part of his mandate from the district court,
the corporate monitor had veto power over all extraordinary corporate
expenditures including the professional fees of Worldcom’s bankruptcy
attorneys, investment bankers, and restructuring experts.

The SEC staff continuously reviewed Worldcom’s financial condition
throughout the case, including evaluating creditor recoveries with or
without an SEC penalty, assessing potential recoveries from third par-
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ties, analyzing Worldcom’s business plan for ongoing operations, and
reviewing sources of available funding to pay for an SEC claim.

The SEC filed an unliquidated claim in the Worldcom case. In the end,
the SEC entered into a settlement which called for a penalty of $2.25 bil-
lion, which resulted in the SEC obtaining $500 million in cash plus $250
million in stock in the reorganized debtor (known as MCI) as a penalty
settlement. The SEC was also able to structure a plan for victim compen-
sation. This settlement was approved by both the bankruptcy and dis-
trict courts.54

In determining the penalty to be paid by Worldcom, the SEC carefully
considered the government’s power to compel the liquidation of the com-
pany. Worldcom’s competitors, including Verizon and AT&T, urged that
the SEC do so, arguing that Worldcom should not benefit from its malfea-
sance. However, the SEC decided that Worldcom had made enough
progress in its efforts to change its corporate culture and dismiss wrong-
doers and that causing the liquidation of the company, with the impact on
more than 50,000 employees and thousands of investors, was inappropri-
ate and unnecessary and it decided not to block the reorganization sales.

The SEC was also an active participant in Worldcom’s plan process.
SEC staff attorneys reviewed objections by creditors to consolidation of
the various debtors’ assets and liabilities for the purpose of assessing the
impact on the SEC settlement. In the end, the SEC was able to ensure
that Worldcom’s plan provided adequate funding for the SEC settlement
and left Worldcom money to reorganize.

Peregrine Systems, Inc.55

In the Peregrine case, the SEC immediately reviewed the debtor’s
operations and then met with the debtors’ new management, creditors’
committee, and the debtor’s financial advisors.

The SEC filed an unliquidated proof of claim for disgorgement and
penalties to recover the proceeds of fraudulent securities offerings.

During the plan confirmation process, the SEC evaluated recoveries to
victims of securities fraud under various financial projections and
assessed whether the debtor’s financial projections were realistic. Dur-
ing the course of a highly contentious dispute between the debtors and
the creditors’ committee, the SEC provided input in mediation, partici-
pated in valuation hearings dealing with competing reorganization
plans, and assessed the likely recoveries on third party claims under the
two plans.56

A review of the debtor’s internal controls was conducted during the
case to ensure that ongoing securities fraud was not occurring, and the
SEC ultimately determined that because the proposed plan provided
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substantial value to the victims of securities fraud, who were primarily
bondholders, imposition of a penalty and/or disgorgement was not war-
ranted. However, as a condition to not opposing the confirmation of the
plan, the SEC required the debtor to retain an accounting consultant to
ensure that the fraud would not be repeated.57

CONCLUSION
The SEC has a statutory role to represent and defend the rights of

defrauded investors in bankruptcy cases. In recent cases such as Enron
and Worldcom, the SEC has shown that it will be an active participant in
the chapter 11 process. This role is certainly likely to increase in the
future as the SEC pursues its goal of protecting public investors.
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