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Bankruptcy litigation cases are on the rise. In such situations, legal expertise and efficiency
is paramount to resolve disputes between creditors, bondholders, investors and other
stakeholders. But in cross-border cases, issues tend to be more complex and the potential
pitfalls even greater.  »
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Sprayregen: What have been the biggest differences in
litigation trends this year compared to last year? Are you
seeing disputes arise in any areas of the market where pre-
viously litigation was rare?

Strochak: The rapid recovery in some segments of the capi-
tal markets has made the bankruptcy courts the focus of dis-
tressed M&A activity and takeover litigation. We have seen an
increasing trend of litigation relating to corporate governance,
including derivative claims and challenges to the decision-
making of boards of directors in connection with distressed
M&A transactions and other Chapter 11 transactions. Purchas-
ers and potential purchasers are playing a greater role in the
Chapter 11 process and there has been an increase in litiga-
tion by disgruntled bidders challenging transactions. Another
development in this cycle is the involvement of the federal
government in so many cases, particularly in the automobile
and banking industries. State and local taxing authorities are
also vigorously litigating to protect their treasuries.

Lawniczak: In my view, both long-term trends and a short-
term trend in bankruptcy litigation have continued into this
year. The first long-term trend relates to continued increased
litigation as to officer and director liability, for both pre and
post-petition actions. The second long-term trend is a con-
tinuation of increasing litigation of constructive fraudulent
transfers. Every pre-petition sale of business assets is closely
scrutinised and many more cases are now being brought chal-
lenging such sales as constructively fraudulent because of a
too-favourable purchase price for the buyer. This is leading
many buyers who are considering acquiring assets from fi-
nancially challenged companies to insist on section 363 sales,
which completely obviates the fraudulent transfer risk. The
short-term trend that began last year and is continuing into
this year is that economic analyses of the potential net recov-
ery in litigation is looked at with much greater intensity. In
these more challenging economic times, both parties and at-
torneys are very conscious of the need to be sure that value is
being added.

Durrer: We are seeing two major and growing trends in
bankruptcy litigation. First, there has been an increase in
avoidance actions, particularly targeting lenders and creditor
groups. Second, we have noted a marked increase in valuation
controversies.

Lemke: The most significant increase we have seen is fraud
litigation. Of course, there are the famous or infamous cases,
such as Madoff and WexTrust. But there has been a dramatic
increase in what might be called ‘plain vanilla bank fraud’
— where the borrower simply lied to the bank about revenues,
assets, liabilities, collateral, or a combination of these. The in-
crease in fraud claims appears to be the result of three primary
factors. First, there are a lot of dishonest people out there who
are very good at being cheats. Second, the competitive lend-
ing environment of previous years opened the doors wide for
these folks to ply their trade. And third, as Warren Buffett
said, ‘only when the tide goes out do you discover who’s been
swimming naked’. Mr Buffett may not have been referring
only to bank frauds, but it is because the credit tide went out
that many of these frauds were exposed. There simply were
no more patsies available to provide more money to cover up
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the prior acts. The increase in fraud claims has also resulted in
an increase in civil conspiracy claims and avoidance actions
related to the fraudulent schemes. Not only are the perpetra-
tors being pursued directly for the fraudulent conduct, but so
are those who may have benefited from it, whether knowingly
or even unwittingly in some instances.

Sherwood: With the increase of balance sheet restructurings
over the last 18 months, the litigated issues have adapted to
this trend. These cases are driven in large part by the senior
lenders, so the conduct of the senior lenders will be subject
to a very high level of scrutiny. The Tousa case out of Florida
should be a warning to pre-petition lender groups that transac-
tions on the eve of insolvency will be closely examined by the
unsecured creditors. The common theme in many of the bal-
ance sheet restructurings is that the creditor groups below the
senior debt are out of the money so valuation is being litigated
more now than in the past. It is hard to believe that a com-
pany that at one time, for example, supported $750m of senior
and subordinated debt, is now worth $100m or thereabouts.
The junior creditor classes are keenly focused on valuation in
these circumstances.

Ratner: Depending on who you speak to, the current bank-
ruptcy cycle started as far back as 2007. Whether that is the
exact case or not, certainly by mid to late 2008 most profes-
sionals would agree we were officially in a bankruptcy cycle.
The deeper into the cycle we go, the more bankruptcy litiga-
tion is evident. Litigation is often held out to be dealt with
at a later point in the case. In fact, certain types of litigation
claims, such as preference claims and other types of claims,
are often dealt with as part of a plan confirmation process.
For example, certain litigation is held for the plan administra-
tor or liquidating trustee to deal with. So based on this com-
mon practice, by definition, increases in litigation occur as we
work through the cycle.

Sprayregen: What developments have you seen in litiga-
tion involving directors and officers, and their responsi-
bilities related to insolvency?

Sherwood: The economy being what it is, creditors seem
more willing to accept that the cause of business failure is
something other than gross mismanagement by directors and
officers. This is especially true in the retail and manufactur-
ing sectors where everyone is aware of the market conditions.
Thus, we have not seen an increase in litigation involving di-
rectors and officers based on neglect of their responsibilities
leading to insolvency. This may also be due to the fact that
directors and officers of troubled companies are seeking and
getting better advice when things go bad. The exceptions are
in the financial sector where directors and officers are paid to
evaluate market risk and have failed to do so, and in circum-
stances involving the restatement of a company’s financials.
There, claims based on breach of the duty of care are being
widely investigated.

Lawniczak: There has been an increase in both the review of
pre and post-petition officer and director actions that is now
undertaken and the amount of litigation actually brought chal-
lenging such actions. This trend is continuing to accelerate de-
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idea of liability for deepening insolvency and the concept of
duty to creditors when in the zone of insolvency. It has gotten
to the point where officer and director actions are closely ex-
amined in essentially every case I know of. Insurance issues,
especially the availability of insurance on directors and offi-
cers cases, have become more important than ever. I have seen
an ERISA case brought by a Chapter 7 trustee, even though
the Chapter 7 estate would not be benefited by any recovery.

Ratner: During this go around it is almost becoming standard
practice to file some type of litigation against officers and di-
rectors associated with losses during the period leading up to
the bankruptcy. These cases can get complex as damages ex-
perts try to determine losses resulting from ‘continuing to op-
erate beyond the point that the company was solvent’ or ‘tak-
ing on additional debt when the company should have been
liquidated’. These cases are complex for a myriad of reasons,
not the least of which is the appropriate method to calculate
damages and how to express the losses.

Strochak: The action — and inaction — of boards is coming un-
der closer scrutiny, particularly during the Chapter 11 process.
There are more challenges to settlements and board decisions
to pursue litigation aggressively or settle are being contested
in connection with approval of Chapter 11 plans that incorpo-
rate settlements. One development is derivative actions and
shareholder lawsuits attacking the decision-making of direc-
tors in Chapter 11, raising complex questions at the intersec-
tion of the automatic stay and corporate governance. In Gen-
eral Growth, for example, a shareholder filed a post-petition
lawsuit seeking to require the board to sell the company; the
bankruptcy court concluded this action was subject to the au-
tomatic stay. In Washington Mutual, shareholders dissatisfied
with the proposed plan of reorganisation filed suit to compel
a shareholders’ meeting and an election to try and replace the
board; the court there found the stay inapplicable.

Lemke: At least in situations where the company is a Dela-
ware corporation, the trend towards litigation against directors
and officers, and their responsibilities related to insolvency,
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appears to be on the down swing. It has eroded steadily over
the last couple of years, and with some of the recent deci-
sions that have come out of Delaware, including the Dela-
ware Bankruptcy Courts, the concept of suing a director or
officer for deepening insolvency is basically dead. Deepening
insolvency is not recognised as a separate cause of action or
independent basis for establishing a breach of fiduciary duty.
It can, however, still be considered as part of a damages cal-
culation, but that only becomes relevant if there has been an
independent breach of the duty of care or loyalty. In addition,
the case law appears to have evolved that a director or offi-
cer owes no different duties if the company is insolvent or in
the ‘zone of insolvency’; their duties are still the duty of due
care and loyalty. And they are still entitled to the benefit of
the business judgment rule. The difference — once a company
becomes insolvent — is that creditors, as well as shareholders,
may have standing to bring derivative actions against an of-
ficer and director for breach of fiduciary duty.

Sprayregen: What trends have you seen in litigation dis-
putes arising from actual or suspected fraud at investment
funds? What are the key issues in these cases?

Ratner: Litigation in Ponzi and investment fraud cases is al-
ways interesting. As we saw in the Madoff case, the public
has a hard time understanding how victims of fraud can be
sued after the fact as part of the wind down process. The dif-
ficulty in these cases is often finding sources of recovery since
many of the victims just don’t have any money left, even if
they got out earlier. We have seen an increase in litigation
against auditors, law firms, administrators, banks, business
valuation firms — who performed annual NAV valuations for
hedge funds — and other professional service providers asso-
ciated with these investment funds. Almost any professional
who was perceived to have a duty of care associated with the
investment fund can find itself as a defendant.

Sherwood: The principals at the investment funds have ar-
gued that losses have been incurred due to unforeseeable but
legitimate economic forces. The reality is that, in many cases,
these funds had the wherewithal to identify problems with in-
vestment strategies earlier in the process and failed to do so
for reasons that may not have been legitimate. It is essential in
these matters for the creditors to conduct a full forensic inves-
tigation that is adequately funded. A recent trend has been the
appointment of an examiner to investigate pre-petition con-
duct such as in Lehman. It makes sense in some of the more
complex fund restructurings to allow an examiner to take the
lead on the fraud investigation and then let the financial par-
ties-in-interest base their litigation strategy on the examiner’s
findings.

Strochak: There are two distinct sides of the litigation story in
Ponzi scheme cases: clawback claims against the ‘haves’ who
took money out of phony investment funds and reimburse-
ment claims against the defunct funds and intermediaries by
the ‘have nots’ who invested far more than they ever took out.
One challenge of the clawback litigation is the international
nature of the problem. The ease of moving capital around the
globe means many of these defendants are not based in the US
and this presents jurisdictional obstacles to suing them in US
courts and practical problems in enforcing judgments. Reim
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bursement claims asserted by investors in the Madoff funds
have resulted in wide-ranging litigation. One key issue is how
to calculate investors’ losses for purposes of determining their
pro rata distributions from the assets recovered by the trustee.
The bankruptcy court recently concluded in the Madoff case
the net asset value of investor accounts should be determined
based on the actual amounts invested, less money withdrawn.
The court rejected an alternative method that would have val-
ued the account based on the last account statement, recog-
nising that the information reported in these statements was
fictitious. The decision is on appeal.

Sprayregen: Have complex financing packages and capital
structures led to more intercreditor disputes in the bank-
ruptcy process? Are these issues difficult to resolve?

Lawniczak: Many years ago, participants in intercreditor
agreements were either banks or insurance companies that
had originally signed up for the loans. In almost every case, in
my experience, any disputes among them were resolved with-
out public disagreement and certainly without litigation. This
started to change in the 1980s, and that change has accelerated
noticeably. A prime example of a group that could not agree
on what to do was the Chrysler secured bank debt group. I
think the fact that there is more variety in the participants in
such agreements and the fact that many of the participants
have bought in after the original loan is a greater factor in the
fact that there are more public disagreements than the fact that
financings are more complex.

Durrer: Market pressures, combined with more complex cap-
ital structures, have definitely led to more litigation, particu-
larly involving intercreditor disputes. More specifically, the
volatile market, absence of rescue financing and the absence
of market transactions, which experts would typically look to
in the valuation of distressed companies, have created uncer-
tainty in the anticipated distribution of value among constitu-
encies of a troubled enterprise. In addition, many enterprises
now may have several layers of secured debt, plus mezzanine
financing, not to mention layers of high yield debt, all lead-
ing to a cast of players in a downgraded credit with different
interests and goals. These two factors combined have led to
increased sparring over valuation as well as how a company
should be restructured.

Lemke: The availability of easier funding in the years lead-
ing up to the current credit crisis resulted in loans being made
without the usual covenants, sometimes referred to as ‘cov-
enant light’ terms. In addition, there was a significant increase
in second lien lending with intercreditor agreements becoming
commonplace. Many of the intercreditor agreements contain
provisions whereby the second lien holder purportedly waives
a number of its rights, including some basic rights in the bank-
ruptcy process. For example, a typical intercreditor agreement
might call for the junior lien holder to waive its right to seek
adequate protection, object to the use of cash collateral, or
object to DIP financing. All of these waivers seemed like good
ideas at the time when everyone believed there would never
be a day of reckoning. Unfortunately, that day has arrived and
now the second lien creditors do not want to go quietly into
the night. As a result, they are looking for ways to challenge
the enforceability of the waiver. Without a lot of case law to
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guide the parties or the courts, all of these factors have led to
more intercreditor disputes in the bankruptcy process. Over
the past couple of years, many non-traditional lenders have
entered the market. These lenders, such as hedge funds, have
different investment strategies than traditional bank lenders.
So where there are traditional and non-traditional lenders in
the same case — or even the same credit — a fair amount of
jockeying can occur. The relative ease by which positions in
a particular credit can be traded is also fertile ground for dis-
putes. Creditors can and often do trade in and out of positions
in a credit throughout a default. Because of the active trading,
this means not all of the creditors at any one time will have the
same amount of investment in the game; this can result in seri-
ous disputes among and between creditors when a restructure
that sounds good to one group does not meet another group’s
investment objective. This also results in high frustration for
the debtor due to its inability to achieve consensus.

Ratner: The complexity in the capital structure has certainly
led to complex, after-the-fact disputes between different cred-
itor groups. Some of the agreements are so complex, and the
drafters are not at the table today, that litigators and bank-
ruptcy attorneys are left interpreting agreements that may not
have ever been tested by a fall out. So many real estate loans
made during the boom were multi-bank participation agree-
ments. During a workout it is not unusual these days for one
of the creditor participants in a loan to be going through their
own work out. We have seen this situation in a number of
large credits.

Strochak: Although few have worked their way into court,
there are intercreditor disputes lurking in commercial mort-
gage-backed securities. Typical CMBS structures have mul-
tiple layers of holders and when asset values decline, the
interests of the so-called B-note holders may not align with
others. The servicers of CMBS loans will have to balance
these competing interests and we are likely to see disputes as
commercial real estate restructurings work their way through
the courts. To date, many of these disputes have been averted
as the most common restructuring of these obligations has
been to amend and extend the existing loans.

»



Sherwood: One question is whether a subordinated credi-
tor group can participate on a creditors’ committee that takes
action that is arguably prohibited by a subordination agree-
ment. In one case last year, the senior lender group threatened
litigation against the junior creditors because they served on
a creditors’ committee, which objected to the DIP financing
proposal and a pre-negotiated Chapter 11 plan. The senior
creditors had a very low opinion of the value of the business
and proposed a deal where they would get paid approximately
80 cents on the dollar and subordinated creditors would get
nothing. The subordinated creditors took the risk of being ac-
cused of breaching their duties and responsibilities under the
intercreditor agreement by challenging the plan. Ultimately,
in an alternative transaction, the senior secured debt came out
at par and there was substantial value left on the table for the
junior note holders and the other unsecured creditors.

Sprayregen: Has volatility in the markets led to an in-
crease in valuation litigation? If so, what constituencies
are driving this trend?

Lemke: Volatility in the market should lead to more valuation
disputes. In many instances there are no longer reliable com-
parables to even help determine market value, or the market
for a particular piece of collateral, such as intellectual prop-
erty, may be non-existent. This uncertainty provides an ability
for under-secured creditors, unsecured creditors, and equity
holders to challenge any restructuring that may put them out
of the money.

Lawniczak: Valuation litigation is risky due to the subjective
nature of the topic. In section 363 and other sales, although
valuation could be a major issue, it is almost always taken off
the table by use of public sales and putting the question to any
objector to a sale on value, whether they would be willing to
actually pay more, with real money. In my experience, other
valuation issues have generally been resolved, and I have not
seen any difference approach in recent times. Valuation issues
are critical to section 548 and state law fraudulent transfer
cases, but they have always been critical and have to be ad-
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dressed in each such case.

Strochak: Valuation is a cornerstone issue in many bankrupt-
cies, but we have not observed any increase in the frequen-
cy of valuation disputes that end up getting litigated. What
the volatility has caused, however, is much debate about the
proper valuation methodologies in circumstances where there
are no trades in the marketplace. This has been a particular
issue in commercial real estate restructurings. We went from
a period of very robust activity and frothy valuations in 2005-
2007 to a full stop in the fall of 2008, and even now there are
only limited transactions, so valuation work has relied more
heavily on discounted cash flow analysis than on comparable
transactions.

Durrer: Subordinate holders, often entering a troubled credit
through the secondary market, have been more aggressive in
pursuing the appointment of multiples creditor committees
and even equity committees, to prosecute valuation fights
with the company’s own resources. Some groups have even
funded these valuation litigations with their own money.

Ratner: The volatility in the market has added some inter-
esting wrinkles to the process for business valuation experts.
When forming a valuation opinion, the appraiser now has to
consider how the volatility in the market might have affected
his sample of transactions or the results from his comparable
companies. For example, if the valuation date of the project
just happens to be at a date when stock prices were temporar-
ily down 10 percent or 15 percent but recovered a mere 30
days after the valuation date and the appraiser does not con-
sider the stock price volatility, it is possible that he allowed
sudden stock price changes to overly affect his opinion.

Sherwood: We have seen a sharp increase in valuation litiga-
tion, particularly where there are assets that are unencumbered
by the senior lenders’ liens or where there may be value over
and above the claims of the secured classes. The volatility in
the markets has certainly contributed to these disputes espe-
cially in industries where there are reasonable grounds for
disagreement as to where the market is headed. This trend is
driven at the outset by the debtor’s management who, after ex-
tensive efforts to refinance and restructure have failed, reach
the conclusion that the value of the business does not support
the debt structure. At that point, they often decide on a course
of action that is not popular with the subordinated notes and
unsecured creditors and the valuation litigation follows.

Sprayregen: Many examiners have been appointed in re-
cent US bankruptcy cases. What impact has this had on
litigation issues?

Durrer: Our sense is that the growing number of examiner
appointments is more of an effect of the increase in litigation
in bankruptcy cases and less of a cause. The root causes re-
main the volatility of markets, the corresponding difficulty in
ascertaining value and the various levels of constituencies in
a company’s capital structure.

Lemke: In many instances, the examiners and their findings
have been effective road maps to allow the trustee or commit-

tee to pursue litigation against the parties who were the fo
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cus of the examiner’s investigation. Similarly, an examiner’s
report can be the basis for the appointment of a Chapter 11
trustee.

Ratner: The use of examiners seems to increase the volume
of litigation as their work often is used in litigation by others.
In some cases, this reduces the cost of future litigation but
in other cases it makes it easier for various parties to pursue
litigation since they can make reasoned arguments and allega-
tions based on the examiners’ findings with no or little new
work. In these cases, there is increased cost to the estate from
defending claims, which ultimately might reduce recovery to
certain parties but increase recoveries to plaintiffs. All in all,
the use of examiners as fact finders does add to the transpar-
ency in the system.

Sherwood: We have seen requests for examiners by junior
creditor groups where the senior lenders and debtors have
concluded that there is little, if any, value in the claims at the
subordinated debt levels. Where the junior creditors cannot
assert their position effectively through the use of the credi-
tors’ committee, an examiner is a viable option for them. Ex-
aminers can also be charged with responsibility to investigate
fraud or other prepetition misconduct that could give rise to
causes of action. The standard for the appointment of an ex-
aminer in cases where unsecured funded debt exceeds $5m is
usually easy to meet, the notable exception being the recent
decision of the bankruptcy court in the WaMu case, which
denied the appointment of an examiner.

Strochak: There are two levels to this question: litigation
over the appointment of an examiner and litigation that re-
sults from an examiner’s investigation. On the first, the courts
are taking a harder look at the statute and the trend appears to
be an interpretation that gives bankruptcy judges discretion in
denying appointment of an examiner, or limiting the scope of
the examination, when appointment is sought by litigants for
tactical purposes. This issue is now on appeal in the Washing-
ton Mutual case. Where examiners are appointed, the result
is more frequent establishment of litigation trusts to pursue
claims for the benefit of creditors.

Sprayregen: Can you describe how the cross-border na-
ture of many large bankruptcy cases (such as Lehman,
Readers Digest, Nortel and Japan Airlines) affects the liti-
gation process?

Ratner: Cost, cost, cost, and more cost. These cases can be
fascinating but they are expensive. In some instances just de-
termining what court to pursue a matter in can take on a life
of its own. As a fiduciary, there is the added challenge that
your powers will not be ‘recognised’ equally in each jurisdic-
tion, which can cause some interesting challenges. Ultimately,
when there is enough money at stake, these situations can be
very interesting.

Strochak: Cross-border cases require enormous coordination
and planning and you have to build in extra time for this. In
the US courts, a litigant can file a motion and in many cases
get a hearing and a decision within a month. In cross-border
cases, coordination with foreign administrators, liquidators
and trustees takes much longer. In some proceedings, deci-
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sions of foreign tribunals are gating issues for the resolution of
disputes in the US, or vice versa. For example, in the Lehman
Brothers case the US debtor is a guarantor on debts of subsid-
iaries in foreign proceedings. Because liability on the primary
obligation will be determined in the foreign proceeding, the
US debtor has an interest in participating in the foreign case
and resolution of the guarantee claim must await the conclu-
sion of proceedings on the primary claim.

Durrer: A cross-border scenario further complicates what is
already complex litigation, often in ways that are difficult to
predict. For example, one needs to contend with the differ-
ent substantive restructuring rules and protocols of foreign
insolvency regimes, the different players — including offshore
trustees and creditors — and different timetables.

Sherwood: There is no question that parties are trying to use
cross-border cases to impact the litigation process to their
benefit. We have seen efforts by insolvent companies to shut
down claims against directors and officers in Chapter 15 cases
where the laws outside of the US — such as Canadian law — may
be more favourable to that type of relief. This leads to litiga-
tion at the recognition stage over whether the claims against
the directors and officers in the US should be enjoined. In this
litigation, the proponent of the relief seeks to impose the law
of the foreign jurisdiction on US creditors through the bank-
ruptcy court. Then there are situations where the US-based
debtor tries to impact litigation abroad by extending the reach
of American bankruptcy law, the automatic stay, to creditors
seeking relief against non-debtor foreign subsidiaries.

Sprayregen: Have you seen judges in multiple jurisdic-
tions in cross-border cases working more or less closely
together this year?

Sherwood: Quebecor and Nortel are examples of cases where
the judges worked very well together, managing both the re-
structuring and related litigation issues. In those cases and
most others, the courts are generally moving towards the same
objective and the disputes that arise are resolved with defer-
ence and rationality. In the Lehman case, however, we have
seen some problems with the establishment of the cross-bor- »



der protocol but this seems to be due to the size and complex-
ity of that case as opposed to anything else.

Lawniczak: My prior experience was that the judges have in
the past worked closely and well together, at least as to juris-
dictions that are commonly involved together — for example,
Canada, the UK and the US.

Strochak: Cross-border insolvency procedures are working
effectively. Courts and counsel have become more accus-
tomed to the procedures of Chapter 15 of the Code. It has
become increasingly common for judges in cross-border cases
to hold joint hearings. This occurred in the SemGroup case
and the procedure worked smoothly, with judges in both the
US and Canadian proceedings holding a joint hearing at con-
firmation.

Ratner: Coordination of courts and lawyers in the same coun-
try can be difficult enough. When taking it to the next level, for
instance multi-jurisdictional level, it gets tough to predict.

Durrer: One cannot rely on the potential for cooperation
among judges in different cross-border insolvencies. For ex-
ample, there is little cooperation, if any, between Chapter 11
cases in the US and an insolvency in Japan.

Sprayregen: What general advice would you give to par-
ties involved in bankruptcy litigation in today’s climate?
What basic considerations and preparations should they
make before proceeding?

Lemke: Litigation in general has become much more expen-
sive and, in many situations, the stakes are much higher, as
there is a great deal more money involved. The same holds
true in bankruptcy litigation. Therefore, it should be used as
a last resort in most instances, though it can certainly be used
as a tool to work towards a consensual resolution. Regardless
of why it is used, the parties should be aware of the fact that
litigation is expensive, time consuming, and very disruptive
to the businesses involved. Moreover, at least in bankruptcy
cases, the litigation is likely to move fast. This means you

Litigation in general has become much
more expensive and, in many situations,
the stakes are much higher, as there is
a great deal more money involved. The
same holds true in bankruptcy litigation.

DAVID E. LEMKE
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need your case fairly well developed before you even start
the litigation because you will not have much time to con-
duct discovery once the litigation is commenced. And any
discovery that is conducted must be very focused — there is
no time to cast broad nets and hope to develop your case over
months or years of litigation. Moreover, you need to have a
very good idea of what you really want to accomplish when
you initiate the litigation, and what concessions you might
make and will need the other side to make in order to resolve
the dispute. Finally, and maybe most importantly, the parties
need experienced lawyers, as well as financial advisers and
other anticipated expert witnesses on board before litigation
is commenced.

Strochak: Parties need to move quickly, so mapping out the
litigation strategy, retaining experts, and doing the leg work
in advance is critical. Volatility in the markets, along with the
2005 amendments to the Code limiting the exclusive period
for filing a plan of reorganisation to 18 months, is speeding up
Chapter 11 cases and no one — judges included — wants to miss
the market while the parties spend months or years litigating.
The trend toward the use of section 363 sales to effectuate
the sale of a deeply troubled business (Chrysler and General
Motors are examples) means that litigants must be prepared
at the very beginning of a Chapter 11 case to litigate aggres-
sively and, if they lose, to seek a stay pending appeal in order
to preserve appellate remedies.

Ratner: Bankruptcy litigation can be time consuming, expen-
sive and uncertain. The same advice that plaintiffs and defen-
dants get when considering general litigation is appropriate
here. Consider the probability of success. Consider the time
and cost involved. Get references from other parties prior to
selecting counsel. Try to settle the matter if you can. Consider
the pros and cons of pursuing a matter. In some situations you
may even need to ‘turn off” prior litigation after determining
that the cost benefit analysis done by a prior decision maker
was outdated or relied on faulty assumptions.

Durrer: Before embarking on any significant litigation it is
important to understand the time and company resources that
the litigation will consume and what outcome the litigation
may realistically bring. In other words, it is important to un-
derstand that the ultimate outcome of litigation may not match
the preferred business outcome desired by the company. Ne-
gotiation is always the best method of resolving a dispute, and
mediation may be a way to achieve that outcome.

Sherwood: Since valuation is an inexact science and it is more
difficult now than ever to predict where the markets are going
in the future, parties that rush to firm conclusions on valuation
sooner than necessary are bound to end up in litigation. Where
possible, valuation conclusions should be based on something
more than an abbreviated sale process — expert reports, market
studies and robust sale efforts form a good basis for valuation.
To avoid litigation, it is worthwhile to consider offering the
parties negatively impacted by the restructured balance sheet
some participation in the ‘upside’ to the extent that the valua-
tion proves to be too conservative.

Lawniczak: It is critical that suppliers ensure that they keep
and have access to transaction histories, particularly so that
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they can defend preference cases. With many corporate merg-
ers and restructurings going on, it is important that the parties
to such restructurings ensure the continued ability to access
prior records. In addition, often companies update their oper-
ating systems. When they do so, they need to be sure that they
can still access prior records. Knowing as much as you can
about your opponent is critical. Litigators should take the time
to find out all they can about their opponent and what they are
trying to accomplish. What is the financial status of the other
side? What are their goals? Who are their constituencies? Al-
most all bankruptcy litigation is settled and this knowledge
is critical to that process. Defendants should quickly explore
the possibility of settlement. If that can be done fairly and
quickly, the party will come out ahead. If it cannot be done
quickly and there are multiple defendants involved in litiga-
tion with a liquidation trust or other trustee, then it might be
best to try and have your case come up at the end of the pro-
cess if possible.

Sprayregen: Do you see opportunities for efficiently re-
solving bankruptcy litigation through mediation, arbitra-
tion or other dispute resolution mechanisms in the current
cycle?

Lawniczak: Yes, and the more complex and sophisticated
the issues subject to the litigation are, the more likely me-
diation in particular is likely to be effective. We had a very
complex, multi-party fraudulent transfer litigation, and me-
diation was probably the only way to reach global resolution
of all the issues and all the cases. It does, of course, depend
on the reputation and ability of the mediator. For the process
to work, the mediator needs to have a top-notch reputation
with all the parties and that reputation needs to be justified.
There has recently been several separate instances where
mediation has been ordered by the bankruptcy courts as to
a series of mostly simple preference cases. My experience
is that mediation in those instances is less helpful, although
the cost of mediation often compels settlement prior to the
scheduled mediation.

Sherwood: Mediation seems to be the most common ADR
format in US bankruptcies and its use should continue. Most
bankruptcy litigation involves significant risk and expense
and since most cases ultimately settle, it is better to get into
mediation sooner rather than later. A good mediator can help
bring the parties’ expectations to reasonable levels and ulti-
mately get them to a settlement range that is workable.

Lemke: Alternative dispute resolution will be used more and
more during the current cycle. First, most parties have been
involved in one form or another of alternative dispute reso-
lution so the concept is not new. In addition, there are a lot
of factors that can come together in the bankruptcy context
that make mediation attractive. The case law may not be well
developed on the issue at hand. The stakes are high for both
sides. Litigation is increasingly expensive and distracting to
the businesses involved. The bankruptcy courts want the cases
to move along so there is little time to engage in lengthy liti-
gation. Finally, the issues are really business issues — without
a lot of human emotion — being decided by experienced busi-
ness people, lawyers, and financial advisers. These factors
create a perfect storm for mediation to work.
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There has recently been several
separate instances where mediation
has been ordered by the bankruptcy
courts as to a series of mostly simple
preference cases. My experience

is that mediation in those instances
is less helpful, although the cost of
mediation often compels settlement
prior to the scheduled mediation.

JAMES M. LAWNICZAK

Durrer: Mediation can be a very effective and efficient tool
for resolving litigation from several perspectives. First, it is
inexpensive. Second, it is less time consuming than litigation.
Third, it involves a third party neutral who can help the parties
focus on the key issues and risks. Lastly, and most important,
it allows the parties to achieve a resolution of disputes that
would often transcend the best outcome they might achieve
following litigation, which is better for all parties, particularly
in an insolvency situation.

Ratner: The use of mediation to resolve bankruptcy disputes
appears to have become a common practice. It can be very
efficient and is a great tool to get people back to the table, es-
pecially when lines of communication have become frozen. A
good mediator can really focus parties on getting the dispute
behind them and getting on with bigger issues. Mediation can
be successful in the bankruptcy process — it could be that the
whole bankruptcy process and bankruptcy claims process is
more deal-oriented and for that reason it might be better suited
for mediation than traditional litigation.

Strochak: Arbitration does not have much utility for disputes
that relate to the core restructuring work in a Chapter 11 case
— they move too slowly and don’t provide opportunity for par-
ticipation by the many constituencies that may have a stake in
the dispute. Mediation can facilitate the resolution of disputes,
but the results are very mixed and the key variable is the skill,
tact and stature of the mediator. Mediation also works better
in bilateral disputes than in multilateral ones. The current eco-
nomic cycle doesn’t seem to be changing the game for alter-
native dispute resolution. If anything, the addition of several
bankruptcy judges in key jurisdictions such as New York and
Delaware since the last economic downturn has relieved some
of the pressure of very busy dockets. B



