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The current economic recession has, not surprisingly, led to a significant downturn in the
domestic gaming industry. During 2008, revenue growth in the U.S. gaming industry
turned negative for the first time in four years. Data for the first quarter of 2009 indicate
that the monthly gaming revenues of casinos in Las Vegas and Atlantic City declined
more than 15% as compared to the first quarter of last year.1 Public gaming company
stock prices are down more than 80% on average, and many gaming companies have
postponed or canceled development projects. Industry analysts have predicted that a
“meaningful recovery” in the gaming industry is “unlikely until 2010.”2

In light of current market conditions, gaming companies are developing and imple-
menting strategies to meet their debt obligations and rehabilitate ailing operations.
Additionally, potential investors may view the declining market as a buying opportunity.
The first half of this article examines available strategies for gaming companies facing
insolvency or a liquidity shortage. The second half of this article, which will run in the next
issue of the Restructuring Review, will detail how potential buyers can acquire a gaming
asset in bankruptcy, paying particular attention to the asset sale provisions of section 363
of the Bankruptcy Code. 

Out of Court Solutions for Distressed Companies

It is often preferable for a distressed company to resolve financial issues with its various
creditor constituencies without filing for bankruptcy. A filing involves significant costs and
uncertainty, and brings unwanted publicity and additional legal issues to resolve.
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Understanding non-bankruptcy options is thus
essential to navigating the out-of-court process.

Debt Exchanges 

Several U.S. gaming companies have recently
considered or sponsored debt exchange offers.
If structured properly, debt exchanges can ben-
efit both corporate issuers and their notehold-
ers. For example, during the past five months
Harrah’s Entertainment, Inc. (“Harrah’s”) com-
pleted two separate debt-for-debt exchange
offers under which classes of outstanding unse-
cured notes were exchanged by Harrah’s at a
discount for new secured notes. Through these
exchange offers, Harrah’s reduced its outstand-
ing corporate debt by approximately $2 billion.3

In addition, the exchange offers allowed Harrah’s
to retire notes expiring in 2010 and 2011 in
exchange for new notes maturing in 2015 and
2018.4

From the noteholders’ perspective, exchange
offers are attractive because eligible partici-
pants typically improve their collateral position
by swapping unsecured debt for new secured
debt. Noteholders also often receive significant
interest rate increases. From the company’s
perspective, exchange offers allow a company
to de-lever and postpone near-term maturities
until the company and the market stabilize. 

Although the potential to reduce outstanding
debt and extend maturity dates makes debt
exchanges an attractive option for gaming com-
panies, it is important to note several limitations
on this out-of-court strategy. First, restructuring
companies cannot guarantee bondholder par-
ticipation in an exchange offer. For example,
Station Casinos, Inc., which operates 18 casinos
in the Las Vegas area, was forced to terminate
a debt-for-debt exchange offer in December
2008 due to lack of participation.5 In addition,
the creation of additional secured debt under
exchange offers often encumbers previously
unencumbered assets, or in the case of the

Harrah’s exchanges, creates second priority
liens that reduce the company’s “equity cush-
ion” on previously encumbered assets. Although
this may seem costless at the time of restruc-
turing, it can prove detrimental in a future bank-
ruptcy. The foregone equity cushion could have
provided secured creditors with adequate pro-
tection for the use of cash collateral under sec-
tion 363 of the Bankruptcy Code or in the con-
text of obtaining debtor-in-possession financ-
ing. Creating new secured debt also increases
the number of parties that must receive “fair
and equitable” treatment under the terms of any
reorganization plan.6

Selected Asset Sales

Gaming companies attempting to de-lever or
generate cash may also engage in strategic
asset sales. For instance, MGM Mirage recently
sold the Treasure Island Hotel & Casino for
$500 million in cash and $275 in short term
secured notes.7 It has since announced that it
plans to sell additional assets in Michigan and
Mississippi to further boost liquidity.8

From the company’s perspective, asset sales
offer immediate cash and may increase lender
confidence with respect to the company’s abili-
ty to comply with the terms of existing credit
agreements. However, these sales also diminish
future revenue streams. The MGM Mirage facili-
ties currently for sale in Michigan and
Mississippi have “produced steady revenue in
an otherwise slumping market.”9 Selling at the
bottom of the market therefore may be a short-
sighted fix to long-term viability issues.
Furthermore, the current constrained credit
markets, coupled with state licensing require-
ments for operators of gaming facilities (which
will be examined in the next issue of the
Restructuring Review), substantially limit the
number of potential buyers for these assets and
thus potentially depress the ultimate purchase
price. 
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Renegotiating Terms of Existing
Indebtedness

A gaming company, like any other company,
may also generate liquidity and breathing room
by renegotiating the terms of its outstanding
debt. This out-of-court strategy is limited princi-
pally by the amendment and waiver provisions
in most loan agreements. While these provi-
sions vary by agreement, the consent of all or a
significant portion of a company’s lenders is
generally required for any amendment that
materially alters the rights of lenders under the
agreement. Out of court, the requirement of
unanimity or a supermajority vote gives holdout
creditors great leverage. 

In recent months, a number of gaming 
companies modified covenants and events of
default under their loan agreements.10 For
example, Ameristar Casinos, Inc., which 

controls eight gaming facilities in six states,
recently secured amendments to its November
2005 credit agreement that increased permit-
ted leverage ratios to avoid a future default.11

The amendments also removed limitations on
the company’s ability to issue senior unsecured
notes, while increasing the amount of permitted
capital expenditures, and allowing the company
to obtain incremental term loans.12

Other recent amendments have waived or
modified restrictions on the ability of gaming
companies to purchase outstanding corporate
debt or to obtain new loans. In November
2008, Wynn Resorts, Ltd. (“Wynn”) executed a
second amendment to its June 2007 credit

agreement, which allowed the company to pur-
chase up to $650 million in outstanding corpo-
rate notes.13 Wynn received “additional flexibili-
ty to incur incremental secured debt” in con-
nection with the development of Encore, a new
hotel-casino gaming facility adjacent to the
Wynn Las Vegas through a third amendment
secured in September 2008.14 Likewise, the
Las Vegas Sands Corp. recently announced an
amendment to its May 2007 credit agreement
allowing the company the option to buy back up
to $800 million in outstanding term loans.15 Las
Vegas Sands Corp. could exercise this option
to improve its balance sheet or ensure compli-
ance with leverage ratio covenants. Often when
a company is in distress, retiring outstanding
indebtedness, as opposed to obtaining addi-
tional equity infusions, is a preferred course of
action.

Finally, MGM Mirage announced an amend-
ment to its senior credit facility on May 13,
2009. The amended agreement allowed the
company to commence a public offering for 81
million shares of its common stock, which is
expected to raise approximately $1 billion.16

The amended agreement also allowed MGM
Mirage to begin a private placement of $1.5 bil-
lion in senior notes with 2014 and 2017 maturi-
ty dates. The senior notes are secured by sub-
stantially all of the assets of the Bellagio Hotel
and Casino and the Mirage Hotel and Casino.17

The proceeds of the common stock and debt
offerings will be used to repay outstanding debt
under the company’s senior credit facility, 

Restructuring Review June 2009 3

Industry analysts have predicted that a “meaningful recovery” in the
gaming industry is “unlikely until 2010.” Despite current market
conditions, there are many options for reorganizing troubled gaming
companies and opportunities for potential investors.



purchase or repay certain senior notes due
2009, and redeem certain senior debentures.18

Gaming Companies in Chapter 11

Several troubled gaming companies have been
unable to stave off bankruptcy and have instead
commenced chapter 11 cases. Filing for bank-
ruptcy may be an attractive alternative for a
number of reasons. The commencement of a
chapter 11 case triggers the automatic stay
under section 362 of the Bankruptcy Code,
which enjoins virtually all actions against the
debtor or the debtor’s property. The actions
stayed under section 362 include any act to
obtain or exercise control of the debtor’s prop-
erty and any act to collect, assess, or recover a
claim against the debtor that arose before com-
mencement of the bankruptcy case. Section
365 of the Bankruptcy Code allows the debtor
to reject certain undesirable leases and con-
tracts on which performance has not been
completed, and section 1113 of the Bankruptcy
Code allows the debtor to reject a collective
bargaining agreement, following good faith
negotiations with union representatives, or to
propose “necessary” modifications to the
agreement.19

Chapter 11 also offers gaming companies
the ability to restructure and reduce outstanding
debt. The restructuring plan submitted by
Tropicana Entertainment LLC (“Tropicana”) is
illustrative. Tropicana’s restructuring plan gener-
ally provides for senior secured debt to be con-
verted to common stock, unsecured debt to
receive warrants and interest in a litigation trust,
and common stock and other equity interests to
be eliminated without a distribution.20 It will also
be funded by $150 million in exit financing from
Icahn Capital LP.21 The Bankruptcy Court
recently approved the plan, which will eliminate

approximately $2.4 billion in outstanding debt
and will allow Tropicana to pursue the approval
of the gaming authorities in those states where
it plans to continue operating gaming facilities.22

Herbst Gaming Inc. (“Herbst”), which oper-
ates casinos in Nevada, Missouri and Iowa, filed
for bankruptcy protection in Nevada in late
March 2009. Herbst negotiated a restructuring
agreement with its secured lenders prior to filing.
However, the plan has yet to be approved by
the bankruptcy court, and it is currently uncer-
tain whether Herbst will be reorganized pur-
suant to the terms of this prepetition agreement.

Trump Entertainment Resorts, Inc. (“Trump”),
which controls three facilities in Atlantic City,
also filed for bankruptcy protection in New
Jersey in February 2009. According to its bank-
ruptcy filing, Trump and its affiliated debtor enti-
ties had $2.1 billion in total assets and $1.74
billion in total debts as of December 31,
2008.23 Trump hopes to consummate a sale of
its Trump Marina Hotel Casino for $270 million
in May 2009.24

The process through which gaming facilities
may be acquired in bankruptcy, and the state
law licensing requirements that complicate the
acquisition of this type of asset, will be exam-
ined in detail in the next issue of the
Restructuring Review.
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Supreme Court Expected
To Rule On Third-Party
Releases 
by Meghan M. Sercombe

Introduction

On March 30, 2009, the United States
Supreme Court heard oral argument in
Travelers Indemnity Co. v. Bailey,1 a case that
addresses the jurisdiction of bankruptcy courts
to authorize third-party releases in the context
of a debtor’s plan of reorganization. 

For many entities involved in a chapter 11
proceeding, this could prove to be a vitally
important ruling. The decision could affect the
often-sensitive negotiations that take place
between a debtor and its affiliates, creditors
and advisors in structuring a chapter 11 plan,
and could potentially limit a debtor’s ability to
emerge from bankruptcy. If the Supreme Court
upholds the Second Circuit Court of Appeals’
decision, it may limit the benefits available to
potential exit financing lenders and other key
non-debtor parties, thus reducing those par-
ties’ incentive to participate in and consent to a
plan of reorganization. For example, if an insur-
ance company or pension fund can be directly
sued for its role in the events that triggered a
company’s bankruptcy filing, and the Supreme
Court has prohibited its release from this liabil-
ity in the debtor company’s plan of reorganiza-
tion, it will be far less likely to contribute money
to fund a chapter 11 plan. Similarly, if a com-
pany’s employees or directors can be sued for
their actions before and during the bankruptcy,
those employees may be less motivated to
work for the company’s successful reorganiza-
tion. It is anticipated that the Supreme Court
will rule on this matter before the end of its
term in June, and we will provide a further
update at that time. 



Background

Travelers Indemnity involves a bankruptcy court
injunction barring suits by certain asbestos
claimants against the debtor’s insurers. The
United States Bankruptcy Court for the
Southern District of New York entered the
injunction as part of the order confirming the
Johns-Manville chapter 11 reorganization plan
in 1986. The bankruptcy court barred both
direct lawsuits and claims for contribution and
indemnity against Travelers related to its insur-
ance of Johns-Manville. Despite these restric-
tions, certain claimants commenced lawsuits
against Travelers, asserting that Travelers was
directly liable to the claimants because the
insurer had actual knowledge of the dangers of
asbestos, intentionally misled claimants about
those dangers, and conspired with Johns-Manville
and others to conceal asbestos-related risks. 

Johns-Manville, once the largest asbestos
manufacturer in the United States, filed for
bankruptcy in 1982. During the course of its
reorganization, Johns-Manville entered into a
$770 million settlement with its primary liability
insurers, including a settlement with Travelers
under which Travelers contributed approximate-
ly $80 million to the debtors’ estates in
exchange for “full and final release of all Johns-
Manville-related claims.”2

In October 1986, the bankruptcy court
issued its confirmation order, confirming the
plan of reorganization and approving the settle-
ment and release between the debtor and its
insurers. The confirmation order included an
injunction channelling all claims related to the
liability insurance policies to a settlement trust,
and enjoining “all persons” from commencing
any action against the settling insurers “for the
purpose of[] directing or indirectly” recovering
on any asbestos-related claims.3

Subsequently, multiple groups of plaintiffs
filed lawsuits against the Johns-Manville insur-
ers, including Travelers. These plaintiffs assert-
ed various statutory and common law “direct”

claims against the insurers based on the insur-
ers’ alleged failure to disclose information on
the hazards of asbestos, and purported con-
spiracy with Johns-Manville to misrepresent
these dangers. The complaints alleged that the
insurers were liable to the claimants due to the
insurers’ own misconduct, separate from their
indirect obligations on the Johns-Manville insur-
ance policies, which all parties acknowledged
had been settled and released.

In response, Travelers petitioned the bank-
ruptcy court to enjoin the lawsuits as having
been commenced in violation of the Johns-
Manville confirmation order. The bankruptcy
court referred the matter to mediation, which
resulted in a new settlement with some of the
claimants that required Travelers to pay an addi-
tional $500 million to the plaintiffs, and pur-
suant to which the bankruptcy court would
issue a clarifying order specifying that the direct
claims were in fact enjoined by the confirmation
order, and releasing Travelers from any further
liability on the claims. The bankruptcy court
approved the settlement, and issued the clarify-
ing order. Certain plaintiffs appealed the order.

The United States District Court for the
Southern District of New York affirmed the
bankruptcy court’s decision, approving the
bankruptcy court’s determination that the direct
suits were “creatively pleaded attempts to col-
lect indirectly against the Manville insurance
policy” and concluding that “barring these
claims was a proper exercise of jurisdiction” by
the bankruptcy court.4 The district court deter-
mined that the direct action suits were within
the jurisdiction of the bankruptcy court because
the factual basis of the claims – Travelers’
knowledge of the dangers of asbestos and its
conduct in defending Johns-Manville – arose
from the Johns-Manville insurance policies at
issue in the bankruptcy case. 

In February 2008, the United States Court of
Appeals for the Second Circuit reversed the
bankruptcy court and the district court. The
Second Circuit held that because the claims
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sought direct recovery from the insurers based
on the insurers’ conduct, and because the
claims were unrelated to the insurers’ obligation
to pay on the Johns-Manville insurance policies,
the plan included an improper release of non-
debtor third parties.5 Specifically, the Second
Circuit concluded that “the district court lacked
subject matter jurisdiction to enjoin claims
against Travelers that were predicated, as a
matter of state law, on Travelers’ own alleged
misconduct and were unrelated to Manville’s
insurance policy proceeds and the res of the
Manville estate.”6 Although third-party releases
may be practically useful in connection with a
plan, the Second Circuit stated that “[a] court’s
ability to provide finality to a third-party is
defined by its jurisdiction, not its good 
intentions.”7

The Second Circuit held that a plan’s
release of creditors’ claims against third parties
is only permissible in limited circumstances, and
that a “financial contribution to a debtor’s
estate” is not enough to justify the release.8

If prosecution of claims against a third party
would not affect the debtor’s estate, the bank-
ruptcy court lacks jurisdiction to release or
enjoin actions against such third parties. 

Supreme Court Argument

On March 30, 2009, the Supreme Court heard
oral argument with respect to two petitions for
certiorari seeking review of the Second Circuit’s
decision.9 The petitioners asserted that the
Second Circuit’s decision impractically restrict-
ed a bankruptcy court’s ability to grant releases
to third parties pursuant to a plan of reorganization. 

At oral argument, the Justices concentrated
on the scope of bankruptcy court jurisdiction to
enjoin suits against non-debtors, and whether

curtailing those powers would hinder the ability
of debtors to reorganize. The focus of the
briefs, and of the discussion before the Court,
was on where to draw a line in the gray area
where legal theory intersects pragmatic necessity.

A bankruptcy court only has jurisdiction over
claims between non-debtors if the outcome of
that litigation has a conceivable effect on the
bankruptcy estate. Although it might be expedi-
ent for a bankruptcy court to issue orders relat-
ing to claims between third parties, the
Bankruptcy Code does not provide this power.
Focusing on this point, which the Second
Circuit had expressed as a key issue, Justice
Stevens wanted to know whether “any of the
plaintiffs’ cases seek recovery from assets of
the estate that would reduce the payments to
creditors of Manville.”10 When counsel for

Travelers said they would not, Justice Stevens
further asked what basis there was for bank-
ruptcy court jurisdiction, notwithstanding the
fact that the respondents had conceded that in
certain circumstances third party injunctions
would be permissible. In response, counsel for
Travelers noted that the direct action cases had
never been sustained in state courts because
they “relate to the discharge by Travelers of
Travelers’ obligations as Manville’s insurer.”11

In addition to exploring the legal principle
involved, the Supreme Court was interested in
the real-world effect of its decision. Certain
Justices expressed concern that, if the Supreme
Court adopts the Second Circuit’s position and
restricts third party releases, companies may
have difficulty reorganizing. Justice Breyer, for
example, queried whether insurers would be
willing to cooperate with bankrupt companies to
settle litigation claims if they are not assured
they will be immune from future lawsuits.
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Focusing on the practical issues, Justice Breyer
posited that third party releases might be justi-
fied in limited circumstances where there are
“special reasons,” such as where “you want to
reorganize the company” and “the employees’
pension fund’s worried about claims which are
related directly [to the pension fund]”, or where
there are potential claims against officers and
employees.12 Like releases of insurance compa-
nies, these types of releases may have an
“enormous practical impact on the debtor” and
the ability of the debtor to reorganize.13 At the
conclusion of the argument, Justice Breyer reit-
erated that if the Supreme Court “start[s] muck-
ing around and giv[ing] narrow meaning to
these things now, there are going to be hun-
dreds of thousands of people who won’t get
compensated.”14

The Supreme Court also considered the
extent to which it should limit a bankruptcy
court’s ability to release third parties. Chief
Justice Roberts asked what would happen if, as
a condition to participating in a bankruptcy set-
tlement, a third party demanded immunity from
traffic accident liability, and the bankruptcy
court included such immunity in its confirmation
order.15 Justice Scalia posed the question of
whether it would be appropriate for a bankrupt-
cy court to order “a totally unrelated company [
] to pay a certain amount of money [where] this
company has no relationship to the bankruptcy,
but the court says, this is a national problem
and this other company ought to contribute.”16

Justice Scalia argued that “[s]urely there are
some things that simply do not fall within the
bankruptcy power.”17

Potential Implications

We expect the Supreme Court to rule on this
matter shortly. Although the Supreme Court
may decide Travelers Indemnity on a number of
narrow grounds and avoid the issue of third
party releases altogether, it is possible that the
Court will issue a potentially controversial ruling
that broadly addresses the circumstances

under which a bankruptcy court may confirm a
plan that provides for the release of claims
against parties other than the debtor. 

Lenders, equity investors, and other third
parties regularly make financial contributions to
debtors’ estates pursuant to a plan of reorgani-
zation, and those plans regularly release such
participants from liability to the debtor’s credi-
tors. Under the Second Circuit’s decision,
those contributors would be required to justify
any third party release by demonstrating that
the release itself was crucial to the debtor’s
ability to reorganize. If the Supreme Court
upholds the Second Circuit’s ruling in Travelers
Indemnity, it will place in doubt the ability of
bankruptcy courts to approve plans including
third party releases. This could have a signifi-
cant chilling effect on a debtor’s ability to
secure needed funding and other concessions
that facilitate an orderly exit from bankruptcy. 
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Fourth Circuit Examines
Swap Agreements Subject
to Bankruptcy Code Safe
Harbors
By Mark C. Ellenberg & Leslie W. Chervokas

In Hutson v. E.I. du Pont de Nemours & Co. (In
re National Gas Distributors, LLC),1 the United
States Court of Appeals for the Fourth Circuit
interpreted the definition of “swap agreement”
under the Bankruptcy Code.2 The Fourth Circuit
found that a privately negotiated agreement for
the future delivery of a commodity can consti-
tute a swap agreement that qualifies for the
Bankruptcy Code’s safe harbor protections
applicable to financial contracts, even if the
agreement is not traded on a financial exchange
and contemplates actual delivery of the com-
modity in question.3 The Fourth Circuit’s deci-
sion marks the first time that a Court of Appeals
has interpreted this definition since it was
expanded by the Bankruptcy Abuse Prevention
and Consumer Protection Act of 2005
(“BAPCPA”).4

Under BAPCPA, in order to mitigate sys-
temic risk, Congress broadened the statutory
safe harbors that permit nondefaulting counter-
parties to exercise termination, acceleration, liq-
uidation, netting and other contractual rights
without violating the automatic stay or ipso
facto prohibitions of sections 362(a) and
365(e) of the Bankruptcy Code.5 On direct
appeal, the Fourth Circuit overruled the bank-
ruptcy court’s narrow interpretation of the term
“swap agreement,” and offered a broader inter-
pretation that should expand the scope of finan-
cial contracts eligible for safe harbor protection. 

Applicable Law

Under section 548 of the Bankruptcy Code,
trustees are authorized to avoid transfers of
property of a debtor’s estate “made or incurred
on or within 2 years before the date of filing of
the petition,” which are deemed fraudulent.6

Under BAPCPA, however, Congress exempted
transfers pursuant to qualified financial con-
tracts from these avoidance actions.
Specifically, sections 546(g) and 548(d)(2) of
the Bankruptcy Code exempt from avoidance
any transfer “made by or to a swap participant
or financial participant, under or in connection
with any swap agreement.”7 The term “swap
agreement,” as expanded by BAPCA, includes
many types of contracts such as “commodity
future agreements” and “commodity forward
agreements.”8 Although the Bankruptcy Code
does not define either term, it does define “for-
ward contract,” which includes, among other
things, any “contract [other than a commodity
contract] for the purchase, sale, or transfer of a
commodity . . . which is presently or in the
future becomes the subject of dealing in the
forward contract trade, or product or byproduct
thereof, with a maturity date more than two
days after the date the contract is entered into.”9

Facts and Procedural History

National Gas Distributors, LLC (“National Gas”)
engaged in the business of distributing natural
gas to customers, including du Pont, Smithfield
Packing and Stadler’s Country Hams.10 Within
the year prior to its petition date, National Gas
entered into certain agreements with various
commodities customers. These contracts were
comprised of a base contract11 and a series of
confirmations that fixed the price of future deliv-
eries of natural gas during certain time peri-
ods.12 Each contract’s term began more than
two days after its date of formation and fixed
the price for a period of months.13 During this
period, the contract obligated the seller to sell
and deliver gas at the contract price and obli-
gated the customer to purchase at the contract
price, notwithstanding market fluctuations, “or
to pay the difference between the contract
price and the market price”.14 These contracts
were not effected through an exchange or
through any broker or other intermediary.15

On January 20, 2006, National Gas filed for
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bankruptcy under chapter 11 of the Bankruptcy
Code. Shortly afterward, the bankruptcy court
appointed a chapter 11 trustee.16 The trustee
filed complaints against numerous customers,
including du Pont and Smithfield Packing, alleg-
ing that constructive fraudulent transfers had
occurred under section 548 of the Bankruptcy
Code when the debtor, while insolvent, con-
tracted to sell its product at a below-market
price.17 Alternatively, the trustee alleged that the
debtor’s former management had engaged in
intentionally fraudulent transfers under section
548(a) of the Bankruptcy Code.18

Both du Pont and Smithfield Packing filed
motions to dismiss or for summary judgment on
the grounds that the transfers under these con-
tracts were protected under sections 546(g)
and 548(d)(2) of the Bankruptcy Code as a
“commodity forward agreement” that constitut-
ed a safe harbored “swap agreement” under
section 101(53B) of the Bankruptcy Code.19

Bankruptcy Court Decision

After analyzing the “swap agreement” definition
of section 101(53B) of the Bankruptcy Code
and its legislative history, the bankruptcy court
determined that all of the agreements or trans-
actions listed in section 101(53B)(A)(i) were
“financial instruments traded in the swap mar-
kets.”20 Because each contract in National Gas
was directly negotiated between the seller and
purchaser, required physical as opposed to
cash settlement, and was not traded in financial
markets, the bankruptcy court held that each
agreement was “simply an agreement by a sin-
gle end user to purchase a commodity” and was
not protected as a “swap agreement” under the
Bankruptcy Code.21 From the bankruptcy court’s
perspective, exempting these contracts from
avoidance actions would not serve Congress’s
intent to protect the financial markets from the
destabilizing effects of bankruptcy.22

Upon request, the defendants received
authorization to appeal the bankruptcy court’s
decision directly to the Fourth Circuit.23

Appellate Decision

Although the Fourth Circuit acknowledged that
Congress, in structuring the safe harbors appli-
cable to swap agreements, did not intend to
cover simple supply contracts, it found that “the
bankruptcy court in this case construed ‘com-
modity forward agreements’ too narrowly— i.e., by
requiring that they be traded on an exchange and
not involve physical delivery of the commodity.”24

The Fourth Circuit’s decision was based pri-
marily on statutory interpretation. First, the
Court compared the statutorily-defined “forward
contract” with the meaning of the term “forward
agreement,” which is used but not defined by
the Bankruptcy Code. Citing Black’s Law
Dictionary, the Fourth Circuit noted that the
term “agreement” includes “contracts,” such
that the term “forward agreement” must include
a “forward contract.” According to the Fourth
Circuit’s logic, “[i]f a forward contract need not
be traded on an exchange or in a financial 
market, it follows that neither does a forward
agreement.”25

The Fourth Circuit then noted that the defini-
tion of forward contract excludes “commodity
contracts,” which are defined in section 761(4)
of the Bankruptcy Code to include contracts
“on, or subject to the rules of, a contract market
or board of trade.”26 The Fourth Circuit rea-
soned that “[b]y explicitly excluding ‘commodity
contracts’ from the definition of ‘forward con-
tracts,’ Congress apparently intended that ‘for-
ward contracts’ need not be traded on any
exchange or in any financial market.”27 In sup-
port, the Fourth Circuit cited decisions that did
not require “forward contracts” to be traded in
financial markets or exchanges and non-bank-
ruptcy courts that used “forward agreement” to
refer to non-market traded, private agreements.28

Additionally, the court emphasized the dis-
tinction between “forward contracts” and
“futures contracts.” The Fourth Circuit cited the
Chicago Mercantile Exchange’s definition of
“forward contract,” which provides that “[i]n
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contrast to futures contracts, forward contracts
are not standardized and not transferable,” such
that they are unsuitable for trading in financial
markets.29 Black’s Law Dictionary adds that
“[u]nlike a futures contract, a forward contract is
not traded on a formal exchange.”30 In light of
these financial industry definitions, the Fourth
Circuit concluded that an agreement need not
be traded on the financial markets to be a “for-
ward contract.” Therefore, the Court of Appeals
held that because every “forward contract” is
also a “forward agreement,” it follows that
“commodity forward agreements” do not neces-
sarily need to be market-traded. 

The Fourth Circuit added that despite the
bankruptcy court’s findings, “commodity for-
ward agreements” could contribute to the
destabilization of the financial markets — even if

they are not traded on an exchange — because
they may be cornerstones in a broader hedging
strategy in a commodities marketplace.
Accordingly, such agreements served the pur-
pose of the Bankruptcy Code’s safe harbors
and deserved their protections.31 The Court of
Appeals noted that National Gas’s contracts
contained “real hedging elements” because
“[t]he contracts obliged the customers to buy,
and National Gas to sell, gas on a future date at
a price fixed at the time of contracting, regard-
less of fluctuations in the market price. And if
either party did not perform, that party was
required to pay the difference between the con-
tract price and the market price.”32 With
respect to physical settlement, the Court noted
that “[n]othing in the Bankruptcy Code or its
legislative history suggests a requirement that a
forward agreement cannot involve the actual

delivery of the commodity.”33 The Court there-
fore determined that because forward contracts
could be physically settled, forward agreements
could be physically settled.34

According to the Fourth Circuit, in order to
be considered a “commodity forward agree-
ment” and be eligible for safe harbor protection
as a swap agreement, the relevant agreement
need only (a) involve a commodity; (b) fix a
price at the time of contracting for delivery more
than two days after the date the contract is
entered into; and (c) fix quantity and time ele-
ments also at the time of contracting.35

With respect to the first criterion, i.e., that
the subject of the agreement must be a “com-
modity”, the Court of Appeals emphasized that
“substantially all of the expected costs of per-
formance must be attributable to the expected

costs of the underlying commodity, determined
at the time of contracting.”36 In that manner, a
“commodity forward agreement” would be dis-
tinguishable from a simple supply contract in
which other costs, such as those incurred for
packaging, marketing, transportation and the
like, play a greater role. With respect to the
second and third criteria, the Court noted that
the requirement that the contract price be fixed
at least two days after the contract date
demonstrates that the contract’s benefit derives
from future fluctuations in the commodity’s mar-
ket price (as do fixing the quantity and timing
requirements upon entering into the contract).
The Fourth Circuit also emphasized that in
order to qualify as a “swap agreement”, a for-
ward need not be tradeable because “nonas-
signable contracts can easily become tied into
the broader financial market when one party
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turns around and passes along some of its
price-volatility risks through [another contract
with a third party].”37

Thus, the Fourth Circuit ultimately deter-
mined that despite being privately negotiated,
contemplating actual delivery,38 and not being
traded in financial markets, the contracts at
issue in National Gas could be “commodity for-
ward agreements” protected under the
Bankruptcy Code’s safe harbors. The Fourth
Circuit did not decide, however, whether these
agreements in fact constituted “commodity for-
ward agreements”, nor did it direct the bank-
ruptcy court to do so. Instead, it remanded the
case to the bankruptcy court for further consid-
eration of the issue in light of the Fourth
Circuit’s opinion. 

Conclusion

Although National Gas only directly addresses
commodity forward agreements, the Fourth
Circuit’s approach may have broader implica-
tions and suggests that in construing the scope
of the Bankruptcy Code’s safe harbors, courts
may defer to Congress’s general legislative
intent in expanding the safe harbors under
BAPCPA to widen the protections afforded to
parties to financial contracts. 
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Bankrupt Municipalities
Can Reject Collective
Bargaining Agreements
More Easily Than Corporate
Debtors
By Jason P. Stratmoen

In In re City of Vallejo,1 the United States
Bankruptcy Court for the Eastern District of
California held recently that the City of Vallejo
has the authority to reject its collective bargain-
ing agreements with the city’s firefighters and
electrical workers as part of its chapter 9 bank-
ruptcy proceeding without going through the
process detailed in section 1113 of the

Bankruptcy Code. The bankruptcy court deter-
mined that a municipality does not need to
comply with the stringent requirements that cor-
porations face when seeking to reject a collec-
tive bargaining agreement (a “CBA”). Rather, a
municipality only needs to meet the lower stan-
dards set forth in the landmark United States
Supreme Court decision, NLRB v. Bildisco &
Bildisco, discussed below.2 Although municipal
bankruptcies have historically been uncommon,
this decision provides a municipality with a
more efficient mechanism to rid itself of union
contracts than is available to corporate debtors. 

Background 

The collapse of the housing market and the dif-
ficult economic environment in California
severely affected Vallejo’s general fund for
expenditures. The primary sources of Vallejo’s
revenue, including property taxes, sales taxes,
and related fees and assessments, could not
keep up with Vallejo’s expenditures. After failing

to correct the imbalance between revenues and
expenditures outside of bankruptcy, Vallejo filed
its chapter 9 bankruptcy petition in May 2008.3

The largest component of Vallejo’s yearly
expenditures is its cost of labor, and the largest
portion of this is the cost of police and firefight-
ers. Vallejo’s labor costs are subject to certain
CBAs. After failing to reach consensual modifi-
cations with the various unions under the
CBAs, Vallejo sought to reject the CBAs
between Vallejo and four different unions. These
unions and various other labor organizations,
including the AFL-CIO and the California Public
Employees’ Retirement System, opposed
Vallejo’s motion to reject the CBAs. Vallejo ulti-
mately reached agreements with two of the
unions, leaving the bankruptcy court to resolve

the proposed rejection of the CBAs between
Vallejo and the unions representing firefighters
and electrical workers. 

Treatment of Collective Bargaining
Agreements Under the Bankruptcy Code

In a chapter 11 reorganization, section 1113 of
the Bankruptcy Code addresses the debtor’s
ability to reject a CBA. Congress enacted sec-
tion 1113 of the Bankruptcy Code in response
to the Supreme Court’s decision in Bildisco,
which authorized a debtor to reject a CBA pur-
suant to section 365 of the Bankruptcy Code
based on its sound business judgment, provided
a debtor shows that (1) the CBA burdens the
estate, (2) the equities weigh in favor of reject-
ing the CBA, and (3) the debtor has made rea-
sonable efforts to negotiate a voluntary modifica-
tion that are not likely to produce a prompt and
satisfactory solution.4 Congress responded
quickly to Bildisco by enacting section 1113 in
an effort to reconcile the bankruptcy policy of
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rehabilitating a debtor with the labor policy of
protecting employee rights. Section 1113 of the
Bankruptcy Code restricts sharply a chapter 11
debtor’s rights to reject CBAs. Subsections
1113(b) and (c) prescribe the requirements for
a court to approve a chapter 11 debtor’s rejec-
tion of a CBA. Based on these subsections,
courts have set forth numerous procedural and
substantive requirements that a chapter 11
debtor must meet in order for a court to approve
the rejection of a CBA: the debtor must have
made a proposal to the union for changes to the
CBA based on the most complete and reliable
information available at the time of the proposal;
the proposed modifications must be necessary
to permit the reorganization of the debtor; the
proposed modifications must assure that all
affected parties are treated fairly and equitably;
the debtor must have provided the union with
such relevant information as is necessary to
evaluate the proposal, must have met with the
collective bargaining representative at reason-
able times subsequent to making the proposal
and must have negotiated in good faith with the
union concerning the proposal; the union must
have refused to accept the proposal without
good cause; and the balance of the equities
must clearly favor rejection of the agreement.5

The applicability of section 1113 to cases
filed under chapter 9, however, is a matter of
dispute. When a municipality files for bankrupt-
cy under chapter 9 of the Bankruptcy Code,
section 901 makes several provisions of the
Bankruptcy Code applicable to the chapter 9
case, including some provisions of chapter 11.
Among the provisions applicable to chapter 9
cases are the automatic stay, adequate protec-
tion, the debtor’s avoidance and “strong-arm”
powers, the debtor’s ability to assume or reject
executory contracts or unexpired leases, and
some provisions governing disclosure, voting on
a plan, and plan confirmation. The Bankruptcy
Code sections made applicable to chapter 9
cases, however, do not include section 1113 of
the Bankruptcy Code.

Analysis 

In Vallejo, the bankruptcy court considered the
question of whether Vallejo must reject its
CBAs under the strict standard detailed in sec-
tion 1113 of the Bankruptcy Code, or if it may
do so under the more relaxed standard of sec-
tion 365 of the Bankruptcy Code, as modified
by Bildisco. The bankruptcy court determined
that Vallejo had authority to reject its CBAs pur-
suant to section 365 of the Bankruptcy Code
for several reasons. First, the bankruptcy court
noted that unexpired CBAs are executory con-
tracts subject to rejection under section 365 of
the Bankruptcy Code.6 The bankruptcy court
then reasoned that “Congress incorporated sec-
tion 365 into chapter 9 without restricting or lim-
iting its application to collective bargaining
agreements.”7 Further, section 1113 is not
incorporated into chapter 9 and “is not applica-
ble in chapter 9 cases, and a chapter 9 debtor
is not required to comply with it in order to
reject an executory collective bargaining agree-
ment.”8 Therefore, the bankruptcy court held that
Vallejo did not need to comply with section
1113 of the Bankruptcy Code to reject its
CBAs. Instead, the bankruptcy court held that
Vallejo may use the Bildisco standard to reject
its CBAs as long as Vallejo can establish (1) the
CBA burdens the estate, (2) after careful scruti-
ny, the equities balance in favor of rejection, and
(3) “reasonable efforts to negotiate a voluntary
modification have been made, and are not likely
to produce a prompt and satisfactory solution.”9

The bankruptcy court also noted that, to the
extent any state labor law purported to affect
the debtor’s rights under section 365 of the
Bankruptcy Code, such law would be unconsti-
tutional. Pursuant to the Bankruptcy Clause of
the U.S. Constitution, only the federal govern-
ment may enact bankruptcy laws, and “incorpo-
rating state substantive law into chapter 9 to
amend, modify or negate substantive provisions
of chapter 9 would violate Congress’ ability to
enact uniform bankruptcy laws.”10 The bank-
ruptcy court also noted that the Supremacy
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Clause invalidates state laws that interfere or
conflict with federal law and that the Contracts
Clause provides the federal government with
exclusive authority to modify contracts.11

Congress exercised this exclusive authority
when it “enacted section 365 to provide
debtors the authority to reject executory con-
tracts . . . [t]his authority preempts state law by
virtue of the Supremacy Clause, the Bankruptcy
Clause, and the Contracts Clause.”12

Accordingly, any state labor law purporting to
govern the rejection of Vallejo’s CBAs would be
preempted by section 365 of the Bankruptcy Code.

Conclusion

While the bankruptcy court did not determine
whether Vallejo satisfied the Bildisco factors, it
concluded that Vallejo could potentially reject its
CBAs without having to comply with the numer-
ous, strict requirements of section 1113 of the
Bankruptcy Code. This decision may come as a

surprise to labor unions and their members.
However, the ruling is strongly rooted in the plain
language of the Bankruptcy Code provisions. In
light of this decision, a distressed municipality
may see a chapter 9 bankruptcy proceeding as
an attractive vehicle to adjust its liabilities. 
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