THE EFFECTS OF BANKRUPTCY IN
INTERNATIONAL ARBITRATION
By: Byron Z. Moldo

© 2018 ERVIN COHEN & JESSUP LLP

1

Arbitration
• ARBITRATION agreements are becoming more the norm, especially in

international transactions.
•
(1) International arbitration courts like the International Centre
for Settlement of Investment Disputes and the international
Chamber of Commerce have shown a steady, continuing increase in
international arbitration cases.
•
(2) As arbitration clauses become more prevalent in contracts,
bankruptcy courts will often have to determine if to submit a claim in
bankruptcy court to arbitration, as arbitration clauses are generally
broad, encompassing "all disputes arising out of or in connection
with" that contract.
•
(3) International transactions can be enormous, even involving
states, and bankruptcy remains a prevalent issue.
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Arbitration cont’d
• (4) What bankruptcy courts are required to do is still uncertain in the

United States. The Supreme Court has not addressed this issue, and
there is some variation among circuits. Generally, bankruptcy courts
tend to refuse enforcement of an arbitration agreement when
arbitration would "inherently conflict" with the purposes of the
Bankruptcy Code. But some courts rely heavily on the core/non-core
distinction in bankruptcy claims in determining if the arbitration
agreement should be enforced, while others only focus on the
"inherent conflict" between purposes of the Bankruptcy Code and
FAA. The trend by the Supreme Court seems to be in limiting the
power of the bankruptcy court under Article III.

• (5) While broadly enforcing international arbitration agreements in

general, even when the dispute involves statutory rights,
international arbitration agreements rely on predictability in
resolving the disputes and providing a neutral forum for the dispute,
protecting the rights of all parties.
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Bankruptcy and Arbitration
Bankruptcy
•
•

•

Formal Centralized Public Forum
Used to Resolve Multiple Claims
Court of Equity that takes into
account the Best Interest of
Creditors
Efficient decisions of claims and
conserving the bankrupt estate's
assets are fundamental to the
purposes of the Bankruptcy Code

© 2018 ERVIN COHEN & JESSUP LLP

Arbitration
•
•

•

Private Resolution of an Individual
Dispute
Parties’ Intentions Control (i.e.
complete autonomy to resolve
individual issues)
Potential to last much longer and
can affect the rights of creditors,
presenting what many courts view
as "legitimate concerns"
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Impact on International Arbitration
Agreements
• Arbitration Agreements generally remain valid, although

arbitration is stayed, in:
• Switzerland, France, Germany, Holland, England, and USA (11 U.S.C. §

362)
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ARE ARBITRATION AGREEMENTS INVALIDATED
IN LIGHT OF A BANKRUPTCY FILING?

• The automatic stay of the arbitration is maintained until:
• England/USA – Relief from Stay is obtained by the Bankruptcy Court
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United States Bankruptcy Code
• USA (11 U.S.C. § 362)
• (a) Except as provided in subsection (b) of this section, a

petition filed under section 301, 302, or 303 of this title, or an
application filed under section 5(a)(3) of the Securities Investor
Protection Act of 1970, operates as a stay, applicable to all
entities, of—
• (1) the commencement or continuation, including the
issuance or employment of process, of a judicial,
administrative, or other action or proceeding against the
debtor that was or could have been commenced before
the commencement of the case under this title, or to
recover a claim against the debtor that arose before the
commencement of the case under this title.
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This includes arbitration hearings
• Bankruptcy Courts may either
• Hear the matter
• Or potentially grant a moving party relief from the automatic
stay for cause to proceed with the arbitration only to liquidate
the claim, not collect
• Upon liquidation, may seek distribution through bankruptcy
court proceedings
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McMahan Test
• Bankruptcy Courts faced with an arbitration clause must

consider the McMahan Test
• The test articulated by the Supreme Court in McMahan is: a
party opposing enforcement of an arbitration provision must
establish a contrary congressional command, or Congress’s
intent to create an exception to the FAA’s mandate. Such intent
may be established in one of three ways:
1. the statute’s text;
2. the statute’s legislative history; or
3. the existence of an “inherent conflict between
arbitration and the statute’s underlying purposes.”
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Continental Insurance Co. v. Thorpe
Insulation Co (“In re Thorpe”).
• As an example, the Ninth Circuit’s seminal decision on whether
a bankruptcy court has discretion to refuse to enforce an
arbitration provision is Continental Insurance Co. v. Thorpe
Insulation Co (“In re Thorpe”).
• The 9th Circuit has held that the bankruptcy court had discretion
not to enforce arbitration provisions and did not abuse its
discretion in denying the insurer’s motion to compel arbitration.

© 2018 ERVIN COHEN & JESSUP LLP

10

Core vs. Noncore preferences
• While federal circuits and bankruptcy courts seem to agree that,

in a non-core proceeding, a bankruptcy court does not have
discretion to deny enforcement of an arbitration provision,
courts are split in their decisions on whether a bankruptcy court
can or should deny enforcement of an arbitration provision in a
core bankruptcy proceeding.
• As a practical matter, it appears that a bankruptcy court will
most often deny enforcement of an arbitration provision when
the arbitration proceedings would most seriously interfere with
a debtor’s efforts to reorganize.
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Argentine Insolvency Authority Regarding Arbitration
• On April 5, 2005 the Supreme Court of Argentina issued a ruling in Bear Service S.A v.

Cervecceria Modelo S.A de C.V., in which Baker & McKenzie Buenos Aires acted as
counsel to the defendant who prevailed in the jurisdictional controversy.
• In Bear Service, a dispute arose over whether an arbitration tribunal, constituted
under the auspices of the ICC with the seat of arbitration in Mexico City, could retain
jurisdiction in light of the debtor filing reorganization proceedings in Argentina.
• The plaintiff contended that a reorganization proceeding (concurso preventive,
similar to Chapter 11 of the U.S. Bankruptcy Code), should be treated in the same
way as a liquidation proceeding (quiebra, similar to Chapter 7 of the U.S. Bankruptcy
Code), and render an arbitration agreement inapplicable.
• The defendant claimed that Argentine bankruptcy legislation only renders
arbitration agreements inapplicable in liquidation proceedings, but provides no
guidance for reorganizations. The Supreme Court upheld the Court of appeals’
ruling, ultimately agreeing with the defendant’s approach on this matter.
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European Preferences: France
France – Formal notification is obtained
• Article 47 of the French Bankruptcy Code:
• Proceedings are stayed unless and until a creditor has filed a
declaration of his/her claim, then proceeding is only
considered suspended
• Article 48 of the French Bankruptcy Code:
• Allows for the continuation of the proceedings in order to
validate the debt and liquidate the amount.
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European Preferences: Spain
• Spanish Insolvency Act of July 10, 2003
• § 52.1 – Arbitration agreement loses its force and effect from

the moment insolvency is declared but becomes valid again
once the insolvency proceeding concludes.
• § 52.2 – If, however, arbitration proceedings are pending, they

shall continue until a final award is made.
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European Preferences: Italy
• Italian Corti di Cassazione
• Insolvent parties are subject to the exclusive jurisdiction of

the bankruptcy court regardless of whether there is an
arbitration agreement
• The stay is in effect for insolvent parties subject to
bankruptcy court jurisdiction
• After a party declares bankruptcy, pending cases brought by
insolvent parties are permitted to proceed only after six
months

© 2018 ERVIN COHEN & JESSUP LLP

15

European Preferences: Poland
• Bankruptcy Law Articles 142, 147
• Arbitration agreements concluded prior to the declaration of

bankruptcy lose force from date of filing. Pending proceedings
are terminated.
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European Preferences: England
• Insolvency Act 1986
• § 130(2) - Where a winding-up order has been made, no

legal proceedings can be commenced or continued against
the company or its property except with the leave of the
court
• Banque Indosuez SA v Ferromet Resources Inc [1993] BCLC 112
• Also, there is a general principle in favor of the English courts

giving assistance to foreign insolvency proceedings by
preventing them being disrupted by the actions of individual
creditors
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Governing Laws of the European Insolvency
Regulation
• The EU Insolvency Regulation (1346/2000) (the Regulation) has

caused considerable legal debate since it came into force across
the EU (with the exception of Denmark) on May 31, 2002.
• Focused on the scope of the Regulation and jurisdiction to open

insolvency proceedings.
• However, the High Court has recently considered the effect the

Regulation has on the way insolvency proceedings interact with
other rights.
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European Insolvency Regulation
• The Regulation aims to improve the efficiency and

effectiveness of insolvency proceedings with an EU crossborder element.
• It provides a framework within which the

different insolvency regimes in EU member states
can operate and interact.

• Allows the courts of the member state in which the debtor's

center of main interests is situated to open main insolvency
proceedings (Article 3(1)).
• Once main proceedings have been opened in one member
state any proceedings opened in another member state must
be secondary proceedings (Article 3(3)).
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European Insolvency Regulation cont’d
• Articles 4-15
• Determines the law that will govern the effects of insolvency proceedings
on various matters, including claims in the courts against the debtor.
• Article 4(2)(f)
• Generally the law of the member state of the opening of insolvency
proceedings shall determine the effects of the insolvency proceedings on
actions brought by individual creditors, except for "lawsuits pending"
• Article 15
• The exception for "lawsuits pending" provides that the effects of
insolvency proceedings on a lawsuit pending concerning an asset or a
right of which the debtor has been divested shall be governed solely by
the law of the member state in which that lawsuit is pending
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Article 15 of the Insolvency Regulation
•

Provides that the effects of insolvency proceedings on a pending
lawsuit concerning an asset or a right of which the debtor has been
divested are solely governed by the law of the Member State in
which that lawsuit is pending.

•

The effects on the commencement, after the opening of insolvency
proceedings, of new lawsuits are governed by lex fori concurses
•

Law of the State in which the insolvency proceedings are
commenced
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Lex fori concurses cont’d
• The lex concursus will determine the necessary procedural

modifications which result from debtor’s divestment and may
impose a temporary stay enabling the liquidator to inventory
the debtor’s position.
• The international jurisdiction exception
• The international jurisdiction to entertain new actions will be
determined by the Insolvency Regulation in the case of
insolvency derived actions.
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Insolvency Regulation Variances
• English Court of Appeal

• Arbitration proceedings shall continue
• Swiss Federal Supreme Court

• Does not apply European Regulation
• Arbitration Proceedings terminated
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Enforcing Arbitration Awards Against
Insolvent Parties
• Under the New York Convention Guide Article V, courts may

refuse to enforce arbitration awards
• France- Arbitration awards declared invalid on grounds that
they contravene the principal of ensuring collective
proceedings through preclusion of individual actions and
principal of creditors’ equal treatment
• USA- case by case approach
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Conclusion
• In the context of international arbitration, the benefits and

purposes may outweigh the costs that arbitration imposes on
bankruptcy.
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