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THE WORLDCOM CASE: LOOKING AT
BANKRUPTCY AND COMPETITION ISSUES

TUESDAY, JULY 22, 2003

UNITED STATES SENATE,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Committee met, pursuant to notice, at 2:23 p.m., in room
SD-226, Dirksen Senate Office Building, Hon. Orrin G. Hatch,
Chairman of the Committee, presiding.

Present: Senators Hatch, Kennedy, Schumer, and Durbin.

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S.
SENATOR FROM THE STATE OF UTAH

Chairman HATCH. Good afternoon. I apologize to you for being
late, but we are way behind, and I got waylaid in the subway com-
ing back, so I could not very well get here on time.

I am happy to welcome you all here to today’s hearing, entitled
“The WorldCom Case: Looking at Bankruptcy and Competition
Issues.”

I first would like to thank all of our witnesses today for their
time and cooperation, and I hope that this hearing will help us bet-
ter understand the WorldCom situation and its potential public pol-
icy implications.

Along with many Americans I am deeply concerned about the
devastation caused by WorldCom’s massive corporate fraud which
has caused immeasurable harm to so many. While we cannot go
back in time and undo what has already occurred, we are pre-
sented today with an opportunity. We have an opportunity to ex-
amine the WorldCom case and determine whether there are lessons
to be learned with respect to our public policy going forward.

The focus of today’s hearing will be two-pronged. First we will
examine the WorldCom bankruptcy case and consider in light of
the facts whether any changes in our current bankruptcy laws may
be in order. Second, we will assess the implications of a reorga-
nized MCI emerging from bankruptcy on competition in the tele-
communications market. Here again we will examine and evaluate
what impact if any this anticipated competitive landscape should
have on public policy.

Some have raised fairness concerns that WorldCom will be able
to emerge from bankruptcy with much of the fruits of its wide-
spread fraudulent conduct intact. They argue that it will emerge
from Chapter 11 with an enhanced market position relative to its
competitors, giving it not only a fresh start, but a head start. They
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believe that, in view of the WorldCom case, our bankruptcy system
is set up to make crime pay.

Others contend that the MCI which will emerge from bankruptcy
is a new entity with new leadership. They point to the extraor-
dinary measures it has taken to prevent the recurrence of past mis-
deeds. They further argue that MCI will not have a meaningful
competitive advantage from its Chapter 11 reorganization. And
they argue that our bankruptcy laws appropriately are not de-
signed to punish, but rather to permit a company to reorganize and
emerge from bankruptcy as a viable entity.

As we move forward, I believe we need to have a full under-
standing of the WorldCom case to help us determine whether our
bankruptcy laws are functioning fairly and effectively. We also
need to understand the WorldCom case in order to conclude wheth-
er our policies are sufficient to enable the telecom industry to enjoy
robust competition under fair terms that benefits consumers. No
doubt, this is a complex case containing important issues deserving
of examination.

We are fortunate to have highly-respected individuals here today
to testify on these important matters. We will first hear from
former Attorney General Richard Thornburgh, who is the Bank-
ruptcy Examiner in the case. We are fortunate to have you with
us, General Thornburgh, and of course I personally look forward to
your testimony. I think others will also. I think there would be
more here—and they will come later—but Paul Bremer is testifying
in closed session, and I wish I could have made that myself, but
I am very happy to be able to listen to you.

On our second panel we are honored to hear former Attorney
General William Barr, the Executive Vice President and General
Counsel of Verizon Communications; former Attorney General
Nicholas Katzenbach, who serves on the Board of Directors of MCI
Telecommunications; Marcia Goldstein of the law firm of Weil,
Gotshal and Manges; Douglas Baird, Vice Chair of the National
Bankruptcy Conference; and Mark Neporent, the Chief Operating
Officer of Cerberus Capital Management.

I appreciate all of you appearing here today, and with that, we
will start with you, General Thornburgh.

STATEMENT OF RICHARD THORNBURGH, BANKRUPTCY EXAM-
INER, KIRKPATRICK AND LOCKHART, LLP, WASHINGTON,
D.C.

Mr. THORNBURGH. Good afternoon, Mr. Chairman.

I appreciate the opportunity to appear before you today in con-
nection with my responsibilities as the examiner int WorldCom
bankruptcy proceedings, the largest bankruptcy in United States
history. To date, my examination, which began in August 2002 and
continues to date, has resulted in two interim reports detailing my
observations concerning the conduct of WorldCom management and
others affecting the operations of the company. I anticipate filing
a third report this fall. Today I will limit myself to summarizing
for you the observations contained in my first and second interim
reports, as well as describing the examination process itself.

On July 21, 2002, WorldCom and substantially all of its direct
and indirect subsidiaries filed voluntary petitions seeking relief
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under Chapter 11 of the United States Bankruptcy Code in the
United States Bankruptcy Court for the Southern District of New
York. These positions came just four weeks after the company pub-
licly disclosed on June 25, 2002 that it had discovered substantial
accounting irregularities that would result in adjustments to its fi-
nancial statements totaling more than $3.8 billion. The company
restated an additional $3.3 billion in August 2002.

The day after WorldCom filed its bankruptcy petitions, Judge Ar-
thur J. Gonzalez, the presiding Bankruptcy Court Judge, granted
the motion of the United States Trustee for the appointment of an
examiner pursuant to Section 1104(c)(2) of the Bankruptcy Code.
On August 6, 2002 the Court approved my appointment as exam-
iner. The Court’s order provides that the examiner—and I am
quoting the order—“shall investigate any allegations of fraud, dis-
honesty, incompetence, misconduct, mismanagement or irregularity
in the management of the affairs of [WorldCom] by current or
former management, including but not limited to issues of account-
ing irregularities.” The Court also directed me to coordinate with
the United States Department of Justice, the United States Securi-
ties and Exchange Commission, and other Federal agencies inves-
tigating matters related to WorldCom so as to avoid any duplica-
tion of effort. Further, the Court ordered me to file a report regard-
ing my examination within 90 days of my appointment.

Upon my appointment I promptly engaged professionals to assist
me in discharging the broad mandate prescribed by the Court. I en-
gaged my law firm, Kirkpatrick & Lockhart LLP, as my legal coun-
sel, and engaged J.H. Cohn LLP as my forensic accountants and
financial advisors. My professionals and I immediately set out to-
ward our goal of assessing thoroughly, objectively and responsibly
the acts and omissions of current and former management, as well
as the integrity of WorldCom’s management, its accounting and fi-
nancial reporting processes and its corporate governance practices
and internal controls.

Our investigation has been and continues to be multi-faceted. We
have reviewed millions of pages of documents received from numer-
ous sources and conducted or participated in scores of interviews
of persons with relevant information. Our document collection ef-
forts and interviews continue to date. I am pleased to acknowledge
the cooperation of WorldCom and its counsel regarding these mat-
ters. I also acknowledge with appreciation the assistance provided
by Hon. Richard C. Breeden, the Corporate Monitor, appointed by
the United States District Court for the Southern District of New
York in a proceeding commenced by the SEC against WorldCom.
Further, in an effort to avoid unnecessary duplication of effort and
expense, I note that we have maintained an active dialogue regard-
ing matters related to our examination with counsel and financial
advisors for the Official Committee of Unsecured Creditors in the
bankruptcy proceedings, as well as the Special Investigative Com-
mittee of the Company’s Board of Directors and its counsel and
professionals, and KPMG LLP, the company’s current outside audi-
tors.

Consistent with the Court’s initial directive, my professionals
and I have also coordinated extensively with the Department of
Justice, the SEC and other agencies that are investigating matters
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related to WorldCom. We have refrained from publishing certain
findings or results of our investigation in deference to those ongo-
ing prosecutorial and regulatory inquiries, because those agencies
have represented to us that such disclosures may adversely affect
the process of determining possible criminal or other wrongdoing
by persons involved in these matters.

Mr. Chairman, I respectfully request that you and other mem-
bers of the Committee respect my inability to discuss these matters
at today’s hearing because of the related law enforcement and reg-
ulatory concerns. Similarly, I feel it would be inappropriate for me
to discuss our ongoing fact-gathering efforts because any such com-
ments may have a detrimental impact on our investigation. Accord-
ingly, I will confine my remarks this afternoon to matters that
have been addressed in my first and second interim reports of ex-
amination which are a part of the public record.

As I stated earlier, the Court initially directed that I file a report
of examination within 90 days of my appointment. Pursuant to that
directive, I filed my first interim report in a timely manner on No-
vember 4, 2002. The initial 90-day period obviously did not permit
me the time necessary to explore all matters related to the conduct
of WorldCom management. In addition, as I stated a moment ago,
we omitted from the first interim report certain details, particu-
larly items related to the specifics of the company’s accounting
fraud in deference to ongoing prosecutorial and regulatory inter-
ests. Therefore, the observations set forth in my first interim report
were preliminary in nature. Nonetheless, as described in that re-
port, a picture had already begun to emerge regarding the deeply
problematic culture and lack of corporate controls at WorldCom.

After I filed my first interim report, my professionals and I con-
tinued our investigative efforts to advance the preliminary observa-
tions contained in that first interim report. My second interim re-
port filed July 9, 2003, summarized my observations based upon
this additional investigation. As stated in that report, the
WorldCom story is not limited to the massive accounting fraud that
has been publicly reported. We uncovered additional deceit, defi-
ciencies and a disregard for the most basic principles of corporate
governance. My observations in that report reflect a broad break-
down of the system of internal controls, corporate governance and
individual responsibility, all of which worked together to create a
cultlure which all too few individuals took responsibility until it was
too late.

Our investigation reflects that WorldCom was dominated by Ber-
nard Ebbers and Scott Sullivan, the former chief executive officer
and chief financial officer of the company, respectively, with vir-
tually no checks or restraints placed on their actions by the Board
of Directors or other management. Significantly, although many
present or former officers and directors of WorldCom told us that
they had misgivings regarding decisions or actions by Mr. Ebbers
or Mr. Sullivan during the relevant period, there is no evidence
that these officers and directors made any attempt to curb, to stop
or to challenge the conduct by Mr. Ebbers or Mr. Sullivan that they
deemed questionable or inappropriate. Instead, as described in our
reports, it appears that the company’s officers and directors went
along with Mr. Ebbers and Mr. Sullivan, even under circumstances
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that suggested corporate actions were at best imprudent and at
worst inappropriate and fraudulent.

There are many specific corporate governance failings identified
in my first and second interim reports. I will highlight only a few
examples for you this afternoon. First, we observed no meaningful
deliberative processes related to the company’s acquisitions. As
stated in my reports, WorldCom’s dramatic rise in stock value
throughout the 15 years preceding its bankruptcy fueled numerous
acquisitions that caused the company to grow tremendously in both
size and complexity in a relatively short period of time. The com-
pany’s approach to such acquisitions was ad hoc and opportunistic.
Acquisitions were completed with little meaningful or coherent
strategic planning. WorldCom management routinely provided the
company’s directors with extremely limited information regarding
many of these acquisitions. In fact, several multibillion dollar ac-
quisitions were approved by the Board of Directors following dis-
cussions that lasted for 30 minutes or less and without the direc-
tors receiving a single piece of paper regarding the terms or impli-
cations of the transactions. Significantly, although persons involved
with the Board’s consideration of some of these matters informed
us that they were disturbed at the time, no director or anyone else
voiced any objection to cursory considerations by the Board.

Second, the company’s lack of internal controls infected its debt
offerings and use of credit facilities. Indeed, there is no evidence
that WorldCom management or the Board of Directors reasonably
monitored the company’s debt level or its ability to satisfy its out-
standing obligations. Messrs. Ebbers and Sullivan had virtually un-
fettered discretion to commit the company to billions of dollars in
debt obligations with virtually no meaningful oversight. WorldCom
issued more than $25 billion in debt securities in the 4 years pre-
ceding its bankruptcy. With respect to such offerings, Messrs.
Ebbers and Sullivan comprised the entirety of the company’s price
committee. The Board passively “rubber-stamped” proposals from
Messrs. Ebbers or Sullivan regarding additional borrowing, most
often via unanimous consent resolutions that were adopted after
little or no discussion.

It seems clear that WorldCom’s ability to borrow monies was fa-
cilitated by its massive accounting fraud, which allowed the com-
pany to falsely present itself as credit-worthy and “investment
grade.” It also seems clear that the company’s ability to borrow
vast sums allowed it to perpetuate the illusion of financial health
created by its accounting fraud. As late as a few weeks before it
disclosed its massive accounting irregularities, WorldCom used
false financial statements to access all of a $2.65 billion line of
credit, the proceeds of which it used to pay down another credit fa-
cility. As the company’s treasurer candidly told us in an interview,
WorldCom merely “robbed Peter to pay Paul.”

Third, our investigation raises significant concerns regarding the
circumstances surrounding the company’s loans of more than $400
million to Mr. Ebbers. As detailed in my reports, the Compensation
and Stock Option Committee of the Board of Directors agreed to
provide enormous loans and a separate guaranty for Mr. Ebbers
without initially informing the full Board or taking appropriate
steps to protect the company. Further, as the loans and guaranty
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increased, the Committee failed to perform appropriate due dili-
gence that would have demonstrated that the collateral offered by
Mr. Ebbers was grossly inadequate to support the company’s exten-
sions of credit to him, in light of his substantial other loans and
obligations. Our investigation reflects that the Board was similarly
at fault for not raising any questions about the loans and merely
adopting the actions of the Compensation Committee.

I believe the loans to Mr. Ebbers are troubling for another addi-
tional reason. These extraordinary loans highlighted the extent of
Mr. Ebbers’ business activities that were not related to WorldCom.
In my view, the Board should have questioned whether these non—
WorldCom business activities were consistent with the need for Mr.
Ebbers to devote his time and attention to managing the business
of such a large and complex company as WorldCom. However, it
appears that the Board did nothing to attempt to persuade Mr.
Ebbers to divest himself of his other businesses or otherwise limit
his non—WorldCom business activities. To the contrary, the Com-
pensation Committee and the Board provided the massive funding
that facilitated Mr. Ebbers’ personal business activities.

Finally, the fact that WorldCom’s accounting irregularities went
undetected for so long provides further testament to the inad-
equacy of the company’s systems of internal controls. The Audit
Committee of the Board of Directors and the Internal Audit De-
partment appear to have acted in good faith. To their considerable
credit, they took significant and responsible steps once accounting
irregularities were discovered in the spring of 2002. Nonetheless,
it seems abundantly clear that the Audit Committee over the years
barely scratched the surface of any potential accounting or finan-
cial reporting issues. Moreover, the Internal Audit Department
adopted an operational audit function: that is, it focused its efforts
on efficiency and cost savings concerns, rather than acting as
WorldCom’s “internal control police.” Finally, it appears that the
Audit Committee, the Internal Audit Department, and Arthur An-
dersen, the company’s former outside auditors, allowed their mis-
sions to be limited and shaped by Mr. Sullivan in ways that served
to conceal and perpetuate the company’s accounting fraud.

All told, I believe that WorldCom’s conferral of practically unlim-
ited discretion upon Messrs. Ebbers and Sullivan, combined with
passive acceptance of management’s proposals by the Board of Di-
rectors, and a culture that diminished the importance of internal
checks, forward-looking planning and meaningful debate or anal-
ysis formed the basis for the company’s descent into bankruptcy. In
many significant respects, WorldCom appears to have represented
the polar opposite of model corporate governance practices during
the relevant period. Its culture was dominated by a strong chief ex-
ecutive officer who was given virtually unfettered discretion to com-
mit vast amounts of shareholder resources and determine corporate
direction with only minimal scrutiny or meaningful deliberation or
analysis by senior management or by the Board of Directors. The
Board of Directors appears to have embraced suggestions by Mr.
Ebbers without question or dissent, even under circumstances
where its members now readily acknowledge they had significant
misgivings regarding his recommended course of action.
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Although the absence of internal controls and the lack of trans-
parency between senior management and the Board of Directors at
WorldCom does not directly translate to the massive accounting
fraud committed by the company, I believe that these corporate
governance failings fostered an environment and culture that per-
mitted the fraud to grow dramatically. A culture and internal proc-
esses that discourage or implicitly forbid scrutiny and detailed
questioning can be a breeding ground for fraudulent misdeeds.
They also can beget ill-considered and wasteful acquisitions, im-
properly managed and unchecked debt and poor credit manage-
ment, a lack of due diligence regarding personal loans made by the
company to its chief executive officer, and an effective neutering of
other gatekeepers, such as the lawyers, the Internal Audit Depart-
ment and the company’s outside auditors. In tandem with the ac-
counting irregularities, these developments fostered the illusion
that WorldCom was far more healthy and far more successful than
it actually was during the relevant period. Ultimately, they also
produced the largest bankruptcy in the history of this country.

With that, Mr. Chairman, I will conclude my introductory re-
marks. I thank you for the opportunity to address the Committee
this afternoon. With your permission I will offer the summary sec-
tions of my first and second interim reports, which outline more
fully my observations based upon our investigation, to be entered
into the record as a supplement to my statement. Thank you.

Chairman HATCH. Thank you, General Thornburgh. Let me com-
mend you for the work you are doing as the examiner in this case.
As always you have demonstrated a commitment to finding out the
facts in a careful, deliberative and thorough manner. I have to say
the reports are valuable to this Committee as we examine this dif-
ficult issue.

Now, your reports carefully describe WorldCom’s massive fraud
accounting irregularities and a complete lack of basic principles of
corporate governance. Some contend that the “bad apples” respon-
sible for these problems have left or have been forced to leave the
company. Would you briefly describe your findings to date con-
cerning—you have given us the extent of the fraud and other prob-
lems with WorldCom, but I would like to know whether personnel
who are responsible for these activities, are still with the company,
in your opinion.

Mr. THORNBURGH. In the course of my duties as examiner and
carrying out the Court’s instruction to us in carrying that job for-
ward, we have identified in our investigation individuals who were
guilty of fraudulent, dishonest, incompetent activities and of mis-
conduct, mismanagement and irregularity in the management of
the affairs of WorldCom. That was what we were charged to do by
the Court. Those persons identified in the two reports that I have
rendered up to now in many cases have been the subjects of crimi-
nal proceedings or proceedings by the Securities and Exchange
Commission, and a number of these persons have, to my under-
standing, been discharged or terminated by the company.

Our investigation proceeds, as I indicated. We are constrained in
identifying any other potential subjects of this kind of activity we
were directed to investigate by two limitations which I am sure you
will understand. One is our deference to law enforcement authori-
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ties who have requested in some cases that we not even interview
individuals who are persons of interest to them in their investiga-
tion. Secondly, with respect to matters that are under way and will
be spelled out in our final report, it would be premature to discuss
or identify any of those persons.

All that being said, I think that the task of cleaning out the com-
pany is a business responsibility, one for the current management
of WorldCom. Our job is to report the facts and to identify those
practices and persons that come within the scope of the order en-
tered by Judge Gonzalez in my appointment.

Chairman HATcH. I think that you have done some relative work
in examining WorldCom’s accounting and internal controls. What
is your assessment of MCI’s prior and current accounting and in-
ternal controls?

Mr. THORNBURGH. The examination that we undertook that re-
sulted in our first report dwelt on a number of accounting issues.
At that time we were requested by law enforcement authorities to
forego any mention in our first interim report of any findings or
conclusions in that respect. Since that time the Securities and Ex-
change Commission, the United States Attorney’s Office in the
Southern District of New York and the Special Committee ap-
pointed by the Board of Directors and its counsel and accountants
have more or less carried the ball on the completion of those exami-
nations, and mindful of Judge Gonzalez’s admonition about dupli-
cation of effort, we have been content to monitor those ongoing ef-
forts rather than run out to completion the initial work that we un-
dertook last fall.

I think those accounting deficiencies have been pretty well chron-
icled to date with regard to the internal controls. The deficiencies
that existed during the period in question on the part of the exter-
nal auditors, Arthur Andersen, the Internal Audit Department and
the Audit Committee of the Board of Directors have been set forth
in great detail in the two reports that we have filed, and I think
theﬁr provide a road map of precisely what went wrong in that re-
gard.

Chairman HATCH. Let me just say, in your second interim report
you observed that there is a great deal more to this story, and that
you believe, “that the extent of the breakdowns that WorldCom will
eventually be determined to extend even beyond the examiner’s
findings.”

Without compromising your ongoing investigation, when do you
anticipate that you will have a more complete picture of the prob-
lems at MCI/WorldCom?

Mr. THORNBURGH. We hope and expect to wind up our efforts by
the end of September of this year. Let me develop a little bit more
beyond the record and the order entered by Judge Gonzalez what
our charge was from the Judge. First of all, and obviously, was to
compile a history, if you will, of precisely what occurred within the
company that brought it to its collapse, and that is really the prime
narrative of the reports that we will file and will be completed we
hope by the end of September. The second was to identify practices
and persons responsible for the wrongdoing that we found, so as to
ensure the bankruptcy judge that any plan of reorganization did
not carry forward either those persons or those practices in any re-
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organized company. The third is to identify potential causes of ac-
tion against third parties or against insiders that will enhance the
bankrupt estate and recover any ill-gotten gains.

In each of those cases our task, I am sorry to say, is not complete
to the extent that we can give you a full and complete picture
today, but I anticipate with the filing of our final report and the
examination of the three reports in toto will give as good a record
as can be compiled in each of those three areas and provide a basis
for appropriate action by Judge Gonzalez as he requested.

Chairman HATCH. I understand that your investigation is still
continuing, but do you believe that your final report will be com-
p%ete?d before the bankruptcy court confirms its reorganization
plan?

Mr. THORNBURGH. That of course we do not really have any con-
trol over because that is under Judge Gonzalez’s jurisdiction. I
hope that we will be able to proceed with dispatch, although I must
say that recent scheduling problems for interviews and recent re-
quests for documents have been a bit frustrating, and we are in
constant communication with the company in order to try to speed
that up so that we can meet whatever deadlines Judge Gonzalez
feels are appropriate. As I said, we have had a lot of cooperation
from all the parties involved here, but in order to finish our task
within the parameters that permit the proceedings to go forward
and ultimately determinate, we need to have that cooperation
stepped up a couple levels.

Chairman HATCH. I want to thank you for being here. I appre-
ciate your testimony and always appreciate having you appear be-
fore the Committee.

Mr. THORNBURGH. Thank you, Senator.

Chairman HATCH. Thanks my friend.

[The prepared statement of Mr. Thornburgh appears as a sub-
mission for the record.]

Chairman HATCH. Let me to go to the second panel. William
Barr will be our next witness. He is the former Attorney General
of the United States. He headed the Justice Department during the
first Bush administration and brings a unique perspective on the
telecom industry, given his previous position as General Counsel
for GTE and his current position as the Executive Vice President
and General Counsel for Verizon Communications. So we are
happy to have you here, Attorney General Barr, and look forward
to hearing your testimony here today.

Nicholas Katzenbach, I would like to welcome you to the Com-
mittee, yet another former Attorney General, Hon. Nicholas Katz-
enbach, held the top position at the Justice Department during the
Johnson administration, and later served as Under Secretary of
State from 1966 to 1969. Attorney General Katzenbach appears
today in his capacity as a Board member of MCI.

Marcia Goldstein, we are honored to have you here as well. She
a partner with the New York law firm of Weil, Gotshal and
Manges. Ms. Goldstein is the lead attorney in charge of
WorldCom’s Chapter 11 reorganization.

Morton Bahr is the President of the Communication Workers of
America. We are delighted to have you here and welcome you.
CWA is America’s largest communications and media union, rep-
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resents over 700,000 telecom workers in the private and public sec-
tors. We are just honored to have you with us, and we look forward
to hearing what you have to say.

Douglas Baird. Mr. Baird is the Vice Chair of the National Bank-
ruptcy Conference. NBC is a well-established nonprofit organiza-
tion that has routinely advised us up here in Congress on the oper-
ation of the bankruptcy laws. So we are grateful to have you here
to enlighten us.

Then Mark Neporent is the Chief Operating Officer for Cerberus
capital Management. He appears today on behalf of the largest
creditor for MCI, and as Co—Chair of the MCI/WorldCom Official
Creditors Committee.

We are happy to have all of you here, and we will turn to you
first, General Barr.

STATEMENT OF WILLIAM P. BARR, GENERAL COUNSEL OF
VERIZON COMMUNICATIONS, WASHINGTON, D.C.

Mr. BARR. Thank you, Mr. Chairman.

MCI committed largest fraud in American history, inflicting the
greatest harm on the greatest number of American citizens ever.
I believe that the Federal Government’s enforcement response to
this has been the most shameful episode I have witnesses in 25
years in Washington, D.C.

The problem in my view is not with the bankruptcy laws. I be-
lieve the problem is the abdication of enforcement authorities.
Have the enforcement authorities taken any action to strip away
the fruits of the crime? No. In fact, they have left this company
with virtually all of the fruits of the crime intact to deploy against
law-abiding companies in the marketplace. Have they taken any
action which would have been a matter of course to suspend the
company from doing further business with the Government? No. In
fact, they have radically expanded MCT’s business with the Govern-
ment in the months since the fraud came to light. Have they ob-
tained meaningful restitution for the victims of this crime? No. In
fact, restitution has been limited to three-tenths of 1 percent of the
loss.

I believe that the problem here involves the intersection of two
different and distinct bodies of law that have very different objec-
tives in which the Government plays very different roles. The first
of these is the bankruptcy law. Bankruptcy law provides the gen-
eral rules for handling the estate of an insolvent company. Here,
under bankruptcy, creditors are given priority, and obviously there
is a lot of interest in conserving the assets of the entity. But when
a company engages in criminal activity, criminal fraud, deriving
substantial ill-gotten gains and business advantages at the expense
of a variety of victims including shareholders and other companies,
than a wholly different set of rules and laws and principles come
into play, and that is the criminal enforcement process.

When a crime is committed the Government’s interest is not in
preserving the assets of the company that committed the crime and
derived those assets through fraud. It is in securing the
disgorgement of the ill-gotten gains through enforcement processes,
and also it is not just directed at the interest of the creditors, it
is directed at the interest of vindicating the interest of all of the
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victims of the fraud. Title 18 makes this explicit in the criminal
code where it says that these enforcement responsibilities of the
Government take priority in bankruptcy. In other words if I was
a massive con artist and went out and—and probate law provides
a good analogy here because probate are the general rules that
apply to the disposition of an estate when someone died—but if I
was a massive con artist and part of my estate involved ill-gotten
gains, money I had obtained through fraud, the Government does
not waltz in and say, now the probate process takes over, now we
are interested in conserving your assets and passing them on. No,
the enforcement authorities sort out what goes into the estate and
what does not, and the same is true with bankruptcy. If I was a
con artist and did not die, but just declared bankruptcy, then it is
no answer to say, well, gee, the bankruptcy process is now invoked.
The person is in bankruptcy. Let the bankruptcy rules handle this.
No. The Government’s responsibility is the same. In other words,
bankruptcy relates to the disposition of assets that are in the es-
tate, but where a crime is involved, it is the responsibility of the
enforcement authorities to determine what assets are fair to allow
to go into the estate, and that is the threshold issue.

But what is happening here is that the Government has abdi-
cated its responsibility and it is stumbling all over itself to meet
MCTI’s timeline and private preferences as to how it wants to
emerge from bankruptcy. It is interesting, we have a lot of bank-
ruptcy aficionados here today, and it is always interesting to hear
about bankruptcy, but it sort of misses the point which is the en-
forcement responsibilities of the Government. Bankruptcy does not
provide the remedial scheme for crime. The enforcement authori-
ties and the criminal laws provide the remedial scheme for crime.
For people to come in today and say, well, the Government should
only punish individuals. That is one proposition, the Government
should punish individuals not the company; and the other propo-
sition is: hey, under bankruptcy law creditors get everything.
Therefore, you should not take any of the assets away from the
company, you should leave it all for the creditors. That is clearly
fallacious and I cannot imagine that any member of this Com-
mittee would embrace either of those principles. Enforcement is not
just about punishment, as every of this Committee knows. Enforce-
ment is about, in part, remediation, disgorgement of ill-gotten
gains and restitution, dealing with the victims of crime. It is not
a question of punishment. It is a question of the intervention of en-
forcement authorities to make sure that crime does not pay and ill-
gotten gains are surrendered.

MCI is suggesting that we are here trying to force the liquidation
of MCI, but in fact we are not. We do not care what result is ulti-
mately reached in bankruptcy so long as the Government does a
fair job with its enforcement responsibilities, and MCI is not able
to use its ill-gotten gains to secure dishonest advantage in the mar-
ketplace, and it is very clear that the Government could do far
more without denying MCI the opportunity to reorganize. Indeed,
some of the major issues such as continuation of Government con-
tracts and the use of net operating losses, that is, their claim that
they should be able to operate tax free for the foreseeable future,
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these are matters which they themselves say are not integral to
their reorganization plan.

So, further, the amount of penalty that has been exacted by the
SEC, as I said, is three-tenths of 1 percent of the losses, and is a
tiny fraction of the amount of ill-gotten gains, and it leaves the
company in a position where its debt-to-sales ratio is the lowest in
the sector, 22 percent, compared to the average in the sector of 85
percent. So it is being put in an extremely advantageous position
in the sector. None of the companies here today who are concerned
with this—and I know I am speaking here not just for Verizon but
for AT&T and SBC and Bell South. None of these companies are
concerned about competing with anyone on an honest playing field.
But what we object to and what should offend the sense of justice
of this Committee, is that MCI, far from being punished and far
from being held to account, required to remedy the consequences
of its wrongdoing, it is being massive advantages over competitors
and law-abiding citizens. That is not good for the employees in this
sector. It is not good for the consumers in this sector. It is not good
for the economy.

Thank you.

[The prepared statement of Mr. Barr appears as a submission for
the record.]

Chairman HATcH. Thank you, General Barr.

General Katzenbach, we will turn to you.

STATEMENT OF NICHOLAS DEB. KATZENBACH, BOARD
MEMBER, MCI TELECOMMUNICATIONS, ASHBURN, VIRGINIA

Mr. KATZENBACH. Mr. Chairman, my name is Nicholas Katzen-
bach. I serve as an independent member of the Board of Directors
of MCI. I served as Attorney General from 1964 to 1966, and since
leaving public service I have practiced law, including serving for 17
years as General Counsel of IBM.

I joined the Board of MCI in July 2002, and I served as a mem-
ber of the Special Investigative Committee of the Board. Prior to
that time I had no connection with WorldCom or any of its affili-
ates. I knew none of the directors, all of whom have since resigned.
I knew none of its senior management, all of whom have since ei-
ther been dismissed or resigned. I was not around the company in
any way when its then senior management perpetrated the largest
financial fraud in American business history.

In my written statement, which has been submitted to the Com-
mittee, Mr. Chairman, I describe at some length the measures that
the new management under Michael Capellas has taken to over-
come the legacy of gross misconduct. I have not seen the slightest
doubt that we are succeeding in that effort, and it is gratifying to
know that Judge Rakoff, who presides over the SEC suit against
the company, agrees. In his recent decision fining the company he
said, “The Court is aware of no large company accused of fraud
that has so rapidly and so completely divorced itself from the mis-
deeds of the immediate past and undertaken such extraordinary
steps to prevent such misdeeds in the future.” That is the end of
the quote. I do not think even our competitors question those ef-
forts. I certainly hope not.
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What they do seek is to inflict more pain on MCI, and if possible,
I believe, to destroy the company. I think their real purpose is to
reduce competition, but their ostensible reason to punish the cor-
poration for past misdeeds. There is of course no way to punish an
abstract legal concept. So the question is who? Which real people
do they believe should be punished? Is it the 55,000 remaining em-
ployees of MCI who already have seen their jobs put at risk and
their retirement savings driven toward oblivion? Or is it the stock-
holders whose investment has been totally destroyed? Or the credi-
tors who financed this huge expansion only to see fraud destroy
most of their investment? All these people are victims of the fraud,
not perpetrators. The perpetrators are long gone, and they are de-
fendants in the courts where they should be. Or is it the new man-
agement and the new board who are trying successfully both to
make the company a model for ethical behavior and a successful
competitor? Or is it our customers who are free today and should
be free tomorrow to choose the most reliable service at the best
price? Or is it, as I believe, simply a ploy to reduce competition and
raise prices in troubled times at the expense of those who have al-
ready suffered far more than competitors have suffered?

I am not a bankruptcy expert by a long shot, but it seems to me
that our competitors seek to amend those laws narrowly for no rea-
son other than to enhance their competitive advantage. If they be-
lieve that those laws should be changed whenever the management
of a company is guilt of fraud, they should at least be forthright
and say so. Such changes would potentially affect companies in
many diverse industries who are not here today to defend laws
duly enacted by Congress. Such changes raise important policy
questions which kicking around MCI’s past management does not
suffice to answer.

Mr. Chairman, I heard the eloquent statement of Mr. Barr, and
all T can say is that what he describes as those ill-gotten gains are
the loans that were made to MCI/WorldCom, which were made in
part as a result of fraud. I do not see any pot of gold anywhere that
is not before the bankruptcy court, and I think Mr. Barr would
agree that all the assets are before the bankruptcy court. They are
to be distributed there in accordance with law, in an effort to pun-
ish those to reward as far as it can, those who have suffered the
losses from this fraud. Mr. Barr refers to the interest of justice, and
quite frankly, Mr. Chairman, I cannot see how punishing innocent
people who are not involved in the fraud serves the interest of jus-
tice in any way whatsoever.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Katzenbach appears as a submis-
sion for the record.]

Chairman HATCH. You are welcome. Thank you so much.

Ms. Goldstein?

STATEMENT OF MARCIA L. GOLDSTEIN, PARTNER, WEIL,
GOTSHAL AND MANGES, LLP, NEW YORK, NEW YORK

Ms. GOLDSTEIN. Thank you, Mr. Chairman.
I am MCTI’s bankruptcy counsel, and I co-chair the Business, Fi-
nance and Restructuring Department at Weil, Gotshal and Manges,
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which is the largest bankruptcy and reorganization practice in the
country.

This is a hearing on public policy matters arising from the
WorldCom Chapter 11 case. The company’s competitors have called
for MCI’s liquidation or have demanded other punitive actions
against the company. Verizon particularly has done so in written
communications to Chairman Donaldson of the SEC, and in sub-
missions to the District Court presiding over the SEC enforcement
action and presiding over the recent approval of our settlement
with the SEC.

My view is that these demands represent the narrow, competi-
tive self-interest of MCI’s long-time competitors and completely ig-
nore the structure and goals of our bankruptcy laws. Let me state
emphatically that as a matter of law the liquidation or forced sale
of MCI is not an option here. MCI will emerge from bankruptcy
consistent with its reorganization plan and the requirements of
Chapter 11. The only parties who would benefit from a liquidation
or forced sale would be MCI’s competitors, not creditors, not share-
holders, not employees, not consumers.

The Federal bankruptcy laws balance two goals: equal treatment
for creditors of equal rank and the restructuring of a business to
preserve jobs and to maximize return to creditors. At the heart of
these goals stands the basic premise of bankruptcy policy, that
when the going concerned value of an enterprise exceeds liquida-
tion value, reorganization of the debtor will maximize return to
creditors and lead to preservation of the enterprise.

Following the announcement of the accounting fraud last June,
WorldCom turned to Chapter 11 in order to preserve value for its
creditors. Just as the bankruptcy laws intended, Chapter 11 en-
abled WorldCom to obtain otherwise unavailable financing and the
much-needed breathing room to develop and implement a business
plan, provide uninterrupted service to its customers, and propose
a plan of reorganization that is supported by 90 percent of its cred-
itor constituencies.

Under Verizon’s theory MCI should be liquidated, subjected to a
forced sale, or otherwise punished, rather than reorganized to pre-
vent it from benefiting from its pre-petition fraud. The theory, how-
ever, not only completely ignores the fundamental principles of
Chapter 11 but also the realities of who the stakeholders are in
this Chapter 11 case. The legislative history of Chapter 11 is clear
that the creditors, the new owners of the company, should not pay
for the fraud. Indeed, in this case, if any parties were the victims
of the fraud who should receive the restitution that Mr. Barr
talked about, it is the creditors who made loans based upon mis-
leading financial information. Contrary to the premise of the
Verizon theory, a Chapter 7 sale or a forced sale would not yield
a fair result to either the company’s employees or its creditors.
Creditors would recover significantly less than under MCI’s reorga-
nization plan. In the scenario of a Chapter 7, and this is what was
suggested to Chairman Donaldson in the letter from verizon back
in March, financing would be cut off, trade credit would dissipate,
new business would be highly unlikely, customers would be un-
nerved and the value and stability that has been achieved in the
Chapter 11 state could precipitously decline. Most significantly,
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creditors would have no vote as they would in Chapter 11, and as
a natural result of consolidation, many MCI jobs would be elimi-
nated. The notion that MCI would remain a going concern and em-
ployees would not suffer is just disingenuous.

Let us be clear: Verizon’s proposed punishment, which as we
have read would be a break up or forced sale of MCI, is only for
its own benefit so that it can bid for MCI’s business at a distressed
value, and eliminate it as a competitor. This scenario demonstrates
clearly why bankruptcy laws are not driven by the interests of com-
petitors, but rather, by their nature, preserve competition. In addi-
tion, injured stockholders of MCI, many of whom are employees or
were employees will receive compensation, including stock from re-
organizes MCI through the settlement made with the SEC. How-
ever, the distributions contemplated by the SEC settlement would
only be available upon completion of a successful emergency from
Chaptﬁr 11. If Verizon get