September 4, 2026

Hon. Tim Scott Hon. Elizabeth Warren

Chair Ranking Member

Committee on Banking, Housing, and Committee on Banking, Housing, and
Urban Affairs Urban Affairs

United States Senate United States Senate

Washington, D.C. 20510 Washington, D.C. 20510

Hon. John Boozman Hon. Amy Klobuchar

Chair Ranking Member

Committee on Agriculture, Nutrition, Committee on Agriculture, Nutrition,
and Forestry and Forestry

United States Senate United States Senate

Washington, D.C. 20510 Washington, D.C. 20510

Re: Digital Markets Clarity Act — Insolvency Safe Harbor

Dear Chair Scott, Ranking Member Warren, Chair Boozman, and Ranking Member
Klobuchar:

The Digital Asset Market Clarity Act (the “Clarity Act”) seeks to enact guardrails
for digital assets. This letter explains why one provision of the proposed Act will
benefit digital asset promoters, but at the expense of financial system stability.
Section 702 of the Clarity Act — the “Insolvency Safe Harbor” — will increase the
risk of systemic contagion should a digital asset intermediary fail or should the
market for a particular digital asset class collapse. That section seeks to extend the
existing safe harbor provisions in the Bankruptcy Code (collectively the
“Bankruptcy Safe Harbor”)! to cover digital commodities. However, the role of the
Bankruptcy Safe Harbor in the collapse of Lehman Brothers and the financial crisis
of 2008 demonstrates why expanding it to digital commodities poses an

111 U.S.C. §§ 362(b)(6), (7) and 11 U.SC. §§ 546(e), 559, 560, 561.



unacceptable risk to the U.S. (and global) financial system. That danger will only
grow as digital commodities become more deeply integrated into the economy.

In 2023, multiple so-called “crypto-intermediaries” failed. FTX, Celsius, Three
Arrows, and Prime Trust are a few examples. Their failures reverberated through the
banking system; Silicon Valley Bank, Signature Bank, and First Republic failed as
well. The FDIC was forced to step in to protect the banks’ depositors. Nonetheless,
it could have been worse. The crisis did not become systemic. The economy has
rebounded; the market for digital assets recovered as well. The same was not true in
2008 when Lehman Brothers’ collapse triggered a string of failures that became the
global financial crisis and resulted in the Great Recession. The Bankruptcy Safe
Harbor magnified the systemic impact of Lehman’s demise.?

The mechanism by which the Bankruptcy Safe Harbor accelerated the collapse of
Lehman and exacerbated the financial crisis of 2008 demonstrates the danger posed
by §702 of the Clarity Act.

In 2008, the instability of an asset class — in that case mortgage-backed securities —
caused Lehman to fail. As anybody who has seen the movies “It’s a Wonderful Life™
or “Mary Poppins™ knows, banks and other financial intermediaries borrow short
term to invest in illiquid assets. They are, therefore, subject to runs. As the crash of
1929 and the Financial Crisis of 2008 illustrate, those runs on short term claims can
spread quickly to other institutions. The financial system is tightly linked. Financial
institutions have many counterparties, hold multiple types of assets, and rely on
information to assess credit risks and asset values. Financial markets are, therefore,
subject to contagion. Lehman’s failure engulfed the global financial system.

It is now well understood that the Bankruptcy Code’s Safe Harbor provisions
exacerbated the systemic contagion.’ Those provisions exempt qualified financial
contracts — derivatives, swaps, repurchase agreements, and other financial assets —
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3 https://www.youtube.com/watch?v=iPkJH6BT7dM
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from the Bankruptcy Code’s automatic stay and later avoidance.® When a financial
firm that is a counterparty on such contracts fails, the stay does not apply. It is,
therefore, impossible to stop a run. Multiple counterparties seek to terminate their
contracts and sell their collateral. This depresses asset values or renders them
uncertain. The effects of a single institution’s failure can then spread to the broader
market. This damages the balance sheets of other financial institutions and hurts
investors.”

When the subprime mortgage market collapsed, Lehman failed. Lehman’s
counterparties then sought to exit their contracts with Lehman and to reclaim their
assets. These early exits are estimated to have destroyed as much as $75 billion in
asset value in Lehman’s portfolio.® The contagion spread, triggering the Great
Recession.

Because of the Bankruptcy Safe Harbor, it was impossible to stop the “run.” But for
the Bankruptcy Safe Harbor, the Bankruptcy Code’s automatic stay would have
prevented the immediate termination of contracts and the seizing of assets.’ This
would, in turn, have mitigated and contained the damage caused by Lehman’s
bankruptcy filing. The systemic consequences of Lehman’s failure can therefore be
traced, at least in part, to the Bankruptcy Safe Harbor.

By contrast, the 2023 failures of FTX and Silicon Valley Bank provide salutary
counterexamples. The Bankruptcy Safe Harbor did not apply in either case. The stay
helped stop the run, preserved value, and limited the systemic effects of both failures.
Moreover, the stay did not, itself, cause financial disruption.

For FTX the safe harbors did not come into play precisely because the novel digital
assets in FTX’s portfolio were not covered by the existing Safe Harbor. Because
FTX’s counterparties were stayed, it was possible to deal with those assets in an
orderly fashion. Customers were repaid almost in full.'® SVB’s resolution was

11 U.S.C. §§ 362(b)(6), (7) and 11 U.SC. § 546(e).
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handled administratively by the FDIC. The Federal Deposit Insurance Act (FDIA)
does not contain safe harbors. Instead, bank regulators have the benefit of a tailored
short — one day — stay that applies to all contracts and allows for the orderly
resolution of the financial institution.!! This short stay allowed the FDIC to stop the
bank run and perform an orderly transfer of assets and liabilities to First Citizen’s
Bank. The stay was particularly important in the case of SVB, where the FDIC found
it necessary to step in at noon, rather than waiting until the end of the banking day.
In each case a stay facilitated the orderly resolution of the institution and helped
prevent contagion from spreading.!? It is also important to note that in the crypto
cases, the operation of the bankruptcy stay did not cause disruption to the operation
of the banking system. If §702 had been in effect at the time, the consequences of
the failures of FTX, Celsius, and others might well have been much worse.!?

The key lesson of Lehman was that the risk of systemic contagion exists any time a
significant financial intermediary fails. In response, Congress enacted certain post-
crisis reforms. First, it granted the FDIC Orderly Liquidation Authority (“OLA”).!4
The OLA provides the FDIC with the option to use the administrative bank
resolution regime — and its short stay — to resolve systemically important non-bank
financial institutions (“SIFIs”).!* This limits the applicability of the Bankruptcy Safe
Harbors for those institutions. Second, the post-crisis reforms included a
clearinghouse requirement for standard over the counter derivatives.! This further
reduced the need for the safe harbors to protect the smooth operation of derivatives
markets.!” Finally, the FDIC required the incorporation of a contractual short stay
into standard derivative contracts — matching the treatment of derivatives under the
FDIA. The contractual short stay allows for the orderly treatment of covered
derivative contracts when a financial institution fails.'®
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By contrast, §702 of the Clarity Act unlearns the lesson of Lehman. There is, now,
a global contract and regulatory architecture in place that is adapted to the stay.
Section 702 would disrupt that architecture by extending the Bankruptcy Safe
Harbor to a large new class of assets — digital commodities — but without the
safeguards implemented post-crisis: non-SIFI crypto intermediaries are not

integrated into the post-crisis OLA architecture;"

many digital commodities or
derivatives involving digital commodities would not run through clearinghouses;*°
nor would they necessarily be subject to the contractual short stay. The Clarity Act
would magnify the systemic risk associated with the failure of a non-bank digital-

asset intermediary.

There is yet another reason to be concerned about the Insolvency Safe Harbor in the
Clarity Act. The Insolvency Safe Harbor is special interest legislation. When a
business fails, the Safe Harbor favors investors in safe harbored assets over other
creditors. By exempting digital assets from the bankruptcy process, digital asset
holders will be placed in a preferred position in the bankruptcy. They would get paid
before everybody else — employees, suppliers, tort claimants. Worse yet, the Safe
Harbor cuts off the right of the trustee to recover assets transferred by the debtor on
the eve of bankruptcy to favored creditors, or paid to stockholders in a failed
leveraged buyout.?! This inequity already exists within the Bankruptcy Code and has
been widely criticized.?? It should not be expanded by extending the Safe Harbor to
payments made with bitcoin or other digital commodities.

In sum, the Clarity Act seeks to fully integrate digital assets into the financial system,
but, if it is enacted and §702 is not removed, it will have unintended consequences.
Section 702 fails to heed the lessons of 2008 and 2023. If the debtor is a non-bank
financial intermediary, like Lehman in 2008, or FTX or Celsius in 2023, there may
be no way to stop the contagion. If the Clarity Act passes, and the Bankruptcy Safe
Harbor is extended to cover digital assets, the next time the economy faces a “crypto-
winter” the results are more likely to be systemic. Even for ordinary bankruptcies
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the Safe Harbor will impair a business’s chance of survival and will place digital
asset investors ahead of other creditors and the bankruptcy estate. Further, the danger
and inequity will only grow as digital commodities become more prevalent.

Integrating innovative digital assets into the financial regulatory architecture is a
crucial but complex endeavor. Expanding the Bankruptcy Safe Harbor to include
digital commodities runs counter to that purpose. It would, undermine financial
system stability and increase inequality.

Sincerely,

Kara Bruce
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