Chapter 2: Business Bankruptcy

GENERAL ISSUES IN CHAPTER 11

The Chapter 11 Working Group investigated issues that arise in genera
business cases. The Working Group engaged in a continuous process of canvassing
secured creditor representatives, a variety of unsecured creditors representatives,
debtors’ representatives, businesspeople, investment analysts, economists, legal
scholars, judges, trustees, and any other interested parties. The issues derived
through that processwerethen devel oped throughout the Commission’ sdeliberations.
The Recommendations set forth by the Chapter 11 Working Group and adopted by
the Commission are aimed at enhancing the return and lowering the costs for many
different types of creditors while embracing the basic goal in Chapter 11 to promote
reorganizations.

Many of the following Recommendations would resolve open legal questions
that frequently cause litigation and delay. Clarification will minimize the time and
money lost to repeated judicia disputes over issues such as the rules governing
classification of claims, court review of creditors committee appointments, and the
permissibility of releasing claimsagainst nondebtor parties. Because bankruptcy laws
provide abackdrop for abroad range of out of court negotiations, increased certainty
enhances the opportunities for out of court workouts.

The Working Group aso developed recommendations that affirmatively
would promote speed and efficiency within the current reorganization structure.
Some recommendations, such as those to facilitate prepackaged bankruptcies and to
authorize local mediation programs, should further these goals directly. Others
promote those values indirectly, such as the Recommendation to promote sales of
assets in Chapter 11 cases.

To maintainthe balancein the businessbankruptcy system, it alsoisimportant
to consider whether the costs of business bankruptcy are borne disproportionately by
certain groups. While discussions of bankruptcy often are polarized into “debtor”
versus* creditor” debates, amore delicate balance must be struck among the members
of thediverse creditor body. Whether the debtor seeksto reorganize or liquidate, the
Bankruptcy Code must reconcile competing needs of secured lenders, unsecured
lenders, trade suppliers, employees, utility providers, independent contractors, lessors,
lessees, other contract creditors, taxing authorities, warranty holders, tort victims, and
infinite other types of claimants. Although the priority of payment is relatively clear
in the statute, a wide variety of other questions can have significant distributional
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implications. Instead of addressing thisconcern with aseries of amendmentsdirected
at discrete groups of creditors to the exclusion of others, the Chapter 11 Working
Group, aswell as other working groups, attempted to make moderate adjustmentsto
the current system to enhance the system’ s fairness.
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24.1

24.2

2.4.3

RECOMMENDATIONS

Clarifying the Meaning of “Rejection”

The concept of “rejection” in section 365 should be replaced with
“election to breach.”

Section 365 should provide that a trustee’s ability to elect to breach a
contract of the debtor is not an avoiding power.

Section 502(g) should be amended to provide that a claim arising from
the election to breach shall be allowed or disallowed the same as if such
claim had arisen before the date of the filing of the petition.

Clarifying the Option of “Assumption”

“Assumption’ should be replaced with “election to perform” in section
365.

Interim Protection and Obligations of Nondebtor Parties

A court should be authorized to grant an order governing temporary
performance and/or providing protection of the interests of the
nondebtor party until the court approves a decision to perform or
breach a contract.

Section 503(b) should include as an administrative expense losses
reasonably and unavoidably sustained by a nondebtor party to a
contract, a standard based on nonbankruptcy contract principles,
pending court approval of an election to perform or breach a contract if
such nondebtor party was acting in accordance with a court order
governing temporary performance.
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245

2.4.6

24.7

454

Contracts Subject to Section 365; Eliminating the *“Executory”
Requirement

Title 11 should be amended to delete all references to “executory” in
section 365 and related provisions, and “executoriness” should be
eliminated as a prerequisite to the trustee’s election to assume or breach
a contract.

Prebankruptcy Waivers of Bankruptcy Code Provisions

Section 558 of the Bankruptcy Code should provide that except as
otherwise provided in title 11, a clause in a contract or lease or a
provision in a court order or plan of reorganization executed or issued
prior to the commencement of a bankruptcy case does not waive,
terminate, restrict, condition, or otherwise modify any rights or defenses
provided by title 11. Any issue actually litigated or any issue resolved by
consensual agreement between the debtor and a governmental unitin its
police or regulatory capacity, whether embodied in a judgment,
administrative order or settlement agreement, would be given preclusive
effect.

Prepackaged Plans of Reorganization; Section 341 Meeting of Creditors

Section 341 should provide that upon the motion of any party in interest
in a Chapter 11 case that entails a prepackaged plan of reorganization,
the court may waive the requirement that the U.S. trustee convene a
meeting of creditors.

Authorization for Local Mediation Programs

Congress should authorize judicial districts to enact local rules
establishing mediation programs in which the court may order non-
binding, confidential mediation upon its own motion or upon the motion
of any party in interest. The court should be able to order mediation in
an adversary proceeding, contested matter, or otherwise in a bankruptcy
case, except that the court may not order mediation of a dispute arising
in connection with the retention or payment of professionals or in
connection with a motion for contempt, sanctions, or other judicial
disciplinary matters. The court should have explicit statutory authority
to approve the payment of persons performing mediation functions
pursuant to the local rules of that district’s mediation program who
satisfy the training requirements or standards set by the local rules of
that district. The statute should provide further that the details of such
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24.8

249

2.4.10

mediation programs that are not provided herein may be determined by
local rule.

Court Review of Appointments to Creditors’ Committees

Subsection (a)(2) of 11 U.S.C. § 1102, “Creditors’ and equity security
holders’ committees,” should be amended to read as follows:

(2) On request of a party in interest and after notice and
a hearing, the court may order a change in membership of
a committee appointed under subsection (a) of this section
if necessary to ensure adequate representation of creditors
or of equity security holders. On request of a party in
interest, the court may order the appointment of
additional committees of creditors or of equity security
holders if necessary to assure adequate representation of
creditors or of equity security holders. The United States
Trustee shall appoint any such committee.

Employee Participation in Bankruptcy Cases

Changes to the Official Forms, the U.S. Trustee program guidelines and
the Federal Rules of Bankruptcy Procedure, are recommended to the
Administrative Office of the U.S. Courts, the Executive Office of the U.S.
Trustee, and the Advisory Committee on Bankruptcy Rules of the
Judicial Conference, as appropriate, in order to improve identification
of employment-related obligations and facilitate the participation by
employee representatives in bankruptcy cases. The Official Forms for
the bankruptcy petition, list of largest creditors, and/or schedules of
liabilities should solicit more specific information regarding employee
obligations. The U.S. Trustee program guidelines for the formation of
creditors’ committees should be amended to provide better guidance
regarding employee and benefit fund claims. The appointment of
employee creditors’ committees should be encouraged in appropriate
circumstances as a mechanism to resolve claims and other matters
affecting the employees in a Chapter 11 case.

Enhancing the Efficacy of Examiners and Limiting the Grounds for
Appointment of Examiners in Chapter 11 Cases

Congress should amend section 327 to provide for the retention of

professionals by examiners for cause under the same standards that
govern the retention of other professionals.
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The Advisory Committee on Bankruptcy Rules of the Judicial
Conference should consider a recommendation that Federal Rule of
Bankruptcy Procedure 2004(a) be amended to provide that “On motion
of any party in interest or of an examiner appointed under section 1104
of title 11, the court may order the examination of any entity.”

Congress should eliminate section 1104(c)(2), which requires the court
to order appointment of an examiner upon the request of a party in
interest if the debtor’s fixed, liquidated, unsecured debts, other than
debts for goods, services, or taxes or owing to an insider, exceed
$5,000,000.

2.4.11 Valuation

2.4.12

2.4.13

2.4.14

456

A creditor’s secured claim in personal property should be determined
by the property’swholesale price.

A creditor’ssecured claiminreal property should bedeter mined by the
property’sfair market value, minus hypothetical costs of sale.

Clarifying The Conditions for Sales Free & Clear Under 11 U.S.C. 8
363(f)

Congress should make clear that bankruptcy courts can authorize sales
of property of the estate free of creditors’ interests regardless of the
relationship between the face amount of any liens and the value of the
property sold.

Release of Claims Against Nondebtor Parties

Congress should amend sections 1123 and 524(e) to clarify that it is
within the discretion of the court to allow a plan proponent to solicit
releases of nondebtor liabilities. Creditors that agree in a separate
document to release nondebtor parties will be bound by such releases,
whereas creditors that decline to release their claims against nondebtor
parties will not be bound to release their claims.

Exclusion of Payroll Deductions from Property of the Estate

Congress should amend 11 U.S.C. § 541(b) to clarify that funds deducted
from paid wages within 180 days prior to the date of the commencement
of a case under title 11, held by a debtor/employer, and owed by
employees to third parties, other than a federal, state or local taxing
authority, do not fall within the definition of “property of the estate.”
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2.4.15

2.4.16

2.4.17

2.4.18

Absolute Priority and Exclusivity

11 U.S.C. § 1129(b)(2)(B)(ii) should be amended to provide that the
court may find a plan to be fair and equitable that provides for members
of a junior class of claims or interests to purchase new interests in the
reorganized debtor.

11 U.S.C. § 1121 should be amended to provide that on the request of a
party in interest, the court will terminate exclusivity if a debtor moves
to confirm a non-consensual plan that provides for the participation of
a holder of a junior claim or interest under 1129(b)(2)(B) but does not
satisfy the condition set forth in section 1129(b)(2)(B)(i).

Classification of Claims

Section 1122 should be amended to provide that a plan proponent may
classify legally similar claims separately if, upon objection, the proponent
can demonstrate that the classification is supported by a “rational
business justification.”

Prepetition Solicitation for a Prepackaged Plan of Reorganization

The standards and requirements provided in the Bankruptcy Code for
postpetition solicitation should be applicable to solicitation for a plan of
reorganization within 120 days prior to filing a Chapter 11 petition by
an entity that is subject to and in compliance with the public periodic
reporting requirements of the Securities Exchange Act of 1934. Notice
of such prepetition solicitation should be served on the Securities and
Exchange Commission. If an entity solicits for a plan of reorganization
but does not file for bankruptcy, the bankruptcy requirements and
standards should be applicable if the entity does not complete an
exchange offer or any other transaction on the basis of such solicitation.

Postpetition Solicitation for a Prepackaged Plan of Reorganization

Section 1125(b) should be amended to provide that the acceptance or
rejection of a plan may be solicited after the commencement of a case
under title 11 but before the court approves a written disclosure
statement from those classes that were solicited for the plan prior to the
filing of the bankruptcy petition.

457



Bankruptcy: The Next Twenty Years

2.4.19

2.4.20
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Elimination of Prohibition on Nonvoting Equity Securities

Congress should amend section 1123(a)(6) to eliminate the requirement
that the charter of the reorganized corporate debtor prohibit the
issuance of nonvoting equity securities. Section 1123(a)(6) should
otherwise remain unchanged.

Postconfirmation Plan Modification

11 U.S.C. § 1127(b) should be amended to permit modification after
confirmation of a plan until the later of 1) substantial consummation or
2) two years after the date on which the order of confirmation is entered.
All other restrictions on postconfirmation plan modification in section
1127(b) should remain unaltered.
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DISCUSSION

I. Issues Arising During a Chapter 11 Case
Section 365

The filing of a bankruptcy petition triggers the creation of an estate
encompassing all of the debtor’s property interests, including contractua rights.
Unlike many other types of property that comeinto the estate, contractsinvolve both
rights and duties. Therefore, the treatment of contracts in bankruptcy raises more
complicated questions. Whether a contract will enhance or diminish the value of the
estate entails an analysis similar to that undertaken by any contracting party outside
of bankruptcy. Yet, any such decisions made by a debtor in possession or trustee,
both of whom act as fiduciaries to the bankruptcy estate, must be closely monitored
by creditors and the court. Section 365, which establishes the rules for this
procedure, is, therefore, a critically important provision that should provide clear
guidance for the fair and uniform treatment of these obligations. The need for
guidance is particularly crucia given the fact that almost every debtor in the
bankruptcy system is a party to numerous contracts and leases.

The countless types of contracts and number of circumstances have
complicated attainment of the goal of establishing clear and uniform rules. In an
attempt to address discrete situations, section 365 has been amended repeatedly over
the past twenty years and now spans over thirteen pagesin atypical version of the
Bankruptcy Code. These additions to section 365 may have abrogated questionable
case law interpretations, and have offered pockets of certainty for someindustries or
types of contracts, but they have not resolved fundamental ambiguitiesthat should be
addressed generically."* Therefore, instead of undertaking a piecemea analysis of
each subsection of section 365, the Commission reviewed thelarger conceptual issues
inherent in section 365 to eliminate confusion on a more global basis.

2.4.1 Clarifying the Meaning of “Rejection”

The concept of “rejection” in Section 365 should be replaced with
“election to breach.”

13 “The [Judiciary] Committee believes that continued creation of special interest
exceptions to section 365 is not desirable, and intends to revisit section 365 so that it is, in Mr.
[George] Hahn's words, a ‘total cohesive section.”” H.R. REP. No. 100-1012, at 3 (1988).
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Section 365 should provide that a trustee’s ability to elect to breach a
contract of the debtor is not an avoiding power.

Section 502(g) should be amended to provide that a claim arising from
the election to breach shall be allowed or disallowed the same as if such
claim had arisen before the date of the filing of the petition.

Section 365 permits a debtor in possession or trustee to elect to “reject” a
contract entered prepetition, subject to court approval. Theterm “regjection” has no
obvious state contract law counterpart. Although the Bankruptcy Code providesthat
rejection should be treated as a breach,**** the Code does not state expressly that
rejection is synonymous with breach, nor does it fully delineate the consequences of
atrustee's decision to regject. Not surprisingly, the concept of rejection has been
applied inconsistently by the courts, and has led to the numerous specia interest
amendments to section 365.

The Commission recommends a common-sense clarification of the term
“rgjection” by replacing it with “election to breach.” The Commission further
recommends that the Bankruptcy Code delineate the consequences of eecting to
breach to correct on a generic basis the contrary results reached by some courts.***
The bankruptcy trustee’ s election not to perform a contract is nothing more or less
than a breach of the contract and should be treated accordingly.**® Rejection does

14 See 11 U.S.C. § 365(g) (1994) (rejection of contract or lease constitutes breach), 11
U.S.C. 8§ 502(g) (1994) (claim arising from rejection shall be determined as if claim had arisen
prepetition).

115 See, e.g., Lubrizol Enters., Inc. v. Richmond Finishers, 756 F.2d 1043 (4th Cir. 1985),
cert. denied, 475 U.S. 1057 (1986); In re Gillis, 92 B.R. 461, 465 (Bankr. D. Haw. 1988) (rejection
terminates lease and extinguishes corresponding security interest in leasehold), citing In re
Southwest Aircraft Servs. Inc., 66 B.R. 121 (Bankr. 9th Cir.), rev’d on other grounds, 831 F.2d 848
(9th Cir. 1988); In re Giles Assoc., Ltd., 92 B.R. 695 (Bankr. W.D. Tex. 1988) (Section 365(d)(4)
terminates lease asto all parties, including creditors); Chatlos Sys., Inc. v. Kaplan, 147 B.R. 96 (D.
Del. 1992), aff’d without opinion, 998 F.2d 1005 (3d Cir. 1993). “[I]f the . . . agreement isareal
property lease, then upon rejection, the lessee . . . may be able to retain possession pursuant to
section 365(h), a protection that is not available in the event of a rejection of any other type of
executory contract such as a management agreement.” In re Dunes Hotel Assoc., 194 B.R. 967, 987
(Bankr. D.S.C. 1995). See also In re Firstcorp, Inc., 973 F.2d 243, 246 (4th Cir. 1992) (Section
365(0) prevents “trustee from rejecting any such commitment as an executory contract under his
usua ‘avoidance’ powers’ pursuant to 11 U.S.C. § 365(a)).

1118 Medical Malpractice Ins. Assoc. v. Hirsch (In re Lavigne), 114 F.3d 379, 386 (2d Cir.
1997) (rejection of debtor’s executory contract constitutes breach of contract and does not terminate
contract); In re Austin Dev. Co., 19 F.3d 1077, 1081 (5th Cir.) (rejection means breach, not
termination), cert. denied, 513 U.S. 874 (1994), citing In re Continental Airlines, 981 F.2d 1450,
1459 (5th Cir.1993) (“to assert that a contract effectively does not exist as of the date of rejectionis
inconsi stent with deeming the same contract breached”); In re Modern Textile, Inc., 900 F.2d 1184,
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not “nullify,” “rescind,” or “vaporize” the contract or terminate the rights of the
parties; it does not serve as an avoiding power separate and apart from the express
avoiding powers already provided in the Bankruptcy Code.***” For example, if a
debtor entered a contract prepetition and conferred rights in an asset to a nondebtor
party, a trustee would not be entitled to repudiate the transfer and retrieve the
property unless one of the other avoiding powers—not section 365—permitted it to
do so. Under most circumstances, this means that the nondebtor party would be
entitled to aclaim for money damages, and the contract obligationsthemselveswould
be discharged.’*® The claim would be paid in the bankruptcy pro rata with other
unsecured creditors.

With afew important exceptions, bankruptcy law accepts the nonbankruptcy
substantive law applicable to a contract,"*° but bankruptcy adjusts the form of the
remediesavail able upon breach. Damagesmay be calculated under statelaw, but they
are paid out according to bankruptcy priorities and principles. Specific performance
may be available under state law, but it israrely permitted against the trustee. Thus,
state contract law generally defines a party’s rights, while federal bankruptcy law
determines how those rights are enforced in a bankruptcy case. The most important

1191 (8th Cir. 1990); In re Taylor, 913 F.2d 102, 106-07 (3d Cir. 1990) (rejection leaves the
nondebtor with claim against estate just as would breach in nonbankruptcy context); Leasing Serv.
Corp. v. First Tennessee Bank, Nat'l Ass'n, 826 F.2d 434, 436-37 (6th Cir. 1987). This
interpretation has been endorsed by numerous commentators. See, e.g., REFORMING THE
BANKRUPTCY CODE: THENATIONAL BANKRUPTCY CONFERENCE' SCODE REVIEW PROJECT 125 (rev.
ed. 1997) (term rejection should be eliminated and law should be clarified such that decision not to
perform is considered breach); Morris Shanker, A Proposed New Executory Contract Statute, 1993
ANN. SUR. BANKR. L., 129; Jay Lawrence Westbrook, A Functional Analysis of Executory Contracts,
74 MINN. L. Rev. 227 (1989); Michael T. Andrew, Executory Contracts in Bankruptcy,
Understanding Rejection, 59 U. Colo. L. Rev. 845 (1988); THOMAS H. JACKSON, THE LOGIC AND
LIMITS OF BANKRUPTCY LAW (1986).

M7 Of course, otherwise-applicable bankruptcy avoiding powers might provide a basis for
avoiding the contract. See 11 U.S.C. § 548 (1994) (fraudulent conveyances), 11 U.S.C. § 544 (1994)
(trustee’ s “strong arm” power to avoid ), 11 U.S.C. § 547 (1994) (avoiding preferential payments).
Jay Lawrence Westbrook, A Functional Analysis of Executory Contracts, 74 MINN. L. REv. 227
(1989); Michadl T. Andrew, Executory Contracts Revisited: A Reply to Professor Westbrook, 62 U.
CoLo. L. Rev. 1 (1991).

1118 “ Rejection avoids specific performance, but the debtor assumes a financial obligation
equivalent to damages for breach of contract.” Midway Motor Lodge of Elk Grove v. Innkeepers
Telemanagement & Equip. Corp., 54 F.3d 406, 407 (7th Cir. 1995), citing NLRB v. Bildisco &
Bildisco, 465 U.S. 513, 531 (1984), and DOUGLAS G. BAIRD, THE ELEMENTS OF BANKRUPTCY
117-27 (rev. ed. 1993). Cf. In re Udell, 18 F.3d 403 (7th Cir. 1994) (reversing district court holding
that covenant not to compete was dischargeable “claim” entitled to pro rata distribution).

9 Butner v. United States, 440 U.S. 48, 54 (1979) (Congress generaly lets state law
determine property rights in assets of debtor’s estate).
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example, which is the choice between damages and specific performance, has
powerful distributional consequences and must be governed by a uniform policy in a
bankruptcy case;'? otherwise, state laws providing very broad rights to specific
performance would have the inequitable effect of granting preferential treatment to
certain contract creditors, to the detriment of all other general unsecured creditorsin
bankruptcy.*#

The recommended clarifications should prevent the contrary results reached
by some courts without requiring enactment of additional specia interest legidation
inresponseto each individual case. 1t would make it clear that the impact of electing
to breach under section 365 islimited to the consequences of breach under state law,
subject to the limitations on remedies imposed by the Code.

Competing Considerations. Some would argue that a trustee or debtor in
possession should be able to avoid or rescind a contract in bankruptcy whenever it
would be helpful to a reorganization to do s0."'? For example, if the debtor is a
lessor of copy machines, avoidance of al leases might permit the debtor in possession
to sell the machines in bulk, rather than selling only lease residuals. However, this
would enabl e the debtor in bankruptcy to make contracts disappear—a power that is
very different from a simple breach of contract for which the debtor would incur
damages. If adebtor were empowered to demand possession of property fromathird
party, the bankruptcy process would readjust the bargains struck at state law, rather
than ssimply determine a claim for breach. To permit the trustee or debtor in

1120 See id. at 55 (recognizing that federal interest sometimes requires different result than
what state law would provide). “Rejection avoids specific performance, but the debtor assumes a
financial obligation equivalent to damages for breach of contract.” Midway Motor Lodge of Elk
Grove v. Innkeepers Telemanagement & Equip. Corp., 54 F.3d 406, 407 (7th Cir. 1995), citing
DOUGLASG. BAIRD, THE ELEMENTSOF BANKRUPTCY 117-27 (rev. ed. 1993). In re Fleishman, 138
B.R. 641, 648 (Bankr. D. Mass. 1992) ( “Specific performance should not be permitted where the
remedy would in effect do what section 365 meant to avoid, that is, impose burdensome contracts
on the debtor.”); In re A.J. Lane & Co., 107 B.R. 435, 439 (determining that the right of specific
performance is subordinate to the debtor’s rejection rights); In re Waldron, 36 B.R. 633, 642 n.4
(Bankr. S.D. Fla. 1984) (*Codedoesnot permit specific performance asaremedy resulting fromthe
rejection of an executory contract under section 365"), rev’d on other grounds, 785 F.2d 936 (11th
Cir.1986). But see In re Solokoff, 200 B.R. 300, 301 (Bankr. E.D. Pa. 1996) (possibility of specific
performance for rejection determined by state law rights); In re West Chestnut Realty of Haverford
Inc., 177 B.R. 501 (Bankr. E.D. Pa. 1995) (if permitted under applicable state |law, nondebtor party
to rejected executory contract may be able to abtain specific performance).

12 See, e.9., In re TransAmerican Natural Gas Corp., 79 B.R. 663, 667 (Bankr. S.D. Tex.
1987) (rejected contract effectively would be enforced if court enforced liquidated damages clause).

122 Conversely, other commentators have argued that breaching and paying pro rata
damages on contracts that are value-enhancing overall (when considering value to the nondebtor as
well) may yield economic inefficiency. See Jesse M. Fried, Executory Contracts and Performance
Decisions, 46 DUKE L.J. 517 (1996).
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possession to undo valid contracts whenever the estate might benefit would introduce
agreat deal of uncertainty into private bargaining and might lead to abuse.

There is some concern that adjusting the lexicon of section 365 could
encourage additional litigation. However, using the word “breach” incorporates a
term from state law contract principles with which courts aready are familiar. It is
likely to diminish rather than increase confusion. Rejection, a concept with no state
law contract analogue, has been problematic. The specia interest amendments to
section 365 reflect an attempt to work around the notion of abreach asarepudiation
or avoidance power, consistent with this Proposal. The proposed change is intended
to harmonize both the term used and the concept involved in determining what a
trustee may do if a contract is not to be performed.

Findly, this Proposal might be criticized as being inadequately remedial since
it stops short of dismantling the special interest provisions presently in section 365.
Some might take issue with the more conservative approach used by the Commission
on the basis that section 365 will remain too complicated even with these changes.
More importantly, the proposed changes call into question the interpretation of the
complicated, industry-specific provisions that remain in section 365. By negative
implication, legislation devoted to only one type of contract undercuts the general
applicability of the principlesit expresses. Establishing ageneral rulethat isconsistent
with the principles of the special interest legidation without eliminating the specia
interest legislation may cause courts to place a more limited interpretation on either
the general or the limited rule. It is Congress' prerogative to consider whether this
package of amendments vitiates the need for severa of the subsections of section 365
that apply only to one type of industry or contract.

2.4.2 Clarifying the Option of “Assumption”

“Assumption” should be replaced with “election to perform” in Section
365.

Court approval of a trustee’'s request to assume a contract is a significant
event. Once adebtor in possession or trustee has assumed a contract, the bankruptcy
estate becomes obligated to perform or to find an adequate replacement to perform
throughitsright to assign. Any failureto do sowill resultin an administrative priority
clam for damages that must be paid ahead of all other general creditors™* as
opposed to the pro rata distribution that isreceived by a party to abreached contract.
This would be the case whenever a contract is assumed, even if the case later is

1123 See In re Superior Toy & Mfg. Co., 78 F.3d 1169, 1172 (7th Cir. 1996); In re Klein
Sleep Prods., 78 F.3d 18, 25 (2d Cir. 1996) (administrative expense priority of assumed contract
cannot be changed by subsequent rejection).
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converted to aChapter 7 liquidation.**** Thetrustee should elect to commit the estate
to perform and receive performance or transfer the contract only if such actions are
likely to yield a net benefit to the estate, i.e., the value of the nondebtor party’s
remaining performance exceeds the estate’'s costs of taking over the debtor’'s
remaining obligations."'%

Dueto the confusion aready inherent in section 365, the Commission believes
that it is sensible to use more comprehensible terms that characterize the events they
represent. By using the words “election to perform,” this Proposal would introduce
a concept parallel to “election to breach” and would replace problematic language
with clear language. The Proposal would not change any of the implications of
making this election, such as the obligation to cure and give adequate assurance of
future performance under section 365(b) and the administrative priority of any
prepetition or postpetition claim under the contract.

This Proposal replaces the term “assumption” with “election to perform” to
clarify the meaning of the action at issue, but the Commission does not address the
severahbility of contracts to be performed, nor does it address issues arisng when a
partner files for bankruptcy and the treatment of a partnership agreement, a subject
discussed elsewhere in this report.”®* This Proposa also would not alter the
economic considerations preceding a trustee’s election to perform or assign
(“transfer”).***” However the phrase“ election to perform” ismore consistent with the
result intended, but not clearly expressed in section 365(c)(1),"# that a debtor in

1124 Id

125 Michael T. Andrew, Executory Contracts Revisited: A Reply to Professor Westbrook,
62 U. CoLo. L. Rev. 1 (1991); Jay Lawrence Westbrook, A Functional Analysis of Executory
Contracts, 74 MINN. L. REv. 227 (1989).

1126 For more information on this subject, please refer to the Section on Partnerships and
Partners.

127 1t may be sensible to rename assignment as transfer as well. Some commentators
already have recognized that “ assignment” in bankruptcy isnot parallel toitsstate law counterparts,
in that the Bankruptcy Code disregards the nonbankruptcy rule prohibiting the delegation of duties
if the original obligor does not remain liable. See Thomas H. Jackson & Robert E. Scott, On the
Nature of Bankruptcy: An Essay on Bankruptcy Sharing and the Creditors’ Bargain, 75VA.L.REV.
155 (1989).

128 11 U.S.C. § 365(c)(1) (1994) (trustee cannot assume or assign contract or lease if
applicable law excuses party from accepting performance from or rendering performance to another
entity).
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possession stand in the shoes of a debtor and is therefore entitled to assume any
prepetition contract absent some unusual public policy bar.*#

Competing Considerations. Once again, some might be concerned that any
change in terminology will promote litigation. However, “election to perform” isa
more apt analogue to “election to breach,” and would provide a sensible parallel
structure to section 365. The change also helps to develop the distinction between
assumption by the estate and assignment to third parties, which involve different legal
and policy considerations.

Theelection to perform and to receive performance under apersonal property
leasein consumer cases has caused confusion and raises specia problemsthat are not
addressed in this Proposal. Trustees may be reluctant to elect to perform these types
of leases if they are concerned about taking on personal responsibility for the
performance of the leases.

2.4.3 Interim Protection and Obligations of Nondebtor Parties

A court should be authorized to grant an order governing temporary
performance and/or providing protection of the interests of the
nondebtor party until the court approves a decision to perform or
breach a contract.

Section 503(b) should include as an administrative expense losses
reasonably and unavoidably sustained by a nondebtor party to a
contract, a standard based on nonbankruptcy contract principles,
pending court approval of an election to perform or breach a contract if
such nondebtor party was acting in accordance with a court order
governing temporary performance.

129 Institut Pasteur v. Cambridge Biotech Corp., 104 F.3d 489, 493 (1st Cir. 1997) (ability
to assume not dependent on whether contract is assignable), cert. denied, 117 S. Ct. 2511 (U.S.
1997); In re Cardinal Indus., Inc., 116 B.R. 964 (Bankr. S.D. Ohio 1990). In re Leroux, 69 F.3d
608, 613 (1st Cir. 1995) (postpetition debtor is not materially different legal entity from prepetition
debtor for purposes of performance, breach or transfer of contracts), citing H.R. REP. NO. 96-1195
§ 27(b) (1980) and NLRB v. Bildisco & Bildisco, 465 U.S. 513 (1984). But see In re West Elec.
Inc., 852 F.2d 79, 83 (3d Cir. 1988) (debtor in possession cannot assume contract if applicable law
precludes assignment of contract, thus section 365(c)(1) requires hypothetical assignment test);
United Statesv. Carolina Parachute Corp., 108 B.R. 100 (M.D.N.C. 1989), aff’d in part & vacated
in part, 907 F.2d 1469 (4th Cir. 1990); In re Plum Run Serv. Corp., 159 B.R. 496, 500 (Bankr. S.D.
Ohio 1993); Pennsylvania Peer Review Org., Inc. v. United States, 50 B.R. 640 (Bankr. M.D. Pa.
1985). See generally Brett W. King, Assuming and Assigning Executory Contracts: A History of
Indeterminate “Applicable Law,” 70 AM. BANKR. L.J. 95, 116 (1996).
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The value of acontract to the bankruptcy estate and the ability of the debtor
to perform the obligation often are unclear at the outset of a bankruptcy case. Even
if the debtor files for bankruptcy with the express intent to reorganize, the likelihood
of maintaining operations and proceeding to a successful reorganization may not be
immediately apparent. In the first chaotic moments after filing, it is generaly
imprudent for the debtor in possession or trustee to make binding decisionsto elect
to perform or breach a contract or lease before parties can assess the direction of a
case. Because a binding election to perform a contract makes the contractual
obligation rise to the level of administrative expense priority and thus significantly
affects distributions to all creditors, if the case is converted to Chapter 7 to be
liquidated, acontract that the trustee has el ected to perform can consume asubstantial
portion of the estate’'s assets. The contract creditor will receive a substantial
preference, but there may be very little remaining for pro rata distribution to other
unsecured creditors.™*° Equally harmful to the estate is a precipitous election to
breach a contract that might have been quite lucrative.

For these reasons, the Code does not require immediate elections to breach
or performance of outstanding contracts.**** Although nondebtor parties can request
that the debtor in possession or trustee make the election early in the case,***? courts
are reluctant to force early decisions when the economic consequences of such
decisionsare not clear, even when adebtor indicates an intent to make the el ection.**
Rather, many courts prefer to defer such fina decisions to plan confirmation or
liquidation.

1130 See, e.g., In re Klein Sleep Prods,, Inc., 78 F.3d 18 (2d Cir. 1996) (even if trustee
subsequently rejected upon conversion and gave property back to landlord and received no further
benefit from lease, assumed contract gave rise to administrative expense priority for full amount of
claim and was not subject to one-year damage cap for that type of lease).

1131 |n aChapter 7 case, the trustee automatically has sixty daysin which to make adecision
regarding performance, and potentially can request more time. 11 U.S.C. § 365(d)(1) (1994).
However, in other chapters the trustee may make the election at any time before plan confirmation
other than with respect to leases. 11 U.S.C. § 365(d)(2).

113211 U.S.C. § 365(d)(2) (1994) (on request of party to such contract or lease, court may
order trustee to determine within specified period of time whether to assume or reject such contract
or lease). But see 11 U.S.C. § 365(d)(4) (1994) (giving trustee 60 days to make election with respect
to nonresidential real property leases, in absence of court authorized extension).

1133 See, e.¢., Medical Malpractice Ins. Assoc. v. Hirsch (In re Lavigne), 114 F.3d 379, 386
(2d Cir. 1997), quoting In re Orion Pictures Corp., 4 F.3d 1095, 1098 (2d Cir. 1993) (trusteeisto
go “through inventory of executory contracts of the debtor and decide which ones it would be
beneficial to adhere to and which ones it would be beneficial to reject”) cert. dismissed, 114 S. Ct.
1418 (1994); In re Gateway Apparel, Inc., 210 B.R. 567 (Bankr. E.D. Mo. 1997) (denying debtor’s
motion to assume and sustaining unsecured creditors: committee objection to motion to assume,
because assumption would be premature and no harm to parties of deferring assumption decision).
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Policy supportsthe deferral until the parties can assess and determine the best
economic action in light of the circumstances. However, deferral has a potentially
costly impact on the nondebtor party to the contract, which raises three questions: 1)
Is the nondebtor party expected to prepare or continue to perform pending this
election? 2) If so, will the nondebtor party be compensated for his performance? 3)
How should the court determine the appropriate measure of damages? These
guestions should be answered in away that increases the likelihood that decisions on
contracts are not made prematurely and provides that the costs of delaying the
decision will be borne by the estate and not by the nondebtor contract party.

Compelling Performance of the Nondebtor. Nothing in current bankruptcy
law excuses the nondebtor party to a contract or lease from its performance
obligations under the contract or lease during the “gap period” in which the debtor
decides whether to breach, perform, or transfer.'*** The Commission’s Proposal
would recognize explicitly that a court could order the nondebtor party to perform
temporarily or prepare to perform according to the contract. Chapter 11 debtorsthat
intend to remain in operation must be able to rely on the return performance of a
nondebtor party in order to remain agoing concern. If atrusteeisgoing to sell either
valuable assets or sell a Chapter 7 debtor as a going concern, a temporary
performance order may be equally necessary. However, as discussed below, nothing
incurrent bankruptcy law clearly protectsthe nondebtor party’ sright to compensation
for such postbankruptcy performance.

Requirement of Compensation. The Commission recommends that the
Bankruptcy Code provide express authorization for the payment of nondebtor parties
that perform in accordance with temporary performance orders. The Bankruptcy
Code presently does not speak directly to the issue of payment to nondebtor parties
for their contractual performance, which puts partiesin economic peril whenthey are
required to perform.*** Section 365 requires debtor-lessees to perform on certain

11344 An executory contract remainsin effect pending assumption or rejection by thetrustee.
Thus, the trustee can enforce the contract against the nondebtor party prior to assumption or
rejection.” 1 GINSBERG & MARTIN ON BANKRUPTCY § 7.01[c] 7-10 (Robert E. Ginsberg et al. eds.
3d ed. 1990) (citations omitted). See also In re Whitcomb & Keller Mortgage Co., 715 F.2d 375 (7th
Cir. 1983) (nondebtor party ordered to supply computer services to debtor prior to determination on
acceptance or regjection of computer service contract).

135 See, e.g., In re Jartran, Inc., 732 F.2d 584 (7th Cir. 1984) (nondebtor party that
continued to perform under contract pending assumption or rejection but did not request court order
was not entitled to administrative expense claim); see also In re Continental Energy Assoc., 178 B.R.
405, 407 (Bankr. M.D. Pa. 1995) (“it has been less common where the courts have compelled a
supplier to furnish some service or material , but there is some precedent”). The court in this case
used its power under section 105 to direct the counter party to perform. Entitlement to “adequate
protection” paymentsisquestionablefor interim performance obligations and regular administrative
expense analysisis problematic aswell. Courts also have debated whether nondebtor contract parties
are entitled to adequate protection payment. Cf. In re Sweetwater, 40 B.R. 733 (Bankr. D. Utah
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| eases pending assumption or rejection, but even those provisions have not guaranteed
full protection for nondebtor lessors due to the time constrictions and the lack of
guidance on method of calculating compensation.*** Sometimes courts permit a
nondebtor party to receivefull contract paymentsintheinterim period, only to subject
those payments to later scrutiny that may result in disgorgement.**” Due to the
uncertain state of the law, nondebtor parties are more likely to request the court to
compel the trustee or the debtor in possession to elect contract performance within
ashorter period of time even if the case is not sufficiently mature to assess the effects
of thisdecision on the estate. The Commission’s Proposal would give the courtsthe
much-needed general authorization to order payments or to develop other meansto
ensure that the interests of the nondebtor party to a contract are not further injured
or prgudiced pending the trustee’s or debtor's election and provide that
compensation to the nondebtor party would be entitled to administrative expense
priority.

Appropriate Measure of Damages for Postpetition Performance. Because
courts have varied greatly in their approaches to determining compensation in this
context, this Recommendation would be incomplete without providing additional
guidance on the measure of damages. Assessing appropriate compensation and the
priority of that compensation can be difficult. Proper compensation should be
determined under ordinary contract principles. Whatever compensation would be
awarded to the nondebtor party under ssimilar nonbankruptcy circumstances should
be its allowed administrative claim for postpetition performance or breach. The
courts mistakenly have applied aspecia bankruptcy rulefor this purpose, focusing on

1984) (adequate protection designed to protect secured creditors), aff’d, 57 B.R. 743 (D. Utah 1985);
In re DeSantis, 66 B.R. 998 (Bankr. E.D. Pa. 1986) (adequate protection isavailablefor |essees); but
see United Sav. Ass'n of Tex. v. Timbers of Inwood Forest Assoc., 484 U.S. 365, 371-72 (1988);
(restrictive view of entitlement to adequate protection). See also 11 U.S.C. § 363(e) (amended in
1994 to include in its scope unexpired leases of persona property). See generally Douglas W.
Bordewieck, The Post-Petition, Pre-Rejection Pre-Assumption Status of an Executory Contract, 59
AM. BANKR. L. J. 197 (1985) (adequate protection was designed to protect only secured creditors);
Neil P. Olack, Executory Contracts and Unexpired Leases: Right to Adequate Protection Prior to
Assumption or Rejection, 4 BANKR. DEV. J. 421 (1987); William H. Schorling & Robert P. Simons,
Adequate Protection for the Nondebtor Party to Executory Contracts and Unexpired Leases, 64 AM.
BANKR. L.J. 297 (1990); Howard C. Buschman, IlI, Benefits and Burdens: Post-Petition
Performance of Executory Unassumed Contracts, 5 BANKR. DEV. J. 341 (1988).

1136 11 U.S.C. 8 365(d)(3) (1994) requires the debtor in possession to perform its lease
obligations until assumption or rejection notwithstanding Section 503(b)(1), which authorizes
payment of actual and necessary estate preservation costs. See also 11 U.S.C. § 365(d)(10) (1994)
(requiring trustee to timely perform all obligations of the debtor, except those specified in Section
365(b)(2), first arising from or after 60 days after order for relief in Chapter 11 case under personal
property lease).

37 In re Continental Energy Assoc., 178 B.R. 405, 409 (Bankr. M.D. Pa. 1995).
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the actual and necessary benefit to the estate, but there is no justification for ignoring
ordinary contract principles to award compensation for performance or injury from
performance that the estate has sought and the court has approved, whether the
contract has been assumed or only ordered temporary performance. Part of the
confusion arises from the general administrative expense authorization under section
507(a)(1), which uses a standard based on actual benefit to the estate.™*® Without
aternative statutory authorization for this type of situation, the courts cannot use
appropriate contract principles to determine rightful compensation to the nondebtor
party, and therefore sometimes reach an inappropriate result.

The Commission’s Proposal would fill this gap. Compensation is designed to
be remedia and to minimize the adverse consequences of a delay in the decision to
breach or perform. The Proposal therefore focuses squarely on *lossesreasonably and
unavoidably sustained by a nondebtor party.” The nondebtor party’s injury is the
relevant factor to determine an accurate calculation of damages. The role of the
contract price in determining the nondebtor party’ s remedy will depend on the facts
of the case, just asin any nonbankruptcy contract damage action that uses restitution
or rescission. The actua injuries suffered by anondebtor party may be affected by a
variety of factors such as when the estate must begin to perform. Some examples
illustrate this principle:

A debtor has an equipment lease with equal monthly
lease payments. In this instance, the monthly lease
payment probably would be the best evidence of the

1138 See, e.g., In re Subscription Television of Greater Atlanta, 789 F.2d 1530 (11th Cir.
1986) (supplier of scrambled cable signal entitled to administrative expense claim for 17 days that
trustee used and benefitted from signal and not for next 43 days prior to rejection of contract when
trustee did not actually use signal); In re Bridgeport Plumbing Prods., Inc., 178 B.R. 563 (Bankr.
M.D. Ga. 1994) (lessor compensated for administrative expense only for hours debtor actually used
equipment, for this measures actual benefit to estate); In re Continental Airlines, Inc., 146 B.R. 520
(Bankr. D. Del. 1992) (pre-breach compensation of aircraft lessor based on debtor/lessee’ s use, not
on coststo lessor of bringing aircraft into compliance with return conditions and other costs), citing
Sharon Steel Corp. v. National Fuel Gas Distrib. Corp., 872 F.2d 36 (3d Cir. 1989) (administrative
expense claim for natural gas utilities service agreement set by tariff rate, not contract rate, because
tariff rate was amount debtor would have paid if contract had expired); In re Peninsula Gunite, 24
B.R. 593 (B.A.P. 9th Cir. 1982) (court may fix different figure than lease based upon actual use by
debtor); In re Mastercraft Record Plating, Inc., 32 B.R. 106, 114 (Bankr. S.D.N.Y.
1983)(considering reasonable value to estate of use and occupancy; contractual rent not conclusive
on value to debtor), rev’d ,39 B.R. 654 (S.D.N.Y. 1984); In re Palau Corp., 139 B.R. 942, 944
(B.A.P. 9th Cir. 1992), aff’d, 18 F.3d 746 (9th Cir.1994) (administrative expenses calculated by
direct and substantive benefit to estate). See also In re Mr. Getti’s, Inc., 164 B.R. 929, 946 (Bankr.
W.D. Tex. 1994) (notwithstanding Section 365(d)(3), real estate lessor not automatically entitled to
administrative expense claim for full lease amount); In re Orvco, 95 B.R. 724 (B.A.P. 9th Cir. 1989).
But see In re Pacific-Atlantic Trading Co., 27 F.3d 401 (9th Cir. 1994) (Section 365(d)(3) authorizes
administrative status without consideration of Section 503(b)(1)).
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damages of a lessor waiting for the debtor/lessee to
elect to breach or perform. Therefore, nonbankruptcy
contract principles support using the contract priceto
determine damages in this context.

A whiskey barrel manufacturer contractsprepetitionto
deliver whiskey barrelsto the debtor one year after the
bankruptcy filing. Because these barrels must age, the
manufacturer must purchase supplies and begin
construction a year in advance of delivery—after the
filing but before the debtor has elected to perform or
breach. If the nondebtor manufacturer’ scompensation
under an interim performance order were determined
only by some fraction of the contract price, the
manufacturer would be inadequately compensated.
However, under contract restitution principles, the
manufacturer would be entitled to significant damages
for costs incurred while preparing to perform the
contract pending a decision to perform or breach.

Consider the same whiskey barrel manufacturer if the
debtor filed for bankruptcy six months later, so that
the interim period during which the estate was not
bound to perform or to breach occurred after the
initial expenses had been incurred prepetition and the
barrels were simply aging in awarehouse. In such a
case, the manufacturer did not reasonably and
unavoidably sustain any losses as aresult of the delay,
and under an interim performance order it would
receive no compensation. Once again, the principle of
compensation for injury governs the anaysis to
determine the amount entitted to administrative
expense priority.

These examples show that appropriate contract principles, such asrestitution,
focus on the injury to the nondebtor party that performs under the contract pending
the debtor’ s perform/breach decision. Because damages are based on restoring the
injured party to the position the party would have enjoyed absent the injury caused by
the debtor’ s delay, determining damages entitled to administrative expense priority
under these contract remedies often has no specific connection with the contract
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price.’*** Other contract principles, such as the duty to mitigate, would be equally
applicable in cases involving interim compensation. Compensation is designed to be
remedial and to minimize the adverse consequences of a delay in the decision to
breach or perform.

Competing Considerations. Courts continue to try to develop their own
remedies to deal with the consequences of delay in contract decisions, perhaps
obviating the need for astatutory solutioninthisarea. However, different approaches
in the case law and the reports of many practitioners seem to indicate that guidance
would beexceedingly helpful, particularly to promote uniform treatment of nondebtor
parties by focusing the inquiry on the nondebtor party’s injury. In addition to
decreasing costs and uncertainty, the Commission’s Recommendation to provide
specific guidelines would reduce disparate treatment of similarly situated creditors
who currently are compensated in different amountsfor their temporary performance.

Under this Proposal, courts would assume the difficult task of fashioning
interim relief. Interpreting a contract and balancing and protecting the interests of
both parties can be acomplex undertaking in many cases. Although the contract price
might be used presumptively whenever possible, the payment structure or the nature
of some contracts may require more challenging determinations of what would
constitute fair compensation for interim performance. The problem is not new to
bankruptcy courts, which presently conduct some of this analysis in establishing
administrative expense priority claimsand in other contexts, but the proposed change
presents an additional challenge by focusing directly on the costs to the nondebtor

party.

Some are concerned that compensation for damages sustained during an
interim performance would entail litigation to determine the appropriate amount to
be awarded to the nondebtor party. Because contract law inevitably relies on

1% Although the official recommendation of the National Bankruptcy Conference is
different than the Commission’s, the NBC report containsthe following discussion that is consi stent
with the Commission’s recommendation. “An order for temporary performance aso should be
conditioned upon terms which will avoid inequity to the nondebtor. For example, it may be unfair
to expect the nondebtor to purchase costly equipment under the contract when the trustee only
intends to continue the performance of the contract for a fraction of its full term. If the contract
provides for alump sum payment at the end of the term, an allocation of compensation will haveto
be made to cover the stated time period on a basis that will equate to a contract rate. These and like
problems may requirethe court to direct the trustee to make additional payments, or reduce the goods
or servicesrequired to be delivered by the nondebtor or vary the timeswhen they need to be rendered.
Such protection of the nondebtor, whatever it may be called, will be analogousto adequate protection
under section 361. If no satisfactory arrangement can be devised to properly compensate the
nondebtor for being forced into a temporary contract, then the court should not allow it.”
REFORMING THE BANKRUPTCY CODE: NATIONAL BANKRUPTCY CONFERENCE'S CODE REVIEW
PROJECT 143 (rev. ed. 1997).
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litigation to determine the proper damage award, this criticism is unavoidable,
regardless of the method of calculation. No measure of damages for interim
relief—including the contract price—can avoid litigation. If interim relief isbased on
the contract price, for example, the parties face potentia litigation to determine the
appropriate fraction of the contract price to be awarded. Thereisno contract theory
that splits contract prices to guide the courts. For example, a court would have to
determine what portion of the contract price a party should receive under an
agreement creating a future obligation to perform services or to sell goods. A
contract-based remedy, such as restitution, clarifies the factual inquiry for the court
and provides a principled basis for the award of damages. Regardiess of the
prescribed method of determination, awarding appropriate damagesto the nondebtor
party comes at the cost of afactual inquiry. Thisisanecessary cost if the nondebtor
party isto be fairly compensated.

To the extent that nondebtor parties currently seek and obtain the imposition
of time limits to elect to perform/breach/transfer, these parties might obtain less
conclusive relief during the pendency of the case. However, the deferra of binding
decisonsis often in the best interests of al parties, assuming that nondebtor parties
are assured of compensation during the interim period.

The adoption of this Proposal might call into question the continuing need for
aprovision exclusively governing the trustee' s obligations to perform under a lease
for nonresidential real property pending an election to perform or breach.”*® The
Commission did not specifically consider this question, although the interaction of
genera proposals with special interest legidation is a continuing theme throughout
these proposals. Indeed, as noted earlier in this discussion, the presence of specialy
applicable legidation combined with improved generic language may create new
difficulties both for the special cases and for the general cases.

2.4.4 Contracts Subject to Section 365; Eliminating the “Executory”
Requirement

Title 11 should be amended to delete all references to “executory” in
section 365 and related provisions, and “executoriness” should be
eliminated as a prerequisite to the trustee’s election to assume or breach
a contract.

As the previous discussions have explored, section 365 of the Bankruptcy
Code governs the “assumption” (performance), “rejection” (breach), and
“assgnment” (transfer) of contracts and leasesin bankruptcy. Because section 365
currently refers to executory contracts and not to all contracts, commencing the

149 11 U.S.C. § 365(d)(3) (1994).

472



Chapter 2: Business Bankruptcy

inquiry on the appropriate disposition of a contract depends on whether the parties
believe and the court determines that the contract is “executory.” 4

Development of the Bankruptcy Term “Executory.” Under nonbankruptcy
law, the term “executory” is a broad modifier, referring to all contracts not fully
performed."* Bankruptcy law has developed a different interpretation of the term
starting well before the enactment of the Bankruptcy Code of 1978. Section 365is
derived from section 70b of the Bankruptcy Act of 1898, a provision that codified
judicidly created rules alowing a trustee to reject the debtor’'s economically
burdensome contracts and assume and perform economicaly beneficial leases or
executory contracts.*** The Bankruptcy Act offered very little additional guidance
for dealing with executory contracts. If courts did not supervise contract dealings,
an estate improvidently could become obligated to perform contractsto the detriment
of other creditors. For example, a debtor in possession could prefer one unsecured
creditor over all others by assuming a debt obligation that then would be entitled to
full repayment. To avoid this result, courts developed a more restrictive
interpretation of the term “executory” for bankruptcy purposes to ensure contracts
would be assumed only if economically beneficial for the estate. However, by many
accounts, those approaches were not always consistent.”** To ameliorate some of
this confusion, Professor Vern Countryman articulated the following “materia
breach” analysistoidentify an*executory” contract that could beassumed or rejected:

A contract under which the obligation of both the
bankrupt and the other party to the contract are so far
unperformed that the failure of either to complete

141 “The case law confirms that executoriness lies in the eyes of the beholder.” In re
Riodizio, 204 B.R. at 421 (Bankr. S.D.N.Y. 1997). Compare In re General Dev. Corp., 84 F.3d
1364, 1374 (11th Cir. 1996)(litigating whether homesite purchase agreement wasexecutory contract,
abandoning restrictive definition requiring material performance, noting that “concept of
executorinesswill no doubt engender additional debatein thefuture”) with Phoenix Exploration Inc.
v. Yaguinto (In re Murexco Petroleum, Inc.), 15 F.3d 60 (5th Cir. 1994) (using strict material breach
test, agreement for sale of oil undevel oped reserves was not executory and could not be rejected by
trustee).

142 See 1 S. WILLISTON, CONTRACTS § 14 (3d ed. 1957); GINSBERG & MARTIN ON
BANKRUPTCY, Vol. 1 8 7.01|B] 7-5 (Robert E. Ginsberg et al eds. 4th ed. 1997). “The customary
meaning of ‘executory’ in the wider legal world is any contract that isn't fully performed on both
sides.” Olin McGill & Francis G. Conrad, Exorcising Executoriness: Functionalist Arguments and
Incantations to Avoid Meeting the Devil in the Woods, 1995-96 NORTON ANN. SURV. BANKR. L.
137, 145 n.51, 163.

14 n re Austin Dev. Co., 19 F.3d 1077, 1081 (5th Cir.), cert. denied, 513 U.S. 874 (1994).

1144 See Vern Countryman, Executory Contracts in Bankruptcy: Part I, 57 MINN. L. Rev.
439 (1973).
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performance would constitute a material breach
excusing the performance of the other.**#®

Using the material breach test, courts gauged remaining future performance of both
the debtor and the nondebtor to determine whether the estate would benefit by
becoming administratively obligated to perform. The 1973 Report of the Commission
on the Bankruptcy Laws of the United States indicated that “ executory” referred to
incompletely performed agreements but did not endorse a succinct statutory
definition.**®  Congress declined to define “executory contract” when it enacted
section 365 of the Bankruptcy Code. According to the legidative history, executory
contracts were those in which “performance remains due on both sides.”**#

It seems clear that the requirement of executoriness was developed in large
part to prevent unwise or inadvertent assumptions or rejections by trustees, because
under the Bankruptcy Act of 1898 there was no requirement of court approval and
noticeto creditorsfor those actions. The Bankruptcy Reform Act of 1978 closed that
gap by requiring court approval for assumption or rejection, largely eliminating the
underlying reason for the constraining concept.**® Even using adeferential business
judgment standard commonly employed by courtsin reviewing motionsto assume or
reject, a trustee cannot assume a contract if the benefits to the estate clearly were
outweighed by the burdens.™* The goal to be served by the executorinesstest is now
met directly by court review.

1145 Id

114 Report of the Commission on the Bankruptcy Laws of the United States, H.R. Doc. No.
93-37, Part 11, at 198-99 (1973).

147 See S.Rep. No. 95-989, at 58 (1978), reprinted in 1978 U.S.C.C.A.N. 5787, 5844.

148 11 U.S.C. 8§ 365(a). See In re Superior Toy & Mfg. Co., 78 F.3d 1169, 1172 (7th Cir.
1996) (“ Section 365 requires acourt to consider whether assumption of the contract in question will
further either the rehabilitation or liquidation of the bankruptcy estate”), citing H.R. Rep. No. 595,
95th Cong., 2d Sess. 348-49 (1978), reprinted in 1978 U.S.C.C.A.N. 5963, 6304-05.

1149 See e.g., Nostas Assocs. v. Cogtich (In re Klein Sleep Prods., Inc.), 78 F.3d 18, 25 (2d
Cir. 1996), cert. denied, 511 U.S. 1026 (1994) (although court uses business judgment test in
deciding whether to approve a trustee’'s motion to assume, reject, or assign unexpired lease or
executory contract, thisentail sdetermination that transactionisin best interest of estate); Inre Orion
Pictures Corp., 4 F.3d 1095, 1099 (2d Cir.1993) (“abankruptcy court . . . should examine a contract
and the surrounding circumstances and apply its best ‘ business judgment’ to determineif it would
be beneficial or burdensome to the estate to assume it.”); Richmond Leasing Co. v. Capital Bank,
N.A., 762 F.2d 1303, 1311-12 (5th Cir. 1985) (debtor’s decision to assume lease or enter into
modification of lease subject to business judgment standard).
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A growing case law trend de-emphasizes a dtrict anaysis of the term
“executory” in favor of a“functiona” analysis, an approach articulated by Professor
Jay Westbrook, Michagl Andrew, and others.™ Using afunctiona analysis, acourt
does not consider remaining mutual material performance but instead considers the
goalsthat assumption or rejection were expected to accomplish: enhancement of the
estate.™>' Under this approach, the term “executory” ultimately serves no purpose,
for the executory or nonexecutory label isan after-the-fact description designed to fit
the court’ s conclusions about the value of the contract to the estate. Recognizing this
fact, afew courtstaking the functional approach have declined to make the threshold
finding of executoriness at all and simply have focused on whether the estate would
be benefitted by performance or breach. Likewise, some courts have taken circuitous
analytical routes to avoid lost value that would result from arigid application of the
executory requirement.'>

1150 5ee Jay Lawrence Westbrook, A Functional Analysis of Executory Contracts, 74 MINN.
L.Rev. 227, 282 (1989); Michael T. Andrew, Executory Contracts Revisited: A Reply to Professor
Westbrook, 62 U. CoLo. L. REv. 1 (1991). Inre General Dev. Corp., 84 F.3d 1364 (11th Cir. 1996)
(affirming lower court determination that definition of executoriness has been expanded); In re
Booth, 19 B.R. 53 (Bankr. D. Utah 1982) (employing functional analysis); In re Drexel Burnham
Lambert Group, Inc., 138 B.R. 687 (Bankr. S.D.N.Y. 1992); In re Leibinger-Roberts, Inc., 105B.R.
208, 211 (Bankr. E.D.N.Y. 1989) (interpreting executory in broader fashion, weighing benefitsand
burdens); In re Jolly, 574 F.2d 349, 351 (6th Cir.), cert. denied sub nom., Still v. Chattanooga
Mem'| Park, 439 U.S. 929 (1978) ; In re Arrow Air, Inc., 60 B.R. 117, 121 (Bankr. S.D. Fla. 1986).
In re Government Sec. Corp., 101 B.R. 343, 349 (Bankr. S.D. Fla. 1989), aff’d, 111 B.R. 1007 (S.D.
Fla. 1990); In re Taylor, 91 B.R. 302, 311 (Bankr. D.N.J. 1988), aff’d, 103 B.R. 511 (D.N.J. 1989),
appeal dismissed, 913 F.2d 102 (3d Cir. 1990). “[T]he functional approach was actually
contemplated by Professor Countryman. Professor Countryman suggested that executory contracts
be defined in light of the purpose for which the trustee is given the power to assume or reject: to
benefit the estate.” In re Cardinal Industries, 146 B.R. 720, 728 n. 7 (Bankr. S.D. Ohio 1992). See
also Phar-Mor, Inc. v. Strouss Bldg. Assoc., 204 B.R. 948 (N.D. Ohio 1997) (material breach test
helpful but not controlling). See also REFORMING THE BANKRUPTCY CODE: THE NATIONAL
BANKRUPTCY CONFERENCE’ S CODE REVIEW PROJECT 122 (rev. ed. 1997) (term executory should
beeliminated asit “ carr[ies] the accumul ated baggage of too many erroneous preconceptions’); Olin
McGill & Hon. Francis G. Conrad, Exorcising Executoriness: Functionalist Arguments and
Incantations to Avoid Meeting the Devil in the Woods, 1995-96 NORTON ANN. SURV. BANKR. L.
137, 141 n. 22 (* Thefunctional approach makes bankruptcy issues simpler by taking the focus away
from executoriness.”).

151 In re Government Sec. Corp., 101 B.R. 343, 349 (Bankr. S.D. Fla. 1989), aff’d, 111 B.R.
1007 (S.D. Fla.1990), citing In re Jolly, 574 F.2d 349, 351 (6th Cir.), cert. denied sub nom., Still
v. Chattanooga Mem’l Park, 439 U.S. 929 (1978); In re Taylor, 91 B.R. 302, 311 (Bankr. D.N.J.
1988), aff’d, 103 B.R. 511 (D.N.J. 1989), appeal dismissed, 913 F.2d 102 (3d Cir.1990); In re
Bluman, 125 B.R. 359 (Bankr. E.D.N.Y. 1991), citing In re Monument Record Corp., 61 B.R. 866,
868 (Bankr. M.D. Tenn.1986) (citations omitted).

1152 See In re Riodizio, 204 B.R. 417 (Bankr. S.D.N.Y. 1997) (citing cases).
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The term “executory” is not merely harmless surplusage. First, even though
courts decide that afunctiona analysis of contractsisanayticaly superior and yields
results more consi stent with bankruptcy policy objectives, such anaysiswould appear
to depart from the statutory guidelines. To use an arguably more efficient approach,
a statutory amendment is advisable to assure that shift and to cause all courts to
follow the sameroute. Second, few would dispute the persistent inconsistencies and
difficultiesin identifying an executory contract for bankruptcy purposes, a condition
that is exacerbated as courts use different tests to identify an executory contract.
Findly, the traditional strict interpretation of the executory requirement leads some
courts to results that contravene the initial purpose of the restriction because it does
not isolate val uabl e contracts and does not preclude improvident electionsto perform
or breach.™ Some very valuable contracts may be unassumable on account of a
strict executory test.™>* An executoriness analysis therefore can hamper the process
of permitting the bankruptcy estate to elect to perform contracts that will be highly
beneficidl.

So long astheterm “ executory” remainsin the statute, thisissue will continue
to incite debate and to increase litigation costs without an evident corresponding
advantage.™® Therefore, the Commission recommends the eimination of all
referencesto theterm“executory.” Thischangewould not alter the other substantive
parameters of section 365 such as the statutory exclusion of loan and financia

153 1n re Norquist, 43 B.R. 224, 226 (Bankr. E.D. Wash. 1984) (strict executory definition
precludes rejection of burdensome contracts, defeating one of purposes of definition). See generally
Jay Westbrook, 74 MINN. L. REv. 227, 282 (1989).

1154 See In re Riodizio, 204 B.R. 417, 423 (Bankr. S.D.N.Y. 1997) (warrant is executory),
citing In re AmericaW. Airlines, Inc., 179 B.R. 893, 896 (Bankr. D. Ariz. 1995) (stock option not
executory); Brown v. Snellen, 96 B.R. 229, 232 (Bankr. W.D. Mo. 1989) (option contract could not
be rejected). Compare Gill v. Easebe Enters., 900 F.2d 1417 (Sth Cir. 1990) (option contract is
executory); In re Robert L. Helms Const. & Dev. Co., 110 F.3d 1470 (9th Cir. 1997) (some option
contracts are executory, but some are not), reh’g en banc granted, 1997 WL 522816
(Sth Cir. Aug 20, 1997).

1% See, e.g., REFORMING THE BANKRUPTCY CODE: THE NATIONAL BANKRUPTCY
CONFERENCE’' SCODE REVIEW PROJECT 122 (rev. ed. 1997); Jay Lawrence Westbrook, A Functional
Analysis of Executory Contracts, 74 MINN. L. REv. 227, 282 (1989); Morris Shanker, A Proposed
New Executory Contract Statute, 1993 ANN. SURV. BANKR. L., 129 (term “executory” should be
rejected); Morris Shanker, Bankruptcy Asset Theory and Its Application to Executory Contracts,
1992 ANN. SURV. BANKR. L. 97. See also Michael T. Andrew, Executory Contracts in Bankruptcy,
Understanding “Rejection,” 59 U. CoLoO. L. Rev. 845 (1988) (term executory is useless in some
contexts, although it is important to prevent debtors from assuming contracts in economically
inadvisable circumstances); Michael T. Andrew, Executory Contracts Revisited: A Reply to
Professor Westbrook, 62 U. CoLo. L. Rev. 1 (1991).
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accommodation contracts.**® Rather, the Proposal would streamline the analysis of
the debtor’s contracts and provide a directive to courts to analyze the relevant
considerations guiding one' s decision to perform, breach, or transfer a contract, just
as a contracting party would do outside of bankruptcy. By putting all contracts on
the same track for analysis rather than creating distinctive groups of creditors with
uncertain rights (e.g., the limbo state of the undefined class of contracts found to be
nonexecutory),*” the Proposal would promote the goal of equality of treatment
among creditors.”*® Moreover, this Proposal bypasses the nonuniformity created by
the threshold question of executoriness and thusis fairer to all parties.

Competing Considerations. Notwithstanding recent case law developments
that de-emphasize the executory requirement, some might be concerned that
eliminating any term aready in use, including “executory,” could have an unsettling
effect on case law and thereby encourage new litigation. However, this Proposal
would not introduce a foreign concept, but rather would streamline the analysis so
that courts can focus on the critical issue of the benefit to the estate, which originally
was the intended goal of the executoriness requirement.™*

No proposal in this area of the law can eliminate all litigation because court
approval isacrucial component and the review of the perform-or-breach-election is
an assessment based on the facts and circumstances of each case and each contract.
Theremoval of the threshold executory requirement would permit courtsto focuson
pertinent case- and estate-related factors and would curtail litigation on tangential

1% See 11 U.S.C. 8 365(c)(2) (1994) (trustee cannot assume or assign contract to make loan
or extent debt financing or financial accommodations). Likewise, other exceptionsto the trustee’s
power to elect are contracts under which applicable law excuses the nondebtor party from accepting
performance from or rendering performance to any person or entity other than the debtor (personal
service contracts), and leases of nonresidential real property terminated before the order for relief.
See generally 11 U.S.C. § 365 (1994).

157 Jay Lawrence Westbrook, A Functional Analysis of Executory Contracts, 74 MINN. L.
REV. 227 (1989). See Phoenix Exploration Inc. v. Yaquinto (In re Murexco Petroleum, Inc.), 15
F.3d 60 (5th Cir. 1994) (trustee not permitted to reject agreement that was nonexecutory because
failure for one party to perform would not give rise to material breach).

1158 “|n cases where the nonbankrupt party has fully performed, it makes no sense to talk
about assumption or rejection . . . Rgjection is meaningless in this context, and assumption would
be of no benefit to the estate, serving only to convert the nonbankrupt’s claim into a first priority
expense of the estate at the expense of the other creditors.” In re Columbia Gas Sys., Inc, 50 F.3d
233,239 (3d Cir. 1995), citing THOMASH. JACKSON, THE LOGIC AND LIMITSOF BANKRUPTCY LAW
106 (1986).

1% See Commercial Law League of America, Official Presentation to the National

Bankruptcy Review Commission 1 (May 14, 1997) (noting that Proposal would not create substantive
change in section 365).
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issuesrelating to the term “executory.” By eliminating this source of confusion, costs
and unnecessary delays should be minimized.

2.4.5 Prebankruptcy Waivers of Bankruptcy Code Provisions

Section 558 of the Bankruptcy Code should provide that except as
otherwise provided in title 11, a clause in a contract or lease or a
provision in a court order or plan of reorganization executed or issued
prior to the commencement of a bankruptcy case does not waive,
terminate, restrict, condition, or otherwise modify any rights or defenses
provided by title 11. Any issue actually litigated or any issue resolved by
consensual agreement between the debtor and a governmental unitin its
police or regulatory capacity, whether embodied in a judgment,
administrative order or settlement agreement, would be given preclusive
effect.

Bankruptcy is a collective statutory remedy for debtors and creditors alike.
Unlike a regular civil lawsuit between two parties that freey permits private
settlement agreements within reasonabl e boundaries, bankruptcy law anticipates that
the debtor cannot form private agreements circumventing the statutory provisionsthat
protect all partiesin the collective action. Similarly, nonbankruptcy commercia law
systems generally refuse to recognize debtors advance waivers of statutory rights or
obligations related to enforcement of remedies or debt collection. Partiesin secured
transactions, for exampl e, cannot executeloan documentsthat waive certain standards
and constraints on collection remedies provided by Article 9 of the Uniform
Commercial Code at atime when they cannot fully appreciate the consegquences.*

1180 Section 9-501(3) explicitly precludes waiver of many significant provisions of Article
9, such as those delineating methods of disposition of collateral, borrower’s right to redeem
collateral, and asecured party’ sliability for failureto comply with such rules. See U.C.C. §§ 9-505,
9-506, 9-507. See generally Robin L. Meadows, Warranties of Title, Foreclosure Sales, and the
Proposed Revision of section 9-504: Has the Pendulum Swung too Far?65 FORDHAM L. REV. 2419,
Nn.130 (1997) (describing nonwaivability of certain duties and rights of debtor and secured party and
nonwaivability of “commercia reasonableness’); Marshall E. Tracht, Contractual Bankruptcy
Waivers: Reconciling Theory, Practice, and Law, 82 CORNELL L. Rev. 301, 342 (1997) (Article 9
does not alow borrower to waive various postdefault remediesin initial loan documents); Fred H.
Miller, Consumers and the Code; The Search for the Proper Formula, 75 WAsSHU.L. Q. 187, n.122
(citing nonwaivability of rightsand duties, including statute of frauds); Michael M. Greenfield, The
Role of Assent in Article 2 and Article 9, 75 WASH. U.L.Q. 289, 292 (1997) (Article 9 contains
limited recognition of assent problem by prohibiting waivers of certain rightsand duties). “ Theright
to a‘commercially reasonable’ disposition of collateral under the UCC is so fundamental that in
most jurisdictions the debtor may not waiveit. . .. 1n some states, the prohibition on such waivers
continues even after the occurrence of a default.” John I. Karesh, Reposession of Collateral and
Foreclosure of Security Interests in Leveraged Lease Aircraft Finance Transactions, 10 AIR &
SPACE L., 9, 10 (1995), citing Bank of China v. Chan, 937 F.2d 780, 784-86 (2d Cir. 1991)
(applying New Y ork law); Bankers Trust Co. v. Dowler & Co., 47 N.Y.2d 128, 134, 417 N.Y.S.2d
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In the same way, procedures and remedies provided in state mortgage foreclosure
laws generally cannot be waived in advance of a default.™***

Whileit waslong assumed that specific rights, effects, or obligations provided
by the Bankruptcy Code could not be waived in advance even in the absence of an
express nonwaivability Code provision, caselaw and business practice have begun to
cdl this long-held assumption into question. With increasing regularity, loan
documents and workout agreements contain clauses waiving the applicability of the
automatic stay if the borrower files for bankruptcy. The agreement may contain a
clause providing that “the borrower will not oppose the lender’s motion” to obtain
relief from the automatic stay or admitting that the collateral is * not necessary to an
effective reorganization.” 12

This issue has not yet produced an overwhelming number of published
decisions, but the decisions thus far create significant uncertainty.*® Apparently, no

47,390 N.E.2d 766 (1979). See also United Statesv. Conrad Publ’ g Co., 589 F.2d 949, 952 (8th Cir.
1978) (commercia reasonableness not waivable by debtor).

161 GRANT S. NELSON & DALE A. WHITMAN, REAL ESTATE FINANCE LAwW § 3.1 (3d
ed.1994). “A foundational tenet of mortgage law is that a borrower may not waive the equity of
redemption. Thisruleisintended to protect borrowersfrom overreaching lenders, and it applies both
to personal and commercial transactions.” Marshall E. Tracht, Contractual Bankruptcy Waivers:
Reconciling Theory, Practice, and Law, 82 CORNELL L. Rev. 301, 342 (1997); Michael H. Schill,
An Economic Analysis of Mortgagor Protection Laws, 77 VA. L. ReV. 489, 533-34 (1991) (certain
mortgagor protection laws protect against borrowers' inherent underestimation of risk, but study
showed that laws did not yield appreciable difference in cost of borrowing).

1182 Other typical clauses providethat filing apetition will constitute “bad faith” if intended
to forestall foreclosure, or that the debtor agrees to admit the existence of facts that will support a
casedismissal order. See generally Edward S. Adams & James L. Baillie, A Privatization Solution
to the Legitimacy of Prepetition Waivers of the Automatic Stay, 38 ARIz. L. REv. 1, 26 (1996)
(listing sample clauses); Michael St. Patrick Baxter, Prepetition Waivers of the Automatic Stay: A
Secured Lender’s Guide, 52 Bus. LAw., 577 (1997) (same).

1183 Commentators recently have begun to recount these devel opments. See, e.g. Edward S.
Adams & JamesL. Baillie, A Privatization Solution to the Legitimacy of Prepetition Waivers of the
Automatic Stay, 38 ARIZ. L. ReV. 1, 26 (1996); Michael St. Patrick Baxter, Prepetition Waivers of
the Automatic Stay: A Secured Lender’s Guide, 52 Bus. LAaw., 577 (1997); Daniel B. Bogart, Games
Lawyers Play: Waivers of the Automatic Stay In Bankruptcy and the Single Asset Loan Workout, 43
UCLA L. Rev. 1117, 1141 (1996); William J. Burnett, Prepetition Waivers of the Automatic Stay:
Automatic Enforcement Equals Automatic Trouble, 5 J. BANKR. L. & PrRAC. 257 (1996); Marshall
E. Tracht, Contractual Bankruptcy Waivers: Reconciling Theory, Practice, and Law, 82 CORNELL
L. Rev. 301 (1997); Rafael Efrat, The Case for the Limited Enforceability of a Prepetition Waiver
of the Automatic Stay, 32 SAN DIEGO L. Rev. 1133 (1995); Bruce H. White, The Enforceability of
Pre-petition Waivers of the Automatic Stay, 15 AM. BANKR. INST. L. J. 26 (1997); Steven L.
Schwarcz, Freedom to Contract About Bankruptcy, (Working Draft on File With the National
Bankruptcy Review Commission) (suggesting certain classes of transactions would be appropriate
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court has found a waiver to be self-executing,**** and some courts have held that

waivers are unenforceable.® Yet, other courts have enforced these provisions on
request or have held that these provisions are enforceable in some circumstances. ™

Courts advocating the enforceability of such waivers argue that refusing to
enforce waivers would deter out-of-court workouts. Looking beyond the overlay of
acollective bankruptcy proceeding, they have reasoned that the contractual provision
must be upheld in the absence of grounds for rescission. Likewise, courts have
reasoned that the debtor is not conclusively entitled to protections such as the
automatic stay throughout the entire course of the case, and they have contended that
waiving one component of bankruptcy is permissible since the debtor would remain
free to use whatever other tools the debtor has not bargained away.™*

These clauses are problematic for several reasons, many of which have been
identified by courts declining to enforce waiver clauses. First, the statutory rights of
creditors should not be altered by prepetition actions of the debtor."® The automatic
stay, a frequent subject of prebankruptcy waivers, is one of the most fundamental
components of bankruptcy that stops the “inefficient dismembering of the debtor” by
individual collection effortsand thus promotesthe orderly and efficient administration
of the estate for the benefit of all creditors.*® If adebtor could limit the scope of the

subjects of prebankruptcy contracting).

1184 Michagl St. Patrick Baxter, Prepetition Waivers of the Automatic Stay: A Secured
Lender’s Guide, 52 Bus. LAw., 577, 591 (1997) (reporting that there is*no disagreement” that stay
waivers are not self-executing); William Bassin, Why Courts Should Refuse to Enforce Pre-Petition
Agreements That Waive Bankruptcy’s Automatic Stay Provision, 28 IND. L. REv. 1, 4 (1994).

1% Seg, e.¢., In re Pease, 195 B.R. 431 (Bankr. D. Neb. 1996) (unenforceable per sg); Farm
Credit of Cen. Fla. v. Polk, 160 B.R. 870 (M.D. Fla. 1993); In re Sky Group Int’l, Inc. 108 B.R. 86
(Bankr. W.D. Pa. 1989).

1% See, e.g., In re Powers, 170 B.R. 480 (Bankr. D. Mass. 1994); In re Cheeks, 167 B.R.
817 (Bankr. D.S.C. 1994) In re Club Tower, L.P., 138 B.R. 307, 311 (Bankr. N.D. Ga. 1991); In re
Atrium High Point, 189 B.R. 599 (Bankr. M.D.N.C. 1995); In re Citadel Properties, 86 B.R. 275
(Bankr. M.D. Fla. 1988) In re Jenkins Court Assoc. L.P., 181 B.R. 33 (Bankr. E.D. Pa. 1995).

1187 See, e.¢., In re Atrium High Point, Ltd., 189 B.R. 599, 605 (Bankr. M.D.N.C. 1995).

1188 See, e.g., William Bassin, Why Courts Should Refuse to Enforce Pre-Petition
Agreements That Waive Bankruptcy’s Automatic Stay Provision, 28 IND. L. REv. 1, 4 (1994), citing
Maritime Elec. Co. v. United Jersey Bank, 959 F.2d 1194, 1204 (3d Cir. 1991) (“stay protects
creditorsby preventing particular creditorsfrom acting unilaterally in self-interest to obtain payment
from a debtor to the detriment of other creditors”).

1% Daniel B. Bogart, Games Lawyers Play: Waivers of the Automatic Stay In Bankruptcy
and the Single Asset Loan Workout, 43 UCLA L. Rev. 1117, 1141 (1996) (“Enforcement of these
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automatic stay, theinterestsof other creditorscoul d be severely undermined.™”® With
these types of considerations in mind, bankruptcy law and policy generally do not
permit parties to make prebankruptcy contracts that affect the postbankruptcy rights
of third parties. For example, section 541(c) of the Bankruptcy Code expressly
invalidates certain prebankruptcy agreements that preclude property from becoming
property of the estate available for distribution to all creditors.™”* Bankruptcy law
also explicitly prohibits parties from making private agreements to avoid the
consequences of bankruptcy. In its governance of non-loan executory contracts and
leases, section 365 renders unenforceable contract provisions that in any way extend
the rights of the nondebtor party in the event of the debtor’ s bankruptcy. ™2

The ability of one creditor to negotiate privately with the debtor for specia
treatment in bankruptcy runs counter to the principle of equitable treatment and could
have significant distributional consequences for all other creditors. The creditors on
whom this falls hardest are those who are least likely to be at the bargaining table,
such astrade creditors, tort victims, environmental claimants, and employees. These
kinds of creditorsonly stand to lose from the enforceability of such clauses. Far from
giving contractual claimants enhanced rights in bankruptcy, the Bankruptcy Code
generaly strives to limit the rights of contractual creditors to promote equality of
treatment among creditors. Claimsfor unmatured interest that may be perfectly valid
outside of bankruptcy are unavailable in certain circumstances under section 502;
bankruptcy law often overrides negotiated deals outside of bankruptcy that let one
creditor collect ahigh percentage of interest while another collects nothing while the

devices derogates from the Code’s carefully drawn limitations on the ability of private parties to
reorder their entitlementsin bankruptcy”). Waivers also affect other fundamental policies, i.e. the
breathing spell and the opportunity to reorganize. William J. Burnett, Prepetition Waivers of the
Automatic Stay: Automatic Enforcement Equals Automatic Trouble, 5 J. BANKR. L. & PrRAC. 257
(1996).

170 Maritime Elec. Co. v. United Jersey Bank, 959 F.2d 1194, 1204 (3d Cir. 1991), citing
Commerzanstalt v. Telewide Sys., Inc., 790 F.2d 206, 207 (2d Cir. 1986).

17111 U.S.C. 8§ 541(c)(1) (1994) (rendering inapplicable agreements that restrict or
condition transfer of debtor’sinterest on debtor’s insolvency or financial condition).

1172 See, e.g., 11 U.S.C. § 365(b)(2) (1994) (cure not prerequisite to assumption if default
is breach of provision relating to financial condition of debtor, bankruptcy case, or appointment of
trustee, or satisfaction of penalty rate on account of nonmonetary default), 11 U.S.C. § 365(e)(1)
(1994) (contract or lease cannot be terminated or modified after commencement of bankruptcy case
solely because of provision conditioned oninsolvency, bankruptcy, or appointment of trustee). “[A]n
ipso facto clauseis generally of no usein abankruptcy case. Such clauses aone are not enough to
permit the other party to terminate or modify the contract.” 1 GINSBERG & MARTIN ON
BANKRUPTCY § 7.02[B] 7-12 (Robert E. Ginsberg et al eds. 4th ed. 1997), citing In re Joshua
Slocum, Ltd., 922 F.2d 1081 (3d Cir. 1990); In re Windmill Farms, Inc., 841 F.2d 1467 (9th Cir.
1988).
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bankruptcy caseispending. Likewise, Congressalso decided to limit secured parties
rights in after-acquired property of a debtor in bankruptcy.**"

Beyond the problem of prepetition agreements affecting equality of
distribution, it is questionable whether the prepetition debtor hasthe legal capacity to
make decisions about the application of the bankruptcy laws that are binding on the
bankruptcy estate. The debtor could not bind the trustee in a Chapter 7 liquidation
by waiving in advance the estate' sright to an automatic stay. At least one court has
taken the view that the prepetition debtor similarly cannot bind the debtor in
possession, which is given the rights and duties of the trustee in bankruptcy and is
vested with an independent fiduciary obligation to act in the best interest of the
bankruptcy estate.**™ Prepetition debtorsfrequently arecontrolled by different parties
than postpetition debtors. Management oftenisreplacedinlarge Chapter 11 cases.**"
Anailing business can be put in the hands of turnaround management to help resolve
economic and operational problems. Some debtors in possession are replaced by
Chapter 11 trustees “for cause.”**”® To what extent should these parties, some of
whom are vested with fiduciary duties to the estate as well as statutory obligations,
be able to disregard their duties on account of a prepetition agreement between two
parties? Congress comprehensive statutory scheme should not be circumvented by
adebtor’ s prepetition agreement with one creditor, or even afew creditors, to waive
the applicability of abankruptcy provision.**”” Parties should not expect enforcement

11711 U.S.C. 8§ 552(a) (1994) (property acquired after filing for bankruptcy not subject to
prepetition security agreement, with some exceptions). In addition, Section 5069(c) permits a
secured creditor’s collateral to be surcharged for reasonable and necessary costs and expenses of
preserving or disposing of property to the extent the secured creditor benefitted from those
expenditures.

174 See In re Pease, 195 B.R. 431 (Bankr. D. Neb. 1996) (lack of authority of prepetition
debtors renders stay waivers unenforceable per se).

175 L ynn M. LoPucki & William C. Whitford, Corporate Governance in the Bankruptcy
Reorganization of Large, Publicly Held Companies, 141 U. PA. L. Rev. 669, 676 (1993) (empirical
study demonstrating high rate of turnover of management in publicly held corporations); see Stuart
C. Gilson, Bankruptcy, Boards, Banks, and Blockholders, 27 J. FIN. ECON. 355, 370 (1990)
(reporting that over half of chief executive officers of 110 NYSE and AMEX firms that were
restructured or filed for Chapter 11 bankruptcy |eft their jobs within two years of event).

1176 See 11 U.S.C. § 1104 (1994) (providing nonexclusive list of factors to warrant
appointment or election of trustee).

177 Federal Nat'| Bank. v. Koppel, 148 N.E. 379 (Mass. 1925) (refusing to enforce clause
in promissory notewaiving bankruptcy discharge). “ The Bankruptcy Act wouldinthenatural course
of business be nullified in the vast majority of debtsarising out of contracts, if thiswere permissible.
It would be vain to enact a bankruptcy law with all its elaborate machinery for settlement of the
estates of bankrupt debtors, which could so easily be rendered of no effect. The bar of the discharge
under the terms of the Bankruptcy Act is not restricted to those instances where the debtor has not

482



Chapter 2: Business Bankruptcy

of acontract that contravenesthe Bankruptcy Code’ s policies and requirements since
bankruptcy is a collective proceeding governed by federal statute.

The bankruptcy system provides clear rules of priority and protection on
which al parties can rely to determine the treatment that will be accorded to certain
types of creditors.™”® The statutory priority schemeis part of the burden and benefit
of abankruptcy case and should not be subject to reconstitution by prior agreement
or court order entered outside of bankruptcy proceeding. To function properly and
fairly, the priority scheme should supplant private agreements or transactions that
specifically do not comport with the statutory rules, notwithstanding the good faith
of the parties. To further the principles underlying the priority scheme, certain
prebankruptcy transactions can be set aside or avoided under sections 544, 546, 547,
and 548, often for failure to comply with nonbankruptcy requirements, such asthose
to perfect security interests under Article 9 of the Uniform Commercial Code.

Thisdiscussion should not be construed to mean that bankruptcy law should
never recognize the prebankruptcy actions of parties. Indeed, at their core, many
bankruptcy law priorities are premised on negotiated bilateral agreements, so long as
they follow a conventiona path and comply with requirements for notice and other
applicable protections. For example, if voluntary creditors wish to obtain preferred
treatment in the event of aborrower’ s bankruptcy, they can take security interestsin
compliance with the requirements of Article 9 of the Uniform Commercia Code
rather than lending on an unsecured basis, as long as they do not do so on the eve of
bankruptcy to circumvent the priorities without providing new money or present
consideration.'*”® They should not, however, be able to bargain with the prepetition
debtor to betreated in away that violatesthe Bankruptcy Code' spriority scheme.***°

Moreover, even if these contract clauses were potentially enforceable, they
cannot be distinguished from other contracts that are subject to breach under section
365 of the Bankruptcy Code. Asprevioudly discussed, under section 365, the trustee
assesses Whether to elect to perform or breach the contract and the judge scrutinizes
the trustee’s decision, based on the best interest of the estate. Although breached
contractsare not “avoided,” the nondebtor contract party rarely isentitled to specific

waived hisright to plead it.” 1d., at 380.

1178 Spe, e.9., 11 U.S.C. § 507 (1994) (delineating priorities of claims and expenses), § 503
(determining expensesto receive priority ascostsof administering estate), § 506 (determining extent
to which creditor has secured claim).

117 See 11 U.S.C. § 547 (1994) (providing rules for avoiding certain prepetition transfers
of debtor).

0Byt see 11 U.S.C. § 510(a) (1994) (providing that agreementsto subordinate claims are
enforceable in bankruptcy to same extent enforceable outside of bankruptcy).
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performance, and instead receives damages in a pro rata distribution along with
creditors of similar priority.*#

Even in decisions that uphold waivers of the automatic stay, there is a
consistent theme that calls into question the need for such provisions and confuses
their application: those courts conclude that the facts of those cases meet the grounds
for lifting the stay under section 362(d)(1) or for dismissal under sections 1112 or
305.1%2 Yet, the courts then uphold the prepetition contractua waivers, despite the
fact that they contain different basesfor lifting the automatic stay from these statutory
grounds. Accordingly, the support for contract waivers is dicta in virtually every
case. Because the courts refer to both the statutory elements and the contract and
thus provide multiple grounds for their decisions, the waivers are not averting
litigation, but are compounding the confusion on what is required.

Walver cases may have a pernicious effect on doctrina development. For
example, some opinions indicate that they uphold the waivers because “dead on
arrival” single asset real estate casesare being filed in bad faith. However, these cases
are cited for precedentia value in other types of cases, including consumer cases
dealing with home mortgages.'®®* Bad faith bankruptcy filings should be addressed
directly, and if circumstances reveal that these cases have no hope of reorganization,
the Code already provides avariety of potential responsesthat deal with the problem
at hand without introducing additional uncertainty, cost, and litigation into the system
for future cases.

At the same time, with the prospect of potential enforceability, lenders
increasingly include contingencies in loan documents, indentures, and workout,
forbearance, and settlement agreementsthat waive certain rightsof the borrower upon

1181 See discussion in Section 2.4.1.

1182 See, e.¢., In re Club Tower L.P., 138 B.R. 307 (Bankr. N.D. Ga. 1991); In re Citadel
Properties, 86 B.R. 275 (Bankr. M.D. Fla. 1988); see also In re Powers, 170 B.R. 480, 432 (Bankr.
D. Mass.1994) (ordering evidentiary hearing to consider effect of enforcement on other creditors,
likelihood of successful reorganization, benefit debtor received from workout agreement as whole,
and extent creditor waived rights or would be prejudiced if waiver is not enforced). See generally
Michael St. Patrick Baxter, Prepetition Waivers of the Automatic Stay: A Secured Lender’s Guide,
52 Bus. LAaw. 577, 585 n. 48, 602 (1997) (noting that courts uphold waivers when no likelihood of
reorganization but secured creditor might wish to obtain waiver for other reasons); Daniel B. Bogart,
Games Lawyers Play: Waivers of the Automatic Stay In Bankruptcy and the Single Asset Loan
Workout, 43 UCLA L. Rev. 1117 (1996) (citing support for use of Section 305 to dismiss case
involving two party dispute when bankruptcy forum would be no more efficient in handling dispute).

1183 See In re Cheeks, 167 B.R. 817 (Bankr. D.N.C. 1994) (courts enforcing waivers did not
limit their holdings to single asset cases).
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filing for bankruptcy.*® The possible enforceability of prebankruptcy waivers
pervasively affects a wide range of private negotiations between lenders and
borrowers of every size, from the largest businesses to individual borrowers, both
before and after awaiver isincorporated into aloan or workout agreement. Although
counsel for both borrower and lender probably know that the enforceability of such
waiversisquestionable, and counsel typically will not givealegal opinion letter onthe
enforceability of such waivers, waivers are becoming boilerplate language in loan
documentation. The borrower usually is not in a position to insist that the clause be
stricken from the agreement.*'#°

The Commission’s proposed amendment would clarify that waivers of the
automatic stay and similar provisionsin prebankruptcy contracts of the debtor are not
effective to limit or alter provisions of Title 11. The Recommendation contains
genericlanguage becausethewaiversat issuedo not exclusively invol vetheautomatic
stay or any other specific provision, and lawyers are sufficiently creative to devise
alternative approaches to accomplish the same result. Thus, the statute should
addressthe principle of prohibiting prebankruptcy waiversand not limit thisdirective
to any specific form of waiver. Because waivers also appear in prior plans of
reorganization, dismissal orders, and potentially in other court orders, it isimportant
that such prebankruptcy waivers be made ineffective when presented in those forms.
A bankruptcy court isfreeto consider the circumstances surrounding a prior workout
attempt in the same way that a court can review the prior business history to
appreciate fully the current circumstances and future projections of the debtor.

This Proposal is not intended to alter the preclusive effect of judgments
generally. For example, a debtor who has been proven guilty of a substantive
allegation that would make a debt nondischargeable, such ascivil fraud, could not use
this provision to relitigate the facts in a bankruptcy action over nondischargeability.
This provision would not require duplicate litigation on substantive matters when
issues aready have been determined in anonbankruptcy forum and when those final
orders would have preclusive effect. The recommended provision also contains an
exception regarding settlements with the government in its police or regulatory
capacity, on the assumption that these type of settlements would not involve the
waiver of bankruptcy rights and protections that have been the subject of this
discussion.

184« TP ractically every loan modification or business workout agreement drafted today’
contains bankruptcy waiver provisions.” In re Powers, 170 B.R. 480, 482 (Bankr. D. Mass. 1994),
citing Jeffrey W. Warren and Wendy V.E. England, Pre-Petition Waiver of the Automatic Stay is
Not Per Se Enforceable, AM. BANKR. INST. J. 22 (March 1994).

1% See Memorandum from Harvey R. Miller & Paul M. Basta, Enforceability of Prepetition
Waivers of the Automatic Stay (Apr. 7, 1997) (enforcing stay waivers enables creditors with greater
economic leverage to obtain these agreements and circumvent Bankruptcy Code provisionsintended
to benefit all partiesin interest).
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Competing Considerations. Although the Commission’sRecommendationis
consistent with the general tenet precluding advance waivers of statutory rights and
remediesand with theintention of Congressto restrict the enforcement of contractual
rightsin bankruptcy,"* freedom of contract often israised asacontrary consideration
for this type of proposal. The freedom of contract argument states that it is more
efficient for parties to specify their own remedies in advance rather than using
remedies provided by statute.*'®” A freedom of contract argument presumes from the
outset that all partieswererepresented at the bargai ning tableand unanimously agreed
to the remedies set forth, relatively unlikely circumstances for most business
dealings.™® Evenif thisset of circumstances existed, however, it ishighly improbable
that parties can accurately predict adequate relief given the myriad unforeseeable
consequences that might accompany the debtor’s financia collapse at an unknown
point in the future. Bankruptcy is designed to provide a structure to deal with
unforeseeabl e events with third party consequences that cannot be replaced by two-
party arrangements.  Provisions that cannot be waived until the time of default are
not unusua in commercial law. Even in two-party agreements, the law recognizes
that some rules should not be waivable until events have unfolded and al the parties
can appreciate the implications of waiver.

Othersarguethat enforcing waiverswoul d promote out-of -court workouts. ™
The Commission supports out-of-court workouts and has sought to make
recommendationsthat will clarify legal questionstofacilitate such negotiations, which
can be less costly and more efficient. The Commission aso has recommended
provisions to promote the use of prepackaged plans of reorganization. However,
waivers of bankruptcy rights do not necessarily promote efficiency. Because one

118 See 124 Cong. Rec. 32,401 (1978) (“The explicit reference in title 11 forbidding the
waiver of certain rightsisnot intended to imply that other rights, such astheright to file avoluntary
bankruptcy case under section 301, may be waived”).

1187 See Alan Schwartz, Contracting About Bankruptcy, 13 J.L. ECON. & ORG. 127 (1997)
(favoring privately negotiated solution over government-supplied bankruptcy process); Barry E.
Adler, A Theory of Corporate Insolvency, 72 N.Y.U. L. Rev. 343 (1997); Robert K. Rasmussen,
Debtor’s Choice: A Menu Approach to Corporate Bankruptcy, 71 TEX. L. REv. 51 (1992).

1188 Sehwartz, 13 J. L .ECON & ORG., at 114 (noting that contracting about bankruptcy does
not take into account involuntary creditors and thus bankruptcy procedures should be required to
addresstheir interests, and also noting that his approach assumes equal information for all creditors
and no collusion between groups of creditors).

1189 See, e.g., In re Powers, 170 B.R. 480, 483 (Bankr. D. Mass. 1994); see also Edward S.
Adams & JamesL . Baillie, A Privatization Solution to the Legitimacy of Prepetition Waivers of the
Automatic Stay, 38 Ariz. L. Rev. 1, 26 (1996) (case law supports notion that enforcing waivers
encourages lenders to attempt workouts outside of bankruptcy).
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cannot agree with a creditor to waive theright to file for bankruptcy in advance,*'**
and walvers of specific bankruptcy rights are not self-executing, waivers are not an
efficient deviceto avoid litigation. Evenif waiverswerenot invalid per se, partiesstill
would find themselves in bankruptcy court litigating over the enforceability of
particular clauses based on the circumstances of each case.™® It may be more
expedient to proceed with alift-stay motion solely onthe statutorily-provided grounds
rather than having the court do aretrospective analysis of the validity of the waiver.
Instead, any “efficiency” created by waiversis dueto the leverage they wield for one
creditor, not due to the overall promotion of out-of-court workouts.

Limited use of waiversin postdefault situationsto promote workouts actually
could have an effect opposite to what was intended. There already is evidence that
secured creditors have begun to regard a postdefault waiver of bankruptcy as a
routine component in lending arrangements and such clauses have been routinely
included in so-called boilerplate language in loan agreements. If waivers were
enforced routinely, creditorsmight become moreinsi stent that waiversbesigned early
in an episode of financia distress. If this becomes standard business practice,
workouts would become unattractive alternatives for well-advised debtors, perhaps
prompting them to file Chapter 11 immediately, rather than signing these agreements.
In that case, the workout aternative would be eliminated in many cases.

2.4.6 Prepackaged Plans of Reorganization; Section 341 Meeting of Creditors

Section 341 should provide that upon the motion of any party in interest
in a Chapter 11 case that entails a prepackaged plan of reorganization,
the court may waive the requirement that the U.S. trustee convene a
meeting of creditors.

A method of encouraging workouts that is consistent with the bankruptcy
systemisthe use of prepackaged plans of reorganization. A “prepack” isan efficient
approach to Chapter 11 that can be very useful for businesses that need financial
reorganization but that do not need operational restructuring or longterm protection
of the bankruptcy laws. In an ordinary Chapter 11 case, the debtor files, obtains
approval of its disclosure statement, solicits votes, and seeks to have the plan
confirmed. The objective of a prepackaged bankruptcy case isto negotiate the terms

1% See, e.g., In re Weitzen, 3 F. Supp. 698 (S.D.N.Y. 1933), citing Federal Nat'| Bank. v.
Koppel, 148 N.E. 379 (Mass. 1925); Inre Madison, 184 B.R. 686 (Bankr. E.D. Pa. 1995) (agreement
not to file bankruptcy for certain time period is not binding).

191 See William J. Burnett, Prepetition Waivers of the Automatic Stay: Automatic
Enforcement Equals Automatic Trouble, 5 J. BANKR. L. & PrRAC. 257, 283 (1996) (arguing that
enforcement of waivers does not necessarily promote efficiency and does not help solve debtor’s
insolvency problems).
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of afinancia restructuring in advance of filing and to come into the bankruptcy
system ready to confirm a plan. A business works out a plan and solicits votes.
Assuming it received the requisite support, the business files for bankruptcy with a
potentialy confirmable plan in hand and with most of the difficult negotiation already
completed. Thefiling of the petition usually signifiesthat the majority of the creditors
support the proposed plan. The debtor merely needs one or more of the lega
mechanisms of title 11 to effectuate the agreement. The debtor that has used a
prepack can emerge from bankruptcy within afew months, or evenin weeks, and can
lower the transaction costs of bankruptcy significantly.

Theissueinthis Proposal isthe applicability of section 341 of the Bankruptcy
Code to prepacks. Section 341 requires the U.S. trustee to convene a meeting of
creditors in every bankruptcy case."**? The Federa Rules of Bankruptcy Procedure
establish that in Chapter 7 or Chapter 11 cases, the meeting must be held within
twenty to forty days after the court enters an order for relief.** In theory, this
meeting provides creditors with ameaningful opportunity to examine the debtor and
to obtain important information. However, when parties negotiated and voted on the
plan before the debtor even filed a bankruptcy petition, creditors are not likely to
receive any significant benefit from the section 341 meeting. Instead, holding the
required meeting only delays confirmation significantly without fulfilling itsintended
function. According to attorneys familiar with the procedure, in some prepacks, the
U.S. trustee convenes section 341 meetings only to comply with section 341, while
in other prepacks, the U.S. trustee does not hold section 341 meetings, which
technically violates section 341.

Holding the section 341 meeting in a prepack case entails an unnecessary and
costly time delay because the creditors already have received disclosures from the
debtor and support the plan. In aconsensua case that otherwise could be confirmed
inaday or two, the notice and scheduling requirementsfor a section 341 meeting can
forestall confirmation for at least twenty days. Some parties have reported that the
time delay is particularly crucial in a case with transnational implications because of
the risk that local authorities in other countries will seize assets of the estate if the
case is not resolved on an expedited basis.

1% Section 341(a) provides that “[w]ithin a reasonable time after the order for relief in a
case under thistitle, the United States Trustee shall convene and preside at a meeting of creditors.”
11 U.S.C. § 341(a) (1994).

1% Federal Rule of Bankruptcy Procedure 2002 requires twenty days' notice for section 341
meetings in cases under Chapters 7 or 11 and Federal Rule of Bankruptcy Procedure 2003 provides
that the meeting shall be called no less than 20 days and no more than 40 days after the order for
relief.
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The Commission recommendsthat section 341 be amended so that the section
341 meeting of creditorsis not required in prepacks, as long as the court agrees.***
Court discretion would not be cumbersomein thissituation, but isimportant to ensure
that the meeting is held if circumstances so require. At the same time, this Proposal
would permit any party in interest to request the waiver of the meeting rather than
leaving this initial request in the hands of only one party, such as the U.S. trustee.
The Proposal is designed to prevent unneeded delays in the Chapter 11 prepack
process to minimize cost and to increase efficiency.

The efficacy of the section 341 meeting has been questioned in many contexts
outside the context of prepacks. However, this Proposal addresses only the narrow
situation of a prepack and does not express an opinion on the use of section 341
meetings in other types of cases.

Competing Considerations. Some might argue that the section 341 meeting
serves astructural function and thus should not be subject to waiver, even with court
approval. However, because this Proposal preserves court discretion, any benefits of
this structural function most likely are outweighed by countervailing benefits.

2.4.7 Authorization for Local Mediation Programs

Congress should authorize judicial districts to enact local rules
establishing mediation programs in which the court may order non-
binding, confidential mediation upon its own motion or upon the motion
of any party in interest. The court should be able to order mediation in
an adversary proceeding, contested matter, or otherwise in a bankruptcy
case, except that the court may not order mediation of a dispute arising
in connection with the retention or payment of professionals or in
connection with a motion for contempt, sanctions, or other judicial
disciplinary matters. The court should have explicit statutory authority
to approve the payment of persons performing mediation functions
pursuant to the local rules of that district’s mediation program who
satisfy the training requirements or standards set by the local rules of
that district. The statute should provide further that the details of such
mediation programs that are not provided herein may be determined by
local rule.

Another method of encouraging workouts and reducing unnecessary costs of
the bankruptcy process is through the use of mediation, a lower-cost, higher-

1194 See Memorandum from Jay M. Goffman, Proposed Amendments to Bankruptcy Code
and SecuritiesLaws Rel ating to Prepackaged Bankruptcy Cases (June 12, 1997) (recommending that
Code be amended to eliminate requirement that U.S. trustee hold section 341 meeting in prepacks,
with court approval).
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satisfaction aternative to litigation. Not to be confused with arbitration, mediation
isanon-binding processusing aneutral party to encourage discussion and negotiation
that might ultimately narrow or obviate the need for protracted litigation. Mediation
offers litigants the opportunity to resolve disputes creatively and provides a catalyst
for settlement, while reducing the costs, delay, and burdens that often accompany
litigation or the plan negotiation process.**** Both Congress and many judicial
districts have endorsed cost minimization through case management techniques and
aternative dispute resolution. While it may not be directly applicable to bankruptcy
courts, Congress enacted the Civil Justice Reform Act of 1990,"'% which set the
groundwork for alternative dispute resolution programsin the district courts.

A considerable number of districts have implemented mediation programsfor
disputes that arisein bankruptcy cases and adversary proceedings.™®" The programs
are in various stages of development. The Southern District of California, for
example, established its mediation program in 1986, while the Northern District of
Ilinois recently made the necessary local bankruptcy rule changes to implement a
voluntary mediation program. However, while the Bankruptcy Rules currently
provide for consensual and binding arbitration,"*® neither the Bankruptcy Code nor
Federal Rules of Bankruptcy Procedure authorize the use of mediation programs.
Courts have used their “inherent power,” ' the Civil Justice Reform Act, or courts
general equitable power under section 105 of the Bankruptcy Code to establish
mediation programs that presently are reducing costs and successfully facilitating the

1% See, e.g., JUDGES' DESK BOOK ON COURT ADR, NATIONAL ADR INSTITUTE FOR
FEDERAL JUDGES (Center for Public Resources Legal Program 1993); Form of General Order on
Mediation, American Bar Association Business Bankruptcy Committee, Chapter 11 Subcommittee
Task Force on ADR in Bankruptcy (February 1, 1996).

11% 28 U.S.C. 8§ 471 et seq. (setting forth civil justice expense and delay reduction plan).
See generally A. Leo Levin, Beyond Techniques of Case Management: The Challenge of the Civil
Justice Reform Act of 1990, 67 ST. JOHN’S L. Rev. 877 (1993); Carl Tabias, Civil Justice Reform
Roadmap, 142 F.R.D. 507 (1992).

197« Asof May 9, 1997, twenty-six bankruptcy courts were using mediation (aswell as, in
some cases, other ADR methods) pursuant to district court or bankruptcy court rules, general orders
or guidelines. . . In addition, approximately twenty more bankruptcy courts are considering an ADR
program and several others frequently use ADR on an ad hoc basis.” Memorandum from Richard
S. Toder & Scott D. Talmadge to Professor Elizabeth Warren, Reporter, regarding use of ADR
procedures in bankruptcy cases (June 5, 1997).

1% FED. R. BANKR. P. 9019(c) (1994) (“On stipulation of the parties to any controversy
affecting the estate the court may authorize the matter to be submitted to final and binding
arbitration”).

1% See, e.g., Link v. Wabash R.R. Co., 370 U.S. 626 (1962) (courts have inherent power
to manage judicial affairs to achieve orderly and expeditious resolution of cases).
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resolution of disputes.®® The programs have been successful in resolving numerous
issues and disputes involving claims, adversary proceedings, and plan issues. While
mediation attempts will not eliminate litigation in all cases, mediation can help to
narrow the issues in dispute. This process can be effective for discrete matters that
may arise during the course of a bankruptcy case. The plan negotiation process for
large and complex cases also can benefit from mediation, which provides ameansfor
bringing many parties to the bargaining table.”®* Mediation should be available in
small cases aswell for the same types of reasons.

The Commission recommendsthat the Judicial Code and the Federal Rules of
Bankruptcy Procedure authorize mediation in bankruptcy cases, contested matters,
and adversary proceedings. This recommendation should enhance the goals of
maximizing payments to creditors and the reorganization effort by minimizing the
costs of bankruptcy administration that often are increased by protracted litigation.
The Proposal would authorize judges to order parties to attempt mediation.
Otherwise, one party in a dispute could withhold consent as a litigation tactic,
leverage tool, or for purposes of delay. Because mediation is not binding and entails
only agood faith effort by the parties, ordering partiesto meet with amediator should
not unduly prejudice any litigant. Some existing mediation programs direct
mandatory non-binding mediation with few problems.

While the nationwide authorization of mediation would provide a uniform
structural basis, the Commission suggeststhat most details be left to local rules. With
the basic framework in place, districts can determinewhat type of program best serves
their needs, which may depend in part on the types of cases or disputes that dominate
their dockets and that experience suggests are well suited for mediation. Although
al districts should set standards on the qualificationsfor mediators, the types of cases
in various districts might dictate what those standards should be. The mediator
selection process in particular cases also can be determined locally.

120 See Harvey R. Miller, The Changing Face of Chapter 11: A Reemergence of the
Bankruptcy Judge as Producer, Director, and Sometimes Star of the Reorganization Passion Play,
69 AM. BANKR. L.J. 431, 436 - 437 (1995) (explaining how courts use alternative dispute resolution
in conjunction with section 105 to manage bankruptcy cases and noting the increasing frequency of
the use of mediation).

1201 See FINAL REPORT OF CYRUS R. VANCE, ASMEDIATOR, PURSUANT TO THE STANDING
MEDIATION ORDERAND THE MEDIATION ORDERENTERED IN THEMACY’ SREORGANIZATION CASES
(Dec. 8, 1994) (reporting attainment of consensual plan, fair treatment of creditors and employees,
and significant cost reduction) attached as appendix to paper of Myer O. Sigal, Plan Mediation
Proposal for Large Chapter 11 Cases, submitted in connection with testimony to National
Bankruptcy Review Commission (May 14, 1997); see also In re Eagle-Picher Indust. Inc., 203 B.R.
256, 261 (S.D. Ohio 1996) (in confirmation opinion, describing successful mediation efforts with
Injury Claimants Committee and Future Claims Representative in reaching principal elements of

plan).
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One detail that federal law should address is the authorization of courts to
approve payment of amediator from assets of the bankruptcy estate. Some programs
already provide for the payment of mediators, but statutory authority is the proper
way to authorize payment. The Commission does not intend to discourage the use
of pro bono mediation. Currently, the local rules of certain paid mediation programs
require mediators to do some pro bono mediation, suggesting that both paid and
unpaid mediation services may be integrated successfully, and both are important
parts of afunctional mediation program.

It is unnecessary to delineate the types of matters suitable for mediation.
Bankruptcy courts are best able to make this determination in the cases before them,
and districts could restrict the range of subject matter in their mediation programsif
they thought it appropriate. However, the Commission believes that two types of
disputes should not be subject to mediation: issues surrounding the retention or
payment of professionals* and matters involving contempt of court, sanctions, or
other judicia disciplinary actions. Thesetypes of disputesinvolve issuesthat belong
before the court exclusively for judicial resolution.

Competing Considerations. Because many districts already have established
mediation programs, some people question whether specific statutory authority is
necessary. In addition, some people may have reservations about authorizing courts
to mandate mediation if the parties do not consent. One could argue that strategic
requests for mediation could be employed as a delay tactic that would drive up costs,
counter to the intent of the mediation programs. Clearly, courts should not order
mediation in instances when mediation would be a fruitless and time-draining
undertaking.

2.4.8 Court Review of Appointments to Creditors’ Committees

Subsection (a)(2) of 11 U.S.C. 81102, “Creditors’ and equity security
holders’ committees,” should be amended to read as follows:

(2) On request of a party in interest and after notice and a
hearing, the court may order a change in membership of a
committee appointed under subsection (a) of this section if
necessary to ensure adequate representation of creditors or of
equity security holders. On request of a party in interest, the
court may order the appointment of additional committees of

1202 Not everyone agrees that professional issues should be excluded per se. For example,
the ABA’s Form of General Order on Mediation Comment 3.0 refers to mediation of disputes
relating to employment and compensation of professionals, trustees and examiners“if the mediation
simply seeksto resolve factual disputes.” However, the Form also notes that a mediated settlement
could not affect the court’s role under Sections 326-330 of the Bankruptcy Code.
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creditors or of equity security holders if necessary to assure
adequate representation of creditors or of equity security holders.
The United States Trustee shall appoint any such committee.

Committees of unsecured creditors represent and protect the economic
interests of unsecured creditorsin the Chapter 11 reorganization process.**®® Inlarge
cases, the creditors committee is likely to be the primary vehicle for unsecured
creditorsto voicetheir concerns effectively and to negotiate with the debtor and other
creditors.™®* The committee is intended to provide “dynamic tension” to stimulate
productive reorganization efforts through negotiation and oversight.**® A creditors
committee wields significant influence in the negotiation of a Chapter 11 caseand is
a key player in the plan negotiation process.**® Therefore, the composition of a
creditors committeeisasignificant component of aChapter 11 case. The Bankruptcy
Code guides, but does not mandate, the membership of a committee by stating that
the committee “shall ordinarily consist” of the holders of the seven largest claims of
the kind represented by the committee.

A problem arises when unsecured creditors believe that they are not
adequately represented by the unsecured creditors committee. Creditors serving as
committee members owe a fiduciary duty to the unsecured creditors at large whom
they represent.”” Y et, it israre for acommittee to be challenged for failing to satisfy
its duty and to exercise its statutory powers.”*® To provide adequate representation

1203 K enneth N. Klee & K. John Shaffer, Creditors’ Committees Under Chapter 11 of the
Bankruptcy Code, 44 S.C. L. ReEv. 997-1066 (1993).

1204 See H.R. Rep. No. 95-595, 235, 401 (1978) (creditors’ committees will be the “ primary
negotiating bodies for the formulation of a plan of reorganization,” will represent the class of
creditors from which they are selected, will provide “ supervision of the debtor in possession and of
the trustee, and will protect their constituents’ interests.”). See also Advisory Comm. of Major
Funding Corp. v. Sommers, 109 F.3d 219, 224 (5th Cir.1997), quoting In re AKF Foods, Inc., 36
B.R. 288, 289 (Bankr. E.D.N.Y. 1984) (“function of the creditors committeeisto act asawatchdog
on behalf of the larger body of creditors which it represents.”).

125 Harvey R. Miller, The Changing Face of Chapter 11: A Reemergence of the Bankruptcy
Judge as Producer, Director, and Sometimes Star of the Reorganization Passion Play, 69 AM.
BANKR. L.J. 431, 449 (1995).

1208 \irginia Bell & Paul B. Jones, Creditors’ Committees and their Roles in Chapter 11
Reorganizations, 1993 DET. C.L. Rev. 1551, 1576 (1993). See generally 11 U.S.C. § 1103 (1994)
(delineating powers and duties).

207 In re ABC Automotive Prods. Corp., 210 B.R. 437, 441 (Bankr. E.D. Pa. 1997), citing
Woodsv. City Nat'| Bank & Trust of Chicago, 312 U.S. 262 (1941).

1208 See Peter C. Blain & Diane Harrison O’ Gawa, Creditors’ Committees Under Chapter
11 of the United States Bankruptcy Code: Creation, Composition, Powers and Duties, 73MARQ. L.
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of theinterests of different unsecured creditors, abankruptcy case might need to have
more than one committee of unsecured creditors.*® However, because expenses of
acreditors committee are borne by the bankruptcy estate, additional committees are
the exception and not the rule.*?® For example, cases with mass tort liabilities might
have a tort clamants committee and another unsecured creditors committee
representing trade and other conventional unsecured creditors.*?** A solvent debtor
with alarge number of equity holders might need an equity committee, while a case
with ahighly complex debt structure might warrant additional creditors committees
to represent different priority creditor interests. Absent these circumstances, the
Chapter 11 system contemplates that one committee accommodate the differences
between themembers of unsecured creditorscommunity and thesize of their debts.***2

However appropriate committee appointments might appear at the inception
of a case, the committee composition may turn out to be inappropriate. Unsecured
creditors may sell their claims to outsiders or to other creditors. Some contingent
clamsmay disappear as debtors agree to perform contracts under section 365. New
conflicts among creditors emerge as old conflicts disappear. If creditors can show
that the committee inadequately represents creditor interests, the most narrowly
tailored solution would be to order the adjustment of that committee rather than the
appointment of a separate committee. Currently, thelaw doesnot clearly providefor
such relief.

REV. 581, 615 (1990).

120911 U.S.C. § 1102(a)(2) (1994) (court can order appointment of additional committees
if necessary to assure adequate representation).

2 Harvey R. Miller, The Changing Face of Chapter 11: A Reemergence of the Bankruptcy
Judge as Producer, Director, and Sometimes Star of the Reorganization Passion Play, 69 AM.
BANKR. L.J. 431, 451 (1995). See also In re Sharon Steel Corp., 100 B.R. 767, 778 (Bankr. W.D.
Pa. 1989) (appointment of additional committees is extraordinary remedy that complicates
reorganization process and increases costs).

1211 See, e.g., In re Eagle Picher Indus. Inc., 203 B.R. 256, 260 (S.D. Ohio 1996) (in plan
confirmation opinion, describing two committees); In re Dow Corning Corp., 1997 WL 435029, 95-
20512 (Bankr. E.D. Mich. July 29, 1997) (official committee of tort claimantsand official committee
of unsecured creditors), rev’d on other grounds, 96 CV 71456-DT, 1997 WL 469740 (E.D. Mich.
June 25, 1997).

1212 See KAREN GROSS, FAILURE AND FORGIVENESS: REBALANCING THE BANKRUPTCY
SysTeEM 158-60 (1997) (describing diversity among unsecured creditors in their composition and
amount of debt owed); see also Memorandum from International Council of Shopping Centers to
National Bankruptcy Review Commission, Memorandum in Support of Chapter 11 Working Group
#4: Court Review of Appointmentsto Creditors Committees (Jan. 17, 1997) (describing particular
problems of landlords on creditors’ committees).
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History of Committee Appointments. Under the Bankruptcy Act of 1898,
creditors sel ected themembersof their representative committees.** When Congress
altered the business reorganization process in the Bankruptcy Code of 1978, courts
became responsible for appointing committees of unsecured creditorsin Chapter 11
cases. If parties raised objections to the composition of the creditors committee,
courts could revisit their own appointment decisions and could change the size or
membership of committees.*!

The U. S. trustee system was established nationwide in al federal judicia
districts except those in Alabamaand North Carolina under the 1986 amendmentsto
the Bankruptcy Code.*™* The U.S. trustee system assumed responsibility for the
administrative functions, including various case appointments, to reduce the
appearance of impropriety that sometimes resulted when judges made
appointments.’?®  Congress transferred the “administrative task” of appointing
committee members from the courts to the U.S. trustee. When section 1104 of the
Code was amended to reflect this change, Congress also repealed the provision that
had authorized courtsto review their own committee appointments, section 1102(c),
and did not replace the section with areasonably anal ogous substitute. Theresulting
statute thus was unclear about whether a court can review the U.S. trustee's
committee appointments, and if so, what standard of review isappropriate. Although
ten years have elapsed since the passage of the amendments to section 1102, it
remains uncertain whether courts can review the U.S. trustee's committee
appointment decisions, thereby producing a variety of results.**’

1213 See, e.¢., 11 U.S.C. 8§ 609 (repealed 1979); 5 COLLIER ON BANKRUPTCY 1 1102.01
(Lawrence P. King et al. eds. 15th ed. 1996).

1214 On request of aparty in interest and after anotice and a hearing, the court may change
the membership or the size of a committee appointed under subsection (&) of this section if the
membership of such committee is not representative of the different kinds of claims or interests to
be represented.” 11 U.S.C. § 1102(c) (repealed 1986).

1215 Bankruptcy Judges, United States Trustees, and Family Farmer Bankruptcy Act of 1986,
Pub. L. 99-554. The judicial districts in Alabama and North Carolina use a system of bankruptcy
administrators that is within the judicial branch in those districts.

1216% Congressintended to ‘ separate the administrative dutiesfrom thejudicial tasks, leaving
bankruptcy judges free to resolve disputes untainted by knowledge of administrative matters
unnecessary and perhaps prejudicial to animpartial judicial determination.”” In re Barney’s, Inc.,
197 B.R. 431, 438-39 (Bankr. S.D.N.Y. 1996), quoting H.R. REP. NO. 99-764, 18 (1986). See also
5 COLLIER ON BANKRUPTCY 1102.01 (Lawrence P. King et al. eds. 15th ed. 1996); In re Texaco
Inc., 79 B.R. 560 (Bankr. S.D.N.Y. 1987).

217 Kenneth N. Klee & K. John Shaffer, Creditors” Committees Under Chapter 11 of the
Bankruptcy Code, 44 S.C. L. Rev. 997, 1035-1037 (collecting cases).
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As stated previously, the Bankruptcy Code explicitly authorizes courts to
order the appointment of additional committees of unsecured creditors to ensure
“ adequate representation.” ' Parties need not pursue theissue with the U.S. trustee
before turning to the court.’*® Reading these provisions literally, only one tool is
available for courts to remedy inadequate representation: they can impose an
additional financial burden on the estate by requiring the appointment of additional
committees rather than taking the more modest step of ordering the alteration of the
existing creditors’ committee.**

Judicial Interpretation of Availability of Court Review. In considering the
guestion of whether courts can review creditors committee appointments, some
courts have held that section 1102 literally does not authorize this court review.*?

21811 U.S.C. §1102(a)(2) (1994). Adequate representation is not defined in the Bankruptcy
Code and must be determined based on the facts of the case.

219 11 U.S.C. § 1102(a)(1), (a)(2) (1994); 5 COLLIER ON BANKRUPTCY 9 1102.02
(Lawrence P. King et al. eds. 15th ed. 1996).

1220 Courts can review the composition of creditors committeesformed prepetition and then
appointed by the U.S. trustee under Section 1102(a)(1). FeED. R.BANKR. P. 2007 (1994). The 1991
Advisory Committee Notes state that the rule was not intended “to preclude judicial review under
Rule 2020 regarding the appointment of other committees.” 8 COLLIER ON BANKRUPTCY 2007.01
(Lawrence P. King et al. eds. 15th ed. 1996); FED. R. BANKR. P. 2020 (1994) (proceeding to contest
act or failureto act by U.S. trustee treated as adversary proceeding under Rule 9014). However, the
rules may not create a substantive right that the statute does not provide. 28 U.S.C. § 2075 (1994)
(Rules shall not abridge, enlarge, or modify any substantive right).

221 In re Dow Corning Corp, 96 CV 71456-DT, 1997 WL 469740 (E.D. Mich. June 25,
1997) (U.S. trustee has been given sole authority to appoint members of various committees, and
bankruptcy court’s sua sponte removal of members was outside its authority); In re Victory Mkts.,
Inc., 195 B.R. 9 (N.D.N.Y. 1996) (dismissing appeal for creditor’s lack of standing to appeal
bankruptcy court determination that Section 1102 forecloses court authority to add creditors to
committee); In re New Life Fellowship, Inc., 202 B.R. 994, 997 (Bankr. W.D. Okla. 1996) (statute
unambiguously deprives court of discretion concerning alteration or abolition of bondholders
committee); In re Hills Stores Co., 137 B.R. 4, 8 (Bankr. S.D.N.Y. 1992) (declining to order
appointment of subcommittee for subordinated bondhol ders because Code no longer authorizes the
court to add or delete members “ except in circumstances not relevant here”); In re Drexel Burnham
Lambert Group, Inc., 118 B.R. 209, 210 (Bankr. S.D.N.Y . 1990) (denying request of liquidatorsto
be appointed to committee because Code does not authorize judicial appointment and because
liquidators failed to show inadequate representation); In re McLean Industries, Inc., 70 B.R. 852,
856 n. 2 (Bankr. S.D.N.Y. 1987) (stating in dicta that court no longer has option to change
committee membership). See also In re Gates Eng’g Co., Inc., 104 B.R. 653, 654 (Bankr. D. Del.
1989) (court holding that it was not empowered to review appointments to committees, but later
being interpreted to hold that court could review for abuse of discretion under 11 U.S.C. § 105(a)).

496



Chapter 2: Business Bankruptcy

According to this view, creation of an additional committee is the only recourse that
the Bankruptcy Code provides to remedy inadequate representation.'?*

Other courts do not accept thisresult. They refuse to impose the burden and
expense of creating additional committeesto remedy inadequate representation when
altering the composition of an existing committee would be more suitable.”*® Other
courts have asserted that Congress presumptively intended judicial review of
administrative actions absent convincing evidence of a contrary intent.*?*

In reviewing appointments, these courts apply disparate standards on the
merits. Some courts have applied “abuse of discretion” or “arbitrary or capricious”
standards'# principally based on the authority of section 105(a),*??® which empowers

222« Understandably, the courtsin Texaco and [ Public Service Company of New Hampshire]
were concerned with the costs attendant to an additional committee . . . . But section 1102(a)
providesthat inadequate representation is to be addressed by a court through the creation of another
committee. That iswhat Congresswrote. Itswordsare not to beignored. Perhapsit should change
the statute, perhaps the cost could [be] ameliorated, or perhaps Congress contemplated relief under
other statutes not cited or analyzed by the [petitioning creditors].” In re Drexel Burnham Lambert
Group, Inc., 118 B.R. 209, 211 (Bankr. S.D.N.Y. 1990); In re Victory Mkts,, Inc., No. 95-CV- 1619,
1996 WL 365675 (N.D.N.Y. June 21, 1996). See also In re Value Merchants, Inc., 202 B.R. 280
(E.D. Wis. 1996) (court could exercise de novo review of membership, but absent arbitrary and
capricious appointment, remedy is appointment of additional committees).

1223 See, e.g., In re Public Serv. Co. of N.H., 89 B.R. 1014, 1019 (Bankr. D. N.H. 1988)
(declining to appoint additional committee when lesser remedy of expanding existing committee
would be adequate and less expensive).

22 In re Voluntary Purchasing Groups, Inc., 1997 WL 155407, 96-CV 396, at * 2 (E.D. Tex.
March 21, 1997), citing Bowen v. Michigan Academy of Family, 476 U.S. 667, 670-671 (1986); In
re Lykes Bros. Steamship Co., Inc., 200 B.R. 933, 939 (M.D. Fla. 1996).

1225 The arbitrary and capricious standard used by many courts parallels the Administrative
Procedure Act standard, which provides that a reviewing court must defer to an administrative
agency’s findings of fact unless clearly erroneous. See 5 U.S.C. § 701 et seq. However, the
application of the Administrative Procedure Act, including itsstandards of review, tothe U.S. trustee
program isunclear. See, e.g., In re Sharon Steel, 100 B.R. at 786 (even if U.S. trustee activities do
fall within A.P.A., standard would be inapplicable to U.S. trustee’ sinformal appointment process);
but see Kenneth N. Klee & K. John Shaffer, Creditors’ Committees Under Chapter 11 of the
Bankruptcy Code, 44 S.C. L. REv. 995, 1036 (1993) (arguing that formal hearing procedures are not
prerequisite to judicial deference to administrative decisions), citing In re Vance, 120 B.R. 181
(Bankr. N.D. Okla. 1990).

1226 Section 105(a) provides that the “court may issue any order, process, or judgment that
iS necessary or appropriate to carry out the provisions of this title. No provision of this title
providing for the raising of an issue by a party in interest shall be construed to preclude the court
from, sua sponte, taking any action or making any determination necessary or appropriateto enforce
or implement court orders or rules, or to prevent an abuse of process.” 11 U.S.C. § 105(a) (1994).
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courtstoissue any order, process, or jJudgment necessary to effectuate the provisions
of title 11.*" In essence, courts taking this view require that the movant provide
substantial evidence that the U.S. trustee acted arbitrarily and capricioudly in its
appointment decisions.?® Thisapproach failsto provideatool to deal with decisions
that may have been sensible when made, but that are rendered inappropriate by
subsequent events.

Rather than spending time reviewing the arbitrariness of the U.S. trustee's
decision, other courts ssmply have reviewed the committee composition to determine
directly if the committee is adequately representative.’**® These courts hold that this
approach does not undermine Congressiona intent to delegate administrative or
minigteria functions to the U.S. trustee, since adequacy of representation is alegal
issue and thus inherently falls within the power of the courts.

1227 See, e.g., In re Voluntary Purchasing Groups, Inc., 1997 WL 155407, 96-CV 396, at * 2
(E.D. Tex. March 21, 1997) (upholding bankruptcy court determination that U.S. trustee abused
discretion by appointing “patron” creditors that were not among seven largest creditors and had
vastly dissimilar interests to other creditors); In re Lykes Bros. S.S. Co., Inc., 200 B.R. 933, 938
(M.D. FHa 1996) (reversing bankruptcy court and determining that bankruptcy court had authority
to review appointments on arbitrary and capricious standard); In re Barney’s, Inc., 197 B.R. 431,
439 (Bankr. S.D.N.Y. 1996) (U.S. trustee did not arbitrarily and capriciously refuseto remove union
employeesfund from committee upon debtor’ s motion); In re ColumbiaGas Sys., Inc., 133B.R. 174,
175 (Bankr. D. Del. 1991) (denying committee’s motion to adjourn hearing on gas company’s
motion to be appointed to committee because court is empowered under Section 105(a) to review
U.S. trustee' sdecisions for abuse of discretion); In re First RepublicBank Corp., 95 B.R. 58 (Bankr.
N.D. Tex. 1988) (U.S. trustee’ s refusal to remove creditor not arbitrary and capricious).

1228 See, e.¢. In re Barney’s, 197 B.R. at 439.

229 In re Sharon Steel Corp., 100 B.R. 767 (Bankr. W.D. Pa. 1989) (vacating U.S. trustee
notices that undermined court’s order to reconstitute committee); In re Public Serv. Co. of N.H., 89
B.R. 1014, 1021 (Bankr. D.N.H. 1988)(ordering U.S. trustee to appoint debenture holders to
committeerather than creating separate committee asrequested); In re Texaco Inc., 79 B.R. 560, 566
(Bankr. S.D.N.Y. 1987) (on motion of debtor, ordering merger of two committees for lack of need
of two separate committees). See also In re Dow Corning Corp., 194 B.R. 121, 133 (Bankr. E.D.
Mich. 1996) (dissolving tort claimant committee sua sponte), stay pending appeal denied, 194 B.R.
147 (Bankr. E.D. Mich. 1996), stayed pending appeal, 96 CV-71456 (E.D. Mich. Apr. 4, 1996),
rev’d, 96 CV 71456-DT, 1997 WL 469740 (E.D. Mich. June 25, 1997); In re Plabell Rubber Prods,,
140 B.R. 179 (Bankr. N.D. Ohio 1992) (court empowered under Section 105(a) to review
appointments and direct appointment of union to committee). See also In re Value Merchants, Inc.,
202 B.R. 280 (E.D. Wis. 1996) (bankruptcy court properly exercised de novo review of membership,
but could order appointment of additional members only upon finding that U.S. trustee acted
arbitrarily and capriciously, which it did). Some courts also have reasoned that the power to order
the appointment of a new committee necessarily includes the less drastic remedy of directing the
expansion of an existing committee. In re Texaco, 79 B.R. at 566; In re Public Serv. Co., 89 B.R.
at 1020.
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The Commission recommends that section 1102(a) of the Bankruptcy Code
be amended to authorize courts to review creditors committee composition and the
qualifications of the members for purposes of ensuring that the committees are
adequately representative, just as courts were entitled to do prior to the 1986
amendments. This change would ameliorate needless uncertainty on this important
creditors committee issue.’*® On motion of a party in interest and after notice and
ahearing, a court would render an independent decision as to whether the creditors
committee was adequately representative and would order the U.S. trustee to adjust
membership if necessary.'#*!

Implicit in this Recommendation is the recognition that the establishment and
composition of creditors’ committeesraiseissuesthat go beyond those administrative
responsibilities that fall within the exclusive province of the U.S. trustee. The U.S.
trustee is not required to engage in specific procedures for committee appointments
and makes no specific findings as to adequate representation, either with respect to
the number of committees or the composition of the committees. Rather, the U.S.
trustee is required to establish merely that a potential committee member is an
unsecured creditor and is willing to serve on the committee.*”*> However, because
committee compositioninvokesasignificant question of law, adequaterepresentation,
the Commission believes that de novo review is appropriate when considering the
representative nature of existing committees.’”* De novo review dso isthe level of
scrutiny exercised by courts when they consider the necessity of additional

1230 “No issue involving creditors’ committees has been the subject of as much concern as
the ability to alter the composition of a committee. Unfortunately, no other body of law governing
creditors’ committees appearsto bein such a current state of disarray.” Kenneth N. Klee & K. John
Shaffer, Creditors’ Committees Under Chapter 11 of the Bankruptcy Code, 44 S.C.L. REv. 995,
1032 (1993); see also Daniel J. Bussel, Coalition-Building Through Bankruptcy Creditors’
Committees, 43 UCLA L. Rev. 1547, 1596 n. 204, 1597 (1996) (noting that accessto court review
can be important “safety valve” in committee appointment process).

1231 See, e.g., In re Public Serv. Co., 89 B.R. 1014, 1020 (Bankr. D.N.H. 1988) (ordering
U.S. trustee to reconstitute committee).

12%2 5 COLLIER ON BANKRUPTCY {1102.01 (Lawrence P. King et al. eds. 15th ed. 1996).

23 In the handbook prepared for U.S. trustees in 1993, the Department of Justice
acknowledged that “the issue of adequate representation isaquestion of substantive law and may be
determined by the court de novo.” U.S. DEPARTMENT OF JUSTICE, U.S. TRUSTEE PROGRAM,;
CHAPTER 11 PoLIcY INITIATIVE 97 (Mar. 1993). However, the Department of Justice takes the
position that this refers only to courts' power to order additional committees and that existing
committee membership is reviewable only under the “arbitrary and capricious’ standard. Id. See
also In re Plabell Rubber Prods., 140 B.R. 179 (Bankr. N.D. Ohio 1992) (U.S. trustee advocating
abuse of discretion standard). “Because compliance with section 1102 isaquestion of both fact and
law, a court ordinarily would consider such a matter de novo, relying on its own fact finding and
interpretation of the appropriate legal standards.” Kenneth N. Klee & K. John Shaffer, Creditors’
Committees Under Chapter 11 of the Bankruptcy Code, 44 S.C.L. REv. 995, 1034 (1993).
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committees,’®* and therefore courts could consolidate challenges to committee
composition and requests for additional committees, which involve smilar, if not
identical, lega and factua issues.

ThisProposal should not be construed as promoting any diminutionintherole
of the U.S. trustee. Rather, this Recommendation is consistent with the intent of
Congressto vest the U.S. trustee with responsibility for ministerial matters associated
with creditors committees while courts retain primary responsibility for resolving
legal disputes.

Competing Considerations. Some might prefer the implementation of an
arbitrary and capricious standard to review the U.S. trustees committee
appointments. The Commission endorsed the de novo standard because of the
underlying legal issues, because the U.S. trustee would remain responsible for the
actual appointment of committee members, and because plenary review would not be
significantly more cumbersome for the courts than the abuse of discretion standard.
In addition, using the de novo standard closes any gap between a creditor’s
entitlement for relief through readjustment of the standing committee and the more
costly remedy of relief through appointment of a new committee. In addition, a
review of the caselaw and commentary suggeststhat thereisno significant difference
between de novo review and use of the arbitrary and capricious standard in terms of
actual application and use of resources.®* In determining whether the U.S. trustee
acted arbitrarily and capricioudly, the court could hardly avoid reviewing al the facts
and circumstances.

Another concern isthe potential for delay and increased costs inherent in any
opportunity for judicial review. Even a specious motion might result in increased
costs and could hinder the progress of a case unless the court addressed such a
motion quickly and definitively. An adequately represented creditor arguably could

124 See, e.g., In re McLean Indus, Inc, 70 B.R. 852, 857 (Bankr. S.D.N.Y.
1987)(“legidlative history confirms that bankruptcy judges are to determine de novo, as they had
previously, whether an additional committeeisnecessary to achieve adequaterepresentation”), citing
H.R. Rep. No. 99-764, at 28 (1986).

2% “There have been few reported decisions demonstrating how the ‘arbitrary and
capricious standard appliesin the bankruptcy context, or how it differsin application from de novo
review. One example of arbitrary and capricious judgment on the part of the U.S. Trustee might be
the failure to remove a committee member who has a clear conflict of interest. [citation omitted]
However, such a situation probably would lead to the same result under either standard of review.”
See Kenneth N. Klee & K. John Shaffer, Creditors’ Committees Under Chapter 11 of the
Bankruptcy Code, 44 S.C. L. Rev. 995, 1037 n.164 (1993); see also In re Dow Corning, 194 B.R.
at 132-33 (“it makes no real sense to say that a court is ‘reviewing the U.S. Trustee’s action’ in
appointing a committee under one or the other standard of review when the only issue is adequacy
of representation, aquestion which the statute assignsto the court in the first place”), rev’d on other
grounds, 96 CV 71456-DT, 1997 WL 469740 (E.D. Mich. June 25, 1997).
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use the threat of bringing a motion in court to increase its negotiating leverage. To
this end, some commentators have suggested that a debtor should not be able to
appeal the composition of acommittee selected by the United States trustee because
the debtor might have only strategic goalsin mind.***® For example, a debtor might
challenge an adverse decision and request an extension of the exclusivity period on
the basis that the debtor does not have a suitably selected creditors’ committee with
which it can seriously negotiate aplan. The Commission opted not to limit adebtor’s
ability to raise issues regarding the composition of committees, reasoning that the
debtor may have legitimate reasons to seek review of creditors committee
appointments, and courts would be able to recognize instances in which review was
sought for illegitimate reasons.**

Others might be concerned about the policy implications of reestablishing
court influence over appointments through the proposed review powers. However,
thethreat of any ethical dilemmaswould be constrained by the continuing involvement
of the U.S. trusteein the process. Although courts would have the power to review,
they would remain removed from the actual appointment process.

2.4.9 Employee Participation in Bankruptcy Cases

Changes to the Official Forms, the U.S. Trustee program guidelines and
the Federal Rules of Bankruptcy Procedure, are recommended to the
Administrative Office of the U.S. Courts, the Executive Office of the U.S.
Trustee, and the Advisory Committee on Bankruptcy Rules of the
Judicial Conference, as appropriate, in order to improve identification
of employment-related obligations and facilitate the participation by
employee representatives in bankruptcy cases. The Official Forms for
the bankruptcy petition, list of largest creditors, and/or schedules of
liabilities should solicit more specific information regarding employee
obligations. The U.S. Trustee program guidelines for the formation of
creditors’ committees should be amended to provide better guidance
regarding employee and benefit fund claims. The appointment of
employee creditors’ committees should be encouraged in appropriate
circumstances as a mechanism to resolve claims and other matters
affecting the employees in a Chapter 11 case.

12% See Lawrence K. Snider and John J. Voorhees, Jr., A Proposal that Recommends
Judicial Review of the U.S. Trustee’s Appointments to Creditors’ Committees Leaves Important
Issues, Such as Standing, Unresolved, NAT'L L. J., B7 (Jan. 27, 1997) (questioning whether debtors
should have standing to challenge the composition of committee, since motivation probably would
not be in interest of creditors).

1237 See Kenneth N. Klee & K. John Shaffer, Creditors’ Committees Under Chapter 11 of

the Bankruptcy Code, 44 S.C. L. Rev. 995, 1040 n.176 (1993) (collecting cases supporting debtors
right to challenge committee composition).
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[Comments by Commissioner Babette Ceccotti]

Given the well-established purpose of Chapter 11 to preserve jobs,
participation by employees and their representatives in the reorganization process
should be accepted and encouraged. Instead, representatives of employees and
retirees and employee benefit funds have faced impediments to active participation in
bankruptcy cases despite their recognized status as creditors and parties in interest.
These obstacles take many forms, such as a lack of notice of a bankruptcy filing,
fallure to include debts owed to employees and benefit funds on the debtor’'s
schedules and skepticism by the U.S. Trustee's office in the creditors committee
appointment processregarding claimsheld by unionsor benefit funds. Employeesnot
represented by a labor organization face additional obstacles due to the lack of
collective representation. Because reorganizations typicaly involve significant
business decisions affecting employees, the bankruptcy process should more readily
accommodate participation by employees and their representatives.

Disclosure of Employment-Related Obligations

Notice and disclosure serve two important functions. First, better disclosure
of potentia liabilitiesand i ssues affecting empl oyeesand retirees contributestoamore
completeview of theissueslikely to arisein the bankruptcy and benefitsall parties.**®
Second, improved notice and more complete disclosure facilitate participation by
employee representatives and employee benefit plans. This, in turn, enhances the
prospects for aresolution of plan issues on a consensual basis.

Oneway to improve early and more thorough disclosure of employee-related
obligations is amending the Official Bankruptcy Forms. As currently drafted, the
Official Formsfor the petition and schedules do not sufficiently prompt the preparers
to include information about employment-related debts. The petition requires the
business debtor to estimate the number of employees, but only for
“ statistical/administrative” purposes.’**® Creditors holding unsecured claims entitled
to priority and other unsecured claims are listed on Schedules E and F,
respectively.”®° Schedule E contains a list of the priority claims to be disclosed as
they appear in Sections 507(a)(2) through (9) (e.g., “wages, sdaries and
commissions,” as described in Section 507(a)(3)), and a category for “other”).

128 See Statement of Michael W. Nicholson, Associate General Counsel, International
Union, United Automobile, Aerospace and Agricultural Implement Workers of America (UAW) to
the Commission 44-45 (June 20, 1997).

129 See Form 1, Official Bankruptcy Forms (Voluntary Petition).

120 The instructions for the schedules indicate that debts are to be listed only once and that
claimsthat are only partially entitled to a priority should be listed on Schedule E.
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However, common wage-related items such as arbitration and other awards for back
pay, accrued but unpaid wages, vacation pay or sick leave in excess of the wage
priority, severance pay, and clams arising under the Worker Adjustment and
Retraining Notification (“WARN") Act arenot referenced anywhereonthe schedul es,
thusincreasing the likelihood of omission. Nor are monies owed to employee benefit
plans, beyond the amounts constituting priority claimsunder Section 507(a)(4), listed
for disclosure. Thus, the debtor’s initial court filings may not adequately reflect
whether and to what extent employee interests may be affected by the bankruptcy
case.

Additional instructions on the formsfor disclosure of these obligationswould
assist the preparers in disclosing these debts.® In turn, the inclusion of this
information would aid the U.S. Trustees in their initial investigations early after the
filing of the case. Currently, without better information, the U.S. Trustee may have
no reason to solicit information about debts owed to employees and employee benefit
plans or related matters such as the likelihood of a company’s withdrawal from a
pension plan, an event which will give riseto a substantial claim.*?*

Committee Participation

One consequence of incomplete disclosure is that labor organizations and
benefit funds are placed at a disadvantage in the committee appointment process.
These entities are often omitted from the list of 20 largest creditors used for the
appointment of creditors’ committees,*** even though significant sums may be owed
to benefit plans and to employees as of the filing date. Thus, unless the U.S.
Trustees offices seek out this information in connection with their initial
investigations, it will be up to the employee representatives themsel ves—assuming

241 For example, a speciaized addendum to the Petition and Schedules could require the
disclosure of the largest non-insider/non-affiliate employee or retiree claims and claims owed to
employee benefit plans. Specific instructions itemizing the various types of potential claimswould
ensure that preparers recognize these obligations as claims for bankruptcy purposes and disclose
them. Monies deducted from payroll wages also should be disclosed. Where the debtor is a party to
a collective bargaining agreement, the addendum should so indicate.

2% Other events affecting pension plansalso giveriseto significant liabilities. The Pension
Benefit Guaranty Corporation cited the termination of a pension plan as one example where
disclosure should be made earlier, rather than later, in the bankruptcy. See Letter from William G.
Beyer, Deputy General Counsel, PBGC to National Bankruptcy Review Commission (April 11,
1997).

1283 Rule 1007(d) of the Federal Rules of Bankruptcy Procedure requires a debtor in a
voluntary Chapter 11 case to file with the petition a list of the creditors holding the 20 largest
unsecured claims. The 1983 Advisory Committee’ sNote to Rule 1007(d) describesthelist asan aid
in identifying “the different types of claims existing in the case” for use in the appointment of a
creditor’s committee.
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timely notice of events—to make these obligations known and gain access to the
process.**** Valuabletime may be consumed early in the case with effortsto convince
the U.S. Trustee that employment-related debts are in fact bona fide clams
warranting employee representation.

The creditors committee is the principa mechanism for collective
participation in a Chapter 11 case. The courts have accepted the notion that |abor
unions and employee benefit plans are “ creditors’ eligible for membership, and that
theinclusion of employeeinterestsisentirely consistent with—if not required by—the
diversity requirement of section 1102.* The arguments typically raised in
opposition to such participation have been repeatedly rejected: that unionsand benefit
funds are ineligible for participation because their claims are priority clams; that the
union or the benefit fund may object to some element of the reorganization and should
therefore be excluded, or that confidential information about the business cannot be
shared with these parties.’* Neverthel ess, employee representatives continueto face
the same obstacles to committee participation.***

Changes in the materials promulgated by the U.S. Trustee program would
improve the guidance available to U.S. Trustees about employee-related claims and
reduce unnecessary disputes over participation. The Office of the U.S. Trustee
Program Chapter 11 Policy Initiative (March 1993) regarding the appointment of
committees contains no information about the kinds of claims held by employees,

2% The U.S. Trustee program guidelines currently direct the U.S. Trusteeto provide notice
of the organizational meeting to the largest creditors “ based upon the list of the 20 largest creditors
provided by the debtor or other avail able sources.” OFFICEOF THEU.S. TRUSTEE PROGRAM CHAPTER
11 PoLicy INITIATIVE62 (Mar. 1993). Providing notice asamatter of courseto alabor organization
representing the debtor’ s employees and to any benefit fund not sponsored by the debtor, such asa
multi-employer plan to which the debtor makes monthly contributions, might also be considered.

12% See, e.¢., In re Altair Airlines, Inc., 727 F.2d 88 (3d Cir. 1984); In re Barney’s, Inc.,
197 B.R. 431 (Bankr. S.D.N.Y. 1996); In re Northeast Dairy Cooperative Fed'n, Inc., 59 B.R. 531
(Bankr. N.D.N.Y. 1986); In re Enduro Stainless, Inc., 59 B.R. 603 (Bankr. N.D. Ohio 1986); In re
Salant Corp., 53 B.R. 158 (Bankr. S.D.N.Y. 1985); In re Schatz Fed. Bearings Co., 5 B.R. 543
(Bankr. S.D.N.Y. 1980).

12% See, e.g., In re Barney’s, Inc., 197 B.R. 431, 442 (Bankr. S.D.N.Y. 1996) (allegations
of potential conflicts over reorganization goals); In re Plabell Rubber Prods., 140 B.R. 179, 182
(Bankr. N.D. Ohio 1992) (priority claims); In re Northeast Dairy Coop. Fed'n, Inc., 59 B.R. 531,
534 (Bankr. N.D.N.Y. 1986) (priority claims and potential differences over reorganization issues);
In re Enduro Stainless, Inc., 59 B.R. 603, 605 (Bankr. N.D. Ohio 1986) (confidential information
and potential conflicts); In re Schatz Fed. Bearings Co., 5 B.R. 543, 548 (Bankr. S.D.N.Y. 1980)
(potential conflicts over reorganization issues).

1247 Recent litigation over committee participation includes, In re Lykes Bros. Steamship

Co., 200 B.R. 933, 938 (M.D. Fla. 1996); In re Barney’s, Inc., 197 B.R. 431 (Bankr. SD.N.Y.
1996).
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labor unions and employee benefit plans. Dissemination of basic information about
thedifferent kindsof employment-related claims, throughthe U.S. Trusteeguidelines,
would clarify issues repeatedly raised in the committee formation process and is
consistent with the case law that has developed in this area.

The U.S. Trustee Program guidelines correctly note that unions are eligible
for appointment as creditors. However, language suggesting an automatic exclusion
wherethe union’sclaimisentitled to priority treatment pursuant to section 507(a)(3)
and (4)'?* fail sto recognize that payment of priority claimsmay be but onedimension
of alabor organization’'s or benefit fund sinterestsin acase. Creditors representing
employee interests are intensely focused on the preservation of jobs, whether and to
what extent wage and benefit modifications will be sought, and other business
decisions that impact the employees, in addition to the payment of priority and other
clams. Indeed, courts have cited the need for diversity and the distinct interests
represented by these entitiesin granting them committee appointments.***® The courts
have not allowed the presence of a priority clam to take precedence over the
importance of these factorsin ruling on appointment disputes.”™® Thisis consistent
with a recognition that committees are consensus-building vehicles that provide a
forum to resolve diverseinterestsin acase.**®* Thisimportant function should eclipse
technical disputesover whether the employeesrepresentatives priority claimsshould
disguaify them from committee participation. Facilitating participation fosters an
inclusive process and promotes a consensual, rather than an adversarial, resolution of
the reorgani zation.

Other Mechanisms for Participation

Official committees are the established means of collective creditor
participation in the reorganization. Where employees are represented by a labor

1248 The guidelines state: “if the union’s entire claim is entitled to priority treatment
pursuant to section 507(a)(3) and (4), then the union should not be appointed to the creditors
committee as its interest is fundamentally different from that of the general unsecured creditors.”
OFFICE OF U.S. TRUSTEE PROGRAM CHAPTER 11 POLICY INITIATIVE 76-77 (Mar. 1993).

1249 See, e.g., In re Altair Airlines, Inc., 727 F.2d 88, 90-91 (3d Cir. 1984); In re Northeast
Dairy Coop. Fed'n, Inc., 59 B.R. 531, 534 (Bankr. N.D.N.Y . 1986)

1250 See In re Northeast Dairy Coop. Fed'n, Inc., 59 B.R. 531, 534 (Bankr. N.D.N.Y . 1986).
See also In re Plabell Rubber Prods., 140 B.R. 179 (Bankr. N.D. Ohio 1992); In re Salant Corp., 53
B.R. 158 (Bankr. S.D.N.Y. 1985). But see In re Allied Delivery Sys., 49 B.R. 700 (Bankr. N.D.
Ohio 1985) (suggesting a contrary result).

1251 See, e.g., In re Sharon Steel Corp., 100 B.R. 767, 777-78 (Bankr. W.D. Pa. 1989) In re
First RepublicBank Corp., 95 B.R. 58, 61 (Bankr. N.D. Tex. 1988); see generally, Daniel J. Bussdl,
Coalition-Building Through Bankruptcy Creditors’ Committees, 43 UCLA L. Rev. 1547 (June
1996).
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organization, or where there are benefit funds that pay employee health and other
benefits, participation on official committeesprovidesavoicefor employment-related
interests. While employees represented by a labor organization have access to the
process through their representatives, there has been little opportunity for non-
organized employees to participate. One emerging solution is the formation of a
committee consisting of employees who are not represented by labor organizations
to negotiate employee claim disputes with the debtor. In the recent Herman’s
Sporting Goods bankruptcy, an Official Employees Committeewas appointed for the
purpose of representing non-union employeesin respect of WARN and related claims
asserted as a result of the termination of operations.®? The Bankruptcy Court
ultimately approved a settlement of the claims negotiated by the committee on behalf
of the non-union employees.’*** Resolution of these claims through the committee
allowed the employees and Herman’ s to avoid litigation over the claims.

The appointment of multiple creditors’ committeesis usually not favored.?**
However, where there are issues common to a significant number of employees, and
no other means of collective participation, the appoi ntment of acommitteeto resolve
such issues should not be hampered by the presumption against multiple committees.
Indeed, the Bankruptcy Code already offers a model for representation of this kind
in Section 1114, which providesfor the appointment of aretiree committee wherethe
debtor seeks to negotiate changes in retiree health benefits.!**> As the Herman’s
experience demonstrates, the formation of an employees committee to pursue
specified issues with the debtor is preferable to costly, inefficient litigation and,
therefore, should be encouraged.

Competing Considerations. It may be argued that a union or a benefit fund
with only a claim entitled to priority cannot adequately represent other creditors
holding only general unsecured claims, and therefore should be ineligible for
appointment to a creditors committee. The assumption is that a creditor with an
unsecured claim entitled to priority will view the reorganization and claims recovery
in a manner too dissimilar from those unsecured creditors whose claims are not
entitled to a payment priority. For example, an unsecured creditor entitled to be
among the first paid may more readily accept a liquidation aternative than a general
unsecured creditor.

2 SeelnreHerman’ s Sporting Goods, Inc., No. 96-33538, (Bankr. D.N.J., June27, 1996) (Order
Compelling the Appointment of An Official Employees Committee).

253 In re Herman's Sporting Goods, Inc., No. 96-33538 (Bankr. D.N.J., Oct. 21, 1996)
(order approving settlement).

1254 See, e.¢., In re Sharon Steel Corp., 100 B.R. 767 (Bankr. W.D. Pa. 1989).

12% Spe 11 U.S.C. § 1114(d) (1994).
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Concerns of thisnature may belargely theoretical, however. Asnoted above,
alabor organization or employee benefit fund evaluates acasein light of avariety of
factors, not ssimply the payment of its pre-petition claims. Certainly, alabor union or
benefit fund isunlikely to prefer aliquidation where there are jobs to preserve, even
where its claim is wholly entitled to priority. Indeed, the fact that creditors may be
motivated by multiple interests in a case is not a phenomenon limited to employee
representatives. Creditors who are suppliers may be interested in the prospects for
a continued business relationship with the debtor and therefore similarly adverse to
a liquidation. Nor are enhanced payment opportunities limited to priority wage
creditors. Commercia creditors may have alternative sources of payment or non-
bankruptcy priorities.

Moreover, there may be too many uncertainties at the outset of a bankruptcy
case to justify an automatic exclusion on the basis of a hypothetical, future payout.
In any event, potential conflictsinvolving any creditor arelegally insufficient grounds
to disqualify creditors from committee membership.’*** Indeed, such intercreditor
conflictsarecommon among committeemembers.'*>” Potential conflictsaredealt with
aspart of the operating rules of the committee or through other means.***® The courts
have been comfortable applying these rules to labor unions and funds and have
rejected disqualification based upon potential conflicts, giventheinterestsrepresented
by these creditors.

The consequences of such a technical disqualification from committee
membership, particularly on grounds that are unreliable predictors of a creditor’s
conduct, also should be given significant weight. The creditor’s committee is the
primary negotiating body for the formulation of a plan of reorganization and enjoys
broad authority under the Bankruptcy Code. Disgualification for no other reason
except that suggested by the U.S. Trustee guidelines would eliminate a distinct and
sgnificant interest from the only collective participatory vehiclein aChapter 11 case.
As summarized by the U.S. Court of Appealsin Altair Airlines “there is no reason

12% The courts have required evidence of actua conflicts or other disqualifying behavior.
A creditor may be disgualified from serving on a committee where there is evidence of a breach of
fiduciary duty or an impermissible conflict with the class of creditors represented by that member.
See In re Barney’sInc., 197 B.R. 431, 442 (Bankr. S.D.N.Y. 1996); In re Microboard Processing,
Inc., 95 B.R. 283, 285 (Bankr. D. Conn. 1989).

1257 See, e.g., In re Sharon Steel Corp., 100 B.R. 767, 777 (Bankr. W.D. Pa. 1989) (citing
cases).

12%8 See, e.g., In re Plabell Rubber Prods., 140 B.R. 179, 181 (Bankr. N.D. Ohio 1992)
(union holding “amost entirely” priority claim appointed to committee, with court rejecting the
argument that the union may have a conflict, noting that “recourse is available should a dispute
arise”).
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why the voice of the collective bargaining representative should be the one claimant
voice excluded from the performance of [the committee’ s] statutory role.” 2>

2.4.10 Enhancing the Efficacy of Examiners and Limiting the Grounds for
Appointment of Examiners in Chapter 11 Cases

Congress should amend section 327 to provide for the retention of
professionals by examiners for cause under the same standards that
govern the retention of other professionals.

The Bankruptcy Code provides for the appointment of examinersin certain
Chapter 11 cases. Although they are not used in most cases, examiners perform
critical investigatory functions when an independent and impartial inquiry is
warranted. The fact that the Code explicitly contemplates the appointment of
examiners further safeguards the integrity of the Chapter 11 process.

Because the primary role of an examiner isasinvestigator, examiners need to
have the resources and tools at their disposal to carry out their responsibilities fully
and competently. However, the Bankruptcy Code does not provide specific
authorization for an examiner to retain professionals to assist in the performance of
the examiner’ sduties. Some courts have permitted examinersto retain professionas
under the bankruptcy judges general all-writs power under section 105(a),"** but a
specific and direct source of authority would be preferable.

TheCommissionthereforerecommendsthat bankruptcy courtsbeauthorized,
but not required, to permit the retention of professionals for examiners when cause
existsto do so. Theretention would be governed by the same standardsthat currently
govern the retention of al other professionals as would the entitlement of an
examiner’ s professional sto compensation out of the estate. Theneed for professional
assistancewill depend on the duties of the examiner and the circumstances of the case.
For example, if an accountant is appointed as an examiner solely to review adebtor’s
books and records, the accountant is unlikely to require the assistance of a
professional. However, an examiner may need to retain professionalswith speciaized
expertise upon the discovery of aparticularly complex financial matter. In addition,
if an examiner is not an attorney, the examiner may need to retain legal counsel upon
uncovering apotential fraudulent conveyance or if partiesin interest make allegations
against the examiner personally.

29 In re Altair Airlines, Inc., 727 F.2d 88, 90 (3d Cir. 1984).

1280 See, e.9., In re Tighe Mercantile, Inc., 62 B.R. 995, 1000-1002 (Bankr. S.D. Cal. 1986)
(court can use Section 105 to authorize examiner’ s appointment of professional swhere no examiner
could carry out dutieswithout professional assistance); In re Southmark Corp., 113 B.R. 280 (Bankr.
N.D. Tex. 1990).
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Competing Consideration. A Chapter 11 case dready involves many
professionals, and some people might urge that the examiner’s power to retain
professional snot be expanded dueto increased expenseto the estate. However, once
appointed, the examiner serves an important function helping to protect assets of the
estate and investigating problems. The examiner should have the proper tools and
appropriate professionasto fulfill thisresponsibility. Inaddition, the Commission has
a corollary Recommendation to eliminate the requirement that examiners be
automatically appointed without evidence of purpose in any case with more than
$5,000,000 in unsecured debt (discussed in the following pages), lessening the
likelihood that professional costs will be incurred unnecessarily.

The Advisory Committee on Bankruptcy Rules of the Judicial
Conference should consider a recommendation that Federal Rule of
Bankruptcy Procedure 2004(a) be amended to provide that “On motion
of any party in interest or of an examiner appointed under Section 1104
of title 11, the court may order the examination of any entity.”

The ability to acquire information under Rule 2004 of the Federal Rules of
Bankruptcy Procedure, and to use other discovery tools, can be critica to
investigating fraud and other misconduct or mismanagement, which are precisely the
responsibilities of an examiner. While parties in interest can request a Rule 2004
examination, an examiner might not be a party in interest under section 1109 of the
Bankruptcy Code.”® No reported decision has been found denying use of Rule 2004
to an examiner,’? but there is little justification for leaving any ambiguity on the
matter. This discovery tool should be available to al examiners in pursuing their
investigatory functions. Thus, the Commission recommends that the Rules
Committee of the Judicia Conference amend Rule 2004(a) to specifically include an
examiner’ s right to request an examination.

Congress should eliminate section 1104(c)(2), which requires the court
to order appointment of an examiner upon the request of a party in
interest if the debtor’s fixed, liquidated, unsecured debts, other than
debts for goods, services, or taxes or owing to an insider, exceed
$5,000,000.

The Bankruptcy Code clearly mandates the appointment of an examiner in
certain circumstances: under section 1104(c) of the Bankruptcy Code, the court must
order the appointment of an examiner if an independent investigation would servethe

1261 See, e.¢., In re Baldwin United Corp., 46 B.R. 314, 316 (Bankr. S.D. Ohio 1985)
(stating in dictathat examiner is not a party in interest).

1262 See Memorandum from Lawrence K. Snider to Professor Elizabeth Warren, regarding
Chapter 11 Working Group - Role and Duties of the Examiner 9 (June 5, 1997).
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interests of parties in the bankruptcy case, especially in a situation that potentially
involvesfraud, dishonesty, incompetence, or misconduct in the debtor’ s management
of theestate’ saffairs.***® Thisrequirement isinherently sensible, casting the examiner
in the role of independent inquirer to ensure the integrity of the bankruptcy system.
However, section 1104(c) containsan additional provision: subsection (2) specifically
requires the court to order the appointment of an examiner on the request of a party
ininterest, if thedebtor’ sfixed, liquidated, unsecured debtsto non-insiders, other than
debts for goods, services, or taxes, exceed $5,000,000. This appointment is
mandatory even if thereisno suggestion of mismanagement or wrongdoing, and even
if an investigation would impede the interests of creditors and other parties.

At best, the current provison duplicates the requirement to order the
appointment of an examiner in the interests of the estate and the estate’ s creditors.
Particularly in large Chapter 11 cases, creditors committees and their professionals
provide a check on management and serve routine investigative functions until a
particular situation is suspected that justifies the appointment of an independent
examiner.

Section 1104(c)(2) is not merely a benign duplication, however. Because it
permits parties to seek the appointment of an examiner when thereis no need for an
examiner, it offers opportunity for mischief by aparty ininterest. Requestsunder this
provision can be used asleverage and delay tactics by afew creditors seeking to serve
their own interests rather than furthering the interests of the estate and the creditor
body overall. A creditor who can threaten to demand an examiner without any
showing of a legitimate purpose can enhance its own treatment in exchange for
withdrawing its demand. Rather than helping to protect the estate, it more likely
serves as a strategic tool to cause delay and to increase costs that decrease the funds
available to distribute to creditors at large.

For these reasons, some courts observing misuse of the mandatory
appointment provision haverefused to appoint an examiner under thisprovision, using
waiver or laches as a basis when a request is made late in the case.®®* However, a

126311 U.S.C. §1104(c)(1) (1994) (court shall order appointment of examiner to investigate
when circumstances require, including allegations of fraud, dishonesty, incompetence, misconduct,
mismanagement, irregularity in affairs, or if appointing examiner isin interests of creditors, equity
security holders and other interests of estate).

1264 See, e.g. In re Bradlees Stores, Inc., 209 B.R. 36 (Bankr. S.D.N.Y. 1997) (creditors
waived right to seek appointment of examiner by waiting until conclusion of thirteen month
investigation by debtor’s professionals); see also In re Schepps Food Stores, Inc., 148 B.R. 27, 30
(S.D. Tex. 1992) (party in interest may waive right to seek appointment of examiner); In re Shelter
Resources Corp., 35 B.R. 304 (Bankr. N.D. Ohio 1983) (refusing to appoint examiner under this
provision after court approved settlement of action at issue).
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litera reading of section 1104(c)(2) does not leave room for this discretion when the
case involves $5,000,000 in fixed, unsecured debt.'?%

The Commission recommends the deletion of this arbitrarily-triggered
provision. Thischangewould eliminate aprovision that easily could becomeasource
of delay. The deletion of this provision will avoid the unnecessary costs of litigation
over the question and the costs of hiring an examiner in circumstances not needing an
independent investigation. The Commission heard only supportive statements
regarding this Proposal to eliminate section 1104(c)(2). The consensus appearsto be
that section 1104(c)(2) isneither hel pful nor necessary to preservethe authority of the
court to order the appointment of an examiner in instances when the appointment
would serve the interests of partiesin the case.

Competing Considerations. Absent an automatic provision for the
appointment of an examiner, public investors may not be able to afford to make a
request for an examiner. In such cases, however, the Securities and Exchange
Commission can take action to protect their interests.

2.4.11 Valuation

A creditor’s secured claim in personal property should be determined
by the property’swholesale price.

A creditor’ssecured claiminreal property should bedeter mined by the
property’sfair market value, minus hypothetical costs of sale.

Theneed for statutory guidance on the valuation of collateral wasaconsi stent
theme throughout the Commission’s hearings. Early versions of the Commission’s
work in the consumer bankruptcy areaincluded arecommendation for acompromise
valuation standard that would not entall a fact-intensive inquiry and could be
determined readily without requiring extensive litigation. Once it became clear that
the Supreme Court would speak directly to the issue of valuation in Associates
Commercial Corp. v. Rash, the Commission deferred further consideration of the
precise standard to be recommended. 1n June of 1997, the Supreme Court ruled that
the relevant statutory provision, as it currently is written, entails a fact-intensive
analysis. With the benefit of the Court’s interpretation, the Commission decided to
revisit the need for a statutory recommendation to lessen the fact intensive nature of
the analysis. At the August 1997 meeting, the Commission discussed the Rash

2% 3ee Inre Reveo D.S,, Inc., 898 F.2d 498 (6th Cir. 1990) (because provisionis mandatory
and automatic, reversing lower court decision denying motion for appointment of examiner under
this provision as duplicative of other investigative efforts), rev’g, 93 B.R. 119 (Bankr. N.D. Ohio
1988).
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decision and concluded that a statutory amendment would be beneficial and directed
that materials be prepared accordingly, which culminated in this recommendation.

The Bankruptcy Code currently does not define the appropriate method to
determine “value” of collateral. Instead, the processfor valuation isleft to case-by-
case determination. Section 506(a), which governsthe determination of the allowed
secured claim, states:

Anallowed claim of acreditor secured by alien on property inwhich
the estate hasan interest, or that is subject to setoff under section 553
of thistitle, is a secured claim to the extent of the value of such
creditor’ sinterest in the estate’ s interest in such property, or to the
extent of the amount subject to setoff, as the case may be, and isan
unsecured claim to the extent that the value of such creditor’ sinterest
or the amount so subject to setoff is less than the amount of such
alowed clam. Such value shall be determined in light of the
purpose of the valuation and of the proposed disposition or use of
such property, and in conjunction with any hearing on such
disposition or use or on a plan affecting such creditor’ sinterest.

Due to the flexibility inherent in this provision, the amount of the allowed secured
claim may differ depending on the type of bankruptcy case, the kind of property, and
the proposed disposition of the collateral.”® Even in low-dollar-amount cases,
therefore, there is no bright-line rule to give the parties quick, inexpensive answers
to a vauation question. With the method for determination left completely
undefined, courts have applied disparate methodsto similar circumstances, yielding
results ranging from the highest (e.g. retail) to the lowest (e.g., forced sale) possible
valuations, with many options in between, including replacement cost, wholesale,
and “midpoint” (the average of net resale proceeds and retail, a compromise method
derived from Chapter 13 trustees).”®’ In attempting to resolve the confusion, circuit

1266 ““\alue' doesnot necessarily contemplateforced sale or liquidation value of collateral;
nor does it always imply afull going concern value. Courtswill have to determine value on a case
by case basis, taking into account the facts of each case and the competing interests in the case.”
H.R. ReP. NO. 95-595, at 356 (1977), reprinted in 1978 U.S.C.C.A.N. 5787, 6312.

167 See Say Litigation After Rash, Our Two Cents, a 1-2 (1996)
http://www.stinson.com/2cents/rash.htm, which provides further delineation of potential valuation
standards: “ replacement cost (the current cost of asimilar item); fair market value (what awilling
buyer would pay for alike item sold by awilling seller); liquidation value (the estimated amount
that could berealized from aforced sale of the property at apublic auction after proper advertising);
orderly liquidation value (the amount that could be realized from aforced sale of the property intact
with al related equipment not necessarily at an auction); retail value (the price for which an item
is sold at retail); wholesale value (the price for which an item is sold at wholesale); and going
concern or enterprise value (the value of an enterprise as a going concern, taking into account
goodwill).” SeealsoElliot D. Levin, A Proposal for the National Bankruptcy Review Commission:
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courts of appeals have tried to provide more definitive answers, but they too have
differed over the proper standard for determining the allowed secured claim.’?® The
announced standards have not always been clear, evidenced by the fact that judges
reach conflicting interpretations of the relevant court decisions.*®

The United States Supreme Court released a much-awaited decision on this
issue, Associates Commercial Corp. v. Rash.?® Rash was a Chapter 13 case
involving atractor truck used by the debtor in hisfreight hauling business. In an en
banc opinion reversing the initial appellate ruling that retail value determined the
allowed secured claim, the United States Court of Appealsfor the Fifth Circuit held
that the valuation of a secured creditor’ sinterest under section 506(a) “should start
with what the creditor could redlizeif it repossessed and sold the collateral pursuant
to its security agreement, taking into account the purpose of the valuation and the
proposed distribution or use of the collateral.”**" The court therefore determined
that the bankruptcy court did not err when it valued the truck at wholesale; thisprice
reflected the secured creditor’s yield if it had repossessed and sold the truck.

The Supreme Court reversed and remanded the case. Finding that the first
sentence of section 506(a) did not determine the standard of valuation, the Supreme
Court looked to the second sentence of that provision, which requires a court to
consider the proposed disposition or use of the property. InaChapter 13 cramdown,
the debtor retainsthe collateral. At the sametime, the creditor continuesto be at risk
for diminution of value from extended use. The proper valuation standard if the
collateral remained in the hands of the debtor, said the Supreme Court with only one
dissenter, was replacement value less certain costs. Although the term “replacement

The Fair Distribution of VValue Created by the Bankruptcy Process Itself (not dated) (listing various
methods of valuation utilized: liquidation, fair value, fair market value, going concern value, and
cash value (when property is sold)).

1288 Cf. Inre Hoskins, 102 F.3d 311 (7th Cir. 1996) (proper val uation was midpoint between
wholesale and retail); In re Rash, 90 F.3d 1036 (5th Cir. 1996) (en banc) (net foreclosure value),
rev'd, 117 S. Ct. 1879 (1997); Taffi v. United States, 96 F.3d 1190 (9th Cir. 1996) (en banc) (fair
market value for real property inindividual Chapter 11 case), cert. denied, 117 S. Ct. 2478 (1997);
Inre Trimble, 50 F.3d 530 (8th Cir. 1995) (retail value of vehicle without deduction for costs of
sale). Seealso Inre Valenti, 105 F.3d 55 (2nd Cir. 1997), in which the Second Circuit held that it
was within the bankruptcy court’ s discretion to value at midpoint between wholesale and retail, but
“no fixed value, whether it beretail, wholesale, or some combination of the two, should beimposed
on every bankruptcy court conducting a 8 506(a) valuation.” Id. at 62.

1289 See Associates Commercia Corp. v. Rash, 90 F.3d 1036, 1060, 1062-63 (5th Cir. 1996)
(en banc), in which the majority and dissenting decisions reach differing conclusions on the number
of circuit courts that have held in favor of retail valuation.

120117 S. Ct. 1879 (1997).

1271 90 F.3d 1036, 1060 (5th Cir. 1996) (en banc), rev'd, 117 S. Ct. 1879 (1997).
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value” is sometimes equated with retail value, the Supreme Court’s definition
explicitly requires deductions for certain costs, such as warranties, inventory costs,
storage, and reconditioning. The application of this standard would entail a fact-
intensive analysis, with the actual method of determination to be left to individual
judges.

The Supreme Court’s adoption of a replacement-value-less-certain-costs
standard reflected a deliberate policy choice. In footnote five, the Court indicates
that it aimed to clarify the law, reecting “a ruleless approach allowing use of
different valuation standards based on the facts and circumstances of individual

Notwithstanding the announced intent of thisstandard to provideaclear rule,
the application of the standard announced by the court isfraught with ambiguity. In
footnote six, the Supreme Court commented that the fact that the replacement value
standard “governs in cramdown cases |leaves to bankruptcy courts, astriers of fact,
identification of the best way of ascertaining replacement value on the basis of the
evidence presented. Whether replacement value is the equivalent of retail value,
wholesale value, or some other value will depend on the type of property.”*?” The
Supreme Court went on to describe the types of expenses that should be deducted
when determining replacement value, each of which requires an independent
valuation. Variationsbased on thetypes of property and the expensesto be deducted
make clear that afact-intensive analysisand multiple valuationswould beinevitable.

As stated previously, the Court uses the term “replacement value,” aterm
sometimes associated with retail value. The explanation the Court gives this
definition, however, indicates a different, more complex valuation. The Supreme
Court’ s ruling was based on the interpretation of section 506(a) rather than a more
comprehensive policy judgment about the appropriate valuation standard. The
Commission recommendsthat Congress provide moreguidanceinthisareato ensure
that similar caseswould be treated more equally and to reduce unnecessary litigation
and transaction costs. The Commission’s Recommendation aims at a valuation
based on fewer factors to be determined using a standard provable with relatively
more ease.

Sgnificance of Establishing a Sandard to Determine the Allowed Secured
Claim and the Problems with the “ Replacement Value Less Certain Costs’
Sandard. Although the Supreme Court ruled in the context of a Chapter 13
cramdown, the standard for valuing the allowed secured claim has significant

272 1n re Rash, 117 S. Ct. 1879, 1886 n.6 (1997).
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implications in al cases under al chapters of the Bankruptcy Code.®” |ssues

involving the valuation of property arise in almost every business bankruptcy
case.®™ It is not possible to overstate the significance of clarifying the method to
determine the allowed secured clam. Valuation is central to adequate protection
contests and to the plan confirmation process, and thus greatly affects negotiations
in complex business reorganization cases from the day of filing (if not before) to the
day of confirmation.®” Although section 506(a) establishes that valuation is to be
done on a case-by-case basis, the Supreme Court’ s interpretation of section 506(a)
callsinto question the val uation standards heretofore used in all of these contexts.™*"

As a consequence of the approach taken by the Supreme Court majority,
commentators fear that the Rash decision will exacerbate litigation on valuation.
There are numerous practical difficulties of determining replacement value,**”’
particularly under the open-ended approach set forth in footnote six of the
decision.’” Theinquiry prescribed by the Court entailsmany factual determinations
regarding the amounts that must be deducted from the retail price. In many cases,
the secured claim will be determined after a protracted “battle of the experts,” 2"

1213 Seg, e.g., In re Inter-City Beverage Co., 209 B.R. 931 (Bankr. W.D. Mo. 1997)
(applying Supreme Court’ s Rash decision outside context of Chapter 13 cramdown to value property
sold in section 363 sale in Chapter 11 bankruptcy).

1274 A5 Justice Stevens aptly points out in hisdissent, section 506(a) isa ' utility’ provision
in that applies throughout the various chapters of the Code. Thisinterpretation of the value of the
secured claim also will apply to Chapter 7, 11 and 12.” Robert F. Mitch, The Rash Decision: A
Question of Value, AM. BANKR. INST. J,, 18, 19 (July/Aug. 1997).

1275 See generally Chaim J. Fortgang & Thomas Moers Mayer, Valuation in Bankruptcy,
32 UCLA L. Rev. 1061 (1985) (comprehensive review of valuation issues).

1276 The Supreme Court’ s decision in Rash potentially, although not definitively, callsinto
guestion all section 506(a) opinionsinterpreting the appropriate valuation standard. Some of these
opinions are cited in this Proposal not for their continuing precedential value, but rather to provide
context or for their philosophical bases.

1277 See Hon. Frank H. Easterbrook, Bankruptcy Reform, Luncheon Addressto the National
Bankruptcy Review Commission Chicago Regiona Hearing, at 4 (July 17, 1997) (“Replacement
value cannot belooked up. It must belitigated; and in the process the value of the asset will be paid
out to the lawyers rather than to the creditors”).

1278 See Letter from G. Ray Warner, Valuation - Need to Establish Statutory Guidelinesto
National Bankruptcy Review Commission 1 (July 30, 1997) (noting that Supreme Court |eft to each
bankruptcy court the proper method of determining value).

127 See Robert F. Mitch, “ The Rash Decision: A Question of Valuein Context,” Am. Bankr.
Inst. J., 18, 19 (July/Aug. 1997).
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which can dissipate assets that otherwise would be available for distribution to other
creditors.

ThisProposal recommendsthat the same baseline standards be employed for
al vauation purposes. While the language of section 506(a) has been interpreted to
permit—and perhaps to mandate—different standards depending on the context of
thevauation, it isnot entirely clear why the same piece of property should be valued
by various standards in multiple proceedings depending on the nature of each
proceeding. Although valuation questions arise in a variety of legal contexts, the
factual circumstances warranting valuation are limited to when the debtor plans to
retain the property.® There has been little explanation for why one valuation
standard should be used for adequate protection and another for plan confirmation,
onefor determining the value of nonexempt property and another for the redemption
of exempt property. Nor has there been an adequate argument made for why
valuations in Chapter 11 should be different from those in other chapters.’
Without a clearly-articulated principle to justify the propriety of various valuation
standards in different procedura contexts, confusion is compounded with no
offsetting gain. A clearer standard that does not change from one factual setting to
another is warranted to provide certainty and consistency for all valuation
determinations.

The variety of applications of vauation standards demonstrate that no
particular method can be deemed “pro-debtor” or “pro-creditor.” Depending on the
circumstances, parties have different stakesin favoring ahigh or low valuation. For
example, some might assume that the full “replacement value” standard isfavorable
to creditors. However, if the replacement value standard is used in automatic stay
hearings, acourt ismorelikely to find that the debtor has equity in the collateral and
thus not lift the stay to permit the creditor to proceed with its rights against the
property. Likewise, a creditor is less likely to be entitled to adequate protection
payments using a high replacement val ue standard even though the creditor may not
be fully protected in the event of aforeclosure if the reorganization effort fails.'?%
High valuation therefore can leave asecured creditor unprotected. Depending onthe

1280 An estimate of value is not needed if the property is being sold. Thisis particularly
true given the Commission’s Recommendation to clarify section 363(f) so that the value of the
property is not relevant to the decision to sell free and clear.

1281 See In re Hoskins, 102 F.3d 311, 317 (7th Cir. 1996) (Easterbrook, J. concurring)
(advocating that valuation rules be identical across chapters).

1282 See Letter from G. Ray Warner , Valuation - Need to Establish Statutory Guidelinesto
National Bankruptcy Review Commission 2 (July 30, 1997). See generally United Sav. Ass n of
Tex. v. Timbers of Inwood Forest Assoc., 484 U.S. 365, 371-72 (1988) (interpreting section 506(a)
in considering creditors entitlement to adequate protection and determining that 1oss of right of
immediate foreclosure is not factor to be considered in valuing creditor’ sinterest in collateral).
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context, the valuation standard can yield quite different consequences. In addition,
no method of valuation is uniformly favorable to all creditors;, the method of
valuation that benefits a secured creditor in aparticular situation is correspondingly
less beneficial to unsecured creditors.’®® All parties have an important stake in the
outcome of avaluation dispute.

A relatively ssimple standard would reduce litigation costs while it increases
the predictability of outcomes, thereby encouraging partiesto settletheir differences
without always turning to the courts. A clear standard also would promote
consistency in application among different judges and different districts, increasing
the likelihood that similar cases will be analyzed using similar legal principles.

Oneissuethat is equally critical to this debate, although somewhat beyond
the scope of this particular Proposal, isthe proper timing of determining the amount
of the allowed secured clam. If the value of the collateral is determined at the
beginning of a case, the debtor and the estate capture the benefit of any subsequent
appreciation in the property’s value. On the other hand, if the secured creditor’'s
claimisnot determined until the end of the case, the secured creditor will capturethe
value of any appreciation even if the appreciation is at least partially attributable to
the efforts of the debtor or unsecured creditors. Timing therefore determines which
parties benefit from property appreciation and reduction of secured debt principal
during the pendency of the case. Some bankruptcy courts value property on a date
certain, such asthe petition date or the date of confirmation.’®®* However, the Court
of Appeals for the Fifth Circuit recently held that a bright-line rule for timing is
inappropriate because the Code gives no statutory basis for such a requirement.*#*
A creditor or other party can request valuation, or multiple determinations, at any
time during the case. If the creditor becomes oversecured during that period, it will
be so treated thereafter. Therefore, creditors face no constraints on the timing of
valuation and the opportunity for successive determinations, and the secured creditor
always can receive the benefit of appreciation of its collateral, whether or not thisis
appropriate from a policy perspective. Thisistrue even if the appreciation is more
properly attributed to the increasing efficacy of the debtor as a going concern or to
particular contributions of unsecured creditors. Although the instant Proposal
contains no recommendation on timing, the implications of timing should be kept in

12831 abankruptcy court assigns aliquidation value to the collatera of secured creditors,
it thereby awards the surplus to the unsecured creditors or to the debtor.” David Gray Carlson, Car
Wars: Valuation Sandards in Chapter 13 Bankruptcy Cases, 13 BANKR. DEV. J. 1, 2 (1996).

1284 See, e.g., In re Hulen Park Place, Ltd., 130 B.R. 39, 43 (N.D. Tex. 1991) (whether
creditor’sclaim is oversecured must be determined as of petition date); In re Landing Assoc., Ltd.,
122 B.R. 288, 297 (Bankr. W.D.Tex.1990) (measurement date is confirmation date).

1285 In re T-H New Orleans Partnership, 116 F.3d 790 (5th Cir. 1997).
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mind when considering the proposed valuation standards, and Congress may wish
to consider standards for timing of valuation.

Wholesale Price as a Compromise Bright-Line Sandard. Among the
spectrum of various options for valuation, from retail (highest value) to forced sale
(lowest value), the Commission recommends that a price in the middle—wholesale
price—be used to determine the allowed secured claim for personal property under
section 506(a). This approach is supported by policy considerations and offers
several advantages.

Many items of personal property have areadily identifiablewholesale price.
Wholesale price satisfies the first fundamental requirement for a bright-line
rule—that it be workable—and thus helps to reduce transaction costs in
bankruptcy.®* Although many items have a wholesale market, a wholesale value
can be calculated even when an item does not have a readily-identified wholesale
market by reference to a retall market for similar goods. Because the term
“wholesale’ triggers a distinction between old and new goods, it helpsidentify the
proper market. The proper market isonethat dealsin goods of the kind to be valued
in their current state. In a consumer context, such property will nearly always be
used, although in a business context, new or used property might be the correct
valuation. Inventory, for example, might be valued at “wholesale-new,” while the
office machinery might be “wholesale-used.” No further calculation is needed.

The Supreme Court’ sopinion in Rash implicitly recognized this calculation,
prompting the court to require that expenses that would not be reflected in a
whol esale val ue be deducted from the “ replacement” value. Following the Supreme
Court’ sinstructionsin footnote six, acourt likely would start with retail and subtract
most costs that comprise the difference between the retail and wholesale prices.*?®’
By making wholesale valuation the standard, in cases where no wholesale market
exists, one readily could construct the price.

Another reason to support a wholesale valuation standard is the importance
of developing a“compromise” valuation to reflect the competing interests of debtors

1286 See, e.g., Hon. Edith H. Jones, Recommendations for Reform of Consumer Bankruptcy
Law 18 (Aug. 6, 1997 draft) (recommending adoption of simple standard for valuing collateral).

1287 See Hon. Frank H. Easterbrook, Bankruptcy Reform, Luncheon Addressto the National
Bankruptcy Review Commission Chicago Regional Hearing, 5 (July 17, 1997). Examples of such
costs offered by the Supreme Court included warranties, inventory, storage, reconditioning, and
costs associated with modifications to the property that would not be subject to the creditor’slien
under state law. Rash, 117 S. Ct. at 1886 n.6.
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and creditors.™®® Wholesale price provides a compromise between the lower

valuations, such as the foreclosure price, and the higher valuations, such as retail
price.”?® Wholesale price can be viewed as a point on along spectrum that is not at
either end. However, because forced sales often yield o little, wholesale is often
much closer to retail than to foreclosure.”®

Another compromise that has been suggested is specifically denominated a
“midpoint” valuation, a standard embraced by the Seventh Circuit Court of Appeals

1288 In re Hoskins, 102 F.3d 311 (7th Cir. 1996) (adopting midpoint valuation); InreValenti
105 F.3d 55 (2d Cir. 1997) (bankruptcy court did not err by upholding midpoint valuation).

1289 Forced sale value should not be equated with wholesale value. Taffi v. United States
, 68 F.3d 306, 308 (9th Cir. 1995), aff' d en banc, 96 F.3d 1190 (9th Cir. 1996) cert. denied, 117 S.
Ct. 2478. “Such sales are notoriously poor in producing cash proceeds.” David Gray Carlson, Car
Wars: Valuation Sandards in Chapter 13 Bankruptcy Cases, 13 BANKR. DEv. J. 1, 2 (1996).
Forced sale pricestend not to adequately value property, and the failure to obtain the best price for
collateral does not, by itself, permit a sale to be set aside as commercially unreasonable. U.C.C. §
9-507(2). See, eq., Chaversv. Frazier, 93 B.R. 366, 368 (Bankr. M.D. Tenn. 1989) (airplane that
was insured for $700,000 sold at Article 9 sale for $415,000). “ The overlooked problem, of course
is that ‘retail’ and ‘wholesale’ blue book prices have never been proxies for ‘replacement’ and
‘forced sale’ values. Wholesale value has never represented the amount that a creditor recovers
after repossession and resale. Similarly, retail value has little to do with what a consumer would
have to pay to buy a replacement automobile of like condition without a warranty from another
consumer.” Gary Klein, Opinion Raises More Questions Than it Answers, AM. BANKR. INST. J. 18
(July/Aug. 1997).

2% Armstrong v. Csurilla, 817 P.2d 1221 (N.M. 1991) (discussing low prices that
foreclosure sales often bring and when they can be deemed inadequate); Alvin C. Harrell, UCC
Article 9 Drafting Committee Considers October 1996 Draft, 51 CoNs. FIN. L Q. Rep. (1997)
(reporting that committee met to discuss low price foreclosure sales, among other issues); Donald
J. Rapson, Deficient Treatment of Deficiency Claims: Gilmore Would have Repented, 75 WASH
U.L.Q. 491 (1997) (urging adoption of rule deal with prevalent tendency for secured partiesto bid
on collateral in foreclosure sales for far less than fair market value and then collect significant
deficiency judgment); Gail Hillebrand, The Uniform Commercial Code Drafting Process: Will
Articles 2, 2B, and 9 Be Fair to Consumers?, 75 WAsH. U.L.Q. 69, 133,137 (1997) (noting continual
problem of salesyielding values at far |essthan market price, citing studies of low disposition prices
in consumer sales), citing David B. McMahon, Commercially Reasonable Sales and Deficiency
Judgments Under UCC Article 9: An Analysis of Revision Proposals, 48 CONSUMER FIN. L.Q. ReP.
64 (1994); “[T]he only bidder at 99% of foreclosure sales is the mortgagee. . . . State foreclosure
laws have failed to adequately protect the debtor from low sales prices. The statutory notice
reguirements generate little interest and most mortgagees have little incentive to advertise.” Robert
Burford, Can Mortgage Foreclosure Sales Really be Fraudulent Conveyances Under Section
548(a)(2) of the Bankruptcy Code?, 22 Hous. L. Rev. 1221, 1248 (1985); Lynn M. LoPucki, A
General Theory of the Dynamics of the State Remedies/Bankruptcy System, 1982 Wis. L. Rev. 311,
320-21 n.52 (sales procedures used by bankruptcy courts are “vastly superior to those employed in
the state remedies subsystem”). But see Rash, 90 F.3d at 1052 n.20 (secured creditor presented
testimony that it regularly received 92% of retail price for itstrucks at foreclosure sales), rev'd on
other grounds, 117 S.Ct. 1879 (1997).
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in InreHoskins prior to the Rash decision.”* In Hoskins, the bankruptcy court had
approved a valuation of the collateral that literally was the average of foreclosure
value (but called wholesale in the case) and retail. Because the Chapter 13 trustee
did not appeal the court’s use of a midpoint value on behalf of the unsecured
creditors, the foreclosure value was not an option presented to the Seventh Circuit.
The court settled on midpoint valuation, which has the benefit of ensuring that
neither the secured creditors nor the unsecured creditors reaps a benefit at the
complete expense of the other group. Such a standard avoids windfalls and
neutralizes the strategic power that either set of creditors would enjoy under the
alternative rules.'*?

A wholesale valuation accomplishes much of the same goal of compromise
because it permits the parties to share in the benefits of the reorganization. A
compromise approach isconsi stent with the notion that the chosen val uation standard
should not create perverseincentivesto use bankruptcy strategically. If creditorscan
count on property valuations well in excess of the creditors’ state law entitlements,
then they have an incentive to force bankruptcy filings rather than out-of-court
workouts. At the sametime, if property valuations in bankruptcy will be far below
what the debtor could yield by selling the property, the debtor can use bankruptcy
to extract value from creditors in ways that are not consistent with bankruptcy
principles. A clear standard pegged at a compromise point is most likely to keep
strategic maneuvering by either party to a minimum.

While “wholesale” and “midpoint” might be similar to each other in many
cases, using “wholesale” valuation has clear advantages. Unlike the “midpoint”
compromise which requires separate valuation of two points—retail and
foreclosure—the wholesale valuation requiresthe identification of only onepricein
many cases. Certainty increases as cost decreases with a wholesale valuation.

An important policy consideration underlies adoption of a wholesale
valuation. Quite significantly, adoption of a wholesale valuation ensures that a
creditor’s secured claim will cover at least what the creditor would have received
under state law. This standard properly defines property rights in the absence of an
overriding bankruptcy policy.’®® The Uniform Commercial Code entitles asecured

291 In re Hoskins, 102 F.3d 311 (7th Cir. 1996) (average of wholesale and retail value).

12%2 See, e.¢., Hoskins, 102 F.3d at 317 (people who find themselvesin abilateral monopoly
situation will often agree simply to split the difference). See also In re Valenti, 105 F.3d 55 (2d Cir.
1997) (upholding midpoint valuation).

12%3 Butner v. United States, 440 U.S. 48 (1979); In re Hoskins, 102 F.3d 31, 317 (7th Cir.
1996) (Easterbrook, J. concurring). Associates Commercial Corp. v. Rash, 90 F.3d 1036, 1042, (5th
Cir. 1996) (en banc) (if creditor is entitled to replacement cost, would modify extent to which
creditor is secured under state law), rev'd, 117 S. Ct. 1879 (1997).
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creditor to seize and sell the collateral in a commercially reasonable fashion, such
asan auction.”* If the creditor is entitled to a higher replacement cost or retail, the
creditor has alarger entitlement than if the debtor surrendered the property, without
having to incur the expenses necessary to fetch aretail price. Using a wholesale
valuation protects secured creditors at least for the resale price, which some argue
is the most accurate reflection of state law entitlements.™® Of course, in any
limited-asset system such as bankruptcy, what is guaranteed to the creditor is taken
from others. Wholesale valuation, because it istypically higher than foreclosure or
repossession valuation, potentially provides secured creditors with a bit more than
they would receive under nonbankruptcy law. By looking to wholesale price, a
secured creditor should be protected at least for “the equivalent of recourse to the
collateral,” ***® when the creditor gets, in effect, its best price.

Thewholesale standard alsoisfair to debtors. A debtor who retainscollateral
will have to pay more than liquidation value on the allowed secured claim, but the
debtor has the opportunity to keep the property, which the debtor could not do
outside bankruptcy. Thus the debtor also receives a benefit it would not have if the
property had been repossessed under state law.

No valuation standard will be wholly satisfactory to all parties. The zero-
sum game of many bankruptcy decisions necessarily revealsitself somewhereinthe
process. Using wholesale valuation, unsecured creditors may be the losers as
compared to what they could have received if foreclosure value was adopted. The
more assets in a business that are shifted to the secured creditors, the fewer assets
that will be availablefor the unsecured creditors. At the sametime, wholesaleisless
likely than the higher retail standard to cut unsecured creditors out completely than
the higher retail standard.

2% U.C.C. §8§ 9-502 - 9-505.

12% Rash, 90 F.3d at 1042 (en banc), rev'd, 117 S.Ct. 1879 (1997); Hoskins, 102 F.3d at 317
(Easterbrook, J. concurring) (“If the debtor must pay the secured creditor the retail value of the
collateral in order to retain the collateral under section 1325(a)(5)(B), the apparent congruence of
protection afforded by sections 1325(a)(5)(B) and (c) [providing option to surrender collateral]
would be lost.”); In re Maddox, 200 B.R. 546, 553 (D.N.J. 1996) (affirming bankruptcy court’s
application of wholesale value to vehicles to be retained in Chapter 13).

2% S, Andrew Bowman & William M. Thompson, Secured Claims Under Section
1325(a)(5)(B): Collateral Valuation, Present Value, and Adequate Protection, 15IND. L. REV. 569.
577 (1982), cited in Rash, 90 F.3d at 1047, rev'd , 117 S. Ct. 1879 (1997). “A debtor may cram
down aplan either by abandoning the collateral to the secured party (so that aforeclosure sale can
occur under state law), or by retaining the collateral but distributing legal rights with a comparable
value to the secured creditor. These two cram down options should be the same, from the
perspective of the secured creditor.” David Gray Carlson, Car Wars: Valuation Sandards in
Chapter 13 Bankruptcy Cases, 13 BANKR. DEV. J. 1, 8-9 (1996).
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The wholesale standard should promote overall economic efficiency. The
purpose of collateral is to serve as a source of payment for a secured loan in the
event that the borrower defaults. Providing at least the value that a creditor could
realize following repossession and resale of that particular collateral reflects that
purpose. If ahigh valuation prevented retention of collateral, adebtor would forfeit
the collateral to a creditor that would realize only the much lower foreclosure price
if it repossessed and sold the property or forced aforeclosure sale. Thus, a higher
valuation standard would force the transfer of property to a party that would yield
a lower return for it. Wholesale valuation may be more economically efficient
because the debtor will able to keep the property in those cases where the debtor
values it most.**’

When determining how to cal cul ate the amount of the allowed secured claim,
it also is important to recognize the goal of the valuation exercise: an accurate
valuation of the asset to capture the present value of the asset’s future cash flows.
Wholesale price is a much better approximation of the collateral’s actual value
because retail price reflects the an extra component of a retailer’s value-adding
attributes that are not relevant or appropriate in this context. Thisis especially true
when the secured creditor is not aretailer in used goods and must sell the property
to someone el sefor resale or must pay to add valueitself.”*® Even when the secured
creditor isaretailer, there are very real expenses that the creditor must undertake to
resell anitem for aretail pricethat will not be expended when the debtor retainsthe
property. The Supreme Court recognized this underlying economic reality in
footnote six of itsdecision in Rash, and the Commission’ s Recommendeation reflects
thisreality aswell.

1297 “ [ T]he highest valuing user enjoys the rest of the value as consumer surplus. . . That
iswhat bankruptcy valuation is supposed to replicate, and the use of wholesale price does the job.”
See Inre Hoskins, 102 F.3d 311, 320 (7th Cir. 1996) (Easterbrook, J. concurring).

12% “The distinction between wholesale and retail pricesisafalse one. Retail pricesreflect
value added by theretailer. If the cost of value added by the retailer were to be removed from retail
value, the remainder would be wholesale value. Hence, wholesale is simply retail minus the
transaction costs of retailing . . .these transaction costs ought to be removed. David Gray Carlson,
Car Wars: Valuation Sandards in Chapter 13 Bankruptcy Cases, 13 BANKR. DEv. J. 1, 8 (1996)
“The retailer adds value to the transaction. The retailer maintains an inventory of automobiles,
reducing the number of sites a buyer must visit to complete a transaction and thereby reducing the
buyer’s search costs. The retailer, like the securities dealer, also stands ready to buy and sell
automobiles, thereby providing liquidity to the marketplace. A retailer also may provide explicit
or implicit certifications of quality, perhaps through the retailer’ s reputation in the community.”
Robert M. Lawless & Stephen P. Ferris, Economics and the Rhetoric of Valuation, 5J. BANKR. L.
& PRrRAC. 3, 16-18 (1995) (*We believe that a value that approximates wholesale price should be the
relevant measure of [lender]’s claim for purposes of the Chapter 13 cramdown . . . . Because the
value of an automabile sold in the market at the wholesale level comes almost directly from the
manufacturing activities of the dealer, the wholesale price of the automobile likely comes closest
to representing the automabil€’ s true worth™).
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Fair Market Value Minus Hypothetical Costs of Sale. Fair market value
minus hypothetical costs of sale provides a parallel standard of valuation for rea
property.”® A number of circuit courts of appeals have adopted the fair market
value standard for assessing the allowed secured claim on real property.*® The
proposed approach diverges from some court decisions that have not deducted
hypothetical costs of sale*™ Refusing to deduct hypothetical costs generally has
been justified by the same arguments employed to support retail valuation of
personal property: because these courts focus on the debtors’ intended use of the
property, e.g., continued possession, they have found that it would be unreasonable
to deduct costs when no saleis intended. Other courts sharply disagree with this
premise. Instead, they base their inquiries on the creditor’ sinterest in the property
and note that a secured creditor could never realize fair market value without
incurring disposition costs, and thus these must be factored into the val uation.*

The Recommendation would deduct sales costsfrom thefair market pricefor
severa reasons. A fair market value standard properly sets the alowed secured
claim at an amount that represents what a willing and fully informed buyer would
pay under fair market conditions. It isthe best approximation of the property’ sfull
market value and reflects that in the context of real property thereisless difference
between the price that a debtor and the price another party could obtain for the
property outside the context of aforeclosure sale. Typically, thereisno wholesale
market for real estate. A wholesale approach to real estate, therefore, is“retall” less

12% This standard will not apply to mortgages on the primary residence of a Chapter 11 or
13 debtor retaining the residence since such mortgages are protected from modification. This
standard presumably would apply, however, to persona property forms of holding other real
property, such as land trusts.

130 See, e.g., Taffi v. United States, 96 F.3d 1190 (9th Cir. 1996) (en banc), cert. denied,
117 S.Ct. 2478 (1997); Inre Trimble, 50 F.3d 530 (8th Cir. 1995); Winthrop Old Farm Nurseries
v. New Bedford Inst. for Sav., 50 F.3d 72 (1st Cir. 1995); In re McClurkin, 31 F.3d 401, 405 (6th
Cir.1994). Cf.InreBalbus, 933 F.2d 246, 250-52 (4th Cir.1991) (where purpose of valuation was
to determine whether debtor had too much unsecured credit to qualify as Chapter 13 debtor, and
where debtor would retain house under plan, value of creditor’s interest in house was amount
creditor would receive at foreclosure sale).

101 See, e.g., Taffi v. United States, 96 F.3d 1190 (9th Cir. 1996) (en banc), cert. denied.
117 S.Ct. 2478 (1997); Inre Trimble, 50 F.3d 530 (8th Cir. 1995); Winthrop Old Farm Nurseries
v. New Bedford Institution for Savings, 50 F.3d 72 (1st Cir. 1995); In re McClurkin, 31 F.3d 401,
405 (6th Cir.1994) (section 506(a) “does not require or permit areduction in the creditor’ s secured
claim to account for purely hypothetical costs of sale” of Chapter 13 debtor’ s residence).

12 See, 9., Bank of Am. v. 203 N. LaSalle St. Partnership, 195 B.R. 692 (N.D. I11. 1996),
aff'g, 190 B.R. 567 (Bankr. N.D. Ill. 1995) (valuing real property at its fair market value but
deducting disposition costs), aff'd, No. 96-2137, No. 96-2138 (dlip. op.) (7th Cir. September 29,
1997).
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expenses, as Rash generally establishes. Although more numbers are used in the
calculation, there is no other shorthand way to approximate wholesale value.

Fair market value less costs is also a compromise. Fair market value is
higher than a foreclosure or forced sale price, but dlightly less than a non-adjusted
fair market price. Assuming that the priceyielded at aforeclosure sale often iswell
below the fair market value, it provides a reasonable parallel approach to the
wholesal e standard because, like wholesale, this calculation is closer to fair market
valuethanto liquidation value. Thisagain offersa*“compromise” valuation method
that is easier to administer than another midpoint standard that would require two
valuations.

Deducting costs of sale also better reflects a secured creditor’s state law
entitlement, which must be considered in this type of analysis.*® If the secured
creditor foreclosed and exercised its state law remedies, its return would be far less
than fair market value without cost adjustments.

In addition, section 506(c), which permits costs of sale to be surcharged to
asecured creditors' collateral, supports the notion that costs of sale can diminishthe
return to a secured creditor.®® In a sale within bankruptcy, the costs of sale are
deducted from the proceeds ahead of the recovery by the secured creditor. If the
price received does not cover the costs of sale plus the full amount of the loan, the
secured creditor’ srecovery isreduced, and the secured creditor’ sclaimisbifurcated
into its secured and unsecured portions. On the other hand, if the price received for
the property is sufficient to cover both the costs of sale and the secured claim, then
the secured creditor is protected in full. The Recommendation puts the secured
creditor whose collateral is retained in the same position as the secured creditor
whose collatera is sold.

A balance between secured and unsecured creditorsismorefairly established
when a creditor’s allowed secured claim is adjusted for the costs it did not have to
incur to be protected for the fair market price. Again, this permits all parties to
participate and share in the benefits of the reorganization. Like with wholesale
value, however, the parties who may be shortchanged by afair market valuation are
the unsecured creditors, who more likely would yield a greater return with a
foreclosure sale valuation standard.

Competing Considerations. Some would criticize the wholesale and fair
market standards as being too high. These standards, it has been argued, provide a

1308 See Butner v. United States, 440 U.S. 48 (1979).

13 David Gray Carlson, Car Wars: Valuation Standardsin Chapter 13 Bankruptcy Cases,
13 BANKR. DEV. J. 1, 51 (1996).
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windfall to secured creditors that bargained for and would receive only foreclosure
value outside bankruptcy, where they also would have to bear the costs and burdens
attendant to those collection activities. To the extent that distributions to unsecured
creditors depend on valuation of collateral, the interests of unsecured creditors are
harmed by these higher valuation standards.

Perhaps reflecting the pitfalls of any compromise approach, the
recommended valuation standard has a so been criticized for being too low. Some
argue that wholesale valuation permits the debtor to obtain awindfall in the event
that the debtor resold the property for retail price.*® The debtor generally will be
il1-equipped to take the steps that add the requisite value that would be necessary to
fetch a retall price, such as providing a warranty, reconditioning the property,
offering credit terms, or offering the collateral for sale in a well-located shopping
area™®® More significantly, this circumstance is economically unlikely in a
competitive market, according to some scholars and economists: “[i]f such
opportunities did exist, we would expect to see persons enter the market to take
advantage of them. These new market entrants would bid up the wholesale price
until it eventually equaled the retail price.”*®" The reason a difference exists
between wholesale and retail, they explain, isthat value is added at the retail level.

Some have argued that a different policy issue should be reflected in the
valuation standard. They argue that property valuation should offset the risk of loss
tothecreditor. According to thisargument, valuation should be high becauseit may
be inaccurate or because the value may decline—in effect, the valuation standard
should provide acushion for secured creditors. The Bankruptcy Code addresses risk
Issues, but it uses different statutory means. It provides for compensation for risk
of loss through other provisions, such as adjustment of the amortization rate,
adjustment of the interest rate, calculation of adequate protection payments, or
changesin other terms of the agreement. By using these devices, the question of risk
Is squarely presented, not buried in a broad—and deliberately distorted—rule of
valuation. The Code's current approach is more accurate because it is based on
actua risk, not some universally-presumed risk incorporated into a valuation
standard applicable to al debtors and all situations.

Some have questioned whether the costs of sale should be deducted from the
fair market value of real property. It might be improper to allocate the hypothetical

1% Associates Commercial Corp. v. Rash, 31, F.3d 325 (5th Cir. 1994), aff' d on rehearing
en banc, 90 F.3d 1036, rev'd, 117 S. Ct. 1879 (1997).

1306 Robert M. Lawless & Stephen P. Ferris, Economics and the Rhetoric of Valuation, 5
J. BANKR. L. & PrAC. 3, 18 (1995) (consumer debtor, as one-time dealer, cannot provide services
to marketplace that would permit her to charge higher retail price).

1207 g, gt 5 (1995).
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costs to the creditor when, outside of bankruptcy, such costs might be added to a
debtor’s deficiency and not deducted from the first dollar of proceeds from the
sae.*® However, the rule proposed here exactly mirrors the non-bankruptcy rule:
in bankruptcy, the clamissimply bifurcated into its secured and unsecured portions.
In or out of bankruptcy, the secured creditor bears the costs of itsloan plus the costs
of resale, and it must seek a deficiency for whatever costs that sale of the collateral
will not cover. In bankruptcy, the deficiency remains the same; it merely becomes
an unsecured claim.”*® Because creditors bear initial responsibility for the costs of
saleoutside bankruptcy, deducting these hypothetical costsfromtheallowed secured
claim best comportswith reality under state law and prevents agreater burden from
being shouldered by the unsecured creditors.

3% 1n re McClurkin, 31 F.3d 401, 404 (6th Cir. 1994).

139 See U.C.C. § 9-504(1)(a). See generally David Gray Carlson, Car Wars: Valuation
Standards in Chapter 13 Bankruptcy Cases, 13 BANKR. DEv. J. 1, 59 n.187 (1996) (noting that
positive transaction costs reduce amount secured party obtains from collateral, to which size of
deficit is unrelated).
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I1. Third Party Effects of Business Bankruptcy

Asacollective proceeding, bankruptcy involvesamultiplicity of parties, more
than are involved in the routine debt collection process. The effects of bankruptcy
inevitably go beyond direct relationships between the bankruptcy estate and its
creditors. Inacomplex Chapter 11 case, severa third party relationshipsare affected.
Aspart of the reorganization, property of the estate might be sold to third partieswho
had no prior dealings with the debtor or its creditors. Nondebtor parties who have
guaranteed some of the debtor’s obligations might agree to contribute funds to the
reorganization in exchange for a global, non-litigated resolution. Sometimes, the
bankruptcy process disrupts relationships between the debtor’ s employees and the
employees creditors when the debtor holds portions of employees wages for
payment to those parties. Although the broad nature of bankruptcy jurisdiction
reflects that a variety of third party dealings might be related to the reorganization
process, substantive bankruptcy law does not provide adequate guidance for many of
thesedealings. Several of the Commission’ srecommendationsattempt to clarify these
issues and produce afairer and more efficient system.

2.4.12 Clarifying the Conditions for Sales Free & Clear Under 11 U.S.C. § 363(f)

Congress should make clear that bankruptcy courts can authorize sales
of property of the estate free of creditors’ interests regardless of the
relationship between the face amount of any liens and the value of the
property sold.

A business can reorganize its affairs in part by selling certain pieces of
unnecessary property while using sales proceeds to fund a reorganization plan
intended to pay itscreditors. The Bankruptcy Code specifically allowsthe bankruptcy
court to approve sales of property of the estate.”**® Even if the property to be sold
is encumbered with liens or security interests, a longstanding component of the
bankruptcy system isthe ability to sell property to athird party free and clear of liens
and interests.™** Thereasoning behind thisisplain: unencumbered property will yield
a higher sales price, while the holder of the released interest is fully protected by

1310 11 U.S.C. § 363(b) (1994) (authorizing sales outside ordinary course of business).
1311 See Michael H. Reed, Successor Liability and Bankruptcy Sales, 51 Bus. LAW. 653, 656

(1996), citing Van Huffel v. Harkelrode, 284 U.S. 225, 227 (1931) (bankruptcy courtsinherently had
power to permit assets to be sold free and clear).
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having the lien or security interest attach to the proceeds.**** The secured party either
will receive its share of the proceeds from the sale, the lien will attach to proceeds
retained by the estate, or the creditor can credit bid on the property by bidding in
some or dl of the value of its lien againgt the property of the debtor.**** If the
creditor’s lien attaches to the proceeds, the estate can use the proceeds only if
adequate protection is provided under section 363(e).

This concept of the free and clear sale was incorporated into section 363(f)
of the Bankruptcy Code with five conditions listed.**** The debtor need not meet all
five conditions; if one condition is satisfied, the court can enter an order that the sale
isfreeand clear of prior liensand interests. ™ For example, under section 363(f)(2),
property can be sold free and clear with the consent of the holders of those interests.
Under section 363(f)(4), property can be sold free and clear of an interest that isin
“bonafide dispute,” even if the interest holder does not consent. Likewise, section
363(f)(1) provides that property can be sold free and clear of interests if applicable
law would permit afree and clear sale, aseemingly broad provision in itself that does
not necessarily consider the legitimacy of the interest or the consent of the interest
holder.

However, the conditions set forth in section 363(f)(3) and (f)(5) have beenthe
sources of a sharp split in the case law, which, in turn has provided inadequate
guidance for parties attempting to settle disputes. These provisions raise questions
about how to proceed with apotential sale when the debt secured by liensor interests

1312 See Wright v. Union Cent. Life Ins. Co., 311 U.S. 273 (1940), reh’g denied, 312 U.S.
711 (1941) (safeguards were provided to protect rights of secured creditor to protect value of
property, but no constitutional claim to more).

1313 “ At a sale under subsection (b) of this section of property that is subject to alien that
secures an allowed claim, unless the court for cause orders otherwise the holder of such claim may
bid at such sale, and, if the holder of such claim purchases such property, such holder may offset
such claim against the purchase price of such property.” 11 U.S.C. § 363(k) (permitting creditors
to “credit-bid” at sales). See United States Trustee v. Messer (In re Pink Cadillac Assoc.), No. 96-
4571, 1997 WL 164282 (S.D.N.Y. Apr. 8, 1997) (secured creditor credit bidding on property at
auction).

1314 Section 363(f) provides that “[t]he trustee may sell property under subsection (b) or (c)
of this section free and clear of any interest in such property of an entity other than the estate, only
if- (1) applicable nonbankruptcy law permits sale of such property free and clear of such interest; (2)
such entity consents; (3) such interest isalien and the price at which such property isto be sold is
greater than the aggregate value of al liens on such property; (4) such interest is in bona fide
dispute; or (5) such entity could be compelled, in alegal or equitable proceeding, to accept a money
satisfaction of such interest.” 11 U.S.C. § 363(f) (1994).

1315 See 3 COLLIER ON BANKRUPTCY 1 363.06[1]) (Lawrence P. King et al. eds. rev. 15th
ed. 1996) (list of conditions in section 363(f) is digunctive).
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exceeds the value of the collateral. Thisisacommon scenario in bankruptcy cases,
particularly in Chapter 7 and Chapter 11 cases.

Section 363(f)(3) authorizesasalefreeand clear if “suchinterestisalienand
the price at which such property is to be sold is greater than the aggregate value of
al liens on such property.”*¥® This language is ambiguous and it is capable of
yielding two distinct interpretations.

Some courts and commentators have read this language to permit asale free
and clear only if the sales price exceeds the aggregate face amounts of theliens, i.e.,
when the secured creditor is oversecured. As these courts see it, the estate has little
to gain from managing the sale and selling property free and clear of liens when the
lienholders will be entitled to all proceeds.*"’

Several practical consequences flow from this interpretation. If both an
oversecured and an undersecured lien encumber a piece of property that is declining
invalue, the second lienholder can withhold consent, prevent the bankruptcy sale, and
force the estate to abandon the property to the debtor.**® The property then will be
soldinastatelaw foreclosure sale. Stateforeclosure salestypically yield lower prices
than bankruptcy sales.®'® The price oftenisso low because the holdout undersecured

1316 Bankruptcy Amendment and Federal Judgeship Act of 1984, Pub. L. No. 98-353 §
442(d) (1984). Initially under the Bankruptcy Code of 1978, section 363(f)(3) authorized asale free
and clear of alien if the sale price was greater than the value of “such interest” in the property.

1317 “The theory is that the trustee should not need to sell a property free of liens if the
proceeds of the sale will be earmarked for lienholders anyway, and the estate will receive no benefit
from the sale, unless there is some other basis for such a sale under section 363(f).” 3 COLLIER ON
BANKRUPTCY 363.06[1]) (Lawrence P. King et al. eds. 15th ed. 1996), citing In re Riverside Inv.
Partnership, 674 F.2d 634 (7th Cir. 1982). See also Morgan v. K.C. Machine & Tool Co. (In re
K.C. Machine), 816 F.2d 238, 243 (6th Cir. 1987); In re Terrace Chalet Apts., 159 B.R. 821 (N.D.
[11. 1993); In re Heine, 141 B.R. 185 (Bankr. S.D. 1992); In re Julien Co., 117 B.R. 910 (Bankr.
W.D. Tenn. 1990); In re Stroud Wholesale, Inc., 47 B.R. 999 (E.D.N.C. 1985), aff’d without
opinion, 983 F.2d 1057 (4th Cir. 1986). Taking a cue from other Code provisions, they conclude
that Congress would have continued to refer to “interest” had it intended to denote the concept of
actual value rather than specifically departing from the use of that term in 1984. For example,
section 506(a) refers to “the extent of the value of such creditor’s interest,” a concept that now is
absent from section 363(f)(3).

1318 Spe 11 U.S.C. § 554(a) (1994) (permitting trustee to abandon property of estate that is
“burdensome” or that is of “inconsequential value and benefit” to estate after notice and hearing).

1319 Armstrong v. Csurilla, 817 P.2d 1221 (N.M. 1991) (discussing low prices that
foreclosure sales often bring and when they can be deemed inadequate); Alvin C. Harrell, UCC
Article 9 Drafting Committee Considers October 1996 Draft, 51 CONSUMERFIN. L. Q. REP. (1997)
(reporting that committee met to discuss low price foreclosure sales, among other issues); Gail
Hillebrand, The Uniform Commercial Code Drafting Process: Will Articles 2, 2B, and 9 Be Fair to
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creditor will make alow bid on the property in the likely absence of other bidders.**®

Foreclosure does not mark the end of the collection process for many creditors. A
creditor on a recourse loan can also claim its deficiency judgment, which nearly
always will be greater than if the property had been sold in bankruptcy. The
difference between theforecl osure sal e price and the otherwise higher bankruptcy sale
price comesdirectly out of the pockets of the other unsecured creditors of the estate.
This example illustrates that the estate can have a strong interest in the sale of
property even if it will not receive any proceeds directly. The estate will be injured
if anindividual undersecured creditor extractsapremium by holding out or preventing
a bankruptcy sale.

Taking adifferent path in their statutory and policy analyses, other courts and
commentators interpret section 363(f)(3) to protect only the actual economic value
of the liens and thus permit a sale free and clear regardless of whether the secured

Consumers?, 75 WASH. U.L Q. 69, 133, 137 (1997) (noting continual problem of sales yielding
valuesat far lessthan market price, citing studies of low disposition pricesin consumer sales), citing
DavidB. McMahon, Commercially Reasonable Sales and Deficiency Judgments Under UCC Article
9: An Analysis of Revision Proposals, 48 CONSUMER FIN. L.Q. REP. 64 (1994); Lynn M. LoPucki,
A General Theory of the Dynamics of the State Remedies/Bankruptcy System, 1982 Wis. L. REv.
311, 320-21, n.52 (sales procedures used by bankruptcy courts are "vastly superior to those employed
in the state remedies subsystem”). These sales must be conducted in a commercially reasonable
fashion procedurally, but are not required to yield a commercially reasonable price. To challenge
sales on the basis of inadequate price, the price received must be so low asto "shock the conscience.”
Gottliebv. McArdle, 580 F. Supp. 1523, 1525 (E.D. Mich. 1984), citing United Statesv. Wells, 403
F.2d 596 (5th Cir. 1968); Golden v. Tomiyasu, 387 P.2d 989, 992 (Nev. 1963). See Federa Deposit
Ins. Corp. v. Blanton, 918 F.2d 524, 531 (5th Cir. 1990) (Texas caselaw authority suggesting that
sale of property for dlightly more than 60% of fair market value was not so grossly inadequate as to
be commercially unreasonable), reh’g denied, 923 F.2d 851 (5th Cir. 1991).

1320 See Donald J. Rapson, Deficient Treatment of Deficiency Claims: Gilmore Would have
Repented, 75Wash U.L.Q. 491 (1997) (urging adoption of rule dealing with prevalent tendency for
secured parties to bid on collateral in foreclosure sales for far less than fair market value and then
collect significant deficiency judgment). "[T]hereisapositiveincentivefor [secured creditor] to buy
at below the fair foreclosure value of the collateral. Inall three cases, the actual "price" paid at the
foreclosure sale is economically irrelevant to them except as it fixes the amount of deficiency. The
lower the foreclosure sales price paid, the larger the deficiency which may be recovered from the
debtor. And thereis an opportunity for the secured party, recourse party, or related party to sell the
collateral at a price which nets them more, sometimes substantially more, than the price they bid at
the foreclosure sale” Gail Hillebrand, The Uniform Commercial Code Drafting Process: Will
Articles 2, 2B, and 9 Be Fair to Consumers?, 75 WASH. U.L.Q. 69 (1997). "[T]he only bidder at
99% of foreclosure salesisthe mortgagee.... State foreclosure laws have failed to adequately protect
the debtor from low sales prices. The statutory notice requirements generate little interest and most
mortgagees have little incentive to advertise." Robert Burford, Can Mortgage Foreclosure Sales
Really be Fraudulent Conveyances Under Section 548(a)(2) of the Bankruptcy Code?, 22 Hous. L.
Rev. 1221, 1248 (1985).
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creditor is oversecured or undersecured.’** This approach is consistent with the
requirements for Chapter 11 cramdown plans under section 1129(b)(2)(A).*** For
those taking this view, section 363(f)(3) merely recognizesthat the sale price must be
commercialy reasonable, in which case the proceeds reflect the market value of the
lienholder’s liens.*** Thus, overencumbered property of the estate can be sold in a
structured and supervised bankruptcy sale free and clear rather than abandoned to
undersecured creditors to be sold in a state law foreclosure sale.  No harm should
befdl the undersecured lienholder in a bankruptcy sale free and clear because, unless
the court ordered otherwise, the creditor can bid on the property in the bankruptcy
sdeif it wants to hold onto its property interest with the belief that the value of the
collateral will appreciate. Because the Bankruptcy Code permits the creditor to bid
its claim rather than requiring cash for any amount in excess of a superior lien, it is
protected from any losses due to an inaccurate val uation.

The Commission recommends a resolution to the case law conflict that best
comports with policy considerations. The Commission recommends that section
363(f)(3) should not preclude a sale free and clear of property solely because the
lienholdersare undersecured. Consideration of the value of theliensin relation to the
property value should not be afactor in determining whether property can be sold free
and clear of clamsand interests. Thus, acommercialy reasonable sale would satisfy
the condition imposed by section 363(f)(3). Thisinterpretation brings section 363(f)
inline with sales under section 1129(b)."*** To effectuate thisinterpretation, section
363(f) should be redrafted to reflect this clarification. Due to of the structure of
section 363(f), which precludes sales free and clear unless one of five conditionsis
satisfied, subsection (3) cannot ssimply be eliminated, because the provision would
become more restrictive on reasonable sales, not less.

Under the Commission’ sRecommendation, the partiescan proceedwithasae
free and clear in bankruptcy where the estate otherwise might be forced to abandon

121 See In re Oneida Lake Dev., Inc., 114 B.R. 352, 356 (Bankr. N.D.N.Y. 1990)
(Subsection (f)(3) reference to value must be defined by reference to section 506(a), defining secured
status as extending only to ‘value of such creditor’s interest in such property,” thus negating
contention that value is determined by looking solely at face amount of lien in analyzing section
363(f)(3)); In re Callins, 180 B.R. 447, 451 (Bankr. E.D. Va. 1995), citing United Sav. Assn of
Texasv. Timbers of Inwood Forest Assoc., 484 U.S. 365, 369 (1988) (section 506(a) definition of
value has same meaning asin sections 361 and 362); In re Beker Indus. Corp., 63 B.R. 474 (Bankr.
S.D.N.Y. 1986); In re Milford Group, Inc., 150 B.R. 904 (Bankr. M.D. Pa. 1992); In re WPRV-TV,
Inc., 143 B.R. 315, 320, aff’d in part, rev’d in part, rev’d on other grounds, 983 F.2d 336 (1st Cir.
1993).

1322 Beker, 63 B.R. at 477.
323 In re BFP v. Resolution Trust Corporation, 511 U.S. 531 (1994).

1224 See 11 U.S.C. § 1129(b)(2)(A)(ii) (1994).
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the property. The estate and other creditors will benefit when a sale yields a higher
pricefor the property and keepsthe lienholder’ s deficiency judgment to its minimum.

This change would resolve a source of confusion that unnecessarily provokes
litigation. The amendment therefore has the potential to increase the speed of
Chapter 11 proceedings, focus the parties energies on reorganization and
distribution, and enhance the returns in section 363 sales.

By speaking to the valuation question that inheres in section 363(f)(3),
however, this Proposal does not change any of the other considerations that might
factor into adecisionto hold asale free and clear. For example, if the property is not
necessary to an effective reorganization and the debtor has no equity in the property,
a court might lift the automatic stay to allow the secured creditor to pursue
nonbankruptcy remedies rather than order a bankruptcy sale®® Likewise, a court
may choose not to order a sale free and clear in a nonbusiness Chapter 7 case when
the estate would truly gain nothing from the sale and when the quicker bankruptcy
sale would serve only to hasten termination of the interests of junior interests and the
debtor without protective procedures that state foreclosure law might otherwise
provide. The Commission’'s Proposal does not change or minimize any of these
considerations.

Interrelation with Subsection 363(f)(5). Section 363(f)(3) oftenisinterpreted
in conjunction with section 363(f)(5), which has added further to the confusion.
Section 363(f)(5) permits asale free and clear if “such entity could be compelled, in
a legal or equitable proceeding, to accept a money satisfaction of such interest.”
Under this subsection, the court can order a sale free and clear if the holder of an
interest could be compelled under nonbankruptcy law to accept monetary payment.
Section (f)(5) addresses awider scope of interestsin property than section 363(f)(3)
because it includes other interests in addition to liens. Thus, if parties seek to sell
property freeand clear of other typesof rights or covenants, the court must determine
that the holders of those interests could otherwise be compelled to accept money
satisfaction.’*® When applied to liens, however, the condition easily would be met
if literally interpreted.

Uneasy about the consequences of such a broadly applicable condition as
applied to liens, some courts have inserted a valuation component with varying

132 See 11 U.S.C. § 362(d)(2) (1994).

1326 See, e.¢., In re 523 E. Fifth St. Hous. Preservation Dev. Fund Corp., 79 B.R. 568
(Bankr. S.D.N.Y. 1987) (cannot sell property free and clear of restrictive covenants); In re WBQ
Partnership, 189 B.R. 97 (Bankr. E.D. Va. 1995) (property could be sold free and clear of statutory
right to recover depreciation overpayments from purchaser); In re Crabtree, 112 B.R. 420 (Bankr.
W.D. Okla. 1989) (oil and gas interests).
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results.™?’ According to some of these courts, the reference in subsection (f)(5) to
“money satisfaction” means “full money satisfaction,” and thus the lienholders must
be oversecured to trigger this provision,*? unless*“ equitable considerations’ support
extinguishing an undersecured lien.***® By thisreading, subsection (5) isarestatement
of some courts' interpretation of subsection (3).

Other courtshold that subsection (f)(5) comesinto play only for undersecured
creditors, because they also believe that subsection (f)(3) is the applicable provision
to consider when the interest is oversecured. This differs from the interpretation
recommended by the Commission.***® Some courts have concluded that subsection
(H)(5) authorizesasaefreeand clear of an undersecured lien only if the circumstances
would satisfy the requirements for cramdown under section 1129(b)(2), on the
groundsthat acramdown isanalogousto asale producing lessthan full compensation
for the undersecured creditors.***! In taking that approach, one court acknowledged
that the Code did not quite support this result, but that this reading was better than
aternative interpretations.®*? As an interesting final twist, this conclusion on the
interpretation of subsection (f)(5) has been used to support, inturn, theargument that
(M) (3) must protect the full face amount of liens, to avoid an end run around the
imputed requirements of subsection (f)(5).1**

Whilethisanalysis may be circular, the case law shows that subsection (f)(5)
has been interpreted to address the same valuation issues as subsection (f)(3) when

%27 Heine, 141 B.R. at 189 (analyzing “equitable interests’ in determining whether to
permit sale free and clear under subsection (f)(5)).

328 In re Genera Bearing Corp., 136 B.R. 361 (Bankr. S.D.N.Y. 1992) (requiring full
money satisfaction for sale free and clear under both subsections (f)(5) and (f)(3) of 363).

1329 Stroud Wholesale, 47 B.R. at 1003 (full money satisfaction requiredin liquidation cases,
otherwise subsections (1) through (4) would be meaningless); In re Wing, 63 B.R. 83, 85 (Bankr.
M.D. Fla. 1986).

130 In re Hedlthco Int'l, Inc., 174 B.R. 174, 176 (Bankr. D. Mass. 1994); Terrace Chalet
Apartments, Ltd., 159 B.R. 821, 827 (Bankr. N.D. I11. 1993); In re Perroncello, 170 B.R. 189, 191
(Bankr. D. Mass. 1994).

131 See In re Grand Slam, 178 B.R. 460 (E.D. Mich. 1995); Terrace Chalet, 159 B.R. at
827, citing In re Weyland, 63 B.R. 854, 860- 61 (Bankr. E.D. Wis. 1986); In re Hunt Energy Co.,
48 B.R. 472, 485 (Bankr. N.D. Ohio 1985), aff’d in part and rev’d in part, 1988 U.S. Dist. Lexis
14295 (N.D. Ohio June 29, 1988); In re Red Oak Farms, Inc., 36 B.R. 856, 858 (Bankr. W.D. Mo.
1984); Inre WPRV-TV, Inc., 143 B.R. 315, 320, aff’d in part, rev’d in part, rev’d on other grounds,
983 F.2d 336 (1st Cir. 1993).

1382 Healthco, 174 B.R. at 176.

133 perroncello, 170 B.R. at 191, citing Terrace Chalet, 159 B.R. at 827.
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applied to liens. This provision's imputed valuation guidelines become irrelevant
under the interpretation of section 363(f)(3) that the Commission endorses. That
view would allow bankruptcy courts to permit sales of property of the estate free of
creditors’ claims regardless of the relationship between the face amount of liens and
the value of the property sold. While the provision may serve a purpose in assessing
the treatment of other types of interests, it should not be used to address questions of
valuation and liens.

Competing Considerations. Some might believe that property should not be
sold free and clear if the secured creditors will not be fully paid out of the proceeds.
However, as stated previoudly, the right to credit bid for the property protects the
creditor, and the bankruptcy system has long recognized that sales free and clear are
appropriate as long as the secured creditor’ s interest is protected.

Others might be concerned about the estate bearing the costs of sale without
prospects of receiving any direct proceeds. This Proposal would not require a
bankruptcy sale and would not preclude abandonment if the court and the trustee
deemed it appropriate. However, in many cases, a bankruptcy sale will be superior
to abandonment and foreclosure sale from the estate’ s perspective. This Proposal
does not address who should bear the costs of asalefree and clear.** Section 506(c)
permitsthetrusteeto recover disposition costsfrom asecured party. Whether section
506(c) should be further clarified or expanded is an open question that several
Commissioners have suggested would be legitimate to consider.

2.4.13 Release of Claims Against Nondebtor Parties

Congress should amend sections 1123 and 524(e) to clarify that it is
within the discretion of the court to allow a plan proponent to solicit
releases of nondebtor liabilities. Creditors that agree in a separate
document to release nondebtor parties will be bound by such releases,
whereas creditors that decline to release their claims against nondebtor
parties will not be bound to release their claims.

The successful rehabilitation of a business amost adways requires the
discharge of all or some of the debtor’ s liability for prepetition claims.*** However,
the liability of nondebtor partiesfor certain debts can have an equally large impact on
the ability of a debtor business to reorganize and pay its creditors. For example,
guarantors of the debtor’ s debts might agree to contribute significant capital to help
fund the plan of reorganization and repayment of creditorsin exchange for arelease

1334 See, €.9., In re James, 203 B.R. 449 (Bankr. W.D. Mo. 1997) (paying auctioneer’s fee
out of sales proceeds as necessary to administration of estate and only funds available for payment).

135 See 11 U.S.C. 88 524, 1141 (1994) (providing for discharge).
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of liability for guaranteed debts. Key managersand directorswith experiencewith the
debtor might agree to stay on, which may be a determining factor in whether the plan
is feasble®* Parties may be involved in complex litigation with the debtor’s
principals, which unavoidably would involve the reorganized debtor. Those parties
might settle claims in exchange for releases from creditors holding claims against
them, saving the debtor significant amounts in new legal fees. Among the types of
nondebtor liabilities that a creditor might agree to release include lender liability
clams, ERISA claims, director and officer shareholder litigation, and insurance and
co-liability claims in both tort and contract. = Whether as part of a plan or
reorganization or incorporated in a settlement agreement, creditors are in the best
position to determine whether they will benefit from the release of their claimsagainst
third parties through the bankruptcy process. Use of the bankruptcy system in this
context can eliminate piecemedl litigation and curb costs significantly.

Current law offers little guidance to the parties and the courts on whether
nondebtor release provisionsmay beincluded in asettlement or plan of reorganization
and subsequently enforced by an injunction.***” The problem is exacerbated by a
statutory conflict that arises primarily through the interpretation of two provisions of
the Bankruptcy Code. Section 524(e) provides that the “discharge of a debt of the
debtor does not affect the liability of any other entity on, or the property of any other
entity for, such debt.” Based in part on this language, some courts have held that
bankruptcy courts lack the power or the jurisdiction to prevent a creditor from
enforcing ajudgment against a nondebtor party.***®

133611 U.S.C. § 1129(a)(11) (1994) (requiring that plan be feasible).

137 See Ralph R. Brubaker, Bankruptcy Injunctions and Complex Litigation: A Critical
Reappraisal of Nondebtor Releases in Chapter 11 Reorganizations, 1997 U. ILL. L. Rev.
(forthcoming) (absent specific Congressional authorization, Code does not provide authority to
bankruptcy judgesto approve nondebtor releases); Kenneth M. Lewis, When Are Nondebtors Really
Entitled to a Discharge: Setting the Record Straight on Johns-Manville and A.H. Robins, 3 J.
BANKR. L. & PRAC. 163 (1994).

138 See Resorts Int’l, Inc. v. Lowenschuss, 67 F.3d 1394 (9th Cir.) (reaffirming Ninth
Circuit rulethat Bankruptcy Code does not authorize rel ease of nondebtor parties) cert. denied, 1165
S. Ct. 2497 (1995); American Hardwoods, Inc. v. Deutsche Credit Corp., 885 F.2d 621, 626 (9th
Cir. 1989) (section 524(e) precludes bankruptcy courts from discharging liabilities of nondebtors,
and "the specific provisions of section 524 displace the court's equitable powers under section 105
to order the permanent relief”); Underhill v. Royal, 769 F.2d 1426 (9th Cir. 1985) (even if creditors
consent, bankruptcy court not empowered to discharge liabilities of nondebtors); Landsing
Diversified Properties-11 v. First Nat’| Bank and Trust Co. of Tulsa, 922 F.2d 592, 600 (10th Cir.
1990)(“ Congress did not intend to extend such benefits to third-party bystanders’), modified sub
nom. Abel v. West, 932 F.2d 898 (10th Cir. 1991). See generally Judith R. Starr, Bankruptcy Court
Jurisdiction to Release Insiders from Creditor Claims in Corporate Reorganizations, 9 BANKR. DEV.
J. 485, 487 (1993); Peter M. Boyle, Non-Debtor Liability in Chapter 11: Validity of Third-Party
Discharge in Bankruptcy, 61 FORDHAM L. REv. 421 (1992) (Code precludes nondebtor discharge).
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Other courts, however, have concluded that the statute does not impose aper
se rule against permitting and enforcing third party releases.***® Bankruptcy courts
may have the power to release claims against nondebtor parties under their al-writs
power codified in section 105, which authorizesthe court to “issue any order, process
or judgment that is necessary or appropriate to carry out the provisions of this
title.” 1340

Among the courtsthat do not dismiss out of hand the possibility of nondebtor
releases, avariety of different substantive rules to govern third party releases in the
bankruptcy reorganization process, resulting in uncertainty and complexity. Some
courtswill authorizetherelease of clamsif the mgority of affected creditors support
such arelease and will force dissenting minority creditors to release their clams as
well.**** Other courts have declined to confirm plans providing for nondebtor releases

139 See In re Specialty Equip. Co., 3 F.3d 1043, 1047 (7th Cir.1993) (statute does not
preclude al nondebtor releases that are accepted and confirmed as integral part of reorganization,
for court may discharge nondebtor with consent); In re A.H. Robins, Inc., 880 F.2d 694, 702 (4th
Cir.) (permitting release of nondebtor insurers when claimants had opportunity to opt out of
settlement, and 94% of tort claimants affected by injunction voted to accept plan), cert. denied, 493
U.S. 959 (1989); In re Monarch Capital Corp., 173 B.R. 31,43 (D. Mass. 1994) (section 524(€) does
not limit court power under section 105(a) to enjoin actions against third parties), aff'd sub nom.
65 F.3d 973, 980 (1st Cir. 1995). See also In re AOV Indus,, Inc., 792 F.2d 1140 (D.C. Cir.)
(recognizing viability of third party release), vacated on other grounds, 797 F.2d 1004 (D.C. Cir.
1986); Feld v. Zae Corp., 62 F.3d 746 (5th Cir. 1995) (“related to” jurisdiction over third party
actions arises when subject of dispute is property of estate or because dispute over asset would have
effect on estate), citing Pacor, Inc. v. Higgins, 743 F.2d 984, 994 (3d Cir. 1984) (action is related
to bankruptcy if outcome could alter debtor’ s rights, liabilities, options, or freedom of action). See
generally Hydee R. Feldstein, Reinterpreting Bankruptcy Code Section 524(e): The Validity of Third
Party Releases in a Plan, 68th Ann. Mtg. of Nat’'| Conf. of Bankr. Judges 6-63 (1994) (third party
releases are permissible under statutory language and are within bankruptcy court discretion.
Objecting creditors should be bound by release of nondebtors if part of confirmable plan or
approvable compromise.”); John E. Swallow, The Power of the Shield - - Permanently Enjoining
Litigation Against Entities Other Than the Debtor -- A Look at In re A.H. Robins, Co., 1990 BYU
L. Rev. 707 (1990) (third party releases permissible under certain circumstances).

130 11 U.S.C. § 105(a) (1994). See also Helen H. Han, Testing the Limits of Judicial
Discretion in Chapter 11: The Doctrine of Necessity and Third Party Releases, 1994 ANN. SURV.
AM. L. 551 (broad equitable powers of section 105(a) validate third party releases under certain
circumstances).

1341 See, e.g., Shearson Lehman Bros,, Inc. v. Munford, Inc., 97 F.3d 449, 454 (11th Cir.
1996) (using section 105(a) and FeD. R. Civ. P. 16(c)(9) to enjoin actions by nonsettling defendants
against nondebtor consulting firm); MacArthur Co. v. Johns-Manville Corp., 837 F.2d 89 (2d Cir.)
(because insurance policies and rights under policies were part of debtor’s estate, section 105(a)
empowered court to channel and release claims against insurer in exchange for contributions over
objections of co-insured party that wanted to retain itsrights against insurer), cert. denied, 488 U.S.
868 (1988); In re Dow Corning Corporation, 198 B.R. 214, 243-246 (Bankr. E.D. Mich. 1996) (over
objectionsof tort claimantscommittee, approving settlement whereby debtor compromisedinsurance
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that bind nonconsenting parties by a magjority vote** However, many courts,

including those that have rejected rel eases of objecting creditors' third party claims,
have suggested that consensua releases are permissible.®*  The possibility of
consensual releases also raises the question of whether the debtor or the third party
can offer greater compensation to creditors willing to release their claims.***

To end the threshold legal dispute, the Commission recommends that the
Bankruptcy Code provide for third party releases, but with limitations on their use.

claims and released nondebtor insurance carriers because insurance policies are property of estate,
and because debtor can dispose of property free and clear of liens and interests); In re Master
Mortgage Inv. Fund, Inc., 168 B.R. 930 (Bankr. W.D. Mo. 1994) (over objections of Securities and
Exchange Commission, holding that section 105 permits release of nondebtor in exchange for
substantial contribution when overwhelming majority voted for plan); In re Drexel Burnham
Lambert Group Inc., 138 B.R. 723 (Bankr. S.D.N.Y . 1992) (permitting rel eases of nondebtorswhose
contributions were essential to success of plan and retention of employees); In re Texaco, Inc., 84
B.R.893(Bankr. S.D.N.Y.) (confirming planreleasing derivativeclaims), appeal dismissed as moot,
92 B.R. 38 (S.D.N.Y. 1988).

132 See In re Forty-Eight Insulations, Inc., 149 B.R. 860 (N.D. Ill. 1992) (disallowing
nonconsensual release of claims against insurer because contract rights of claimant to sue insurer
were not property of bankruptcy estate); In re Arrowmill Dev. Corp., 211 B.R. 497 (Bankr. D.N.J.
July 24, 1997) (no authority or policy justification to force dissenting creditors to release claims
against nondebtor parties, but consensual releases can be enforced like any other settlement); In re
U.S. BrassCorp., No. 94-40823 (Bankr. E.D. Tex. May 17, 1995) (discl osure statement disapproved
for attempt to release third party liabilities over creditors objections); In re West Coast Video
Enters., Inc., 174 B.R. 906 (Bankr. E.D. Pa. 1994) (could not release former franchisee’'s claims
against principals of debtor without their affirmative vote on plan); In re Boston MarinaHarbor Co.,
157 B.R. 726 (Bankr. D. Mass. 1993) (disallowing releases purporting to be binding on creditors
voting against plan and release for lack of contractual basis); In re Keller, 157 B.R. 680 (Bankr. E.D.
Wash. 1993) (denying plan confirmation for plan releasing liens against nondebtor’ s property being
transferred under plan over creditor objection); In re 222 Liberty Assocs., 108 B.R. 971, 996 (Bankr.
E.D. Pa. 1990) (plan nonconfirmablewhen rel easing dissenting creditor’ sclaimsagai nst nondebtor);
In re Elsinore Shore Assoc., 91 B.R. 238, 252 (Bankr. D.N.J. 1988) (Bankruptcy Code prohibits
involuntary releasesfor nondebtors, even if they contribute to plan); In re B.W. Alpha, Inc., 89 B.R.
592, 595 (Bankr. N.D. Tex.) (plan not confirmable that releases objecting creditors' claims against
guarantors), aff’d, 100 B.R. 831 (N.D. Tex. 1988).

133 See, e.g.,In re Arrowmill Dev. Corp., 211 B.R. 497 (Bankr. D.N.J. July 24, 1997)
(consensual releases can be enforced like any other settlement); In re West Coast Video Enters., Inc.,
174 B.R. 906 (Bankr. E.D. Pa. 1994) (creditors can individually affirm rel ease of nondebtor parties);
In re 222 Liberty Assocs., 108 B.R. 971, 996 (Bankr. E.D. Pa. 1990) (plans that permit creditor to
make individual decision to release claims against nondebtor parties are permissible); In re Monroe
Well Serv., Inc., 80 B.R. 324 (Bankr. E.D. Pa. 1987) (consensual release of nondebtor parties that
helped to fund plan permitted).

134 See In re AOV Indus,, Inc., 792 F.2d 1140 (D.C. Cir.) (suggesting that creditors who

released nondebtor claims should receive higher distribution to keep plan from providing disparate
treatment), vacated on other grounds, 797 F.2d 1004 (D.C. Cir. 1986).
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First, the Commission’s Recommendation would permit only voluntary releases.***
It will not sufficethat a creditor votes affirmatively for aplan that expressly provides
for the release of nondebtor liabilities.***® To be bound by arelease, acreditor would
have to indicate its willingness to make an informed release of its claim against the
third party. The release would be separate from its vote on a plan of reorganization.
This means that the majority of a class could not bind a dissenting creditor and force
itto releaseits claim.

This approach should be satisfactory to government agencies that frequently
encounter this issue in bankruptcy cases, such as the Pension Benefit Guaranty
Corporation, which often seeks carveouts from releases, and the Securities and
Exchange Commission, which routinely objects to attempts to release nondebtor
ligbility through bankruptcy absent actual consent.”** As long as the creditor,
including a government agency, has the option to refuse to release its claim and not
to be bound by any magjority vote of its class, these government entities should not
oppose this Proposal.

Nondebtor releases al'so would have to be necessary for the confirmation of
aplan of reorganization. If they were not, the parties would not need the bankruptcy
court and the bankruptcy forum to make these arrangements.***®  For thisreason, the
validity of nondebtor releases should be subject to court review. Some courts have
looked to whether a third party suit would deplete assets necessary for the
reorganization, whether enjoining actions against certain third parties would
significantly aid the reorganization, or whether the nondebtor would contribute
substantial assets or otherwise add value to the reorganized enterprise.** These are

1% See Peter E. Meltzer, Getting out of Jail Free: Can the Bankruptcy Plan Process Be
Used to Release Nondebtor Parties?, 71 AM. BANKR. L.J. 1, 40 (Winter 1997) ("validity of the
release. . . hinge[s] upon principles of straight contract law or quasi-contract law rather than upon
the bankruptcy court's confirmation order").

% In re Arrowmill Dev. Corp., 211 B.R. 497, 506 (Bankr. D.N.J. 1997).

197 |_etter from Richard H. Walker, General Counsel, Securities and Exchange Commission
to National Bankruptcy Review Commission 2 (Apr. 15, 1997) (“ The Chapter 11 Working Group’s
proposal is, in many respects, consistent with our views that a creditor may voluntarily agree to
release its claim against third parties’); see generally, The S.E.C. Speaks in 1995, 9 INSIGHTS 25
(1995).

138 See Howard C. Buschman Il & Sean P. Madden, The Power and Propriety of
Bankruptcy Court Intervention in Actions between Nondebtors, 47 Bus. LAw. 913 (1992)
(bankruptcy court does not have jurisdiction over nondebtors in absence of significant bankruptcy-
related effect on estate).

139 See, e.g., In re Master Mortgage Inv. Fund, Inc., 168 B.R. 930, 935 (Bankr. W.D. Mo.
1994) (providing overview of factorsthat courts have considered in permitting third party rel eases);
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legitimate reasons to permit a plan proponent to solicit rel eases, as such releases will
benefit the bankruptcy estate and will be necessary for an effective reorganization.
Courts can assess the fairness of the use of additional consideration from the debtor
or athird party to encourage release of nondebtor claims. Once approved, these
nondebtor releases should be enforceable by courts.

ThisProposal does not specifically addressinjunctionsrelating to massfuture
clamsthat channel such obligationsaway from the debtor, but that also could be used
to channel obligations away from nondebtors. However, if claimants released their
clams against a debtor’s insurer in exchange for the contribution of insurance
proceeds into a trust, those proceeds could be directed toward a particular fund
through a channeling injunction, and demands of certain claimants likewise could be
channeled to that fund for compensation under this proposal.

The Commission did not consider the application of nondebtor releasesin the
context of contractua subordination where a senior class votes not to enforce rights
against subordinated debt.**°

Clams against nondebtor parties in the partnership context are addressed
specificaly in the section on partnerships and partnersin this report.

Competing Considerations. Some might argue that the Proposal is too
narrow because the mgjority of a class should be able to bind the minority on al
issues, including the release of nondebtor parties from certain liabilities. Absent
majority rule on releases, a dissenting minority in any class could exercise undue
leverage and derail a plan of reorganization notwithstanding majority support for
release. Although economic considerations would lead to the conclusion that the
magjority should be able to bind the minority when release would be essentia to the
success of the reorganization, this more permissive approach may impose insufficient
checks on self-dealing. Requiring dissenting or nonvoting creditors to release
nondebtors may be insufficiently protective of creditors' rights.

It also might be argued that courts should continue to have flexibility in
dealing with the issue of third party releases and that legidation limiting the ability of
courts to do so is premature.

see also In re Swallen’s, Inc., 210 B.R. 123 (Bankr. S.D. Ohio 1997) (denying settlement between
unsecured creditors’ committee and debtor releasing nondebtorsfor failureto meet Master Mortgage
factors).

13 See 11 U.S.C. § 510(a) (1994).
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Others have concluded that releasing nondebtor parties might be an
inappropriate use of the bankruptcy mechanism.**** According to thisview, any third
party releasesin bankruptcy would extend bankruptcy court intervention well beyond
the confines of a bankruptcy case, using bankruptcy for contract negotiation.

2.4.14 Exclusion of Payroll Deductions from Property of the Estate

Congress should amend 11 U.S.C. § 541(b) to clarify that funds deducted
from paid wages within 180 days prior to the date of the commencement
of a case under title 11, held by a debtor/employer, and owed by
employees to third parties, other than a federal, state or local taxing
authority, do not fall within the definition of “property of the estate.”

The filing of a bankruptcy petition creates an estate that is comprised of al
legal or equitable interests of the debtor as delineated in 11 U.S.C. § 541(a). The
bankruptcy estate includes funds held in adebtor’ sbank accounts, but the bankruptcy
estate is not supposed to include property actually held in trust for another party.3

Payroll deduction is a standard means for employees to make payments to
third parties.*** A portion of employee wages is withheld from their paychecks and
periodically transferred to the appropriate third parties. Businesses frequently hold
funds deducted from their employees paychecks awaiting periodic transfer to third
parties.

1351 See Union Carbide Corp. v. Newboles, 686 F.2d 593, 595 (7th Cir. 1982) (under
Bankruptcy Act of 1898, “extra-bankruptcy significance” cannot be accorded to creditor’s vote;
“mechanics of administering the federal bankruptcy laws, no matter how suggestive, do not operate
as aprivate contract to relieve co-debtors of the bankrupt of their liabilities”). The Seventh Circuit
abrogated thisfinding in Union Carbidein In re Specialty Equip. Co., Inc., 3 F.3d 1043, 1047 (7th
Cir.1993) (court can uphold and enforce consensual releases of nondebtor parties). See also
Underhill v. Royal, 729 F.2d 1426 (9th Cir. 1985).

1352 See, e.9., Begier v. Internal Revenue Service, 496 U.S. 53 (1990) (prepetition payment
of trust fund taxesto RS from general accountswas not transfer of property of estate); City of Farrell
v. Sharon Steel Corp., 41 F.3d 92, 101 (3d Cir. 1994) (citing legisl ative history indicating that courts
could use “reasonable assumptions’ in segregating trust fund monies from general account funds,
and finding that this statement was not limited to statutory trusts of IRS).

1353 A nonexhaustivelist of thekinds of paymentsroutinely madethrough payroll deductions
would include: 401(k) and other retirement and savings program contributions, health insurance
premiums (including supplemental benefits such as optical and dental coverage), flexible spending
account contributions for dependent care and medical expenses, credit union and other loan
repayments, membership or agency union dues, child support and other wage garnishment
obligations, and charitable contributions.
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Such payroll deductions are used to administer many valuable and popular
benefit programs. In voluntary programs, credit union loans or other loans might be
repaid through payroll deductions for the convenience of both the employee and the
lender. The employer ismerely aconduit between its employee and the lender in that
case. Other programs are employer-sponsored, under which both the employer and
the employee make contributions to a pension fund.*** Union dues are paid by the
employee through payroll deductions under applicable laws. Court-ordered support
obligations may have to be paid through payroll deductions, as do other payments
made through wage garnishments.

Rather than holding these funds in segregated accounts, employers with
cashflow problems commonly hold thefundsin theinterim period in general operating
accounts intermingled with unencumbered funds. Thus, when an employer has not
transferred its employees funds to the appropriate third parties before it files for
bankruptcy, those funds are caught in the debtor’s general accounts, which are
property of the debtor’ sestate. Without clear statutory guidance to the contrary, the
funds become “trapped” in the bankruptcy estate. The current laws do not provide
adequate options for employees to remedy this situation.

Meanwhile, the employer’ sfailureto remit these paymentsto third partiescan
create serious financia problems for employees. They may be forced into default on
these obligations, which might hurt their credit ratings. Employees involuntarily
jeopardizetheir insurance coverage. The employees may end up remisson their child
support obligations.

For employees who are able to make duplicate payments to third parties to
avoid default on their obligations, pursuing reimbursement on the duplicated payment
through the bankruptcy claims process may yield only a small percentage when the
bankruptcy payouts ultimately are made. Bankruptcy policy does not favor the
allocation of disproportionate losses to involuntary, nonadjusting creditors, such as
employees, who cannot spread these losses over time. Employees may not even have
known that they entered a debtor-creditor and/or trust relationship when they agreed
to have funds withheld from their paychecks. In some instances, the third party who
isnot being paid is aso a nonadjusting party; when domestic support obligations of
an employee are not forwarded to an ex-spouse or child, there may be acute
consequences.

Current law has been inadequate to resolve this issue in a fair and cost-
effectivemanner. Thetrapped funds sometimesarefreed through court ordersissued
on the first day of abankruptcy case (known as “first day orders’) that authorize the

134 With respect to employer-sponsored benefit plans or employer-matched charitable
contributions, this Proposal deals only with the employee’s contribution, and does not address the
monies owed by the employer.
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payment of prepetition wages. However, these orders may release only those
payments owed directly to the employee and not to third-party transferees. In
addition, courts vary greatly in their latitude regarding the use of first day orders.
Other efforts by employeesin the bankruptcy processto free the funds and have them
paid to third party transferees have not always been successful. When determining
whether the trapped funds should be forwarded to third parties, courts may refuse to
do so if the employees cannot prove the existence of an express trust, a difficult task
when the funds are not kept in a segregated account and cannot be traced sufficiently
to satisfy the strict requirements of trust law.”**® Some laws, such as ERISA, deem
employee contributions to be held in trust, and therefore ERISA plan contributions
aremore likely to be recoverable,** but the inability to trace funds can be fatal to the
collection of non-ERISA benefit plans and third-party payments. Furthermore,
attemptsto establish a“constructivetrust,” afiction retroactively applied asaremedy
to deal with fraud, have been met with questionable success since these cases
generaly do not involve an allegation of intentional wrongdoing on the part of the
employer.*’

The Commission recommends a statutory amendment that would make clear
that these withheld funds are not property of the estate. This Recommendation is
consistent with both bankruptcy and nonbankruptcy policy. The policiesand purpose
behind the creation of a broad bankruptcy estate would not be undermined by an
amendment that reinforces the basic tenets of what properly belongs in the debtor’s
estate. Therecommended clarificationiscons stent with other social policiesfavoring
savings plans, insurance, and the payment of domestic support obligations.

135 1d. at 412; In re Columbia Packing Co., 35 B.R. 447, 448 (Bankr. D. Mass. 1983)
(employeesunableto direct debtor to remit withheld fundsto third party transfereesbecause general
cash account is property of the estate. No separate trust fund was created for these employee payroll
deductions’).

1% See In re College Bound, Inc., 172 B.R. 399 (Bankr. S.D. Fla. 1994) (tracing
requirement does not apply because funds are deemed to be assets of ERISA plan under express
statutory trust).

137 See In re Lee Way Holding Co., 113 B.R. 410 (Bankr. S.D. Ohio, 1990) (avoiding
postpetition transfer of union duesto union owed from prepetition wage deduction). “A constructive
trust is the formula through which the conscience of equity finds expression. When property has
been acquired in such circumstances that the holder of legal title may not in good conscience retain
the beneficial interest equity converts him into atrustee.” Beatty v. Guggenheim Exploration Co.,
122 N.E. 378, 386 (N.Y. 1919). See generally Jeffrey Davis, Equitable Liens and Constructive
Trusts in Bankruptcy: Judicial Values and the Limits of Bankruptcy Distribution Policy, 41 FLA. L.
REV. 1(1989); ThomasH. Jackson, Statutory Liens and Constructive Trusts in Bankruptcy: Undoing
the Confusion, 61 AM. BANKR. L. J. 287 (1987) (constructive trusts should be recognized to extent
they would be recognized under state law). But see XL Datacomp, Inc. v. Wilson (In re Omegas
Group, Inc.), 16 F.3d 1443, 1452 (6th Cir. 1994) (“constructive trusts are anathemato the equities
of bankruptcy”).
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Maximizing the safety of the wage deduction mechanism for insurance payments and
retirement fund paymentsisin everyone's best interest.

In addition to furthering bankruptcy and nonbankruptcy policy, this Proposal
also has an important jurisprudential effect because it would inhibit the continuing
relaxation of the constructive trust standards as they are applied in the bankruptcy
context. In general, constructive trusts offer aremedy that is best used sparingly, if
at al, in the very limited set of cases involving fraud to return property to wronged
parties. When parties successfully convince a court to expand the application of the
constructivetrust doctrine when the doctrine should not apply, whether in the context
of afirst day order or otherwise, the outcome may seem socially defensible but has
troubling implications in other contexts.™®® When courts then adopt a flexible
interpretation of what creates a constructive trust, the concept of property of the
estate unravels, as does the concept of equality of treatment among creditors.*** An
open-ended application of the constructive trust doctrine ultimately undercuts the
collection of estate assets for equitable distribution to al creditors. Codifying the
wage deduction exclusion will enable courts to accomplish desirable ends without
stretching the law in ways that will have negative repercussions in other situations.

The Recommendation affects deductions only from wages that actually have
been paid in the debtor’ srecords. The god isto obtain equality among employees so
that those employeeswho used their employer to hold wagesfor third party payments
aresmilarly situated to those who make al payments directly to their creditors. The
clarification would not enable an employee or her creditor to obtain a priority
repayment of a portion of her wages if the employer has suspended al wage
payments. The Proposal merely would establish that the withheld funds, once wages
were paid, are not property of the estate at all. If the otherwise unencumbered cash
balance in the debtor’s account is insufficient to cover the entire amount of the
trapped funds, any shortage would be entitled to priority claim status under sections
507(a)(3) or (a)(4) to the extent permitted by those priorities.**®

This Proposal does not affect an employer’s independent obligation to
contribute to employee benefit funds or on a claim arising from nonpayment of that
obligation. Those are direct responsibilities of the employer/debtor and do not

138 For example, the Court of Appeals for the Third Circuit has advocated that section
541(d) excludes not only the property of expresstrustsbut also property subject to constructivetrusts.
In re Columbia Gas, 997 F.2d 1039, 1059 (3d Cir. 1993).

139 See In re Delauro, 207 B.R. 412 (Bankr. D.N.J. 1997) (imposition of constructive trust
is necessary to prevent unjust enrichment).

130 11 U.S.C. § 507(a)(3), (4) (1994) (giving priority in distribution to wage claims and
contributions to employee benefit plans).
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implicate the employee. Nor does this section affect the application of sections 547
or 548 to unwind questionable transfers of the debtor company’ s funds.

Competing Considerations. One might argue that the suggested provision is
gpecia interest legidation that would further complicate the interpretation and
application of section 541. However, this Proposal is consistent with the notion of
property of the estate and exclusions thereof.
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I11. The Plan Confirmation Process

The process of developing and confirming a plan begins with an evolving
series of negotiations. A plan of reorganization must comply with several statutory
requirements dispersed throughout Chapter 11. In addition to the formal
requirements, however, the plan proponent must gain the support of the creditors
because usually their votes will determine the likelihood of confirming a plan, the
terms of the deal, and the ownership and management of the business.

The Chapter 11 plan confirmation rules set the basic leverage points for the
partiesin their negotiations to reorganize afailing business, in or out of court. When
the statute is unclear on a point of law and the courts have not agreed on a single
interpretation, parties are unsure about their legal rights. As aresult, each side faces
the possibility that through litigation it can get more than the other sideiswilling to
concede. Even aparty that isrelatively certain of losing a dispute in court may be
able to exploit statutory ambiguities: if parties see that they can threaten to litigate,
with the attendant delay and cost that it would impose on other parties, they can press
for a higher settlement than they might otherwise have received. To reduce the
leverage that comes from litigation threats and to encourage the parties to move
toward speedy reorganizations or liquidations, the Commission’s proposals dealing
with plan confirmation are focused principally on issues in substantial conflict. In
addition, the Commission recommends additionsto the Bankruptcy Codeto facilitate
the use of prepackaged plans of reorganization to encourage the parties to find the
quickest, least expensive form of reorganization for viable businesses.

2.4.15 Absolute Priority and Exclusivity

11 U.S.C. § 1129(b)(2)(B)(ii) should be amended to provide that the
court may find a plan to be fair and equitable that provides for members
of a junior class of claims or interests to purchase new interests in the
reorganized debtor.

11 U.S.C. § 1121 should be amended to provide that on the request of a
party in interest, the court will terminate exclusivity if a debtor moves
to confirm a non-consensual plan that provides for the participation of
a holder of a junior claim or interest under 1129(b)(2)(B) but does not
satisfy the condition set forth in section 1129(b)(2)(B)(i)."**

1361 FED. R. BANKR. P. 3016(a) (1997), which governsthetimefor filing aplanin a Chapter
11 case, would have to be amended to reflect the proposed modification.
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Most Chapter 11 plans that are confirmed are consensual plans.’** This
means that classes of claims are unimpaired by the plan or, if classes of claims are
impaired, one half in number and two thirds in dollar amount of those claimants who
actually vote have accepted the plan.’** If adebtor can obtain favorable votes from
creditors holding the requisite mgjorities in classes of claims on a plan that satisfies
al applicable statutory requirements, the debtor can confirm a consensual plan. A
fundamental component of Chapter 11 isthe ability to confirm a“cramdown” plan of
reorganization over objections of some classes of claims if the plan proponent
providesfair and equitabl e treatment to such classes and does not discriminate against
them.’** The availability of cramdown is an essential part of the reorganization
process because it limits the ability of a creditor to hold out for better treatment. It
also permits viable businesses to reorganize even over the strenuous objections of a
few creditors.

Y et, because confirming a plan under these conditions sometimes involves
difficult and extensive judicia valuation, debtors have a strong interest in reaching
consensus with the majority of each class of claim holders.*** In their negotiations,
debtors and some creditors will do what they can to gain the support of creditors and
equity holders to minimize the costs to the debtor of Chapter 11 in the form of
administrative expensesand lossof public confidence. Therulesgoverning cramdown
of aplan set the ultimate parameters for all plan negotiations.

1362 See, e.¢., Lynn M. LoPucki & William C. Whitford, Bargaining Over Equity’s Share
in the Bankruptcy Reorganization of Large Publicly Held Companies, 139 U. PA. L. Rev. 125(1990)
(observing nearly universal agreement among interviewees that consensual plans were highly
desirable and contested cram down hearings were to be avoided); Jonathan M. Landers & Kathryn
A. Coleman, Unexpected Allies: The Bankruptcy Judge and Debtor’s Counsel, 112 BANKR. L. J. 997
(1995) (anecdotal evidence indicates that vast majority of plans are consensual even though there
may be significant disputes during process); Richard F. Broude, Cramdown and Chapter 11 of the
Bankruptcy Code: The Settlement Imperative, 39 Bus. LAw. 441 (1984) (noting paucity of
cramdown cases because of incentives for settlement in Bankruptcy Code).

1363 See 11 U.S.C. 8§ 1126(c) (1994) (for aclass of claimsto have accepted aplan, requiring
at least two-thirds in amount and more than one half in number vote in favor of the plan).

134 See 11 U.S.C. § 1129(b) (1994).

1385 J. TROST, G. TREISTER, L. FORMAN, K. KLEE, & R. LEVIN, RESOURCE MATERIALS. THE
NEw FEDERAL BANKRUPTCY CODE 335-39 (1979) (section 1129(b) valuation will be sufficiently
time-consuming "to stimulate senior classesto permit juniors to receive a portion of going concern
bonusin return for elimination of afull valuation hearing”). See also Lynn M. LoPucki & William
C. Whitford, Bargaining Over Equity’s Share in the Bankruptcy Reorganization of Large, Publicly
Held Companies, 139 U.PA.L.REV. 125, 133 (1990) (Congressintended to promote settlementsthat
did not comport with absolute priority rule to protect equity holders from domination by powerful
creditors).
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Because the rules of cramdown have implications for al plan negotiations, it
is important that these rules be balanced, fair, and, above dl, clear. Any legd
uncertainty regarding the rules of cramdown creates a turbulent environment for
negotiating the reorganization of businesses. The Bankruptcy Reform Act of 1978
limited the holdout power of asingle creditor or small group of creditors. However,
a creditor that otherwise would agree with a plan still retains significant power to
obtain more value if holding out can sink the entire reorganization effort. The ability
to hold out continues to play asignificant role in negotiations depending on the lega
parameters of the cramdown power. The size and complexity of the reorganization
of alarge or publicly held debtor make it particularly desirable to avoid cramdown
litigation. The potential adverse impact of imposing the cramdown powers is so
sgnificant that plan proponents generally are eager to negotiate consensual
settlements in large cases. 1n small family-run businesses, the impact of cramdown
rulesis somewhat different. The debtor and creditors are often at the mercy of one
or two very powerful creditors, but cramdown rules can work to hold the interests of
that small group of powerful creditorsin check. However, litigation over ambiguous
cramdown rules can foreclose any possihility of reorganizing a family farm or a
“mom-and-pop” store because they cannot afford the extensive litigation that would
be required. Cramdown rules also protect creditors from overreaching by debtors,
making certain that adebtor cannot confirm a plan that treats creditorsunfairly. For
these reasons, fair and clear cramdown rules are necessary to maximize thelikelihood
that an appropriate opportunity for reorganization is available to the parties.

A primary component of determining whether a cramdown plan is fair and
equitable to objecting creditors is the “absolute priority rule.”***® The absolute
priority rulefixesthedistribution order of the parties at thetimethe caseisfiled. The
term “absolute priority” recognizes that creditors have an absolute right to be
provided for in full ahead of the equity owners of abusiness. According to thisrule,
if the plan would not providefor objecting superior classes(e.g., unsecured creditors)
infull, acourt will not confirm anonconsensua plan that providesfor any distribution
to a lower priority class (e.g., equity) or allows that class to retain property “on
account of” its prior interest. Thisrule originally was applied in the context of 19th
Century railroad reorganizations to prevent senior creditors and equity holders from
colluding to squeeze out junior creditors.*®" In contemporary Chapter 7 cases, this

138611 U.S.C. 8§ 1129(b)(2)(B) (1994) ("fair and equitable” plan must fully satisfy claims of
senior classes of unsecured creditors before junior classes receive or retain any property on account
of their prior ownership interests).

1387 Northern Pac. Ry. v. Boyd, 228 U.S. 482, (1913). See also Corestates Bank, N.A. v.
United Chem. Techs,, Inc. 202 B.R. 33 (E.D. Pa. 1996), citing In re Albrechts Ohio Inns, Inc., 152
B.R. 496, 501 (Bankr. S.D. Ohio 1993) (origins of absolute priority rule lay in efforts to frustrate
collusive arrangements between secured creditors and equity holders at expense of unsecured
creditors); Inre Tallahassee Assocs. L.P., 132 B.R. 712, 715 (Bankr. W.D. Pa.1991) (rule originated
with equity jurisdiction of court, promulgated by Supreme Court when questions arose concerning

547



Bankruptcy: The Next Twenty Years

rule finds expression in the priority provisions of the Bankruptcy Code that leave
distribution to equity for last, after all debt has been paid.

Intoday’ s Chapter 11 cases, the absolute priority ruleis not quite “ absolute,”
for senior classes can agree to give up valueto junior classesin aconsensual plan, so
long as the plan meets the best interest of creditors test.”*® However, prepetition
equity holders have no right to participate in a plan of reorganization over the
objections of unsatisfied, or partially unsatisfied, classes of senior creditors. Yet,
Chapter 11 reorganizations often go forward with new equity investment, which in
some cases is furnished by equity holders in the prebankruptcy business.

The question that inevitably arises, therefore, iswhether the absolute priority
rule prevents these prepetition equity holders from participating in the reorganization
over the objections of senior dissenting classes if former equity holders infuse
substantial new capital and thus purchase interests in the reorganized debtor. This
participation based on additional contributions to the businessis known as the “new
value exception,” or “new value corollary,” *** to the absolute priority rule. The new

precedence of creditors over shareholders in reorganization cases).

1388 The absolute priority rule is statutorily mandated only for the confirmation of a
nonconsensual case. Empirical studies show that publicly-held debtors and their creditors routinely
negotiate for plansthat would not satisfy the absolute priority rule, although equity holders may not
get more than nuisance value in insolvent cases. Lynn M. LoPucki & William C. Whitford, Patterns
in the Bankruptcy Reorganization of Large, Publicly Held Companies, 78 CORNELL L. Rev. 597,
611 (1993); Lawrence A. Weiss, Bankruptcy Resolution: Direct Costs and Violation of Priority of
Claims, 27 J. FIN. ECON. 285 (1990) (in review of 37 publicly held companies, strict priority of
claims was violated in 29 cases); Allan C. Eberhart, Security Pricing and Deviations from the
Absolute Priority Rule in Bankruptcy Proceedings, 45 J. FIN. 1457 (1990); (of 24 publicly held
corporations in bankruptcy with creditor deficit, shareholdersin 23 of cases received paymentsin
violation of absolute priority rule); Julian R. Franks & Walter N. Torous, An Empirical Investigation
of U.S. Firms in Reorganization, 44 J. FIN. 747 (1989) (payments to shareholders in excess of what
they would receive under absolute priority ruleis essentially purchases by creditors of shareholders
option to delay reorganization and impose future legal and administration costs on creditors).

1389 Because nothing i n the statute prevents anyone from receiving asharein thereorganized
business in return for a new investment of capital, some argue that the new value doctrine is an
inherent corollary to the absolute priority rule, not an exception. See, e.g., Inre SM 104 Ltd., 160
B.R. 202 (Bankr. S.D. Fla. 1993), citing Elizabeth Warren, A Theory of Absolute Priority, 1990
ANN. SURV. AM. L. 9; Bruce A. Markell, Owners, Auctions and Absolute Priority in Bankruptcy
Reorganizations, 44 STAN. L. REv. 69 (1991) (new value is rough formulation of absolute priority);
Anthony L. Miscioscia, Jr., The Bankruptcy Code and the New Value Doctrine: An Examination into
History, Illlusions, and the Need for Competitive Bidding, 79 VA. L. REv. 917 (1993); Randolph J.
Haines, The True Paternity of Bonner Mall: Equivalent New Value Was Never an Exception 6-47,
68th Ann. Meeting of Nat’'| Conf. Bankr. Judges (Oct. 6-9, 1994); In re Bonner Mall Partnership,
2 F.3d 899, 906 (9th Cir. 1993), cert. granted, 114 S. Ct. 681, motion to vacate denied and
dismissed as moot, 513 U.S. 18 (1994); In re Montgomery Court Apartments of Ingham County,
Ltd., 141 B.R. 324, 343, 345 (Bankr. S.D. Ohio 1992) (true new value contribution “simply does not
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value exception was a reasonably well-established principle in Chapter X of the
Bankruptcy Act of 1898, which required full creditor acceptance and court approval
of the plan as being “fair and equitable.”**® However, the absolute priority rule and
new value exception applied in all Chapter X cases but were thought to be
unnecessary in Chapter X| cases.®"*

The Bankruptcy Code of 1978 did not impose an absolute priority rule in
consensua plans or for sales. Parties were free to bargain for plans, even with
minority dissenting votes, that could be adopted and implemented without the need
for courts to determine that the plans were “fair and equitable.” Instead, Congress
codified the “fair and equitable’ requirement and the absolute priority rule for
nonconsensual plans, but without any explicit authorization—or prohibition—of the
new value exception. Because the concept of a new value exception is not expressly
codified in the Bankruptcy Code and must be gleaned from the doctrine of case law,
the mere mention of "new value" inevitably sets off an analysis of semantics, history,

violate absolute priority rule’); In re Creekside Landing, Ltd., 140 B.R. 713, 717 (Bankr. M.D.
Tenn. 1992); In re Woodscape Ltd. Partnership, 134 B.R. 165 (Bankr. D. Md. 1991); See also In re
Trevarrow Lanes, Inc., 183 B.R. 475, 493 (Bankr. E.D. Mich. 1995) (“Los Angeles Lumber was
neither rejected nor blessed by Congress: rather, the Code leaves it to the courts to decide whether
the “fair and equitable” objective is subserved by the Los Angeles Lumber condition that the
contribution be essential, just aswould be true with respect to any other requirements not specifically
set forth in § 1129(b)(2)”). The phrase “exception” has nonethel ess become part of the lexicon in
referring to equity’ s post-filing participation in a case.

130 To be confirmed under Chapter X and its predecessor, section 77B, of the 1898
Bankruptcy Act, all plans had to be subjected to court determination that they were “fair and
equitable” to creditors. 11 U.S.C. § 621(2) (repealed 1979). Plans required the support of al
creditors, not just the majority of each class of creditors. According to the United States Supreme
Court in Northern Pacific Railway Co. v. Boyd, a“fair and equitable” plan reflected the priority of
creditors and equity holdersin accordance with contract principles, thus preferring stockholders to
creditorswasinvalid. Northern Pac. Ry. v. Boyd, 228 U.S. 482, 504 (1913) (striking down railroad
reorganization plan); Louisville Trust Co. v. Louisville, New Albany & Chicago Ry. Co., 174 U.S.
674, 684 (1899) (arrangement securing subordinate rights and interests of stockholders at expense
of prior rights of classes of creditors warrants “judicial denunciation”). Yet, the principle of
absolute priority announced in Boyd was not quite absolute: early on, the Supreme Court recognized
that in some instances, former stockholders should be able to provide new and essential money for
the reorganization of an insolvent company if there are sufficient protections for creditors. Kansas
City Terminal Ry. Co. v. Central Union Trust Co., 271 U.S. 445, 455 (1926). This was later
reaffirmed in Case v. Los Angeles Lumber, 308 U.S. 106, 121 (1939), reh’g denied, 308 U.S. 106,
which is discussed in the following pages.

1371 The long recognition that owners of small businesses owed their creditors only the
liquidation value of the their businesses and could retain the remaining value may be an important
consideration in devel oping an optimal way to deal with the smaller reorganization cases for which
Chapter X1 was designed. H.R. Rep. No. 95-595, 412 (1977), reprinted in COLLIER ON
BANKRUPTCY, App. 2, at 222 (Lawrence P. King et al. eds., 15th ed. 1996).
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and statutory interpretation.”*> The doctrine has generated a substantial body of
scholarly commentary discussing whether the doctrine remains viable™” Courts

1372 1n the absence of clear guidance in the statute, courts have looked to legidative history
but have found it inconclusive. See, e.g., In re Bryson Properties, XVIII, 961 F.2d 496 (4th Cir.
1992), cert. denied, 506 U.S. 866 (1992); In re Woodscape Ltd. Partnership, 134 B.R. 165, 170
(Bankr. D. Md. 1991). In recommendations for legislative change that preceded the Bankruptcy
Code, the 1973 Commission Report proposed an explicit corollary to the absolute priority rule that
would have allowed courtsto consider the value of |ess tangible and prospective contributions, such
ascontinuity of management. REPORT OF THE COMMISSION ON BANKRUPTCY LAWS, H.R. Doc. No.
93-137, part 1, 258-259 (1973). The National Conference of Bankruptcy Judges made the same
suggestion. See Kenneth N. Kleg, Cram Down Il, 64 AM. BANKR. L.J. 229 (1990), citing S. 235,
94th Cong., 1st Sess. 209 (1973) and H.R. 32, 94th Cong., 1st Sess. 223 (1975). The 1978 Code
includes neither the 1973 Commission formulation nor the traditional Los Angeles Lumber
formulation.

133 See, e.g., Kenneth N. Klee, Cram Down I, 64 AM. BANKR. L. J. 229 (1990) (validity
of new value exception unclear in wake of Ahlers); Kenneth N. Klee, Timbers, Ahlers & Beyond,
1989 ANN. SURV. BANKR. L. 1 (Pt. 1); Linda J. Rusch, The New Value Exception to the Absolute
Priority Rule in Chapter 11 Reorganizations: What Should The Rule Be? 19 Pepp. L. Rev. 1311
(1992) (status of new value exception isunclear); SaraA. Austin, New Value Exception: (Wanted)
Dead or Alive - Viability of the ‘New Value Exception’ to the Absolute Priority Rule Under
Bankruptcy Code § 1129(b)(2), 96 Dick. L. Rev. 189 (1992) (viahility of new value exception
unclear; until Congress or Supreme Court resolves issue, each court will reach different results);
Jeffrey M. Sharp, Bankruptcy Reorganizations, Section 1129 and the New Capital Quagmire: A Call
for Congressional Response, 28 AM. Bus. L.J. 525 (1991) (bankruptcy system isin state of chaos
concerning status of new value exception, leading to increased costs and delay tactics, and must be
resolved by Congress); Charles R. Sterbach, Absolute Priority and New Value Exception: A
Practitioner’s Primer, 99 Com. L.J. 176 (1994) (status of new value exception uncertain, but lawyers
know view of judgesin their district); Anthony L. Miscioscia, The Bankruptcy Code and the New
Value Doctrine: An Examination into History, Illusions, and the Need For Competitive Bidding, 79
VA.L.Rev.917 (1993) (surviva of new value exception unclear); Mark E. MacDonad & Sally A.
Schreiber, Confirmation by Cramdown Through the New Value Exception in Single Asset Cases, 1
AM. BANKR. INST. L. ReV. 65 (1993) (uncertain whether new value exception survived); John T.
Bailey, The New Value Exception in Single Asset Reorganization: A Commentary on the Bjolmes
Auction Procedure and its Relationship to Chapter 11, 98 Com. L.J. 50 (1993) (survival of new value
exception is not clear); Richard Epling, The New Value Exception: Is There A Practical, Workable
Solution? 8 BANKR. DEV. J. 335 (1991) (unclear whether new value exception exists); Edward S.
Adams, Toward a New Conceptualization of the Absolute Priority Rule and its New Value
Exception, 1993 DET. C.L. Rev. 1445 (chaos in this area); Wayne Johnson, In re Bonner Mall
Partnership: the Ninth Circuit Embraces the New Value “Exception,” 21 CAL. BANKR. J. 259 (1993)
(foreseeing more chaos over issue); Michelle Craig, The New Value Exception: A Plea for
Modification or Elimination, 11 BANKR. DEV. J. 781 (1995) (unclear whether new value exception
exists); David R. Perlmutter, Navigating a Proposed New Value Plan Through the Cross-Currents
of the Confirmation Process: An Arduous Journey for the Debtor of a Single Asset Case, 17
WHITTIER L. REV. 427 (1996) (existence of new value exception is unclear, and in meantime,
outcome in cases depends on attorneys skill and creativity); Steven W. Rhodes, Eight Statutory
Causes of Delay and Expense in Chapter 11 Bankruptcy Cases, 63 AM. BANKR. L.J. 287 (1993). See
generally Charles W. Adams, New Capital For Bankruptcy Reorganizations: Its the Amount that
Counts, 89 Nw. U. L. Rev. 411 (1995); David R. Kuney & Timothy R. Epp, Aftermath of Bonner
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expend a tremendous amount of time and effort on the threshold question of the
doctrine' s survival and its scope before turning to the merits of acase. Even courts
that express doubts about the exception’s viability do not conclusively hold as such,
thus provide little guidance to courts and parties; instead, they undertake the new
value analysisto prove that the exception would not apply in any event to the case at
bar.

Theresulting litigationisexpensiveand delaysprogressin the plan negotiation
process. Parties squabble over the existence or nonexistence of arulethat iscrucia
to the basic question of how the equity financing of the business will be structured.
Cases that can be confirmed in one jurisdiction have no hope of confirmation in
others. Thisincreases forum shopping and heightens the perception that bankruptcy
law is more a matter of luck-of-the-draw justice than of consistent application of
recognized principles.

When courtsrecognize the new val ue exception, the determination of whether
acapita contribution satisfies the new value exception in a given case is inherently
fact-specific. A United States Supreme Court decision under the Bankruptcy Act of
1898, Case v. Los Angeles Lumber Products, delineated some guiding factors.*™
Case has provided the basis for inquiry by those courts that have endorsed the new
value principle’ s continuing viability. While case-specific analysis varies, the factors
have remained reasonably constant over time. Courts generaly have considered
whether the contribution is:

1) new;

2) substantidl;

3) money or money’ s worth;

4) necessary for a successful reorganization; and

5) reasonably equivalent to the interest obtained.**"”

Mall: Evolution or Regression in the Notion of “New Value?” 5 J. BANKR. L. & PRAC. 211 (1996).

1374 Case v. Los Angeles Lumber Prods., 308 U.S. 106, 121 (denying confirmation of plan
found not to be fair and equitable because it gave former shareholders 23% of assets and voting
power in exchange for shareholders financial standing, community influence, and continuity of
management), reh’g denied, 308 U.S. 637 (1939).

1375 See e.g., In re Ambanc LaMesa Ltd. Partnership, 115 F.3d 650 (9th Cir. 1997); In re
Bonner Mall Partnership, 2 F.3d 899, 908 (9th Cir. 1993, cert. granted, 114 S.Ct. 681 (1994); In re
U.S. Truck Co., 800 F.2d 581,588 (6th Cir. 1986); In re Woodbrook Assocs., 19 F.3d 312, 320 (7th
Cir. 1994) (citing and applying factors but declining to hold affirmatively that new value exception
remainsvital), reh’g denied, 1994 U.S. App. Lexis 10784 (7th Cir. 1994); In re Sea Garden Motel
and Apts., 195 B.R. 294, 300 (D.N.J. 1996).
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Analyzing the “ substantiality” and “reasonable equivalence” components of this test
depends heavily on lega theories and techniques of vauation. While courts do the
best they can to determine the relative equivalence between the capital contribution
offered and the value of the resulting equity interest, the variability in judicial
determinations of value leaves some observers wary.’*®  Some criticism of the
doctrine of new value understandably stems from concern that the valuation of the
business will be inaccurate, permitting equity owners to capture value that should
have gone to the creditors.

In addition, the fact that former equity holders have an exclusive right to
propose a plan leads some to conclude that this exclusive right is “on account of”
equity’ s prior ownership interest in violation of the absolute priority rule.*”” Section
1121 of the Bankruptcy Code gives the debtor the exclusive right to propose a plan
for 120 days, a period that routinely is extended for cause.**”® Although a court is
empowered to terminate the exclusivity period, this relief rarely is granted. Thus,
courts sometimes confirm new value plans while the debtor is the only party who is
empowered to propose a plan.*"

137 See, e.g., Chaim Fortgang & Thomas MoersMayer, Valuation in Bankruptcy, 32 UCLA
L. Rev. 1061, 1125 (1985) (valuation in bankruptcy inherently is prediction or estimate of future
rather than mathematical certitude; cramdown confirmation may bemost difficult kind of valuation);
Mark J. Roe, Bankruptcy and Debt: A New Model for Corporate Reorganization, 83 COLUM. L.
REV. 527, 546 (1983)(bankruptcy court unlikely to make astute independent determination of either
the firm’s value or impact on firm viability of questionable level of debt). See also Jeffrey Stern,
Note, Failed Markets and Failed Solutions: The Unwitting Formulation of the Corporate
Reorganization Technique, 90 CoLumMm. L. Rev. 783, 801 (1990) (failureto utilize market in valuing
entity is “inefficient, inaccurate, and encourages litigation”), citing Thomas Jackson, Bankruptcy,
Non-Bankruptcy Entitlements, and the Creditors’ Bargain, 91 YALE L.J. 857 (1982).

1377 See, e.g., TravelersIns. Co. v. Bryson Properties, XVI11, 961 F.2d 496 (4th Cir.), cert.
denied, 506 U.S. 866 (1992); In re BMW Group | Ltd., 168 B.R. 731, 735 (Bankr. W.D. Okla
1994); In re Krisch Realty, 174 B.R. 914 (Bankr. W.D. Va. 1994); In re Ropt Ltd. Partnership, 152
B.R. 406, 412 (Bankr. D. Mass. 1993); In re Bjolmes Realty, 134 B.R. 1000 (Bankr. D. Mass. 1991);
In re Trevarrow Lanes, Inc., 183 B.R. 475 (Bankr. E.D. Mich.1995)(absolute priority rule violated
if others are not offered opportunity to purchase debtor’s stock); accord, In re Graphic
Communications, Inc., 200 B.R. 143 (Bankr. E.D. Mich. 1996).

1378 « Except as otherwise provided in this section, only the debtor may file aplan until after
120 days after the date of the order for relief under this chapter.” 11 U.S.C. § 1121(b) (1994). “On
request of aparty in interest made within the respective periods specified in subsections (b) and (c)
of this section and after notice and a hearing, the court may for cause reduce or increase the 120-day
period or the 180-day period referred to in this section.” 1d. § 1121(d).

139 See, e.g., In re Moonraker Assoc., 200 B.R. 950 (Bankr. N.D. Ga. 1996) (denying
motion of request to lift exclusivity), citing Bonner Mall Partnership v. U.S. Bancorp Mortgage Co.,
2F.3d 899 (9th Cir. 1993), cert. granted, 510 U.S. 1039, motion to vacate judgment denied and case
dismissed, 513 U.S. 1039 (1994); Penn Mut. Life Ins. Co. v. Woodscape Ltd. Partnership, 134 B.R.
165 (Bankr. D. Md. 1991); In re Waterville Valley Town Square Assoc., 208 B.R. 90 (Bankr. N.H.
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Due in part to these concerns, not everyone believes that the new value
exception does—or should—exist in Chapter 11 of the Bankruptcy Code.®* Critics
believe that creditors, the residual owners of an insolvent business, should be entitled
to determine whether this source of capital should be used to continue the business.
If the equity owner could not convince a majority of the creditor classesto vote for
aconsensua plan, the argument goes, the former equity holders should lose the right
to continue participating in the enterprise and the creditors shoul d take over.**®* Any
opportunity for former equity holdersto continue participation—even if in exchange
for an infusion of additional cash—enhancestheir leverage against the creditors and
should be prohibited.

Supporters of the new value exception might counter that the possibility of
receiving new value from former equity holders increases the options for struggling
businessesto incorporate fresh contributions of equity capital, and therefore promotes
rehabilitation of financially distressed entities.**** Barring a business from using an

1997). “To conclude that a purchase option restrict to old equity is aways fatal, in this Court’s
opinion, is too strict a reading of the requirements of section 1129(b)(2)(B)(ii).” Moonraker, 200
B.R. at 954. See generally CharlesW. Adams, New Capital For Bankruptcy Reorganizations: Its
the Amount that Counts, 89 Nw. U. L. Rev. 411 (1995); David R. Kuney & Timothy R. Epp,
Aftermath of Bonner Mall: Evolution or Regression in the Notion of ““New Value?”” 5 J. BANKR. L.
& PrAC. 211 (1996).

1380 3ee, e.9., James J. White, Absolute Priority and New Value, 8 COOLEY L. REv. 1 (1991)
(no efficiency or moral argument to support existence of new value exception); John D. Ayer,
Rethinking Absolute Priority After Ahlers, 87 MicH. L. Rev. 963 (1989); David A. Skeel, The
Uncertain State of An Unstated Rule: Bankruptcy’s Contribution Rule After Ahlers, 63 AM. BANKR.
L.J. 221 (1989) (new value exception should not be recognized; contribution rule creates incentives
for undesirable behavior); M.A. Garcia-Linares, Phoenix Mutual Life Insurance Co v. Greystone 111
Joint Venture: An Uncertain Fate for the New Value Exception to the Absolute Priority Rule, 67
TuL. L. REV. 312 (1992) (new value exception isjudicially created loophole and is obsolete under
Bankruptcy Code); Lawrence B. Gutcho, Real Estate Lenders and the Battle over “New Value,” 110
BANKING L.J. 423 (1993) (new value exception does not exist); Raymond T. Nimmer, Negotiated
Bankruptcy Reorganization Plans: Absolute Priority and New Value Contributions, 36 EMORY L.J.
1009 (1987) (no reason to protect shareholders' right to retain ownership interest in public company
over dissent of senior classes); JulieL. Friedberg, Wanted Dead or Alive: The New Value Exception
to the Absolute Priority Rule, 66 TEMP. L. REv. 893 (1993) (new value exception did not survive
enactment of 1978 Code).

18 This position reliesto some extent on legidative history. Under Chapter X, there was
no ability to waive application of the absolute priority rule. However, Chapter 11 of the Bankruptcy
Code permits classes to “waive’ application of the absolute priority rule by class vote, and thus
arguably need not provide anew value exception in anonconsensual plan. See Inre 203N. LaSalle
Partnership, Nos. 96-2137 & 96-2138, dip op., at 42 (7th Cir. Sept. 29, 1997) (Kanne, J. dissenting).

1382 See, e.¢., Kenneth N. Klee, Timbers, Ahlers & Beyond, 1989 ANN. SURV. BANKR. L.

1 (Pt.1); Linda J. Rusch, The New Value Exception to the Absolute Priority Rule in Chapter 11
Reorganizations: What Should the Rule Be? 19 Pepp. L. Rev. 1311 (1992) (new value is necessary
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equity contribution in areorganization effort can have asignificant impact on whether
anyone—debtor or creditor—preserves and captures going concern value. The job
preservation function of Chapter 11 also is enhanced by giving all comers, including
old equity, an opportunity to invest in a failing business to help it reorganize.***
Investment dollars are not always readily available for businesses in Chapter 11,
particularly for the smaller businesses that have restricted access to capital markets.
For small and family-owned businesses, the only access to needed capital may be
through the old equity owners. They know more about the business, and they often
are willing to pay more than others to help the business survive.

The Commission recommends that the statute explicitly recognize the new
value corollary to the absolute priority rule. The Commission believes that it would
be economically irrational to foreclose beneficial equity participation that often can
provide a valuable source of capita to help fund a business reorganization.
Significant benefits can be derived from new value contributions. Insmaller cases, the
potential to participate in areorganization can operate as an incentive for certain key
managers who are also shareholders to stay with the debtor during what islikely to
be the debtor’ s most difficult time. It may also induce former managers to come up
with fresh money sufficient to adequately capitalize the reorganized debtor. Inlarger
cases, negotiating in the backdrop of the new value exception might prevent debtors
from negotiating for plansthat |eave them overleveraged and undercapitalized, asure
recipe for plan failure.*®*

tool to negotiate consensual plan); Mark E. MacDonald and Sally A. Schreiber, Confirmation by
Cramdown Through the New Value Exception in Single Asset Cases, 1 AM. BANKR. INST. L. REv.
65 (1993) (allowance of new valuefostersgood policy by promoting reorganization); Richard Epling,
The New Value Exception: Is There a Practical, Workable Solution? 8 BANKR. DEV. J. 335 (1991);
Ralph A. Peeples, Staying In: Chapter 11, Close Corporations and the Absolute Priority Rule, 63
AM. BANKR. L.J. 65 (1989). See also In re EImwood Dev. Co., 182 B.R. 845, 852 (D. Nevada
1995), citing NLRB v. Bildisco & Bildisco, 465 U.S. 513 (1984); Coonesv. Mutua Life Insurance
of New York, 168 B.R. 247 (D. Wyo. 1994), aff’d, 56 F.3d 77 (10th Cir. 1995), citing In re Johnson,
101 B.R. 307 (Bankr. M.D. Fla. 1989).

1383 “1t makes no sense to suggest that the creditor body can sell the equity in the reorganized
debtor to anyone except the debtor’ s pre-petition equity holders. Such ablanket rule would, in fact,
doom many confirmable Chapter 11 plans, since, as a practical matter, the debtor’s pre-petition
equity holders may be the only persons who have any interest in buying the equity.” In re SM 104
Ltd., 160 B.R. 202, 225 (Bankr. S.D. Fla. 1993), citing Elizabeth Warren, A Theory of Absolute
Priority, 1991 ANN. SURV. AM. L. 9. “The fact that former partners may be among the successful
biddersis asirrelevant as the fact that former creditors may be among the successful bidders.” In
re Overland Park Merchandise Mart Partnership, Ltd., 167 B.R. 647, 662 (Bankr. D. Kan. 1994)
(denying confirmation on other grounds).

1384 See Lynn M. LoPucki & William C. Whitford, Bargaining Over Equity’s Share in the
Bankruptcy Reorganization of Large Publicly Held Companies, 139 U. Pa. L. Rev. 125 (1990)
(frequent reason for postconsummation failureisthat businessesare overleveraged ascompared with
industry standards).

554



Chapter 2: Business Bankruptcy

Concerns about valuation and exclusive bidding rights are legitimate, but
need not lead to an unduly restrictive rule that may force some otherwise viable
businesses into liquidation. Instead, the Commission also recommends a significant
additional condition: exclusivity should be lifted as of right whenever a debtor seeks
to confirm a cramdown plan under section 1129(b)(2)(B)(ii) that uses equity
contributions from former equity holdersin itsfinancing. Not only would the debtor
need to satisfy the Case v. Los Angeles Lumber Products requirements currently used
by courtsto determine whether prepetition equity holders have offered necessary and
sufficient new valuein exchange for their interests, but unsecured creditor cramdown
plans would be exposed to the marketplace to satisfy concerns about undervaluation
and the value of exclusivity.”®®* The best way to accomplish this marketplace
validation of value isto permit other parties to propose plans of reorganization that
may garner creditor support to compete when the debtor moves for confirmation of
an unsecured creditor cramdown plan. The Proposal is designed to maintain the
balance between the need for capital to preserve the business and its going concern
value and the need to increase the certainty that old equity pays a market price for
whatever ownership it buysin the reorganized company. Old equity would be treated
like any other investor and the process would welcome the capital needed to
reorganize, so long as any purchaser had the same opportunity to propose an
alternative plan.

Thenotion that atermination of exclusivity might accompany adebtor’ smove
to cram down a plan is not completely foreign.’** Courts already are permitted to
shorten the exclusivity periods for cause and even in the absence of a specific
provision, several courts have suggested that the Proposal of a new value plan might
congtitute such cause.’® A mandatory exclusivity termination provison will

13 See Richard L. Epling, The New Value Exception: Is There a Practical Workable
Solution? 8 BANKR. DEV. J. 335 (1991); Kenneth N. Klee, Cram Down Il, 64 AM. BANKR. L. J. 229,
232 (1990). Bruce A. Markell, Owners, Auctions and Absolute Priority in Bankruptcy
Reorganizations, 44 STAN. L. REV. 69, 72, 73 (1991) (auction theory and reorganization practice
both demonstratethat presence of competitivebiddersincreasescreditor dividends, and former owner
involvement evidences confidence that debtor has positive value); Edward S. Adams, Toward A New
Conceptualization of the Absolute Priority Rule and its New Value Exception, 1993 DET. C.L. REV.
1445, 1486 (proper valuation benefits from third party bids to compete with debtor’s bids, thus
debtor’ sright to exclusivity should be eliminated in context of cramdown plans).

138 «111f aconfirmable plan may be reached only through the termination of the exclusivity
period, such a measure should find ample justification in the policy as well as the test of the
Bankruptcy Code.” In re Homestead Partners, Ltd.,197 B.R. 706, 714 (Bankr. N.D. Ga. 1996), citing
United Sav. Ass'n v. Timbers of Inwood Forest Assocs. Ltd., 484 U.S. 365 (1988) (remaining
citations omitted). See also Richard L. Epling, The New Value Exception: Is there a Practical
Workable Solution? 8 BANKR. DEV. J. 335 (1991) (Caode should clarify that plan can include new
value contribution from old equity if debt, equity, and third parties have subscription rights).

1387 See 11 U.S.C. § 1121(c) (1994); see also In re Homestead Partners, Ltd.,197 B.R. 706
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substantialy restrict a debtor’ s opportunity to shield itself from creditors who place
different valuations on the reorganized business.

Practically speaking, when a debtor sought confirmation, the confirmation
process would stop to give any party eligible under section 1121 an opportunity to
propose its own plan. The proposing party would have sufficient time to negotiate,
solicit votes, and craft a competing plan. Through this mechanism, any party in
interest who believed that the value of the enterprise was higher than the equity
holders assessment would have the opportunity to challenge the valuation in the most
concrete way: the party could seek outside financiers or put up its own money to buy
the equity stake in the business. Y et, because exclusivity on this basis would not be
terminated until the debtor affirmatively sought confirmation of a new value
unsecured creditors cramdown plan, this Proposal would not curtail the opportunity
or lessen the incentives of the partiesto bargain for aconsensual plan.***® During the
period of exclusivity, a debtor could propose a new value plan to seeif it would be
sufficiently attractive to the creditors to pass consensually. If it could not muster
sufficient support for such a plan, the debtor would have several choices: it could
attempt to put together a different consensua plan, it could modify the plan so that
it did not involve the new value exception and cram down the modified plan, or it
could move for cramdown on the new vaue plan and forfeit the exclusive right to
propose the terms of ownership. Under the latter scenario, parties in interest who
believed that equity was seizing value would be free to propose competing plans. In
al cases, the parties would have every incentive to continue to try to develop a
consensua plan. For this reason, the Proposal would not require termination of
exclugivity in specific cases when a debtor proposed a new value plan because that
timing would not provide ample opportunity to solicit creditor votes and confirm a
consensual plan. Only if the unsecured creditors voted “no” and the debtor sought
to cramdown under section 1129(b)(2)(B)(ii) would the termination requirement

apply.

Because prepetition equity holders would not have an exclusive right to bid
on the equity in the reorganized debtor, this Proposal should alleviate the concerns
of those who believe retention of a preemptive right to bid for the equity of the
reorganized debtor is, itself, property impermissibly retained by the former owners of

(Bankr. N.D. Ga. 1996); In re SM 104 Ltd., 160 B.R. 202 (Bankr. S. D. Fla. 1993). Accord Edward
S. Adams, Toward a New Conceptualization of the Absolute Priority Rule and its New Value
Exception, 1993 DET. C.L. Rev. 1445, 1486.

1388 Even when exclusivity islifted, competition does not preclude a consensual plan. When
the court in In re New Valley Corp., 168 B.R. 82 (Bankr. D.N.J. 1994) declined to extend
exclusivity, separate plans were filed by the debtor, secured creditors committee, unsecured
creditors’ committee, and equity holders. Equity held out the longest, but parties reached agreement
the night before the confirmation hearing and the court confirmed a consensual plan.
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the debtor on account of their prior ownership.’** At the same time, the bidding
processwould assist thejudgein determining whether prepetition equity holderstruly
are offering afresh contribution of assetsthat isequivaent in valueto theinterest they
expect to receive. The fundamental goal of the Commission’ s Proposal isto refinethe
rules to maximize the value of reorganizing enterprises to benefit creditors,
employees, shareholders, and the economy at large. Significantly, the process
envisioned by this Proposal would offer enhanced protection against undervaluation
to creditors as compared to what they currently receive in courts that recognize the
new value exception but do not require any exposure to the marketplace.

The Need for Clarification - The Legal Debate. As mentioned earlier, the
debates over a new value exception to absolute priority began with the adoption of
the new bankruptcy statute in 1978. Many courts presumed that the pre-Code
parameters of “fair and equitable,” including the new value exception, remained in
effect,®* evidenced by the fact that two circuit court of appeals decisions, Potter
Material Service®* and U.S. Truck,% had affirmed the confirmation of new value
plans. Thispresumptionwasundermined by the Supreme Court’ sdecisionin Norwest
Bank Worthington v. Ahlers, which included a footnote that expressy reserved the
guestion of whether the new value exception survived the enactment of the 1978

13 gee, e.g., Travelersns. Co. v. Bryson Properties, XV1I1, 961 F.2d 496 (4th Cir.), cert.
denied, 506 U.S. 866 (1992); In re BMW Group | Ltd., 168 B.R. 731, 735 (Bankr. W.D. Okla
1994); In re Krisch Realty, 174 B.R. 914 (Bankr. W.D. Va. 1994); In re Ropt Ltd. Partnership, 152
B.R. 406, 412 (Bankr. D. Mass. 1993); In re Bjolmes Realty, 134 B.R. 1000 (Bankr. D. Mass. 1991);
In re Trevarrow Lanes, Inc., 183 B.R. 475 (Bankr. E.D. Mich.1995)(absolute priority rule violated
if others are not offered opportunity to purchase debtor’s stock); accord, In re Graphic
Communications, Inc., 200 B.R. 143 (Bankr. E.D. Mich. 1996).

1303ee, e.g., TeamstersNational Freight Indus. Negotiating Comm. v. U.S. Truck Co., 800
F.2d 581 (6th Cir. 1986); In re Potter Material Serv., Inc., 781 F.2d 99 (7th Cir. 1986); In re
Sawmill Hydraulics, Inc., 72 B.R. 454, 456 (Bankr. C.D. Ill. 1987); In re Marston Enters., Inc., 13
B.R. 514, 518 (Bankr. E.D.N.Y. 1981); In re Eaton Hose and Fitting Co., 73 B.R. 139 (Bankr. S.D.
Ohio 1987); In re Raberts Rocky Mountain Equip. Co., 76 B.R. 784 (Bankr. D. Montana 1987); In
re Landau Boat Co., 13 B.R. 788 (Bankr. W.D. Missouri 1981). But see In re Pine Lake Village
Apt. Co., 19 B.R. 819 (Bankr. S.D.N.Y. 1982) (equity participation violated absolute priority rule,
with no mention of new value exception), reh’g denied, 21 B.R. 478 (Bankr. S.D.N.Y. 1982).

31 In re Potter Materia Serv., Inc., 781 F.2d 99 (7th Cir. 1986) (upholding confirmation
of new value plan plan for small, closely-held building supplies and materials business in which
shareholder offered to infuse approximately $35,000 and renew $600,000 personal guaranty).

1392 In re U.S. Truck Co., 47 B.R. 932 (E.D. Mich. 1985), aff’d, 800 F.2d 581 (6th Cir.

1986)(upholding confirmation of plan for automotive parts and supplies shipping business that
entailed $100,000 contribution in exchange for 200% ownership).
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Code.®* Thus, the Supreme Court essentially invited all courts to make an inquiry
into whether the new value exception was a viable part of the law.***

The two courts of appeals that have ruled squarely on the issue since Ahlers
both have held that the doctrine survived. In Bonner Mall, the Court of Appealsfor
the Ninth Circuit held that the new value exception survived enactment of the
Code.** The Ninth Circuit reaffirmed this conclusion four years later in Ambanc La
Mesa Limited Partnership.*** InBonner Mall, acreditor sought to lift the automatic
stay, arguing that the debtor could not confirm a plan of reorganization because the
debtor had no funding options other than an infusion of capital from the old equity
owners which, the creditor argued, would violate the rule of absolute priority.**’
When it ruled that lifting the stay was inappropriate, the Ninth Circuit reviewed the
absolute priority rule and its new value exception. The court noted that "the doctrine
is not actually an exception to the absolute priority rule but is rather a corollary
principle, or, more simply a description of the limitations of the rule itself. Itis. ..
the set of conditions under which former shareholders may lawfully obtain a priority
interest in the reorganized venture."***® The court cited with approval the Case v. Los
Angeles Lumber criteria as developed in pre-Code case law. The Supreme Court

133 Norwest Bank Worthington v. Ahlers, 485 U.S. 197 (1988). The Supreme Court
reversed the decision of the Court of Appeals for the Eighth Circuit that upheld confirmation of a
plan allowing family farm ownersto retain their equity interest in exchange for future contributions
of "labor, experience, and expertise” in the farm enterprise. The Supreme Court went only so far
asto say that a pledge of future serviceswould not have qualified for the new value exception in any
event and stated in a footnote that it was not deciding whether the new value exception survived
enactment of the 1978 Code. “[O]ur decision today should not be taken as any comment on the
continuing vitality of the Los Angeles Lumber exception . . . . Rather, we simply conclude that even
if an <infusion-of-money-or money’ s-worth’ exception to the absolute priority rule has survived the
enactment of Section 1129(b), respondents’ proposed contribution to the reorganization plan is
inadequate to gain the benefit of this exception.” Id. at 203, n.3.

1394 See John D. Ayer, Rethinking Absolute Priority After Ahlers, 87 MicH. L. REv. 963
(1989) (tracing history of and concluding that new value exception was not justified); Kenneth N.
Klee, Cram Down 1l, 64 AM. BANKR. L J. 229 (1990) (both courts and academics are split on the
survival of the new value exception in light of Ahlers).

3% In re Bonner Mall Partnership, 2 F.3d 899, 906 (9th Cir. 1993), cert. granted, 114 S.
Ct. 681 (1994), motion to vacate denied and dismissed as moot, 115 S. Ct. 386 (1994).

3% In re Ambanc La Mesa Ltd. Partnership, 115 F.3d 650 (9th Cir. 1997).

1397 Bonner Mall, 2 F.3d at 906.

3% |d. Conversdly, had Congress omitted the "on account of" language, this would have
indicated intent to prohibit former equity ownersfrom receiving or retaining property in cramdown

plans. See Dewsnup v. Timm, 502 U.S. 410 (1992) (emphasizing reluctance to overturn pre-Code
practice in absence of explicit Congressional instruction).
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agreed to review the Bonner Mall decision, which would havelaid thisdisputeto rest,
but the parties settled the case and therefore the appeal was dismissed as moot.**
At the very least, the Bonner Mall decision settled the uncertainty among the courts
inthe Ninth Circuit, wheretrial courts had issued conflicting rulings on the subject.**®

The Court of Appeals for the Seventh Circuit held in 204 N. LaSalle Street
Partnership that the new value corollary is viable, and is the first circuit court to
uphold confirmation of an unsecured creditor cramdown new value plan.** The
court reasoned that old equity holders making new contributions do not retain
interests “on account of” their prior interests in violation of the absolute priority
rule.**? |n discussing policy considerations and legidative choices, the court stated
that “the new value corollary has been a major source of funding in reorganizations
for the past fifty years,” and that Congress would have spoken more explicitly had it
intended to change this economic policy.**®®* One judge dissented and opined that the
language of section 1129(b) plainly did not provide for a new value exception to the
absolute priority rule.**® The majority decision further upheld the bankruptcy court’s
findings that the owners offered a contribution of new capital in money or money’s
worth that was necessary for the success of the plan and reasonably equivalent to the
interest obtained in the reorganized debtor. ™%

This decision brought an end to a series of decisions issued by the Seventh
Circuit that discussed but did not rule on the viability of the new value exception
because it would not have been satisfied in any event. Four of these decisions had
suggested that the new value exception survived,**® while one had taken a contrary

139115 S. Ct. 386 (1994).

140 gee, e.9., Inre A.V.B.I., Inc,, 143 B.R. 738 (Bankr. C.D. Cal. 1992) (exception dead);
Inre F.A.B.Ind., 147 B.R. 763 (C.D. Cal. 1992) (exception lives); In re Outlook/Century Ltd., 127
B.R. 650 (Bankr. N.D. Cal. 1991) (exception dead); In re Triple R Holdings, L.P., 134 B.R. 382
(Bankr. N.D. Cal. 1991) (exception lives), rev’d, 145 B.R. 57 (N.D.Cal. 1992).

101 In re 203 N. LaSalle St. Partnership, Nos. 96-2137& 96-2138, dlip op. (7th Cir. Sept.
29, 1997).

1402 1d, at 17.

1403 1d, at 20.

1404 1d. at 30 (Kanne, J. dissenting).

105 1d, at 23.

1406 In re Stegall, 865 F.2d 140 (7th Cir. 1989) (family farm case); In re Snyder, 967 F.2d

1126, 1129 (7th Cir. 1992) (family farm case); In re Woodbrook Assocs., 19 F.3d 312, 320 (7th Cir.
1994) (single asset real estate case); In re Wabash Valley Power Ass'n, 72 F.3d 1305 (7th Cir. 1995)
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view and had exhibited strong skepticism about the viability of the new vaue
exception. o’

No circuit other than the Ninth and the Seventh has addressed the issue
directly since Ahlers. The Court of Appealsfor the Eighth Circuit made statements
in family farm cases suggesting that it continued to presume that the new value
exception was viable.!*® The Court of Appeals for the Fourth Circuit in Bryson
Properties expressed concern that new value exception would grant an exclusive
bidding right to the debtor, but did not base its decision on thisissue.’*® The Tenth
Circuit Court of Appeals aso has addressed a new value plan without actualy
deciding whether the doctrine survives.**® The Court of Appealsfor the Fifth Circuit

(energy cooperative association case) .

407 Kham & Nate's Shoes No. 2, Inc. v. First Bank of Whiting, 908 F.2d 1351 (7th Cir.
1990) (small business), reh’g denied en banc, 1990 U.S. App. Lexis 15618.

14%8 |n re Blankenmeyer, 861 F.2d 192 (8th Cir. 1988). Family farm owners proposed to
retain an interest in their farm without satisfying their mortgagee’'s deficiency claim in full. The
bankruptcy court denied confirmation and the district court affirmed. The Eighth Circuit affirmed
and stated that the debtor failed to show that the “junior class contributed something reasonably
compensatory and measurable to the reorganization enterprise.” 1d. at 194. The court cited Ahlers
only for a basic statement of the fair and equitable requirement. Likewise, in Anderson v. Farm
Credit Bank of St. Paul, 913 F.2d 530 (8th Cir. 1990), farm owners proposed a similar plan. The
debtor testified that retaining the land was necessary to a successful reorganization and that her
relatives would provide a small amount of new capital. Id. at 532. The bankruptcy judge lifted the
automatic stay and the district court affirmed for failure to show a realistic prospect of
reorganization. TheEighth Circuit agreed, but al so stated, with apparent approval, that “the district
court recognized the continuing validity of the ‘new value' exception to the absolute priority rule,
but concluded the Andersons’ vague testimony concerning the contribution by unnamed rel atives of
an unspecified amount of money wasinsufficient to meet their burden of showing acontribution that
was reasonably compensable and measurable,” and cited Ahlers and Blankenmeyer for this general
proposition. Id. at 532-533. Cf. In re Lumber Exch. Bldg. Ltd. Partnership, 968 F.2d 647 (8th Cir.
1992) (affirming bankruptcy court’sdismissal of case on different grounds, but silent on bankruptcy
court’s holding that new value exception had no force under Code).

4% In re Bryson Properties, X V111, 961 F.2d 496 (4th Cir. 1992), cert. denied, 506 U.S. 866
(1992). The court expressed concern that equity participation entailed an exclusive right to bid,
which could be construed as an impermissibly-retained property right in contravention of the
absolute priority rule. The court went on to say, however, that even if the new value exception did
exist, “it would not be so expansive as to apply under the facts of thiscase. . . . Here, the debtors
have carried their opportunity for self-dealing too far.” Id. at 505.

1410 In re Drimmel, 987 F.2d 1506 (10th Cir. 1993). The Tenth Circuit affirmed a
bankruptcy court’s denial of confirmation of the farm owners' new value plan. The bankruptcy
court had held that the debtors did not prove their new contribution would have qualified, but more
importantly, the new value exception did not survive the Code’ s enactment. Without taking any
position on the bankruptcy court’ slatter holding, the Tenth Circuit merely ruled that the debtors had
not provided sufficient proof that they fulfilled the Los Angeles Lumber requirements. Id. at 1510.

560



Chapter 2: Business Bankruptcy

ruledin Greystone that the new val ue exception did not survive enactment of the 1978
Code, but on reconsideration the Fifth Circuit withdrew that portion of the
opinion. ™

Without definitive guidance available outside of the Ninth and Seventh
Circuits on whether nonconsensual new value can be “fair and equitable,” lower
courts in other circuits have adopted their own anayses. A recent trend among
bankruptcy and district courts is an a@most uniform recognition of the new value
exception.*?> Some bankruptcy and district courts have held that the new value
exception did not survive enactment of the 1978 Bankruptcy Code, although some of
these decisions were negated by the Ninth Circuit’s Bonner Mall decision.***

11 1n re Greystone 11 Joint Venture, 995 F.2d 1274 (5th Cir. 1991), cert. denied, 506 U.S.
821 (1992).

1412 Every one of the last thirteen published decisions dealing with confirmations of
cramdown plans using the new value exception to the absol ute priority rule (about ayear’s worth of
cramdown confirmati on opinions) recognized the continuing viability of the new valueexceptionand
applied some version of the Case v. Los Angeles Lumber requirements, although only three plans
were confirmed. Overall, of the 126 opinions published since the United States Supreme Court made
an ambiguous statement regarding the continued validity of the absolute priority rule in Norwest
Bank Worthington v. Ahlers, 485 U.S. 197 (1988) (expressly reserving question of whether new
value exception survived enactment of 1978 Cade), only 11 have confirmed new val ue plans without
being reversed or vacated. J. Ronald Trost, Jodl G. Samuels, & Kevin T. Lantry, Survey of the New
Value Exception to the Absolute Priority Rule and the Preliminary Problem of Classification, printed
in materials for New York Univ. School of Law Workshop on Bankruptcy and Business
Organizations X X111, 1102 (August 26-28, 1997). See also In re Beauchesne, 209 B.R. 266 (Bankr.
D. N.H. 1997); In re Way Apartments, D.T., 201 B.R. 444 (N.D. Tex. 1996); In re Misson Heights
Investors Ltd. Partnership, 202 B.R. 131 (Bankr. D. Ariz. 1996); BT/SAP v. Coltex Loop Centr.
Three Partners, 203 B.R. 527,535 (S.D.N.Y . 1996); In re Grandfather Mountain Ltd, 207 B.R. 475,
492 (Bankr. M.D.N.C. 1996); In re Graphic Communications, Inc., 200 B.R. 143, 150 (Bankr. E.D.
Mich. 1996); In re Homestead Partners, Ltd., 197 B.R. 706, 716 (Bankr. N.D. Ga. 1996). See also
In re Bonner Mall Partnership, 2 F.3d 899 (9th Cir. 1993), motion to vacate denied and cert.
dismissed, 513 U.S. 18 (1994); In re Sovereign Group 1985-27, Ltd., 142 B.R. 702, 709 (E.D.
Pa.1992); In re Waterville Valley Town Square Assoc., 208 B.R. 90 (Bankr. D.N.H. 1997); In re
Applied Safety, Inc., 200 B.R. 576 (Bankr. E.D. Pa. 1996); In re Gramercy Twins Assocs., 187 B.R.
112 (Bankr. S.D.N.Y. 1995);In re Haskell Dawes, Inc., 199 B.R. 867, 871-72 (Bankr. E.D. Pa.1996);
In re Union Meeting Partners, 165 B.R. 553 (Bankr. E.D. PA. 1994), aff’d, 52 F.3d 317 (3d
Cir.1995); In re Wynnefield Manor Assocs,, L.P., 163 B.R. 53, 56 (Bankr. E.D. PA. 1993); In re SM
104 Ltd., 160 B.R. 202 (Bankr. S.D. Fla.1993); S.A.B.T.C. Townhouse Ass n Inc., 152 B.R. 1005,
1008 (Bankr. M.D. Fla.1993); In re 222 Liberty Assocs., 108 B.R. 971, 983-85 (Bankr. E.D.
Pa.1990).

1413 See, e.g., Inre A.V.B.I., Inc., 143 B.R. 738, 741 (Bankr. C.D. Cal. 1992) (consensual
new value plans should be encouraged, but statutory language and legislative history reveal that new
value exception was omitted intentionally from § 1129(b)), In re Bonner Mall, 2 F.3d 899 (9" Cir.
1993) cert. granted 114 S.Ct. 681 (1994); In re Outlook/Century, Ltd., 127 B.R. 650, 656 (Bankr.
N.D. Cal. 1991) (plain language precludes new value exception), overruled by Bonner Mall, supra;
In re Lumber ExchangeLtd. Partnership, 125 B.R. 1000 (Bankr. D. Minn.) (granting relief from stay
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A recommendation to settle the long-debated question on the new vaue
exception would benefit the collective negotiation process. Extensivejudicial efforts
have been expended for little gain. With a statutory clarification, litigation and the
attendant costs and delays could be reduced, and parties could negotiate for out-of -
court settlements with greater certainty and speed. While litigation cannot be
completely avoided in confirmation of a cramdown plan, it should focus on the plan,
not on legal rules that should be settled at a policy level.

The Proposal adds an important restriction that goes beyond the requirements
imposed by the Ninth and Seventh Circuits and many lower court decisions, thereby
requiring that any new value plan be exposed to the marketplace to test its valuation.
As stated previously, aprimary source of concern about the new value exception has
been the lack of competition in the process. This Proposa should assuage the
concerns of courts and commentators that the new value exception would permit
insdersto acquire the “going concern” value of the debtor in an exclusive private sale
when the sellers, the impaired creditor classes, do not like the proposed purchase
terms.** Through lifting exclusivity, the Commission seeks to provide additional
assurancethat unsecured creditor cramdown planswill not transfer valueto old equity
for less than full consideration in contravention of the absolute priority rule.

Lifting Exclusivity versus Equity Auctions. In an effort to eliminate what is
perceived asthe old equity holders' exclusiveright to bid, some courts have endorsed
or ordered auctions of the debtor’s equity, where anyone can bid.**> The difficulty
with the auction approach is that it divests the court of its own independent review
of the factors required for confirmation of a new value plan and requires establishing

for lack of likelihood of confirmation, holding that new value exception had no force under Code),
aff’d, 134 B.R. 354 (D. Minn. 1991), aff’d, 968 F.2d 647 (8th Cir. 1992) (not addressing absolute
priority or new value issues); In re Winters, 99 B.R. 658, 663 (Bankr. W.D. Pa. 1989) (“Congress
with apparent deliberation did not mention “infusion of new capital” as a consideration in applying
the fair and equitable test” when it changed to class voting); In re Ribs Auto Sales, Inc., 140 B.R.
390 (Bankr. E.D. Va. 1992) (stating in dictum that there is no exception to absolute priority rule);
In re Rudy Debruycker Ranch, Inc., 84 B.R. 187 (Bankr. D. Mont. 1988); In re MaropaMarine Sales
Serv. & Storage, Inc., 90 B.R. 544 (Bankr. S.D. Fla. 1988).

141 In re Bryson Properties XVI11, 961 F.2d 496, 504 (4th Cir.) (partners inappropriately
would receive exclusive bidding right), cert. denied, 506 U.S. 866 (1992).

1415 In re Homestead Partners, Ltd., 197 B.R. 706 (Bankr. N.D. Ga. 1996) (endorsing equity
auction); In re Hickey Properties, Ltd., 181 B.R. 171 (Bankr. D. Vt., 1995) (plan must provide for
sale of equity interest to highest bidder at auction); In re Overland Park Merchandise Mart
Partnership, 167 B.R. 647 (Bankr. D. Kan. 1994) (auctioning of controlling share of equity
acceptable, but minimum bid insufficient); In re Ropt Ltd. Partnership, 152 B.R. 406 (Bankr. D.
Mass. 1993) (ordering equity auction); In re Bjolmes Redlty Trust, 134 B.R. 1000, 1010-1012
(Bankr. D. Mass. 1991) (ordering equity auction). But see SM 104 Ltd.,160 B.R. 202, 226 (Bankr.
S.D. Fla. 1993) (equity auction unrealistic due to thin market and securities regulations).
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an auction process and reorgani zation plan format acceptabl e to the debtor aswell as
to potential bidders. The debtor can structure the terms of the auction to advantage
old equity. If no one bids at the auction except the debtor, the debtor’s bid is
accepted. Auctions, without more, do not eliminate the possibility of self-dealing.

The Commission does not endorse the equity auction approach because
terminating exclusivity is a preferable method of exposing the debtor to the market.
Lifting exclusivity maintains a relationship between equity and creditors that is more
in keeping with the rules of absolute priority because the court retains a significant,
independent role in reviewing the debtor’ s new value plan: the plan must satisfy the
Case v. Los Angeles Lumber Products factors, including the requirement that the
price paid is reasonably equivaent to the value received.'***  Permitting others to
propose a plan of reorganization, as the Commission proposes, is superior to an
equity auction because it protects creditors in two ways, in effect: market exposure
in afunctioning market, and court review in the absence of a market.

Lifting Exclusivity versus Credit Bidding. Other courts and commentators
have recommended the expanded use of credit bidding, particularly in the context of
single asset real estate cases in cramdown plans. In effect, a secured creditor could
bid in any amount up to the face value of its claim for the business. This approach has
several problems. First, there is no reason to believe that a credit bid bears any
relation to the actual value of the property. If a creditor holding a secured claim
concludes either that the unsecured portion of its claim is unlikely to be paid by the
estate or if the creditor decides it prefers to foreclose on the property rather than
permit the debtor to reorganize, the creditor will bid the full amount of the claim,
irrespective of the value of the collateral. Second, because a single secured creditor
is not likely to have a security interest in the entire business, any creditor that is
permitted to obtain the entire business based on a credit bid for only some of the
assetswill be able to capture going concern value in excess of what otherwise would
be the creditor’s allowed secured clam. That value should be distributed to the
unsecured creditors. The use of credit bidding in cramdown planswould significantly
redistribute power away from unsecured creditors, equity holders and debtors and
toward a single secured creditor.

Evenwithout credit bidding, asecured creditor still hasasignificant advantage
in bidding for property. The vaue of any bid—including the secured creditor’s
bid—will be distributed back to the secured party. The important point, however, is
that whatever is bid in excess of the value of the collateral is available either for
distribution to the unsecured creditors or is a contribution of new capital to maintain
operation of the business. Prohibitions on credit bidding simply mean that the secured

1416 See generally Nicholas L. Georgakopoulos, New Value, Fresh Start, 3 STAN. J. L. Bus.
& FIN. (1997) (if no outsiders bid at auction, only bidder who appreciatesfirm’ sgoing concern value
may be old equity holder).
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creditor will not be permitted to bid the unsecured portion of its debt for full value,
which puts the unsecured debt of a secured creditor on par with the unsecured debt
of all other creditors.

Credit bidding violates the principle of equality of distribution among all
legally similar creditors. It also undercuts reorganization efforts because it provides
the leverage to a secured creditor, by virtue of its unsecured portion of debt, to seize
any businessin which it isnot paid in full. This essentially eviscerates the ability to
confirm a cramdown plan over the objection of a secured creditor.

Applicability to Large and Small Cases Alike. The Supreme Court originally
enunciated the absolute priority rule and the new value exception in the context of
equity receiverships and railroad reorganizations because of concerns that
management and shareholders would squeeze out intermediate level creditors and
misallocate value.**” By contrast, the legal development of the new value exception
under the Bankruptcy Code has been shaped primarily by small Chapter 11 cases,
such as family farms, other small businesses, and single asset real estate ventures.
This is particularly ironic given the fact that the Bankruptcy Act of 1898 did not
impose the absolute priority rule in Chapter X1 cases because small businesses were
not expected to be able to reorganize without full participation by old equity.
Because small business owners and their managers frequently are one and the same
in small business cases, the absolute priority rule was deemed inapplicable.*'®

The concerns involved in the reorganization of the typical small businessin
financia trouble are far removed from the issues facing today’ s Chapter 11 debtor.
Y esterday’ sconcernswith absolute priority in largerailroad equity receivership cases
have evolved to becometoday’ sfocus on general concerns about whether potentially
nonviable small entities can and should be pushed out of Chapter 11 quickly. Small
business and single asset cases undoubtedly should be scrutinized carefully, like al
bankruptcy cases, but a strict interpretation of the absolute priority rule may be too
blunt an instrument to do so. Broader economic and socia policy do not support
foreclosing any possibility of reorganizing a family farm or a “mom-and-pop” store
by permitting its owners to make new contributions and to retain ownership.

1417 See Northern Pacific Ry. v. Boyd, 228 U.S. 482 (1913); Kansas City Termina Ry. Co.
v. Central Union Trust Co., 271 U.S. 445, 455 (1926); Douglas G. Baird & Thomas H. Jackson,
Bargaining After the Fall and the Contours of the Absolute Priority Rule, 55 U. CHI. L. Rev. 738
(1988); John D. Ayer, Rethinking Absolute Priority After Ahlers, 87 MICcH. L. REV. 963, 969 (1989).

1418 “I1]1n recognition of the fact that prior owners may sometimes be the best ‘buyers' of a
reorganized corporation, courts are reluctant to squeeze the old owners out entirely ... This
reluctance is especially evident when the debtor is a closely held corporation or a sole
proprietorship.” In re Wabash Valley Power Ass'n, 72 F.3d 1305 (7th Cir. 1995).
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By putting forth the general principlethat continued involvement of old equity
isnot precluded per se in nonconsensual plans, while ensuring adequate valuation and
the opportunity for competition, the proposed ruleswill provide appropriate guidance
in both large and small cases for fair and balanced negotiations.

Competing Considerations. The Commission’s Proposal gives creditors the
tools to guard their rights by enabling them to propose or support competing plans.
In addition, creditorswill continue to enjoy the protection of court review of plansto
determine equivalence of value received. However, the Proposal does not guarantee
additional affirmative protection in the event that creditors reject a competing plan.
Other creditors might not endorse a competing plan that properly valuesthe business.
In such acase, the Proposal does not eliminate all risk of equity undervaluation. This
problem is more acute whenever creditors areinactive or poorly informed. Whilethe
Proposal constricts, rather than expands, adebtor’ spowersunder current law in many
courts, some might argue that these constrictions may be inadequate to balance the
rights of the parties.

Because the proposed changeswould affect plan negotiations, some might be
concerned that old equity holders may be the new hold-outs and threaten to foil a
consensua plan unless the creditors permit equity holders to participate in the
reorganized entity. To the extent that the proposed provisions legitimize the
negotiating leverage of old equity holders, they might allow them to take something
from the reorganization at the expense of unsecured creditors.

Of course, the possibility of equity exercising hold-out leverageto participate
in a reorganization exists under current law.*® As several studies indicate,
consensual reorganization plans for publicly traded companies routinely are not in
accord with the absolute priority rule.**® These studies show that in efforts to avoid

1419 Gee, e.g., Lucian Bebchuk, A New Approach to Corporate Reorganizations, 101 HARV.
L. Rev. 775, 780 (1988) (noting deliberate deviation from entitlements when equityholders use
power to delay to extract plan giving them morethan value to which they are entitled., even when
creditors are entitled to all reorganization value), citing J. Ronald Trost, Corporate Bankruptcy
Reorganization: For the Benefit of Creditors or Stockholders?, 21 UCLA L. Rev. 540, 550 (1973).

14201 ynn M. LoPucki & William C. Whitford, Patterns in the Bankruptcy Reorganization
of Large, Publicly Held Companies, 78 CORNELL L. Rev. 597, 611 (1993); Lawrence A. Weiss,
Bankruptcy Resolution: Direct Costs and Violation of Priority of Claims, 27 J. FIN. ECON. 285
(1990) (inreview of 37 publicly held companies, strict priority of claims was violated in 29 cases);
Allan C. Eberhart, Security Pricing and Deviations from the Absolute Priority Rule in Bankruptcy
Proceedings, 45 J. FIN. 1457 (1990) (of 24 publicly held corporations in bankruptcy with creditor
deficit, shareholdersin 23 of cases received paymentsin violation of absolute priority rule); Julian
R. Franks & Walter N. Torous, An Empirical Investigation of U.S. firms in Reorganization, 44 J.
FIN. 747 (1989) (payments to shareholders in excess of what they would receive under absolute
priority ruleis essentially purchases by creditors of shareholders' option to delay reorganization and
impose future legal and administration costs on creditors).
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thelitigation and other costs associated with acramdown, debtorsand creditorsagree
to give some value to old equity holders to obtain affirmative votes, even though
equity is without value and should be wiped out. This often requires that equity be
paid its nuisance value. Some might question whether the Commission’s Proposal
unfairly increases the leverage of the equity holders. If old equity holders actually
invoke the new value exception, they will have to provide new value. In most of the
publicly held casesrecently studied, old equity hastried to maximizeitshold-up value,
but has not offered additional new value. Thus, at least in the context of the widely
held publicly traded debtor, this Proposal is unlikely to change negotiating positions
based on hold-out powers.

Some argue that deviations from absolute priority are too costly and result in
increases in the cost of borrowing, on the theory that lenders adjust their rates to
reflect the fact that equity may capture some value that would otherwise belong to
them. A related argument is that failure to enforce absolute priority will affect
investment decisions, driving up the cost of capital and distorting all ocations between
equity, secured debt, and unsecured debt.’**  While these arguments are based on
perfect market theoriesthat may or may not be sound in practice, the concerns should
be minimized or eliminated by the termination of exclusivity in cramdown cases so
that the market can determine any value to be exchanged in return for ownership of
the post-reorgani zation debtor. So long asthe company isnot undervalued, there has
been no distortion created by diversion of value from one holder to another. Of
course, when creditors fail to monitor their own interests, there is risk of
undervaluation. A rule that flatly precludes old equity from making post-filing
contributions likely would result in more liquidations, which yield a loss of going
concern value and may do more long-term injury to all creditor interests, which, by
the same market-based reasoning, would increase the overall cost of capital.

Others might argue that a new value exception no longer is necessary to
constrain theextraordinary holdout power of individual creditorsbecausethe absolute
priority rule applies only to dissenting classes rather than to al classes'* This
argument rests on the premise that the calculation of an alowed secured claim,
adequate protection, and the provisions of sections 1123 and 1129 give inadequate
power to creditors. However, the question is not just one of debtor versus creditor,
but also creditor versus creditor and even community versus creditor. The policy
decision supporting bankruptcy reorganizations for the benefit of both debtors and

1421 See generally Robert K. Rasmussen, The Ex Ante Effects of Bankruptcy on Investment
Incentives, 72 WASH. U. L.Q. 1159 (1994); Alan Schwartz, The Absolute Priority Rule and the
Firm’s Investment Policy, 72 WAsH. U. L. Q. 1213 (1994); Barry E. Adler, Bankruptcy and Risk
Allocation, 70 CORNELL L. Rev. 439 (1992).

1422 See J. Ronald Trost, Corporate Bankruptcy Reorganizations: For The Benefit of
Creditors or Shareholders?, 21 UCLA L. Rev. 540, 550-51 (1973).

566



Chapter 2: Business Bankruptcy

creditors, to preserve jobs and other ties within communities, are supported by
encouraging new equity investment—at afair price—in al kinds of Chapter 11 cases.

Some might argue that vague rules, which foster uncertainty, force partiesto
settle consensually and thusthe new value corollary should not be made explicit inthe
statute. This argument, however, may prove too much. No one advocates leaving
al bankruptcy rules vague, and the advantages of leaving this rule vague rather than
any other is unclear. Because the application of the new value corollary entails a
factual inquiry, there is ample room for negotiation. In any event, the principle of
most of the Recommendations throughout the Commission report isthat vague rules
promote unnecessary litigation and cost, and the Commission recommendseliminating
vague rules whenever possible. As this competing consideration demonstrates,
however, others may disagree with that approach.

2.4.16 Classification of Claims

Section 1122 should be amended to provide that a plan proponent may
classify legally similar claims separately if, upon objection, the proponent
can demonstrate that the classification is supported by a “rational
business justification.”

Theclamsof creditorsand interests of equity holdersare grouped into classes
for treatment under aplan of reorganization and voting on that plan.*** These classes
are not determined automatically or by the court; rather, a Chapter 11 plan proponent
is required to designate classes of claims and classes of interests in its plan.***
Section 1122 governsaplan proponent’ sflexibility in determining what claims can be
placed together in a class. This provision states explicitly that classes must be
internally homogenous: clams may not be classified together unless they are
“substantialy similar” to one another.*** For example, nonpriority unsecured claims

142311 U.S.C. § 1123(a)(4) (1994) (plan shall “provide the same treatment for each claim
or interest of a particular class, unless the holder of a particular claim or interest agreesto a less
favorable treatment”); id. at 8 1126(c) (1994) (determining number and amount of affirmative votes
on plan for class to have accepted plan).

12411 U.S.C. § 1123(a) (1994).
1425 Section 1122 governs the classification of claims and interests, providing:

(a) Except as provided in subsection (b) of this section, a plan may place a claim or an
interestinaparticular classonly if such claim or interest is substantially similar to the other
claims or interest of such class.
(b) A plan may designate a separate class of claims consisting only of every unsecured claim
that islessthan or reduced to an amount that the court approves as reasonabl e and necessary
for administrative convenience.
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cannot be placed in the same class as priority wage claims. However, section 1122
does not require that all substantially ssimilar claims must be classified together.

The ability to group claims held by general unsecured creditorsinto multiple
classesrarely presents significant difficultiesin consensua cases. Indeed, this ability
benefits creditors by enabling the debtor to put tort clamants, for example, in a
separate classto pay those clams out of atrust while trade claimants are paid in cash
directly by the debtor and unsecured bank claimants are paid in short-term notes.

However, this statutory provision has raised problems in the context of
nonconsensual cases, particularly single asset real estate cases.™® In atypical single
asset Chapter 11 case, the mortgage holder is undersecured and has elected to vote
the large unsecured portion of its claim with the general unsecured claims.**’ A
prerequisite to plan confirmation is that one impaired class of claims vote in favor of
the plan.**® The size of the deficiency claim usualy dwarfs the other unsecured
claims. Thus, if the mortgage holder’ s unsecured claim is classified with the general
unsecured claims, it will control the voting for the entire class of unsecured creditors,
such as trade debt, thus the plan would necessarily fail. A single asset rea estate
debtor often will attempt to classify its small amount of trade debt separately from the
mortgage holder’s unsecured deficiency claim, knowing that its trade creditors are
likely to vote in favor of the plan, creating the opportunity for the debtor to attempt
to cram down the plan over the objection of itslargest and most impaired creditor.

The debate surrounding the question of whether the single asset real estate
debtor can pursue this classification scheme has produced a tremendous amount of
litigation, published case law, and commentary. Bitter disputes, both practical and
theoretical, havemultiplied. Nonetheless, several common themeshaveemerged from
this debate, and they form the basis of the Commission’s Recommendation. First,
thereis almost uniform agreement that it isimproper to classify claims with the sole
aim of separating assenting creditors from dissenting creditors.*** Second, any rule

11 U.S.C. § 1122 (1994).

1426 As of 1994, one bankruptcy court counted over one hundred and fifty published
opinions that discussed the question of whether section 1122(a) permitted separate classification of
similar claims. In re Bloomingdale Partners, 170 B.R. 984, 988 n.7 (Bankr. N.D. Ill. 1994).

127 See 11 U.S.C. § 1111(b) (1994).

1428 See 11 U.S.C. § 1129(a)(10) (1994).

1429 See, e.g., Boston Post Road Ltd. Partnership v. FDIC, 21 F.3d 477, 483 (2d Cir. 1994)
(“debtor [must] adduce credible proof of legitimate reason . . . for segregating the FDIC’ s unsecured

claim from the unsecured claims of [debtor]’ strade creditors’), cert. denied, 513 U.S. 1109 (1995);
In re Greystone |11 Joint Venture, 948 F.2d 134, 139 (5th Cir. 1991) (*if section 1122(a) permits
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devised to addressthe single asset problem should not upset aprocess of classification
that works well in the vast majority of cases. The classification rules are applicable
to awide spectrum of business debtors with various types of creditors, and thus the
rules should retain flexibility to accommodate the range of businesses served by the
system.

The conflictsin the case law between circuits, and even within the circuits, on
the appropriate classification standards create unpredictability in the plan negotiation
process, which resultsin much needlesslitigation. A uniform ruleis needed. Rather
than devel oping an entirely new approach, which could cause unwarranted disruption,
the Commission endorses the test that has been employed by several circuit courts of
appedls. Thistest permitsadebtor to classify groups of claims separately for business
reasons and prohibits adebtor from separately classifying clamsfor the sole purpose
of engineering an assenting impaired class to cram down a plan. Under the
Commission’sRecommendation, the Bankruptcy Code expressly would permit aplan
proponent to classify legally smilar claims (e.g., unsecured bank debt and past-due-
pension contributions) separately and treat them differently if, upon objection, the
proponent could establish it had a legitimate business reason to support the
classification. Under Rule 3013 of the Federa Rules of Bankruptcy Procedure,
creditorswould beableto challenge classification prior to the plan confirmation stage,
and the proponent’s justification for separate classification would have to be
supported by credible proof.  Justification for separate classification would be
premised on disparate forms of treatment, such asimmediate payment for employees
and payment over time for commercial creditors, and the types of permissible
distinctions made between classes might include the timing of payment or the form of
payment (cash or debt instruments). If the proponent did not have a business reason
to treat two substantially smilar claims differently, the classification scheme would
be prohibited. This approach provides flexibility for a business to meet its
reorganization needs without sacrificing the interests of creditors overal. The
Proposal would not ater subsection (b) of section 1122 that deals with
“administrative convenience’ classes.

In addition to the rational businessjustification requirement, other significant
statutory constraints on the treatment of claims that already are in place would
safeguard creditorsin acramdown plan. If the plan unfairly discriminated against an
objecting impaired class, the plan could not be confirmed over the dissent of that
class® A drict construction of the unfair discrimination requirement prevents

classification of ‘substantially similar’ claims in different classes, such classification may only be
undertaken for reasons independent of the debtor’s motivation to secure the vote of an impaired,
assenting class of claims”), cert. denied, 506 U.S. 821 (1992).

14011 U.S.C. §1129(b)(1) (1994): “Notwithstanding section 510(a) of thistitle, i all of the
applicable requirements of subsection (a) of this section other than paragraph (8) are met with
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improper distinctions in treatment among claimholders.**** As discussed in the
context of the prior Recommendation, a nonconsensual plan also must be “fair and
equitable” to objecting classes of claims.

The Need for Clarification. Under the Bankruptcy Act of 1898, as amended
by the Chandler Act in the 1930s, the court classified claims and interests. In cases
under Chapter X and Chapter X11, the court did so according to the “nature of their
respective claims.” 32 Chapter X| did not impose the same limitations and expressly
validated provisionsfor the division of unsecured debtsinto classes and the treatment
thereof in different ways or upon different terms.**3* Chapter 11 of the Bankruptcy
Code of 1978 draws on elements of both Chapters X and XI and folds in cases
formerly covered in Chapter XI1I, but it does not indicate which, if either, of the two
prior approaches to classification of similar claims was incorporated into Chapter 11
of the Bankruptcy Code. Thelegidative history isambiguouson theissue of separate

respect to a plan, the court, on request of the proponent of the plan, shall confirm the plan
notwithstanding the requirements of such paragraph if the plan does not discriminate unfairly, and
isfair and equitable, with respect to each class of claims or intereststhat isimpaired under, and has
not accepted, the plan.”

1431 See In re Ambanc La Mesa Ltd. Partnership, 115 F.3d 650 (9th Cir. 1997) (applying
four part test to determine whether discrimination is unfair).

1211 U.S.C. §597 (repealed 1979); In re LosAngelesLand & Inv., Ltd., 282 F. Supp. 448
(D. Haw. 1968), aff’d, 447 F.2d 1366 (9th Cir. 1971); see also Scherk v. Newton, 152 F.2d 747, 751
(10th Cir. 1945) (“classification should be based on substantial differencesin the nature of claims.
All creditors of equal rank with claims against the same property should be placed in the same
class’); Brinkley v. Chase Manhattan Mortgage and Realty Trust (In re LeBlanc), 622 F.2d 872, 878
(5th Cir. 1980) (“as agenera rule, the classification in a plan should not do substantial violence to
any claimant’sinterest. The plan should not arbitrarily classify or discriminate against creditors”)
reh’g denied, 627 F.2d 239 (5th Cir. 1980); accord In re Palisades-on-the-Desplaines, 89 F.2d 214
(7th Cir. 1937).

142 11 U.S.C. § 757(1) (repealed 1979).
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classification of similar claims.**** Scholarly commentators have written extensively
on this ambiguous provision.**

143 The 1973 Commission Report recommended “[i]f necessary for the purpose of the plan
or its acceptance, on the request of any party in interest, the administrator shall designate classes of
creditors and equity security holders which are of substantially similar character and the members
of which enjoy substantially similar rights . . . except that the administrator may create a separate
class of creditors having unsecured claims of less than $100 for reasons of administrative
convenience.” Report of the Commission on the Bankruptcy Laws of the United States, H.R. Doc.
No. 93-137, pt. I1, at 241 (1973). The House Judiciary Committeereported that section 1122 codified
“current case law surrounding the classification of claims and equity securities. It requires
classification based on the nature of the claims or interests classified, and permitsinclusion of claims
or interestsin a particular class only if the claim or interest being included is substantialy similar
to the other claims or interests of the class.” H.R. REpP. NO. 95-595, (1977). According to courts,
this legidative history provideslittle guidance. See, e.g., In re Boston Post Road Ltd. Partnership,
21 F.3d 477,483 (2d Cir. 1994) (analysis of legidative history “shedslittlelight”), cert. denied, 513
U.S. 1109 (1995); In re Jersey City Med. Ctr., 817 F.2d 1055, 1060 (3d Cir. 1987) (legislative
history “inconclusive’); In re U.S. Truck Co., 800 F.2d 581, 586 (6th Cir. 1986) (* Congress has sent
mixed signals’).

4% See, e.g., Bruce A. Markell, Clueless on Classification: Toward Removing Artificial
Limits on Chapter 11 Claim Classification, 11 BANKR. DEV. J. 1 (1995) (separate classification
permissible unless dissenter establishes that class includes claims with different non-bankruptcy
liquidation priorities); Stefan A. Riesenfeld, Classification of Claims and Interestsin Chapter 11
and 13 Cases, 75 CAL.L.REv. 391(1987) (promotion of successful reorganizationsrequiresflexible
classification so long as classes are treated differently and there is no unfair discrimination); Linda
J. Rusch, Gerrymandering the Classification Issue in Chapter 11 Reorganizations, 63 U. CoLO. L.
REV. 163 (1992)(separate classification appropriately prevents dissenting creditors from exercising
veto power over reorganization, leaving impartial judgeto determinewhether reorgani zation satisfies
Code requirements); David Gray Carlson, The Classification Veto in Sngle-Asset Cases under
Bankruptcy Code Section 1129(a)(10), 44 S.C. L. Rev. 565 (1993) (in cases involving a dominant
secured creditor, flexible classification is desirable because of different legal rights); see also Scott
F. Norberg, Classification of Claims Under Chapter 11 of the Bankruptcy Code: The Fallacy of
Interest Based Classification, 69 AM. BANKR. L. J. 119, 125 (1995) (classification exists only to
maintain the rights of creditors under the absolute priority rule; section 1122 permits separate
classification of similar claims only insofar asis consistent with enforcing absolute priority rule and
encouraging settlement); Louis S. Robin, Classification of Claims: An Examination of Disregarded
LegislativeHistory, 98 Com. L.J. 225 (1993)(broad discretionin classification of claimsissupported
by legislative history and Bankruptcy Act); Peter E. Meltzer, Disenfranchising the Dissenting
Creditor Through Artificial Classification or Artificial Impairment, 66 AM. BANKR. L.J. 281 (1992)
(because thefocusis on claim, not interests of claimholder, strict classification rules should apply);
ThomasC. Given & LindaJ. Philipps, Equality in the Eye of the Behol der--Classification of Claims
and Interestsin Chapter 11 Reorganizations, 43 OHIO ST.L.J. 735 (1982) (projectsthat courts will
support separate but equal plans if accepted by the separate classes of claimholders and that
equitable discrimination between claims will be more contentious); William Blair, Classification
of Unsecured Claimsin Chapter 11 Reorganization, 58 AM. BANKR. L.J. 197, 211-17 (1984); John
C. Anderson, Classification of Claims and Interests in Reorganization Cases Under the New
Bankruptcy Code, 58 AM. BANKR. L.J. 99, 119 (1984). See also Richard L. Epling, Separate
Classification of Future Contingent and Unliquidated Claimsin Chapter 11, 6 BANKR. DEV. J. 173
(1989) (section 1122 needs no amendment, but Code should expressly permit separate classification
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Not surprisingly, litigation over separate classification hasyielded awidearray
of responses. The confirmability of a plan’s classification method may well depend
first on the test used by the court reviewing the plan. A few courts have concluded
that section 1122 permits unrestricted separate classification of similar claims, while
some courts have taken the opposite view and held that separate classification of
gmilar claims is prohibited per se. Most courts have taken a middle ground,
hypothesizing that “ reasonabl e’ separate classification of similar clamsispermissible,
but that some limits are necessary so classification is reasonable and comports with
a basic sense of fairness'*® However, these courts have adopted disparate
approaches to determine what is reasonable: some have focused on the proponent’s
business purpose for separate classification, while others have based their
determinations on the “nature” of the claims and the extent to which these clams
warrant a separate voting voice. The extent to which bankruptcy court
determinations on classification have been upheld often depends a so on the extent of
review undertaken by the reviewing court. Some courts review classification
decisons de novo (if classification is deemed a question of law), others review only
for clear error (if classification is deemed aquestion of fact), and till other courtsuse
a different standard depending on whether the bankruptcy court permitted or
disallowed the classification.**

The confusion and resulting case law have been, in large part, reactions to
factors peculiar to single asset real estate cases. However, section 1122 appliesto
classficationinal Chapter 11 and Chapter 9 cases and thusthe decisonsinthesingle
asset cases, and the uncertainty they cause, have a more widespread application. As
aresult, plan proponentsreceivelittle guidance asto how they can structuretheir plan
repayments, and parties have less confidence regarding their negotiating positions
when they bargain with debtors.

Courts Permitting Unrestricted Separate Classification of Similar Claims.
Courts reading section 1122(a) literally have determined that nothing in the present
Code prevents debtors from dividing similar claimants into multiple classes.***® This

of future claims, so long as this power is tempered by the unfair discrimination provision, so that
a debtor cannot create a separate class solely to cramdown plan).

4% Courts' holdings on separate classification “have turned more on notions of basic
fairness and good faith. Indeed, most courts seem to base their rulings less on the language of 8§
1122 than on their view that separate classification is usually done to manipulate the voting.” In re
SM 104 Ltd., 160 B.R. 202, 217 (Bankr. S.D. Fla. 1993).

1437 See Hanson v. First Bank of South Dakota, N.A., 828 F.2d 1310, 1313 (8th Cir. 1987)
(denial of classification motion not clearly erroneous).

1438 “ Concern that classification of similar claims not be used to gerrymander voting has
blossomed into aline of authority in which plan proponentsroutinely are required to justify separate
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approach appearsto bethe most faithful to the statutory language. However, because
this interpretation gives debtors unfettered authority to classify substantialy similar
clams into innumerable classes, this interpretation would not preclude separate
classification to create an accepting class for confirmation purposes. The courts
taking this approach have advocated that the unfair discrimination prohibition in
section 1129(b) is the proper tool for courts and dissenting classes of claims to
challenge improper and unfair distinctions among classes in nonconsensual plans.***
However, the unfair discrimination prohibition isnot acure-al when plans separately
classfy claims for voting purposes but provide identical treatment to the classes,
which generally signifies that classes have been gerrymandered.***°

Courts Prohibiting Separate Classification of Similar Claims. Some courts
and commentators have suggested that substantially similar claims cannot be classified
separately for any purpose.*** Although a flat prohibition has facial appeal for its

classification of similar claims or such classification is forbidden regardless of whether
gerrymandering is an issue. In short, judicial interpretation of § 1122(a) to avoid gerrymandering
has resulted in arewriting of the section.” In re City of Colorado Springs, 187 B.R. 683 (Bankr. D.
Col. 1995)); In re ZRM-Oklahoma Partnership, 156 B.R. 67, 70-71 (Bankr. W.D. Okl. 1993)
(“Whether Congress has wisely balanced the conflicting interests at play here is not a question the
judiciary is competent to decide.”); In re Huckabee Auto Co., 33 B.R. 132, 137 (Bankr. M.D. Ga.
1981) (plan proponent not required to classify similar claimstogether); In re Rochem, Ltd., 58 B.R.
641, 642 (Bankr. D.N.J. 1985) (upholding separate classification of tort creditor, trade creditors, and
law firm because Code does not require collective classification of similar claims). See also In re
AQV Ind., Inc., 792 F.2d 1140, 1150 (D.C. Cir. 1986) (language of section 1122 “does not require
that similar claims must be grouped together” but “logistics and fairness dictate consolidation rather
than proliferation of classes, so long asthey areinternally homogenous” ), citing Scherk v. Newton,
152 F.2d 747, 751 (10th Cir. 1945); Barnesv. Whelan, 689 F.2d 193, 201 (D.C. Cir. 1982) (sections
1122(a) and 1322(b)(1) did not preclude debtor from separately classifying co-signed debts), citing
5 COLLIERON BANKRUPTCY 11122.03(1)(b) at 1122-6 (Lawrence P. King et a. eds., 15th ed. 1982).
See also In re Gato Realty Trust Corp., 183 B.R. 15 (Bankr. D. Mass. 1995) (law did not preclude
debtor from isolating impaired accepting class).

149 1n re City of Colorado Springs, 187 B.R. 683, 689 (Bankr. D. Col. 1995) (improper
treatment of classesisaddressed in“unfair discrimination analysis’ of section 1129(b) ); In re ZRM-
Oklahoma Partnership, 156 B.R. at 70-71 (Bankr. W.D. Okl. 1993) (section 1129(b) prohibition on
unfair discrimination, section 1129(a)(3) good faith requirement, section 1129(a)(7) best interest
test, and section 1111(b) recourse el ection adequately addressimproper treatment). See also Barnes
v. Whelan, 689 F.2d at 201 (D.C. Cir. 1982) (separate classification of co-signed debts permissible
under sections 1122 and 1322, but plan unfairly discriminated).

140 One exception to this genera rule would be in a prepackaged plan of reorganization
when the debtor solicits from one class but not another prior to filing the bankruptcy petition. See
FED. R. BANKR. P. 3018(b) (1997).

1441 See GranadaWines, Inc. v. New England Teamstersand Trucking Indus. Pension Fund,

748 F.2d 42, 46 (1st Cir. 1984) (“all creditors of equal rank with claims against the same property
should be placed in the same class’), citing In re Los AngelesLand and Inv., Ltd., 282 F. Supp. 448,

573



Bankruptcy: The Next Twenty Years

apparent ease of application, this smplicity quickly disappears in practice. Similar
outcomes from court to court are not guaranteed under this rule because courts do
not agree on whether particular types of clamsare “substantially similar.” Theinitia
inquiry on “similarity” involves a case-by-case determination.#2

Cases decided under the flat prohibition rule, along with other casesin which
substantial similarity is contested, demonstrate the rule's inherent shortcomings.
Some courtsbelievethat pension withdrawal liability issubstantially smilar to general
unsecured claims, while othersdo not.**** Some courts believe that deficiency claims
created by the section 1111(b) €l ection are substantially similar to trade claims,*** but
other courts disagree.** If a creditor’s claim is guaranteed by a nondebtor party,
some courts conclude that the claim is not substantially similar to other unsecured
claims, while others disagree.***® These types of questions already have been the

453 (D. Haw. 1968), aff’d, 447 F.2d 1366 (9th Cir. 1971); see also In re Mastercraft Record Plating,
Inc., 32 B.R. 106, 108 (Bankr. S.D.N.Y. 1983) (“no authority for classifying similar claims
differently other than § 1122(b) . . . . General unsecured claims are al alike”), rev’d on other
grounds, 39 B.R. 654 (S.D.N.Y. 1984); In re Pine Lake Village Apt. Co., 19 B.R. 819, 829 (Bankr.
S.D.N.Y. 1982), reh’g denied, 21 B.R. 478 (Bankr. SD.N.Y. 1982) (section 1122(b) is “only
exception expressed in the Code for separately designating unsecured claims’); In re S& W Enters.,
37 B.R. 153, 158 (Bankr. N.D. I11. 1984) (disallowing debtor’ s attempt to separately classify if not
administrative convenience classesunder section 1122(b)). See also Scott F. Norberg, Classification
of Claims Under Chapter 11 of the Bankruptcy Code: The Fallacy of Interest Based Classification,
69 AM. BANKR. L J. 119, 125 (1995) (classification exists only to maintain the rights of creditors
under the absolute priority rule; section 1122 permits separate classification of similar claims only
insofar as is consistent with enforcing absolute priority rule and encouraging settlement).

1492 See In re Bloomingdale Partners, 170 B.R. 984, 997 (Bankr. N.D. IIl. 1994) (“ Similarity
isnot apreciserelationship, and the elements by which wejudge similarity or resemblance shift from
time to time in bankruptcy . . . [it] is necessarily a case-by-case determination”).

1443 Compare Granada Wines, 748 F.2d 42, 47 (1st Cir. 1984) (pension fund withdrawal
liahility claims substantially similar to general unsecured claims) with In re the Mason & Dixon
Lines, Inc., 63 B.R. 176 (Bankr. M.D.N.C. 1986) (pension fund withdrawal liability claims not
substantially similar to general unsecured claims).

144 See, e.g., In re Barakat, 99 F.3d 1520 (9th Cir. 1996), cert. denied, 117 S. Ct. 1312
(1997); In re Boston Post Road Ltd. Partnership, 21 F.3d 477 (2d Cir. 1994), cert. denied, 513 U.S.
1109 (1995); In re Greystonell1 Joint Venture, 995 F.2d 1274 (5th Cir. 1991), cert. denied, 506 U.S.
821 (1992).

14%5 See, e.g., In re Woodbrook Assocs., 19 F.3d 312, 318 (7th Cir. 1994) (artificially created
section 1111(b) recourse claim not substantially similar to general unsecured claims), reh’g denied,
1994 U.S. App. Lexis10784 (1994); In re Grandfather Mountain Ltd Partnership, 207 B.R. 475, 483
(Bankr. M.D.N.C. 1996); In re SM 104 Ltd., 160 B.R. 202, 218 (Bankr. S.D. Fla. 1993).

14% In Steelcase, Inc. v. Johnson, the bankruptcy court’s approval of the separate
classification of Steelcase's unsecured claim found not clearly erroneous because Steelcase was
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subject of conflicting interpretation and the disparities would be exacerbated if
similarity became the exclusive and paramount inquiry. Additiona questions can be
contemplated. Holders of secured claimswhose collateral is of little or no value may
or may not be considered substantialy similar to completely unsecured creditors.
Parties also might litigate whether special state law collection rights that are given
only to certain types of claimants, such as consumer protection clams, are legally
dissmilar to bank debt, raising further questions of whether substantial similarity
should be determined under bankruptcy law, state law, or other nonbankruptcy
|aN.1447

Viewed from this perspective, prohibiting separate classification of
substantially ssimilar claims possibly could create more, rather than less, litigation. In
addition, the test used to control separate classification may have an impact on the
delay and cost of the appellate process. Many courts treat the initia question of
substantial similarity asaquestion of law to be reviewed de novo,*** requiring greater

partially secured in assets of another Chapter 11 debtor in which Johnson was the chief executive
officer and the majority stockholder and ongoing litigation would have implication for Steelcase’s
treatment and may result in Steelcase getting paid earlier than other general unsecured claims,
giving him little basis for complaint. Thus, Johnston’s plan permissibly provided monthly
installments equaling payment in full for most general unsecured creditors while Steel case would
receive lump sum full repayment contingent on litigation. 21 F.3d 323, 328 (9th Cir. 1994). See
also In re Applied Safety, Inc., 200 B.R. 576 (Bankr. E.D. Pa. 1996) (approving separate
classification based on difference between general creditorswith regular debtor-creditor rel ationships
and objecting creditor with setoff rights and pending lawsuit who would be paid at faster rate under
plan). But see In re AOV Indus., Inc., 792 F.2d 1140, 1151 (D. C. Cir. 1985) (claim against co-
debtor does not change “nature” of claim against debtor); Kenneth N. Klee, Adjusting Chapter 11:
Fine Tuning the Plan Process, 69 AM. BANKR. L.J. 551, 563 (advocating that Steel case v. Johnson
belegidatively overruled because classification decisions should not be based on considerations other
than rights against debtor or estate). See also 11 U.S.C. § 508 (1994) (implying that creditors with
third party rights will be treated under Title 11 according to rights against debtor unless creditors
actually collect debt from third party). But see Ralph R. Brubaker, Bankruptcy Injunctions and
Complex Litigation: A Critical Reappraisal of Non-Debtor Releases in Chapter 11 Reorganizations,
1997 U.ILL.L.Rev. (forthcoming) (arguing that creditorswith recourse against third parties are not
substantially similar to parties without rights against third parties).

147 While the state law characterization of claimsis of primary relevance in other parts of
the Code, see Butner v. United States, 440 U.S. 48 (1979), the Code has eradicated some of such
legal distinctionsin the Chapter 11 context. See, e.g., 11 U.S.C. §1111(b) (1994); In re Greystone
11 Joint Venture, 948 F.2d 134, 141 (5th Cir. 1992) (section 1111(b) would be rendered
meaninglessif statelaw characterizations of claimswere upheld), cert. denied, 506 U.S. 821 (1992);
see also Hanson v. First Bank of South Dakota, N.A., 828 F.2d 1310 (8th Cir. 1987).

1448 See In re Greystone |11 Joint Venture, 948 F.2d 134 (5th Cir. 1992) (“similarity in
priority and legal attributes and the ultimate question whether treatment in the same or separate
classesis necessary, are legal issues reviewable by our court de novo™), cert. denied, 506 U.S. 821
(1992); In re Woodbrook Assoc., 19 F.3d 312, 317 (7th Cir. 1994); In re Lumber Exch. Bldg. Ltd
Partnership, 968 F.2d 647, 649 (8th Cir. 1992); In re Bryson Properties, XV1I1, 961 F.2d 496, 502
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resources for review as district courts and courts of appeals review the full factual
records of bankruptcy court classification decisions.

Putting aside concerns about litigation, it is crucia to keep in mind that
classification disputesarise primarily in highly contested, single asset real estate cases.
A common sense approach therefore militates against ablanket prohibition of separate
classfication. In the vast majority of consensual plans and other cases, separate
classification of groups of unsecured claimants occurs routinely. Such classification
is not offensive to any party, and in fact can be critica to the success of the
reorgani zation and the payment of all creditors. Indeed, the ability to classify groups
of creditors separately for business reasonsis crucial to the ability to treat all claims
fairly incomplex businessor liability structures. Without creating separate classesfor
mass future claims, for example, some companies could never reorganize*® To
prohibit separate classification would create an unwarranted broad-based and
significant change to current practices to correct a very narrow set of problems.

“Nature of Claim.”” Some courts have analyzed the “nature’ of the clamsor
interests on the theory that each class must represent a voting interest that is
“sufficiently distinct and weighty to merit a separate voice.”**° According to courts
that take the “nature of claim” approach, the focus of classification historically has
been on the nature or legal character of the clam as it relates to the assets of the
debtor.**** The nature of claim approach must be distinguished from the approach of
courts, mandating that bank deficiency claims made recourse by operation of section
1111(b)(1)(A) be classified separately from other unsecured claims on the notion that

(4th Cir.), cert. denied, 506 U.S. 866 (1992). Compare In re Johnston, 21 F.3d 323, 327 (9th Cir.
1993) (substantial similarity isfinding of fact, reviewablefor clear error); see In re U.S. Truck, Co.,
800 F.2d 581 (6th Cir. 1986) (distinction between claimswasfinding of fact); Hanson v. First Bank
of South Dakota, N.A., 828 F.2d 1310, 1313 (8th Cir. 1987) (denial of motion for classification not
clearly erroneous); In re Bloomingdale Partners, 170 B.R. 984, 997 (Bankr. N.D. Ill. 1994)
(substantial similarity is*“single finding of fact”).

149 For afull discussion of thisissue, refer to the recommendations on mass future claims
in Section 2.1.

1450 John Hancock Mut. Life Ins. Co. v. Rt. 37 Business Park Assoc., 987 F.2d 154 (3d Cir.
1993).

1451 J.P. Morgan & Co. v. Missouri Pac. R.R., 85 F.2d 351 (10th Cir. 1936), cert. denied,
57 S. Ct. 230 (1936); In re Los Angeles Lumber and Invs,, Ltd., 282 F. Supp. 448, 453 (D. Haw.
1968) (“word ‘nature’ is used in no technical sense in law but is used in its ordinary common
vernacular, wherein it means kind, sort, species or character . . . . Unsecured creditors may, under
specia circumstances, be divided into separate classes where the legal character of their claimsis
such as to accord them with a status different from the other unsecured creditors’), aff’d, 447 F.2d
1366 (9th Cir. 1971) citing Scherk v. Newton, 152 F.2d 747 (10th Cir. 1945).
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they are substantially dissmilar, which was the conclusion reached by the Court of
Appeals for the Seventh Circuit in Woodbrook Associates.**?

The primary problem with the nature of claim approach under the Bankruptcy
Codeisthat it does not filter out classification schemes designed only to create aclass
to vote favorably on the plan. Indeed, the approach inherently permits clamsto be
classified separately even if the debtor proposesto treat each class exactly the same.
The U.S. Truck case provides a compelling illustration.** U.S. Truck’s plan
segregated the Teamsters' claim for rgjection of the collective bargaining agreement
but provided the same treatment for that claim asthe other unsecured creditors. The
debtor admitted that it separately classified the other unsecured claimsto ensure that
it had an impaired assenting class. The Court of Appealsfor the Sixth Circuit upheld
the classification on the basisthat the union had adifferent stake in the future viability
of the reorganized company and had alternative means to protect its interest. The
court expressly acknowledged that “to allow the Committee to vote with the other
impaired creditors would be to alow it to prevent a court from considering
confirmation of aplan that a significant group of creditorswith smilar interests have
accepted.”*** The Court of Appeals for the Fifth Circuit took a similar approach in
Heartland Federal Savings and Loan v. Briscoe Enterprises.’*® This housing
complex debtor classified the deficiency claims of each of its undersecured
mortgagees, Heartland and the city of Fort Worth, separately from the general
unsecured creditors, but the plan provided the same treatment for each of these three
classes. The Court of Appealsreversed the district court and affirmed the bankruptcy
court’ s confirmation of the plan because the city of Fort Worth had aunique, distinct
“non-creditor” interest in the low income housing debtor and provided $20,000 in
monthly rental assistance for the tenants and mortgagee Heartland could protect its
interest by nominating one of the trustees for the property.*** The distinct nature of

1452 See In re Woodbrook Assocs., 19 F.3d 312, 318 (7th Cir. 1994), reh’g denied ,1994 U.S.
App. Lexis 10784 (7th Cir. 1994) (significant disparities exist between legal rights of holder of
section 1111(b) claim and holder of general unsecured claim that render claims not substantially
similar and preclude collective classification), citing In re SM 104 Ltd., 160 B.R. 202, 218 (Bankr.
S.D. FHa 1993).

¥ 1n re U.S. Truck Co., 800 F.2d 581 (6th Cir. 1986).
154 1d. at 587.

145 In re Briscoe Enterps., Ltd., I, 994 F.2d 1160 (5th Cir.), cert. denied, 114 S. Ct. 550
(1993).

4% 1d. at 1167 (using clear error standard of review). Although the court used business
justification language, the analysis directly followsthe “ nature of claim™ line of reasoning. See also
In re Way Apartments, D.T., 201 B.R. 444, 450 (N.D. Tex. 1996) (HUD’ spublicinterest in property
justified separate classification of HUD’ s deficiency claim).
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these interests, therefore, supported separate classification in the view of this Fifth
Circuit panel.

The nature of clam anaysis has been used to uphold separate classification
entailing disparate treatment aswell, but again with arguably questionable outcomes.
For example, in Jersey City Medical Center, the Court of Appeals for the Third
Circuit upheld separate classification and 100% payment of physicianswith indemnity
clamswhenimpaired classesof prepetition medical mal practiceclaimants, nonpriority
employee benefit clams, and general creditors, each would receive 30% of their
claims. Inreaching this result, the court merely said that “[w]e immediately note the
reasonabl enessof distinguishing theclaimsof physi cians, medica malpracticevictims,
employee benefit plan participants, and trade creditors.”**’

Although the distinct nature of claims may provide a legitimate reason for
different treatment in some instances, all of these cases that have used a nature of
clam analysis provide insufficient guidance to subsequent courts and parties as to
proper classification. Thistest does not necessarily screen out inappropriate separate
classification for voting purposes. To permit unsecured claims to be classified
separately only upon a determination that a claim has a “distinct nature” when the
proponent has no business reason for separate classification perpetuates avague and
guestionable standard. It requireslitigation of aquestion that may be unrelated to the
debtor’ s business plan, and thus wastes time and resources.

Legitimate Business Reasons. A number of courts have used or discussed a
business justification standard to screen out impermissible gerrymandering of classes
for voting purposes but to permit business-based classification. According to this
approach, to withstand a challenge to classification of claims that are substantially
smilar, a proponent must demonstrate that a valid business reason supports the
separate classification and treatment of groups of claims. Using this standard, the
Court of Appealsfor the Second Circuit upheld the proposed separate classification
of unpaid workers compensation claims from claims held by a surety in the
Chateaugay case.***® Bankruptcy courts and district court cases have used arational

7 In re Jersey City Medical Center, 817 F.2d 1055 (3d Cir. 1987) (Chapter 9 casein which
all claimants retained right to recover from municipal third parties). A subsequent Third Circuit
panel observed that Jersey City Medical Center provided no factors for consideration of separate
classification. See John Hancock Mutua LifeIns. Co. v. Rt. 37 Business Park Assoc., 987 F.2d 154
(3d Cir. 1993) (looking to holdings in opinions in other circuit courts of appeals, finding that
deficiency claim could not be separately classified).

1458 In re Chateaugay Corp., 89 F.3d 942 (2d Cir. 1996). Chateaugay’ s plan guaranteed that
its unpaid workers' compensation claims would be paid in full and would pay insurance company
surety reimbursement claims common stock after confirmation. “[T]o warrant having separate
classification of similar claims, the debtor must advance a legitimate reason supported by credible
proof.” Id. at 949, citing In re Boston Post Road Ltd. Partnership, 21 F.3d 477, 483 (2d Cir. 1994),
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business justification approach to permit separate classification when the debtor
needed to put certain creditors on a different payment schedule or for other similar
reasons.**® The Court of Appeals for the Ninth Circuit recently used a restrictive
version of this test to find that non-unique trade claims could not be classified
separately without business necessity, as opposed to a business justification.

Like the Ninth Circuit, many courts have indicated that the business
justification test does not permit classification for the purpose of engineering an
assenting impaired class.*** Some single asset real estate debtors have tried to

cert. denied, 115 S. Ct. 897 (1995). Chateaugay proved that this repayment may be the employees
only wage replacement and that the distinction wasjustified to promote peaceful employee relations
and to be able to secure sales contracts from customers. 1d. at 949, citing Aff. of Vice President of
Industrial Relationsof LTV Steel Co. (parent of debtor). Because the treatment of Aetna’ s claims
would not have the same impact on Chateaugay’ s reorganization, the bankruptcy court was found
to be not clearly erroneousin determining that Chateaugay had avalid businessreason for providing
different treatment to itsunpaid workers. The bankruptcy court also found, and the reviewing courts
agreed, that classification was not designed to create an assenting impaired class. 1d. at 950.

149 See, e.g., In re Georgetown Ltd. Partnership 209 B.R. 763 (Bankr. M.D. Ga. 1997)
(upholding separate classification of trade creditors with continuing business rel ationship to be paid
in shorter period of time from bank creditor with large claim that must, due to the size of its claim,
be paid over longer period of time); In re Graphic Communications, 200 B.R. 143, 147 (Bankr. E.D.
Mich. 1996) (business reason supported separate classification of debtor’ s business competitor from
trade creditors); In re Richard Buick, Inc., 126 B.R. 840 (Bankr. E.D. Pa. 1991) (separate
classification of dealer claims was necessary to future success of business to re-establish good
relationship with dealers whose trades would supply vehicles sold); In re Kleigl Bros. Universal
Electric Stage Lighting Co., 149 B.R. 306 (Bankr. E.D.N.Y. 1992) (lighting company permissibly
segregated union’ sunsecured claim because debtor’ sability to operate union shopiscritical to ability
to function successfully inindustry). See also In re Nat'| Paper & Type Co. of Puerto Rico, 120 B.R.
624 (D.P.R. 1990) (applying clear error standard, upholding bankruptcy court determination that
debtor paper company permissibly classified unsecured creditors based on size of respective claims,
such that smaller claimswould receive larger percentage monthly), citing In re Planes, Inc., 48 B.R.
698 (Bankr. N.D. Ga. 1985); In re Atlanta West V1., 91 B.R. 620 (Bankr. N.D. Ga. 1988).

1480 Barakat v. The Life Ins. Co. of Virginia, 99 F.3d 1520 (9th Cir. 1996) (when “literally
thousands’ of similar suppliers are available, cannot separately classify and give superior treatment
to trade creditors), cert. denied, 117 S. Ct. 1312 (1997); see also In re Ambanc La Mesa Ltd.
Partnership, 115 F.3d 650, 657 (9th Cir. 1997) (*continued services of ordinary tradespeople may
not always be a commercial necessity for an apartment operator in a large metropolitan area with
many other providers of those services’).

1461 See, e.g., Barakat v. The Life Ins. Co. of Virginia, 99 F.3d 1520 (9th Cir. 1996)
(obtainingimpaired accepting class does not constitute | egitimate business or economic reason), cert.
denied, 117 S. Ct. 1312 (1992); In re Boston Post Road L td. Partnership, 21 F.3d 477 (2d Cir. 1994)
(proponent unable to offer proof of business justification for separate classification of FDIC), cert.
denied, 115 S. Ct. 897 (1995); Lumber Exchange Building Ltd. Partnership v. Mutual Life Ins. Co.
of New Y ork, 968 F.2d 647 (8th Cir. 1992) (debtor unableto proffer legitimate reason for separately
classifying deficiency claim; In re Bryson Properties, XVII1, 961 F.2d 496, 502 (4th Cir. 1992)
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demonstrate alegitimate business reason, but the facts of the case have destined them
for falure. In Greystone, the debtor argued it had separately classified the
mortgagee’s deficiency claim for business reasons relating to its need to maintain
good will among its trade creditors that otherwise would stop engaging in business
and would injure the debtor’ s reputation.’*®? Rejecting this contention, the Court of
Appedls for the Fifth Circuit noted that “Greystone's justification for separate
classification of the trade claims might be valid if the trade creditors were to receive
different treatment from Phoenix,” but because Greystone was not proposing that the
trade creditors be treated any differently than the deficiency claim, the court rejected
Greystone's “realities of business’ argument.*

Similarly, in Lumber Exchange, the debtor argued that separate classification
of the mortgagee’ s deficiency claim was warranted because “ secured creditors ook
to different assets for repayment than do unsecured creditors and because the
maintenance of good business relationships is important to a debtor’s ongoing
business.” The Eighth Circuit acknowledged the existence of “some authority for the
proposition that a plan may classify trade creditors separately from, and treat them
more generoudly than, other creditorsif doing so is necessary to a debtor’ s ongoing
business. [citationsomitted] Theintegrity of Lumber Exchange’ sargument, however,
isbelied here by the plan’s own terms. The proposed plan treats trade creditors less
generoudly, not more. Accordingly, we conclude that this proffered justification for
separate classification is not legitimate.”**** Courts have been able to distinguish

(“where all unsecured claims receive the same treatment in terms of the Plan distribution, separate
classification on the basis of natural and unnatural recourse claims is, at a minimum, highly
suspect,” and requires further justification), cert. denied, 506 U.S. 866; In re Greystone 111 Joint
Venture, 948 F.2d 134, 141 (5th Cir. 1991) (debtor unable to provide legitimate reason or sufficient
legal distinction to justify separate classification of deficiency claim), cert. denied, 113 S. Ct. 72
(1992); In re Hillside Park Apts, 205 B.R. 177 (Bankr. W.D. Mo. 1997) (debtor provided no good
business reason or justification for separately classifying creditor’ s deficiency claim from claims of
general unsecured creditors).

1482 In re Greystone |11 Joint Venture, 948 F.2d 134, 141 (5th Cir. 1991), cert. denied, 113
S. Ct. 72 (1992).

1483 |d. at 141-142. For a discussion of the significance of “business readlities’ for
classification under the Bankruptcy Act of 1898, see In re LeBlanc, 622 F.2d 872, 879 (5th Cir.
1980) (“[T]rade creditors advanced goods and services to the debtor in the ordinary course of
business, frequently without any knowledge of thedebtor’ sfinancially perilousconditionand without
any real opportunity to protect themselves. Furthermore, the proponents of the plan who were to
operate the hotel under the plan may well have needed to maintain good relations with trade
creditors upon whom they would have to rely to furnish additional goods and services to the hotel.
In contrast, the insiders made loans to the debtor when they were in a position to know of the
debtor’s financial condition and the risks involved with those loans. Also, the insiders were not
going to have any ongoing relationship with the hotel after confirmation of the plan”).

1484 In re Lumber Exchange Building Ltd Partnership, 968 F.2d 647, 649 (8th Cir. 1992);
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those cases in which legitimate business reasons exist from those in which separate
classification ismerely athinly-veiled attempt to create an accepting class of creditors
as required by section 1129(a)(10) for confirmation.

The Commission's Recommendation endorses the rationa business
justification approach. It protects creditors' interests while it preserves reasonable
flexibility to structure a plan of reorganization to meet the business needs of the
parties in interest and facilitate the reorganization efforts of all parties in the vast
majority of cases. Thetest requires business justification, not business necessity. A
proponent could treat ssimilar claimsdifferentially, but, asthe caselaw reved's, acourt
could not uphold a classification scheme when the only benefit to the proponent
would be the creation of an assenting class for voting purposes, nor could it uphold
such a scheme upon objection in the absence of persuasive evidence that the
differential treatment is justified by the business needs.

However, classification for business purposes is an important feature of
Chapter 11 plans and in most cases is perfectly legitimate. A plan proponent might
request separate classification and disparate treatment of creditors for rational
business purposes in a number of instances. Among the examples:

A creditor advocates a plan in which a substantial proportion of the
creditors would receive stock as part of their payout to prevent the
business from being strapped for cash. Some of its creditors prefer to
receive stock or are willing to accept either cash or stock. Legd
restrictions may prevent certain creditors, such as government
agencies, from taking stock. Other creditors, such asindividuals, may
not be in an economic position to receive repayment in stock. The
creditor’ s plan might propose two groups:. a cash payment group and
a stock-and-cash payment group.

A business intends to pay all unsecured creditors 50%. The small
trade creditors cannot afford to wait for repayment and the debtor
wants to maintain business relations with these creditors, so the plan
proposes to pay them 50% in cash at confirmation. The large bank
creditors would receive 50% over three years at prevailing market
interest rates.

A company failed to make required retirement plan contributions in
the months before bankruptcy. Concerned about the negative impact
on the work force, the company proposes to pay the retirement

see also In re Bryson Properties, XVII1, 961 F.2d 496, 502 (4th Cir.) (debtor unable to justify
separate classification of natural and section 1111(b) recourse claims when debtor was proposing
identical treatment), cert. denied, 506 U.S. 866 (1992).
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arrearage in excess of the wage priority clams in cash a plan
confirmation. Other commercial debt holders would be paid in full
over four years with market interest.

A creditor group plans to take over a business that is in bankruptcy
and wants to keep business relations with the suppliers that currently
are doing business with the company. Inits plan, the group proposes
to pay 50% of the trade debt doing business with the company over
90 days, and to pay a similar percentage of the bank debt, with
interest, over two years.

As the preceding examples demonstrate, separate classification based on rational
business justification gives a plan proponent—debtor or creditor—the flexibility to
propose a plan that is tailored to meet the business needs of the reorganized debtor
while seeking to maintain some equivalence of value distributed to classes. '

The Commission’s Recommendation to permit separate classification based
on rational business justification would implement atest aready being used by many
courts. No standard will completely eliminate al classification controversies because
classification of claims aways will entail some court supervison. The key is to
choose a standard that is sensible and that accomplishes the goals of precluding
classfication solely for voting purposes and permitting classification for business
purposes. The prescribed business-oriented approach to section 1122 capitalizes on
the specialized expertise of the bankruptcy courts that are routinely caled on to
evaluate business options and rule on business questions. The court’sinquiry would
be focused on factors at the heart of the reorganization, not on a searching legal and
philosophical analysis of the distinctions among types of clams. If section 1122
precluded separate classification of substantially similar claims, parties would find
numerous occasions for litigating the legal or substantial similarity of claims, which
is not relevant to the bankruptcy case and thus increases unnecessary costs. The
Commission endorsed the “business justification” test not only because it will
minimizelitigation over the threshold substantial similarity question, thereby reducing
cost and delay, but also because it more properly will focusthelitigated inquiry onthe
business needs of the reorganizing company rather than concentrating on the legal
attributes of a few creditors. In addition, because most courts already have
determined that “rational business justification” is afact-based inquiry that invokes
aclear error standard, the appellate process will not be unduly burdened.*#%®

148 See In re Eddington Thread Mfg. Co., 181 B.R. 826, 834 (Bankr. E.D. Pa.) (future cash
shortfall warranted separate classification of creditors agreeing to deferred payments), appeal
dismissed, 189 B.R. 898 (E.D. Pa. 1995).

14% See In re Chateaugay Corp., 89 F.3d 942, 950 (2d Cir. 1996) (“no reason to supposethat
proffered businessreasonswerelegitimatewasclearly erroneous’); In re Greystonelll Joint Venture,
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Disallowance of Significant Disparities between Consenting and Dissenting
Classes - The Unfair Discrimination Prohibition in Section 1129(b). A
nonconsensual plan cannot be confirmed merely because a plan proponent obtained
the requisite votes from the classes it constructed. The Code imposes strict legal
requirements and provides a variety of bases on which creditors can object, both
individualy and by class. Thus, any proposed plan must meet al of the requirements
of sections 1123(a) and 1129(a), which includes obtaining the votes of the requisite
magjorities of the classes to have a consensual plan confirmed by the court.

If a single impaired class votes against the plan and the proponent seeks
cramdown, the plan must satisfy section 1129(b) as well. A creditor that holds a
clam in a dissenting class could raise a section 1129(b)(1) "unfair discrimination”
objection based on treatment that is markedly different than other classes of similar
priority. Unfair discrimination, not classification, is the appropriate vehicle to
challenge the inherent unfairness of a plan.**’ Courts take this requirement very
serioudly and consider it at nonconsensual confirmation hearings.*® At that point,
courts can assess Whether the distinctions in trestment among the classes amount to
unfair discrimination against a dissenting class, thereby rendering the plan
unconfirmable.**®® The Code prohibits unfair discrimination of a dissenting class as

948 F. 2d 134, 141 (5th Cir. 1991) (whether there were good business reasons to support debtor’s
separate classification of claims is question of fact), cert. denied, 113 S. Ct. 72 (1992); Bustop
Shelters of Louisville, Inc. v. Classic Homes, Inc., 914 F.2d 810, 812 (6th Cir. 1990) (courts have
discretion to determine proper classification under factual circumstances, reviewable for clear error

only).

1487 1n re City of Colorado Springs, 187 B.R. 683, 689 (Bankr. D. Col. 1995) (improper
treatment of classesisaddressed in“unfair discrimination analysis’ of section 1129(b) ); In re ZRM-
Oklahoma Partnership, 156 B.R. 67, 70-71 (Bankr. W.D. Okl. 1993) (section 1129(b) prohibition
on unfair discrimination, section 1129(a)(3) good faith requirement, section 1129(a)(7) best interest
test, and section 1111(b) election adequately address improper treatment).

1488 See, e.9., In re Graphic Communications, Inc., 200 B.R. 143 (Bankr. E.D. Mich. 1996)
(paying one class 100% while paying another class 10% isunfair discrimination); Piedmont Assocs.
v. Cigna Property & Casualty Ins., 132 B.R. 75, 78 (N.D. Ga. 1991) (distinctions in size and nature
of debt not valid business reasons for separate classification; proposed treatment unfairly
discriminated). See also Barnes v. Whelan, 689 F.2d 193, 201 (D.C. Cir. 1982) (separately
classifying cosigned debts permissible under 1122, 1322, but plan unfairly discriminated).

148 In re Aztec Co., 107 B.R. 585, 592 (Bankr. M.D. Tenn. 1989) (basis for separate
classification does not predetermine whether treatment of separate classes under plan is fair
discrimination for purposes of section 1129(b)(1)). See also REFORMING THE BANKRUPTCY CODE:
THE NATIONAL BANKRUPTCY CONFERENCE'S CODE REVIEW PROJECT 29 (rev. ed. 1997)
recommending Proposal endorsed by Commission and disapproving of “view that substantial
disparity in treatment is not invariably unfair discrimination”).
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compared to other classes with similar classes that may have accepted the plan.*”°

To evauate unfair discrimination, some courts use amultifactor test, considering: 1)
whether the discrimination is supported by areasonable basis; 2) the debtor could not
confirm or consummate the plan of reorganization without the discrimination; 3) the
discriminationisproposed in good faith; and 4) the degree of discriminationisrelated
to the basis or rationale for the discrimination.**”* Other courts do not use an explicit
multi-factor test, but subject any discrimination among similar classes to close
scrutiny.*?  An unfair discrimination test should prevent significantly disparate
treatment of different dissenting classes of creditors that have similar legal priority,
but would not preclude distinctionsin the methods of payment that ultimately resulted
in similar treatment.**"

Corollary Point on Section 1129(a)(10). Although the Commission is not
recommending any changes to section 1129(a)(10), the root of the improper
classification debatesisthisprovision, which requiresthat at least oneimpaired class
of claims accept the plan, excluding acceptances of insiders.*”* Some have argued

1470 Corestates Bankr, N.A. v. United Chemical Tech., Inc. 202 B.R. 33, 47 (E.D. Pa. 1996),
citing H.R.ReP. No. 95-595, at 417 (1977).

1471 In re Ambanc LaMesa Ltd. Partnership, 115 F.3d 650 (9th Cir. 1997); see also In re
11,111, Inc., 117 B.R. 471, 478 (Bankr. D. Minn. 1990); In re Eitemiller, 149 B.R. 626 (Bankr. D.
Idaho 1993) (applying test with slight variation).

1472 Spe, e.g., 201 N. LaSalle Partnership, 190 B.R. 567 (Bankr. N.D. Ill. 1995), aff'd, 195
B.R. 692 (N.D. Ill. 1996), aff’d, Nos. 96-2137, 96-2138 dlip op., 1997 WL 602640 (7th Cir. Sept.
29, 1997); In re Barney and Carey Co., 170 B.R. 17, 25 (Bankr. D. Mass. 1994) (even if totally
separate classification . . . were permissible, the unfair discrimination language prohibits a debtor
from proposing unreasonably different treatment between classes of similar claims. In other words,
regardless of classification, the similarly situated claims of unsecured creditors and the deficiency
claims of the mortgage holders must not be treated in such a disparate manner asto be unfair.”).

1% See In re Martin, 66 B.R. 921, 929 (Bankr. D. Mont. 1986) (plan protecting legal rights
of dissenting classin manner consistent with treatment of other classesdoes not discriminate unfairly
with respect to dissenting class).

147411 U.S.C. 8 1129(a)(10) (1994) provides "[i]f aclass of claimsisimpaired under the
plan, at least one class of claimsthat isimpaired under the plan has accepted the plan, determined
without including any acceptance of the plan by an insider.” Section 1129(a)(10) was enacted as a
last minute reaction to a single asset real estate case under Chapter XI1 of the Bankruptcy Act of
1898 in which the court confirmed a plan that was supported by no classes of materially and
adversaly affected creditors. In re Duval Manor Assocs., 191 B.R. 622, 628 (Bankr. E.D. Pa. 1996)
(“Itiswidely known that the requirement was designed to ameliorate a perceived harshnessinherent
in the cramdown provisions available under the Code in the wake of the decisionin In re Pine Gate
Associates’); In re Pine Gate Associates, 2 Bankr. Ct. Dec. 1478 (N.D. Ga. 1976). Originally, it was
not clear if the accepting class of creditors had to be impaired. See In re Victory Constr. Co., 42
B.R. 145, 152 (Bankr. C.D. Cal. 1984) (discussing case law split and absurdities of various
interpretations of provision). To settle this debate, Congress amended the provision in the
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that eliminating section 1129(a)(10), the underlying cause of strategic classification,
would be the most expedient way to resolve the classification disputes.**” Thisview
is premised on the notion that section 1129(a)(10) is not necessary for creditor
protection, andinfact, frequently exacerbates competinginterestsamong creditors.*"
Because treatment that is neither materially different nor adverse can render classes
of claimsimpaired,**’” some courts have held that section 1129(a) (10) can be satisfied
by the affirmative votes of classes that receive afull distribution 30 days after plan
confirmation,*#’® that are paid all but $75 of their claims,**”® and, at least in the Ninth
Circuit, that receive enhanced treatment under the plan.’*® In most reorganization

Bankruptcy Amendmentsand Federal Judgeship Act of 1984 to clarify that if aplanimpaired aclass
of claims, the plan had to be approved by a class of impaired claims. See In re Sun Country Dev.,
764 F.2d 406, 408 n. 3 (5th Cir. 1985) (because section 1129(a)(10) was clarified, court need not
consider whether unimpaired accepting class would have satisfied provision).

1475 See, e.g, Kenneth N. Klee, Adjusting Chapter 11: Fine Tuning the Chapter 11 Process,
69 Am. Bankr. L. J. 551 (1995).

147 See Nicholas L. Georgakopoulos, New Value, Fresh Start, 3 STAN. J.L. Bus. & FIN, n.78
(1997) (discussing how section 1129(a)(10) induces groups of creditors to sell each other out by
accepting higher payments to be impaired accepting class while other classes get crammed down).

1477 See L& JAnaheim Assocs. v. Kawasaki Leasing Int'l, Inc., 995 F.2d 940 (9th Cir. 1993)
(improvement of position can beimpairment); “Impairment under section 1124 has generally come
to mean in its most basic form any alteration of the holder’ s legal, equitable, or contractual rights,
unless payment in cash of the allowed amount of the claim is made on the effective date of the plan.”
In re Block Shim Dev. Co., 118 B.R. 450, 454 (N.D. Tex. 1990) (interpreting pre-1994 impai rment
definition), aff’d, 939 F.2d 289 (5th Cir. 1990). Thisisamarked change from section 107 of the
Bankruptcy Act of 1898, which provided that "creditors' or "any class thereof" was "affected” for
purposes of aplan "only if their or itsinterest shall be materially and adversely affected thereby." 11
U.S.C. § 507 (repealed 1979).

4% In re Hotel Assoc. of Tucson, 165 B.R. 470, 475 (B.A.P. 9th Cir. 1994)(rejecting
creditor’s argument that debtor “artificially” impaired class by delaying payment 30 days when
debtor had cash to pay class on effective date).

14 See In re Witt, 60 B.R. 556 (Bankr. N.D. lowa 1986).

14801 & J Anaheim Assocs. v. Kawasaki Leasing Int'l, Inc., 995 F.2d 940 (9th Cir. 1993).
In addition, Congress removed subsection (3) of section 1124 (the provision that determines which
classes of creditors are unimpaired) so that classes of fully-paid creditors, whose only harm from the
bankruptcy caseislack of postpetition interest, areimpaired. Some have perceived this change to
be a “functional repeal” of section 1129(a)(10) because of such creditors are likely to support the
plan. LindaJ. Rusch, Unintended Consequences of Unthinking Tinkering: The 1994 Amendment
and the Chapter 11 Process,” 69 AM. BANKR. L. J. 349, 392 (1995); In re Atlanta Stewart Partners,
193 B.R. 79, 82 (Bankr. N.D. Ga. 1996) (section 1124 amendment should minimize litigation over
section 1129(a)(10)); David Gray Carlson, Rake’s Progress: Cure and Reinstatement of Secured
Claims in Bankruptcy Reorganization, 13 BANKR. DEV. J. 273 (1997) (“virtually any change in
rights provesthat aplan does not leave creditor rights unaltered. Thus, achangein the maturity date
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cases, holdersin impaired classes receiving this type of treatment will be reasonably
satisfied and will vote in favor of the plan.***

However, creditors seeking to block plan confirmation have sought to read
additional constraintsinto section 1129(a)(10) beyond what the plain language of the
statute provides. They argue that the treatment of some classes has been altered
“artificialy” or that the plan proponent classified claims improperly to construct an
impaired accepting class, thereby violating section 1129(a)(10), even though that
section does not address the composition of the impaired class. These issues have
provoked a tremendous amount of litigation.

Sympathetic to these concerns, some courts decline to read section
1129(a)(10) literally. According to the Court of Appeals for the Eighth Circuit and
courts that have followed its lead, a class of claims can be “impaired” under section
1124 but “unimpaired” for purposes of section 1129(a)(10) if the ateration of rights
arises from the plan proponent’ s exercise of discretion.**®® This approach, which has
been somewhat popular in single asset real estate cases, potentialy gives a secured
creditor “veto power” over plan confirmation in the case of adebtor notwithstanding
the affirmative vote of an impaired class of creditors.*** Under this method of
analysis, a court not only substitutes its judgment for that of the claim holders who

or asubstitution of debtors or collateral is an impairment, even if the collateral is better in quality
and morein quantity. Lump sum payment in lieu of installmentsislikewise an impairment. By some
accounts, even an improvement in position is an impairment”).

1481 «|mpairment, for the most part, is not a device to permit or justify the alteration of
rights. It is a measuring rod to determine who may vote, dissent, and invoke the protection of
Section 1129(b).” In re Barrington Oaks General Partnership ,15 B.R. 952, 959 n.19 (Bankr. D.
Utah 1981) (explaining Chapter 11 plan negotiation under Bankruptcy Code of 1978).

8 See generally David Gray Carlson, The Classification Veto in Single-Asset Cases under
Bankruptcy Code Section 1129(a)(10), 44 S.C.L. Rev. 565 (1993).

1483 Windsor on the River Assocs. Ltd. v. Balcor Real Estate Fin., Inc., 7 F.3d 127 (8th Cir.
1993); In re W.C. Pedler Co. Inc, 182 B.R. 435 (Bankr. D.S.C. 1995) (because debtor could have
paid impaired accepting class sooner out of income, class not truly impaired and plan not
confirmable); In re Investors Fla. Aggressive Growth Fund Ltd., 168 B.R. 760, 766 (Bankr. N.D.
Fla. 1994) (paying unsecured trade debt in four installments when debtor had other unencumbered
assetsis not true impairment for purposes of section 1129(a)(10), thus plan not confirmable); In re
North Washington Center Ltd. Partnership, 165 B.R. 805, 810 (Bankr. D. Md. 1994) (paying
accepting trade creditors 80% when court believed that debtor could have paid 100% meant that
trade creditors were not actually impaired).

1484 David Gray Carlson, The Classification Veto in Single-Asset Cases under Bankruptcy
Code Section 1129(a)(10), 44 S.C.L.Rev. 565, 614 (1993) ("nowhere is it written that a
debtor-in-possession has a duty to maximize the opportunity for one single creditor to veto the
proceedings’).
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voted affirmatively on the plan, but the court also speculates on alternative methods
of restructuring the debtor that would unimpair various classes of creditors.

Other courts have been critical of this approach.*®* These courts have
reasoned that the Code “literaly allows any impairment to qualify, and does not
specify adegree of impairment in terms of the magnitude of the impairment or of the
clam. Where there is no ambiguity in the statute, federal courts normally will not
interpose equitable qualifications that the legidature has not explicitly put in the
statute.”*** This interpretation comports with the Supreme Court’s mandate that
courts should read the Bankruptcy Code literaly and not impose their own gloss on
clear statutory language.**®” These courts also have reasoned that other confirmation
requirementsoffer creditorsboth procedural and substantive protection to ensurefair
treatment of dissenting classes, particularly inthe context of anonconsensual plan.##
Thisreading isbolstered by thefact that the Chapter 11 confirmation process protects
individual creditor interests aswell: al plans must have been proposed in good faith
and must provide each individua impaired and dissenting creditor with at least as
much as they would have received in a Chapter 7 liquidation.**®

148 “\We do not believeit isthe bankruptcy court’ srole to ask whether alternative payment
structures could produce a different scenario in regard to impairment of classes. Denying
confirmation on the basis that another type of plan would produce different results would impede
desired flexibility for plan proponents and create additional complications in the already complex
process of plan confirmation.” In re Hotel Assoc. of Tucson, 165 B.R. 470, 475 (B.A.P. 9th Cir.
1994).

148 In re Beauchesne, 209 B.R. 266, 275 (Bankr. D. N.H. 1997). See aso In re L&J
Anaheim Assocs., 995 F.2d 940 (9th Cir. 1993) (any ateration of rights, including abrogation of
secured creditor’ srightsand remediesunder Uniform Commercial Code, isimpairment); In re Beare
Company, 177 B.R. 886, 889 (Bankr. W.D. Tenn. 1994) (section 1129(a)(10) satisfied by acceptance
by classimpaired by delay in payment for 60 -120 days); In re 7th Street & Beardsley Partnership,
181 B.R. 426, 431 (Bankr. D. Ariz. 1994) (“Section 1129(a)(10) is a technical requirement for
confirmation. It is an obligation for the proponent of a Plan to fulfill; it is not a substantive right of
objecting creditors”).

1487 United States v. Ron Pair Enter. Inc., 489 U.S. 235 (1989).

1488 See, e.9., In re Beauchesne, 209 B.R. 266, 275 n.14 (Bankr. D. N.H. 1997) (“application
of the absolute priority rule is the real protection for the secured creditor, rather than reading
"artificial impairment” or a minimal impairment requirement into section 1129(a)(10)"); see also
Kenneth N. Klee, Adjusting Chapter 11: Fine Tuning the Plan Process, 69 AM. BANKR. L.J. 551,
569 n.96 (1995) (describing other Codetoolsto protect creditors, including appointment of examiner
(section 1104), curtailment of business operations (section 1108), conversion or dismissal (section
1112), or termination of exclusivity (section 1121)).

149 11 U.S.C. § 1129(3)(3), (a)(7) (1997).
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To reduce cost and delay and to permit parties to focus on the substantive
issues in the plan, the Commission’s Chapter 11 Working Group recommended the
repeal of section 1129(a)(10), as has been advocated by some individuals and
groups.**® The Commission did not endorse this Proposal, and therefore clarification
of classification standards remains the Commission’s recommended approach to
resolving thisissue.

Special Problems of Single Asset Real Estate Cases. The proposed approach
to classification isintended to address the classification problems in single asset real
estate cases without skewing the law for the other types of cases. Single asset redl
estate cases have been credited as the cause of the enactment of section 1129(a)(10)
and the source of much of the claims classification debate. Because of broader
concerns about the utility of the bankruptcy processfor single asset real estate cases,
Congress has amended the Bankruptcy Code to give morerightsto secured creditors
of single asset real estate ventures.™* Following this lead, the Small Business,
Partnership and Single Asset Real Estate Working Group of the Commission
concluded that single asset cases should be subject to different rules of cramdown in
plan confirmation.

Whether or not single asset real estate cases continue to be candidates for
Chapter 11 on an equal footing with other businesses, other existing Bankruptcy Code
provisions can expediteresolution of single asset cases. Creditorscan seek relief from
the stay. In addition, the Code currently provides single asset mortgage lenders with
additional grounds for speedier relief.1**? Courts aso have relatively wide latitude to
dismiss cases under sections 305 or 1112. The efficacy of soundly-drawn generic
rules to deal with a wide range of circumstances should not be underestimated.

4% REFORMING THE BANKRUPTCY CODE: THE NATIONAL BANKRUPTCY CONFERENCE'S
CODE REVIEW PROJECT 27 (rev. ed. 1997); Kenneth N. Klee, Adjusting Chapter 11: Fine-Tuning
the Plan Process, 69 Am. Bankr. L. J. 551, 568 (1995); L etter from C. Daniel Motsinger to Elizabeth
Warren, Reporter, regarding informal poll of approximately 25 attorneysfrom Indiana, Minnesota,
Georgia, Colorado, and California (July 17, 1997) (substantia sentiment to repeal section
1129(a)(10) with a minority of lawyers arguing that section 1129(a)(10) encourages consensus
building); John R. Clemency & John A. Harris, The Fight Over *Artificial Impairment’ Under
Section 1129(a)(10): 1t’s Time to Call it Quits, 14 AM. BANKR. INST. J. 20, 23 n.10 (1995); Gregory
K. Jones, The Classification and Cramdown Controversy in Single Asset Bankruptcy Cases: A Need
for the Repeal of Bankruptcy Code Section 1129(a)(10), 42 UCLA L.Rev. 623 (1994) (classification
problems and concomitant litigation and inconsistent holdings, could be largely resolved if section
1129(a)(10) were repealed in single asset cases).

1491 Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, 108 Stat. 4106, and Bankruptcy
Amendments of 1997, H.R. 724, 105th Cong. (1997).

149211 U.S.C. 8 362(d)(3) (1994) (court shall grant relief from stay of act against single asset

real estate debtor by secured creditor unless debtor has filed plan of reorganization or commenced
monthly payments to creditor within 90 days after entry of order for relief).
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However, as courts and legidlators continue to address single asset casesin addition
to the broad range of businesses and liability structures that attempt reorganization
under Chapter 11, no single type of case should have a disproportionate impact on
statutory rules and case decisions governing all other cases.

Competing Considerations. This Proposal does not resolve al classification
guestions because it does not address what claims are substantially similar. Because
substantial similarity isinherently afact-intensive issue, a more specific definition of
legd or substantia similarity would beinappropriate and inadequate dueto the almost
infinite number of factual distinctions that may arise. However, the Proposal would
ameliorate some of confusion stemming from the nature of clam analysis, thus
making the overall approach clearer and eliminating some intermediate litigation.

Somemight be concerned that thisProposal woul d encourage plan proponents
to discriminate among creditors. The Commission does not intend to endorse
significant distinctions in trestment among creditors with similar legal rightsand is
confident that the unfair discrimination prohibition in section 1129 precludes
inappropriate distinctions. However, the unfair discrimination test does not protect
asingle dissenting creditor in aconsensual plan when that creditor has been outvoted
by its fellow class members. Some observers who are leery about court discretion
might find that these mechanisms offer insufficient protection. Even those observers
should recognize, however, that by imposing a single standard to be used by all
courts, the Proposal increases protection significantly for creditors appearing in the
courts that presently use more flexible standards.

2.4.17 Prepetition Solicitation for a Prepackaged Plan of Reorganization

The standards and requirements provided in the Bankruptcy Code for
postpetition solicitation should be applicable to solicitation for a plan of
reorganization within 120 days prior to filing a Chapter 11 petition by
an entity that is subject to and in compliance with the public periodic
reporting requirements of the Securities Exchange Act of 1934. Notice
of such prepetition solicitation should be served on the Securities and
Exchange Commission. If an entity solicits for a plan of reorganization
but does not file for bankruptcy, the bankruptcy requirements and
standards should be applicable if an entity does not complete an
exchange offer or any other transaction on the basis of such solicitation.

An oft-cited goa of Chapter 11 is to encourage swift and successful
reorganizations with lower transaction costs.*** Prepackaged Chapter 11 plans

14% See, e.g., James J. White, The Virtue of Speed in Bankruptcy Proceedings, Statement
before the National Bankruptcy Review Commission 6 (May 14, 1997) (concluding that “speed is
an antidote to many of the substantiveillsin Chapter 11. That speed will benefit not only secured
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promote this goal. While they have become more well-known in the 1990s, the
prepackaged bankruptcy concept far pre-datesthe enactment of the Bankruptcy Code
in 1978.14%  As discussed in the first part of this section, a prepack can have
significant advantages over both a traditional Chapter 11 and a restructuring that
takesplacefully out of court. A prepack allowsabusinessto conduct the negotiations
outside of bankruptcy to minimize disruption and costs to all parties that are often
associated with a protracted Chapter 11 process.**® At the same time, a prepack
permits abusinessto reach an arrangement that satisfies the majority of creditors, and
then file for bankruptcy to effectuate and implement that agreement, minimizing the
leverage of minority groups of creditors that would hold out and prevent a workout
outside of bankruptcy. A prepack may be most appropriate for an entity that has to
adjust its debt structure but does not need to repair operational problems with the
extensive use of tools found in bankruptcy. Likewise, aprepack can be apreferable
option for a transnational company to prevent creditors outside the United States
from selzing assets or for a company that has a strong incentive to minimize the time
it actually spends under the protection of the bankruptcy court. Given the
advantages, it is not surprising that prepackaged plans of reorganization constitute a
significant percentage of the bankruptcies filed by publicly held corporations.*%*

The Commission’s recommendations to clarify certain legal points and the
confirmation standards would further enable partiesto streamline and lower the costs
of Chapter 11 cases through prepackaged plans of reorganization. However, the
prepack processitself could use several narrow changesto increasethelikelihood that
companies could reorganize using a prepack instead of atraditional Chapter 11 case.
A business' ahility to solicit votes for a plan of reorganization prepetition is the key
factor to a prepack. If this process is more complicated and costly than the slower
and conventional route, businesses are less likely to choose the prepack route.

creditors, but unsecured creditorsaswell,”); accord Neal Batson & Matthew W. Levin, Prepackaged
and Pre-Negotiated Plans of Reorganization, submitted in connection with New Y ork University
School of Law 21st Annual Workshop on Bankruptcy and Business Organizations (1995) (“[a]
prepackaged or pre-negotiated bankruptcy plan may avoid some of the delay and expense inherent
in the more typical Chapter 11 bankruptcy process’).

1494 1n equity receivership proceedings in the late nineteenth century, a committee of
bondholders or creditors would solicit bonds, structure a reorganization plan, and seek court
confirmation in an expedited proceeding.

14% See Memorandum from Jay M. Goffman regarding proposed amendments to the
Bankruptcy Code and Securities Laws relating to prepackaged bankruptcy cases (June 12, 1997)
(describing prepack procedure and recommending methods to improve process and reduce costs).

14% See Stuart C. Gilson, Investing in Distressed Situations; A Market Survey, 51 FIN.
ANALYSTS J. 8 (1995) (approximately one in four public company bankruptcy filings since 1989
were prepackaged); 1997 BANKRUPTCY YEARBOOK & ALMANAC (over 20% of publicly held
companies filed in 1993 were filed and completed as prepacks).
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Like any solicitation outside of bankruptcy, a fundamental component of
soliciting votes on a Chapter 11 plan of reorganization is providing sufficient
disclosure to the voters on the implications of the plan to make an informed
determination. However, there are significant differences between soliciting on a
Chapter 11 plan and soliciting outside of bankruptcy.  Congress specifically
contemplated that solicitation and disclosure for a Chapter 11 plan of reorganization
warrant their own procedural requirements and a flexible standard of “adequate
disclosure” that will depend on the condition of both the debtor and the debtor’s
books and records.**®” Moreover, the types of information that help a creditor or
shareholder in choosing whether to support a plan of reorganization do not always
overlap with information that is required to be disclosed to a potential investor of a
financidly healthy company. The Bankruptcy Code therefore requires a disclosure
statement in place of a prospectus or proxy statement and employs an “adequate
information” requirement as defined in section 1125(a).1*® This standard and the
bankruptcy solicitation and disclosure requirements preempt otherwise applicable
nonbankruptcy standards for a businessin atraditional Chapter 11.1** Thus, under
current law, Chapter 11 debtorsthat properly solicit votes on aplan of reorganization
are not subject to securitieslaws and regul ations governing solicitation of acceptance
or rejection of a plan or the offer, issuance, sale, or purchase of securities; they are
exempt from the registration and disclosure requirements and protected from strict
ligbility under section 5 of the 1933 Act.”®® This permits the court to evaluate
whether the proposed disclosure is appropriate under the circumstances.

97 S, RepP. NoO. 95- 989, at 120 (1978), H.R. Rep. No. 95-595, at 408 (1977) (“Reporting
and audit standards devised for solvent and continuing businesses do not necessarily fit adebtor in
reorganization. Subsection (a)(1) expressly incorporates consideration of the nature and history of
the debtor and the condition of its books and records into the determination of what is reasonably
practicableto supply”). Thesefactorsare particularly pertinent to historical dataand to discontinued
operations of no futurerelevance. See generally Stephen H. Case & Mitchell A. Harwood, Current
Issues in Prepackaged Chapter 11 Plans of Reorganization and Using the Federal Declaratory
Judgment Act for Instant Reorganizations, 1991 SURV. OF AM. L. 75, 105.

14% Section 1125(a)(1) providesthat “* adequate information’ meansinformation of akind,
and in sufficient detail asfar asisreasonably practical in light of the nature and history of the debtor
and the condition of the debtor’s books and records, that would enable a hypothetical reasonable
investor typical of holders of claims or interests of the relevant class to make an informed judgment
about the plan, but adequate information need not include such information about any other possible
or proposed plan.” 11 U.S.C. § 1125(a)(1) (1994).

149 See 11 U.S.C. § 1125(d) (1994).
150011 U.S.C. §1145(a) (1994) (establishing that section 5 of the 1933 Act and parallel state
laws do not apply to offer of security of debtor); id. at 8 1125(d) (exempting disclosure statements

from securities law requirements); id. 8 1125(e) (to effectuate subsection (d), precluding liability for
anti-fraud provisions relating to disclosure requirements).
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Debtors are permitted to solicit prepetition for a plan of reorganization in the
attempt to formulate a prepackaged plan. However, while the disclosure needs for
Chapter 11 plan solicitations are the same prepetition and postpetition, these
prepetition solicitations are subject to nonbankruptcy requirements because
prepetition solicitation for aplanisnot included in the bankruptcy exemption fromthe
securities law registration and disclosure requirements,™™ nor does it always fit an
exemption under the securities laws themselves.® Thus, a corporation soliciting
votes for a plan prepetition currently must comply with applicable registration and
disclosurerequirementsunder the SecuritiesAct of 1933, the SecuritiesExchange Act
of 1934, and state securities and blue sky laws rather than the somewhat different
standards of the Bankruptcy Code.**%

The bankruptcy system imposes additional restraints on prepetition
solicitation, which, if not satisfied, can result in invalidation of votes and the need to
re-disclose and re-solicit.®** Some of the types of information essential for adequate
disclosure for bankruptcy purposes are not elicited on certain standard forms under
the securities laws, such as information about claims against the debtor’ s estate, a
Chapter 7 liquidation analysis, or an estimate of administrative expenses. Thus,

1501 Section 1145(a) only appliesto offers of securities of the debtor, defined in the Code as
aparty “concerning which acase under thistitle has been commenced.” 11 U.S.C. § 101(13) (1994)
(emphasis added). Section 1125 appears to protect only postpetition disclosure, although some
commentators do not agree with this interpretation. See, e.g., Stephen H. Case & Mitchell A.
Harwood, Current Issues in Prepackaged Chapter 11 Plans of Reorganization and Using the Federal
Declaratory Judgment Act for Instant Reorganizations, 1991 SURv. AM. L. 75, 184.

1502 See, e.9., Securities Act of 1933, § 3(a)(9), 15 U.S.C. § 77c(a)(9) (1997) (exempting
certain exchange offers from Section 5 registration requirements if new security isissued by same
entity that issued old security and offered to existing security holders with no payment to
professionals for solicitation of exchanges); id. at 8§ 4(2), 15 U.S.C. § 77d(2) (exempting private
exchanges).

B83ee 11 U.S.C. §1126(b) (1994) (prepetition solicitationsvalid only if in accordance with
applicable nonbankruptcy law). See Neal Batson & Matthew W. Levin, Prepackaged and Pre-
Negotiated Plans of Reorganization, submitted in connection with New Y ork University School of
Law 21st Annual Workshop on Bankruptcy and Business Organizations, 904 (1995) (“biggest
disadvantage of the prepackaged plan process. . . is that the debtor may need to comply with two
separate sets of disclosure lawsrelative to its prepackaged plan: nonbankruptcy law and bankruptcy
law. . . nonbankruptcy disclosurerequirementsoftentimescan beexceedingly arcaneand complex.”).

134 Rule 3018(b) provides that “[A] holder [of record] of a claim or interest who has
accepted or rejected aplan before the commencement of the case under the Code shall not be deemed
to have accepted or rejected the plan if the court finds after notice and hearing that the plan was not
transmitted to substantially all creditors and equity security holders of the same class, that an
unreasonably short time was prescribed for such creditors and equity security holders to accept or
reject the plan, or that the solicitation was not in compliance with section 1126(b) of the Code.”
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prepetition solicitation activity must comply with conflicting and cumbersome sets of
standards and procedural requirements.

The lack of an exemption for prepetition solicitation can be a significant
impediment, which might lead a debtor to initiate a traditional Chapter 11 case
instead, or to pursue a“pre-negotiated” plan in which most of the negotiation—but
not the solicitation—takes place prior to filing. For a company that is a prime
candidate for a prepack, this results in a longer stay in bankruptcy than otherwise
would be necessary, along with the correlative increased costs of administration,*>*
disruption to business practice, and decrease in public confidence.

The Commission recommends that the Bankruptcy Code disclosure
requirements, which were designed with a financially-troubled company in mind, be
available for application to pre-filing solicitations in lieu of otherwise applicable
requirements. In so doing, the Proposal would eliminate the dual-track governance
of disclosurefor prepackaged Chapter 11 plans of reorganization and would provide
aclear set of rules and standards for prepacks if the debtor fit the requirements of the
exemption. ThisRecommendation isconsistent with the view of some commentators
who believethat prepetition solicitations already are protected by the section 1125(€)
safe harbor for potentia violations of the securities laws. ™%

Under the Commission’ s Recommendation, prepetition solicitation would be
subject to significant constraints. The restrictions are effectively monitored and
enforced because prepetition votes would be invalidated if the court ultimately
determined that the plan proponent failed to meet the requisite standards.”* The
expense and delay that accompany a second disclosure and re-solicitation provide a
strong incentive for a debtor to make its best efforts to comply with the applicable
disclosure standards.™® In addition, although the adequacy of disclosure would not

1505 See Memorandum from Jay M. Goffman to National Bankruptcy Review Commission
regarding proposed amendments to Bankruptcy Code and Securities Laws relating to prepackaged
bankruptcy cases, Ex. A (June 12, 1997) (comparing professionals feesin traditional Chapter 11
cases to prepack cases).

1506 Stephen H. Case & Mitchell A. Harwood, Current Issues in Prepackaged Chapter 11
Plans of Reorganization and Using the Federal Declaratory Judgment Act for Instant
Reorganizations, 1991 SURV. AM. L. 75, 184; Richard M. Cieri, et al., Safe Harbor in Unchartered
Waters -- Securities Law Exemptions Under Section 1125(e) of the Bankruptcy Code, 51 BUS. LAw.
379, 409 (1996).

%07 See, e.g., In re Colorado Springs Spring Creek Gen. Imp. Dist., 177 B.R. 684 (Bankr.
D. Colo. 1995) (finding securities law deficiencies in prepetition disclosures and denying
confirmation); In re Southland Corp., 124 B.R. 211 (Bankr. N.D. Tex. 1991) (finding defects in
prepetition solicitation and requiring resolicitation).

1508 “The difficulties in the mechanics of the Southland solicitation illustrate that debtor’s
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be governed by nonbankruptcy law, federal or state agencies regulating securities
could be heard on the issue of whether the plan proponent provided adequate
information in the context of the situation.*®

This Proposal would have a very limited application overall. If a debtor
wanted to use a prepack as an aternative to an unsuccessful out-of-court workout,
it could not rely on the proposed extension of the exemption for its workout
solicitation. The exemption would be available only to those plan proponents that
solicit directly in connection with afuture plan of reorganization under title 11 andfile
a bankruptcy petition within 120 days after commencing solicitation.

Moreover, the proposed procedure would be available only for those
companies that are subject to and in compliance with the periodic reporting
requirements of the Securities Exchange Act of 1934."° Making the availability of
this additional source of information a prerequisite to the use of this exemption
provides extra assurance that public investors have ample information about a
company soliciting prepetition for a prepack in accordance with the bankruptcy law
standards.™"* Informal consultations with the Securities and Exchange Commission
staff indicate that this approach would be satisfactory to aleviate concerns about
insufficient information.

Attempts to obtain majority support for a prepackaged plan may be
unsuccessful and the company therefore may choose not to file abankruptcy petition.
Such acompany still would be protected by the exemption in thisinstance, athough
itsunsuccessful solicitation would not be effective for any purpose. Thisis consistent
with the approach already taken by the Bankruptcy Code's rules and standards: if a

counsel must utilize extreme care to assure that disclosure is adequate and that the procedure of the
solicitation cannot be attacked.” Marc S. Kirschner, et al., Prepackaged Bankruptcy Plans: The
Deleveraging Tool of the “90s in the Wake of OID and Tax Concerns, 21 SETON HALL L. REV. 643,
674 (1991).

150911 U.S.C. § 1125(dl) (1994).

B0 15U.S.C. 8 78m (1994). Periodic reporting requirements apply to companiesregistered
on any national securities exchange under section 12(b) of the * 34 Act and to companies with more
than five hundred shareholders of record in any class of securities and with more than $10 million
inassets. Id., 781(b) . See also 17 C.F.R. S240.12g-1 (1996) (raising asset threshold to $10 million).
See generally Stephen J. Choi, Company Registration: Toward a Status-Based Antifraud Regime,
64 U. CHI. L. REV. 567 (1997) (describing current system, presenting arguments for status-based
antifraud regime).

B Thetypes of transactionsthat may beinvolved for prepacks of very small companies not
subject to the ‘34 Act periodic reporting requirements may be eligible for other registration
exemptions under nonbankruptcy law, such as that for private placements. See, e.g., 15 U.S.C. §
77d(2) (1994); 17 C.F.R. 230.144A (1994).
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debtor solicits votes after the court approves its disclosure statement but cannot get
aplan confirmed, for example, the debtor is not liable for failing to register with the
SEC in connection with the solicitation. The ultimate success or failure of the
solicitation does not determine the applicable standards under current law, and it
should not do so in a prepack solicitation. Any other rule would nullify the proposed
prepetition exemption because it would force a corporation seeking to complete a
prepack to take an expensive “belts and suspenders’ approach and comply with
otherwise applicable registration and prospectus requirements just in case it did not
obtain the requisite votes to go forward and file a prepackaged plan. The exemption
would not protect an entity from liability under the securities laws if the entity used
the solicitations for another type of workout, such as an exchange offer.

Competing Considerations. Some might be concerned that businesses could
take advantage of the ability to solicit plan votes without complying with the specific
requirements of the securitieslaws. Others have recommended fewer restrictions on
the companies that can use the exemption and a longer prepetition period for
solicitation under the bankruptcy standards, arguing that |arge companies have many
players and types of outstanding debt that necessitate along negotiation period. The
Commission took a middle ground and developed a Proposal that is very limited in
its application, time, and scope. If this approach yields satisfactory results in terms
of enabling successful reorganization with minimized administrative costs, Congress
ultimately might consider an expansion of the applicability of bankruptcy requirements
to prepetition solicitation.

Others express adifferent concern. Rather than concluding that the Proposal
offerstoo much protection for companies attempting a prepackaged bankruptcy, they
are concerned that this Proposal offers too little protection. This Proposal may
increase the risk that a prepack will be unwound after the fact because a court
interprets the “adequate information” standard differently from the debtor’s
professionals. If thiswere the case, the proposed change would not promote the use
of prepacks. Of course, nothing in this Proposal would put the debtors in any worse
position than current law. Other nonbankruptcy exemptionsfrom solicitationswould
continueto apply, but it is possible that this Recommendation does not go far enough
to encourage and protect prepackaged bankruptcies.

2.4.18 Postpetition Solicitation for a Prepackaged Plan of Reorganization

Section 1125(b) should be amended to provide that the acceptance or
rejection of a plan may be solicited after the commencement of a case
under title 11 but before the court approves a written disclosure
statement from those classes that were solicited for the plan prior to the
filing of the bankruptcy petition.
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TheBankruptcy Code expressly contemplatesthat acompany that has not yet
filed for bankruptcy may begin to make disclosures about itsintended Chapter 11 plan
and commence the solicitation process.®> However, once that debtor files for
bankruptcy, the rules governing solicitation change. Section 1125(b), which governs
“Postpetition Solicitation and Disclosure,” authorizes solicitation postpetition only
after the court has approved a disclosure statement.™™ Literally interpreted, this
provision precludes the postpetition continuation or completion of the solicitation
process begun prepetition in aprepack. This hastwo consequences. The debtor who
has not completed every aspect of a prepack solicitation at the moment of filing a
petition must forfeit many of the advantages of a prepack by returning to the much
slower Chapter 11 track when the process may be almost complete. In addition, the
debtor in the midst of negotiating a prepack is vulnerable to having the process
derailed by any creditor who decidesto file an involuntary petition.™>* Thethreat to
make such a filing gives a sophisticated creditor a bargaining advantage based on
nothing more than the ability to terminate the debtor’ s prepack negotiations.

To promote out-of-court collective negotiation and to reduce the leverage of
those who have nothing to lose by causing delay, the Commission recommends an
amendment to permit the plan proponent to continueits solicitation postpetition. This
would minimizetheincentivesfor dissenting creditorsto delay or to threaten to derail
aplan. A complete restriction on postpetition solicitation in aprepack does not serve
asignificant function when the debtor already has made disclosuresand solicited votes
prepetition. Once again, the Proposal is narrow in scope: the plan proponent could
continue to solicit only holders of claims in those classes that were solicited
prepetition.™* A broader rule would enable the debtor to solicit one class prepetition

1512 See 11 U.S.C. 8§ 1102(b)(1) (1994) (prepetition creditors committees); 11 U.S.C. §
1126(b) (1994) (setting forth source of standards for prepetition disclosure and solicitation); 11
U.S.C. § 1121(a) (1994) (plan can be filed with petition); FED. R. BANKR. P. 3018(b) (rules
governing prepetition voting).

131311 U.S.C. § 1125(b) (1994) ( “An acceptance or rejection of aplan may not be solicited
after the commencement of the case under thistitle from aholder of aclaim or interest with respect
to such claim or interest unless, at the time of or before such solicitation, thereis transmitted to such
holder the plan or a summary of the plan, and a written disclosure statement approved, after notice
and a hearing, by the court as containing adequate information.”).

1514 See, e.g., In re Resorts Int’'l, Inc., 199 B.R. 113 (Bankr. D.N.J. 1996) (creditors filed
involuntary case against debtor while in prepack negotiations); In re New Valley Corp., 168 B.R.
73 (Bankr. D.N.J. 1994) (same); Nicholas P. Saggese & Alesia Ranney-Marinelli, A PRACTICAL
GUIDE TO OUT-OF-COURT RESTRUCTURINGS AND PREPACKAGED PLANS OF REORGANIZATION, §
4.04[C], at 4-83 (2d ed. 1993) (Code offers no clear guidance as to status of prepackaged plan once
petition is filed, which might occur when dissatisfied creditors file involuntary petition to derail

plan).

1515 Rule 3018 of the Federal Rules of Bankruptcy Procedure already requiresthat prepetition
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asameansto avoid the general rule against solicitation prior to court approval of the
disclosure statement, which is not the intent of this Proposal. In the absence of
prepetition solicitation of those parties under section 1126(b), the recommended
changewould not authorize aplan proponent to solicit the votes of creditorsor equity
holders prior to approva of a disclosure statement. In addition, although this
Proposal would permit the continuation of the prepetition solicitation process, it does
not change the fact that the adequacy of the disclosure or the validity of the
solicitation and voting process still would be reviewed by the court. Like prepetition
solicitation under the current rules, votes obtained in this interim postpetition period
would be subject to later disqualification if the court ultimately did not approve the
debtor’s disclosures. A plan proponent bears the risk of potential retroactive
invaidation of these votes if it is not scrupulous in its compliance with disclosure
requirements. No other rules dealing with claims, including any claimstrading rules,
would be changed by this Proposal.

The Commission’s proposed change would clarify ambiguity regarding
postpetition continuation of prepetition solicitation under current law. Some
commentators have suggested that continued solicitation aready is permissible.>*
This question turns on the definition of the “solicitation” event, which allows the
argument that incompl ete prepetition solicitation continuesto be protected even when
it runs over into the post-filing period. The Commission does not take a position on
the status of current law, and notes only that the proposed clarification would
encourage prefiling negotiation and solicitation.

Competing Considerations. Some people advocate a much more
comprehensive change: they recommend that the Code enable al plan proponentsto
solicit prior to disclosure statement approval, or aternatively that the Code be
amended to abolish the disclosure statement requirement. These more substantial
recommendations arguably would speed up the Chapter 11 process and eliminate
formaities that some perceive to be unnecessary. The Commission’s Proposal takes
a conservative approach and addresses only the narrow issue of postpetition
solicitationin prepacksto promotethe efficient use of prebankruptcy negotiationsand
solicitation. The success of thissmall change might prompt further consideration of
more significant changes at a later date.

solicitation be made to substantially all members of the class. FED. R. BANKR. P. 3018.

1516 See Nicholas P. Saggese & AlesiaRanney-Marinelli, A PRACTICAL GUIDE TO OUT-OF-
COURT RESTRUCTURINGS AND PREPACKAGED PLANS OF REORGANIZATION, § 4.04[C], at 4-86 (2d
ed. 1993) (explaining alternative views of section 1125(b) restriction as applied to prepacks);
Richard M. Cieri, et al., Safe Harbor in Unchartered Waters -- Securities Law Exemptions Under
Section 1125(e) of the Bankruptcy Code, 51 Bus. LAw. 379, n.50 (1996) (noting impracticability
of applying section 1125(b) to prepack solicitations).
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Others taking the opposite view might argue that even the Commission’s
limited Proposal would undermine the disclosure requirements because courts may
be less inclined to invalidate votes after the fact on the basis of minor errorsin the
disclosure statement. If one were very concerned about inadequacy of information,
one way to ameliorate this concern might be to authorize the conditional approval of
disclosure statements. The Bankruptcy Code currently authorizes this approach for
debtors that elect to be treated as small businesses.™’ Alternatively, some
commentators have endorsed the use of prepetition declaratory judgments approving
disclosure statements, which would address this problem as well .*>*#

2.4.19 Elimination of Prohibition on Nonvoting Equity Securities

Congress should amend section 1123(a)(6) to eliminate the requirement
that the charter of the reorganized corporate debtor prohibit the
issuance of nonvoting equity securities. Section 1123(a)(6) should
otherwise remain unchanged.

A plan of reorganization must have certain contents and features to be
confirmed. These criteria are set forth in section 1123. Section 1123(a)(6) of the
Bankruptcy Code requires that a reorganized debtor’s corporate charter include a
provision that prohibits the debtor from issuing nonvoting stock.™>® This statutory
requirement had its roots in asimilar requirement in pre-Code law.”® In the 1930s,

1517 See 11 U.S.C. § 1125(f) (1994).

1518 Stephen H. Case and Mitchell Harwood, Current Issues in Prepackaged Chapter 11
Plans of Reorganization and Using the Federal Declaratory Judgment Act for Instant
Reorganizations, 1994 ANN. SURV. AM. L. 75.

1519 Section 1123(a) provides:

Notwithstanding any otherwise applicable nonbankruptcy law, a plan shall - . .
. (6) provide for the inclusion in the charter of the debtor, if the debtor is a
corporation, or of any corporation referred to in paragraph (5)(B) or (5)(C) of this
subsection, of a provision prohibiting the issuance of nonvoting equity securities,
and providing, as to the several classes of securities possessing voting power, an
appropriate distribution of such power among such classes, including, in the case
of any class of equity securities having a preference over another class of equity
securities with respect to dividends, adequate provisions for the election of
directors representing such preferred classin the event of default in the payment
of such dividends.

11 U.S.C. § 1123(a) (1994).
1520 1n re Acequia, Inc., 787 F.2d 1352 (9th Cir. 1986) (noting that section 1123(a)(6) was

derived from 11 U.S.C. § 616 of Bankruptcy Act of 1898 and copied almost verbatim), citing S.REP.
NoO. 95-989, at 119, reprinted in 1978 U.S.C.C.A.N. 5787, 5905 (indicating interest in ensuring that
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Congress and the Securities and Exchange Commission were concerned that insiders
retained too much control over reorganization to the exclusion of public
stockholders.**?! The prohibition on nonvoting stock wasintended to promotethefair
distribution of voting power to elect the managers of areorganized debtor.

While this provison may have served that function in the 1930s, the
multiplicity of corporate structures used today, along with the active participation of
classes of claims negotiating for equity participation, leave the provision with little
relevance in the modern corporate world.**? The inclusion of this provision in the
Bankruptcy Code has been the subject of much criticism.™®* Moreimportantly, there
seemsto be little evidence that this prohibition has had any beneficia effects. Firgt,
itiseasly circumvented. A debtor might create avoting trust or issue preferred stock
with limited voting rights, which do not comport with the underlying purpose of the
provision but arein technical compliance with the statutory requirement.™®?* Second,
Chapter 11 specifically providestoolsthat deal with the earlier concerns of Congress
and the Securities and Exchange Commission. For example, the remainder of section
1123(a)(6) and 1123(a)(7)** more effectively address the concern of excessive

investors could maintain voice in selection of management of reorganized firm).

1521 See 7 COLLIER ON BANKRUPTCY 1 1123.01[f][6] (Lawrence P. King, et al. eds., 15th
1996); S.E.C. Report on the Study and Investigation of the Work, Activities, Personnel and
Functions of Protective Committees, Part I, 903 (1937), Part V111 156 (1940).

1522 Accord GINSBERG & MARTIN ON BANKRUPTCY, § 13.09[H] (Robert E. Ginsberg et al.
eds. Supp. 1997) (“These provisions, which are a carryover from old Chapter X and represent the
thinking of the Securities and Exchange Commission in the 1930s about how large publicly held
corporate debtors are reorganized, are archaic”).

1523 See, e.g., Letter of May 8, 1997 from L.E. Cred, 111 to Brady Williamson (deeming
provision’sinclusion to be a“glitch”); 7 COLLIER ON BANKRUPTCY ] 1123.01[f][6] (Lawrence P.
King et al. eds. 1996) (“It is suggested that the inclusion of section 1123(a)(6) was not well
considered and represents an intrusion of the paternalistic hand of Chapter X into practice under
Chapter 11 of the Bankruptcy Code”); Kenneth N. Klee, Adjusting Chapter 11: Fine Tuning the Plan
Process, 69 AM. BANKR. L.J. 551, 555 (1995) (noting that “anomalous’ provision was retained as
political concession).

1524 See Richard L. Epling, Fun with Nonvoting Stock, 10 BANKR. DEv. J. 17, 20
(1993/1994) (noting case law permitting restrictive voting trusts in connection with plan, and
describing other methods that comply with section 1123(a)(6) restrictions but could disenfranchise
common shareholders); REFORMING THE BANKRUPTCY CODE: THE NATIONAL BANKRUPTCY
CONFERENCE’ S CODE REVIEW PROJECT, FINAL REPORT 290 (1994); Kenneth N. Klee, Adjusting
Chapter 11: Fine Tuning the Plan Process, 69 AM. BANKR. L.J. 551, 555 (1995) (hoting confusion
over whether securities with only limited voting rights satisfy the section 1123(a)(6) requirement).

1525 Section 1123(a)(7) providesthat aplan shall “contain only provisionsthat are consi stent

with the interests of creditors and equity security holders and with public policy with respect to the
manner of selection of any officer, director, or trustee under the plan and any successor to such
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insider control over management, as do the Code's disclosure and confirmation
requirements, which provide parties with more direct means to prevent
disenfranchisement. Some commentators also have noted that aliteral reading of the
charter provision requirement is especially problematic when the debtor is being
acquired by a preexisting corporation that was not organized for the purpose of
making this acquisition.’>®

There may be valid reasons to make nonvoting stock available to partiesin
interest. The question of nonvoting stock is an issue that arises in large cases, in
which all parties benefit from the availability of afull panoply of corporate ownership
devices. Theissue becomes particularly significant when the debtor proposestoissue
new stock to unsecured creditors in full or partial satisfaction of their claims.>?’
There are restrictions on the ability of some creditors, such as banks, to hold voting
securities.™® The workout process also would be facilitated if there were greater
flexibility in dealing with a debtor’ s securities.’**

For al of these reasons, the Commission recommends the repeal of this
portion of section 1123(a)(6).

Competing Consideration. Somepartiesmight believethat the concernsof the
Securitiesand Exchange Commissionin the 1930sregarding insider control may hold
true today and may warrant protections against disenfranchisement. Even if one
thinks that this is the case, however, other requirements of Chapter 11 are more
responsive to this concern than a nonvoting stock prohibition, which seemsto be an
easily-circumvented and ineffective solution to the alleged insider control problem.

2.4.20 Postconfirmation Plan Modification
11 U.S.C. § 1127(b) should be amended to permit modification after

confirmation of a plan until the later of 1) substantial consummation or
2) two years after the date on which the order of confirmation is entered.

officer, director, or trustee.” 11 U.S.C. § 1123(a)(7) (1994).

1526 See GINSBERG & MARTIN ON BANKRUPTCY, § 13.01[H] at 13-61 (Robert E. Ginsberg
et a. eds. Supp. 1997).

1527 See Richard L. Epling, Fun with Nonvoting Stock, 10 BANKR. DEv. J. 17 (1993/1994).
1528 12 U.S.C. § 1843 (1994) (precluding banks from holding voting equity securities).
1529 |_etter of May 8, 1997 from L.E. Credl, |1l to Brady Williamson. See also Epling, 10

BANKR. DEV. J. at 21 (noting that primary issue should be whether creditor class votes to accept
nonvoting stock).
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All other restrictions on postconfirmation plan modification in section
1127(b) should remain unaltered.

Even the most carefully crafted plans of reorganization sometimes encounter
circumstancesthat warrant adjustment. Eventsthat might be out of the control of the
reorganized debtor can change circumstances sufficiently to put the plan at risk. At
that point, the debtor could fail initsobligationsand beliquidated, or the debtor could
file another bankruptcy petition.***® These options have extreme consequences, but
they basically are the only options that current law provides. A less extreme option
would be court-approved plan modification. Modifying the plan would permit
stabilization and continuation of the enterprise and productivity, maintenance of
employees' jobs, and continuation of distributions to creditors.

Under current law, aplan proponent or reorganized debtor can seek to modify
a confirmed plan of reorganization with court approva under only highly
circumscribed conditions, but has only a very brief time period to do so following
confirmation.™* Modificationisprohibited after “ substantial consummation,” aterm
of art in the Bankruptcy Code. According to the Code, substantial consummation
occurs when the debtor has commenced making distributions under the terms of the

1530 gyccessive Chapter 11 filings have caused a great deal of confusion. See generally
David A. Lander & David A. Warfield, A Review and Analysis of Selected Post-Confirmation
Activities in Chapter 11 Reorganizations, 62 AM. BANKR. L.J. 203, 232 (1988). The Code does not
expressly prohibit repeated Chapter 11 filings. See In re ElImwood Dev. Co., 964 F.2d 508, 511 (5th
Cir. 1992) (second Chapter 11 petition not per seinvalid), citing Johnson v. Home State Bank, 111
S. Ct. 2150 (1992) (refilingsin Chapters 7 and 13 not prohibited categorically). The Bankruptcy Act
of 1898 imposed asix-year bar on discharge (but not filing) for reorganizing businesses under some
circumstances, but Congress include no such provision in the 1978 Code. Y et, some courts have
held that section 1127 prohibits a subsequent Chapter 11 case that modifies the terms of the original
plan, deeming thisto be a“bad faith” filing subject to conversion or dismissal. See In re Sportpages
Corp., 101 B.R. 528, 529 (N.D. IIl. 1989); In re Roxy Real Estate Co., 170 B.R. 571 (Bankr. E.D.
Pa. 1993); In re AT of Maine, Inc., 56 B.R. 55 (Bankr. D. Me. 1985); In re Northampton Corp., 39
B.R. 955 (Bankr. E.D. Pa. 1984), aff’d, 59 B.R. 963 (E.D. Pa. 1984). Others will permit repeat
Chapter 11 filings when the debtor illustrates a change of circumstances. In re Casal omaAssocs,,
122 B.R. 814, 818-19 (Bankr. N.D. Ga. 1991) (changed circumstances, unknown at time of
substantial consummation of prior plan, have substantially affected debtor’ s ability to perform plan);
accord ElImwood, 964 F.2d at 511 (“we agree that unanticipated circumstances may justify valid
successive request for Chapter 11 relief”). The Court of Appeals for the Seventh Circuit upheld a
second Chapter 11 filing for purposes of an orderly liquidation. See Freuhauf Corp. v. Jartran, Inc.,
886 F.2d 859 (7th Cir. 1989).

1331 “The proponent of a plan or the reorganized debtor may modify such plan at any time
after confirmation of such plan and before substantial consummation of such plan, but may not
modify such plan so that such plan as modified fails to meet the requirements of sections 1122 and
1123 of this title. Such plan as modified under this subsection becomes the plan only if
circumstances warrant such modification and the court, after notice and a hearing, confirms such
plan as modified, under section 1129 of thistitle.” 11 U.S.C. § 1127(b) (1994).
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plan, substantialy al property has been transferred that is to be transferred, and the
debtor/successor has assumed the management of the reorganized debtor.> The
Code therefore permits modification, but typically for only a few days or weeks
following confirmation. This is not enough time for the reorganized debtor to
anticipate or solve unforseen problems.

Even asidefrom the short time limitation, the Bankruptcy Codeimposesquite
stringent requirements on modification. Numerous substantive and procedural
protections for creditors and equity holdersin Chapter 11 remain intact during this
modification process. Inadditionto gaining court approval, modification must satisfy
the requirements of sections 1122 (classification) and 1123 (mandatory and
permissive plan requirements) and the confirmation requirements in section 1129.
Satisfying these requirements—in the plan confirmation process or the modification
process—is not an easy task.

These substantive and procedural requirements for statutory modification
prevent improvident and unfair plan modifications and protect the interests of
creditors and equity holders, thusit is not necessary to maintain such stringent time
limitations on modification. In light of the potential benefits of permitting partiesto
negotiate for modification, the Commission believesit isunduly restrictive to impose
such ashort timelimitation, which essentially precludes amost any plan modification.
It is nearly impossible for a debtor to know that a modification might be necessary
that early in the postconfirmation process. The Commission’s proposed amendment
would enlarge the window of opportunity to modify, but would not otherwise change
the strict rulesthat define the parameters of permissible modifications. Thus, the fact
that modification would be available for alonger time period does not mean that it
would be arealistic option in all cases.

Because class voting governs the modification process, the majority of each
class of creditors—and not just the debtor or plan proponent—still would decide
whether amodification is prudent. If creditors have lost confidence in the ability of
a debtor to reorganize, a modification will not be possible, notwithstanding the fact
that the modification was not time-barred. Falling within the modification period is
necessary, but certainly not sufficient, in demonstrating that the relief requested
should be granted.

Thisamendment would have several additional salutary consequences. First,
the Proposal would reduce litigation by limiting the need to challenge and interpret
the term “substantial consummation.” The term has caused a fair amount of
confusion,** and yet under any analysisit occurs extremely early in all but the most

152 11 U.S.C. § 1101(2) (1994).

1533 See Benjamin Weintraub & Michagel J. Crames, Defining Consummation, Effective Date
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unique cases and well before the two-year anniversary of plan confirmation.>** The
Proposal therefore would eliminate litigation on this point in most instances.

Second, this amendment would assure that creditors have the opportunity to
participatein the process of effectuating any plan changes. Inthe absence of authority
to permit modifications after substantia consummation,* some courts have
permitted “ clarifications’ or “variations’ on extant plans.*>** Because there would be
no need for these shortcuts, this Proposal should prevent partiesfrom circumventing
the protections of section 1127(b) and the plan negotiation process.™

An expanded time frame also may avert the request for asuccessivefiling. In
their empirical study of 43 publicly-held businesses in Chapter 11 in the 1980s,
Professors LoPucki and Whitford found that a significant number of companies

of Plan of Reorganization and Retention of Postconfirmation Jurisdiction: Suggested Amendments
to Bankruptcy Code and Bankruptcy Rules, 64 AM. BANKR. L.J. 245, 247 (1990).

1534 See, e.g., In re Bullion Hollow, Inc., 185 B.R. 726, 728 (W.D. Va. 1995), citing In re
Hayball Trucking, Inc., 67 B.R. 681 (Bankr. E.D. Mich.1986); In re Earley, 74 B.R. 560 (Bankr.
C.D. 111.1987); In re Bedford Springs Hotel, 99 B.R. 302 (Bankr. W.D. Pa.1989); In re Burlingame,
123 B.R. 409 (Bankr. N.D. Okla.1991); In re Burnsbrooke Apts. of Athens, Ltd., 151 B.R. 455
(Bankr. S.D. Ohio 1992); In re Dam Road Mini Storage, 156 B.R. 270 (Bankr. S.D. Cal.1993). But
see In re Heatron, 34 B.R. 526 (Bankr. W.D. Mo. 1983) (substantial consummation had not occurred
because distribution to creditors were little more than halfway completed); Jorgenson & Jorgenson
v. Federal Land Bank, 66 B.R. 104 (B.A.P. 9th Cir. 1986) (adopting Heatron standard that
distributions “must be more than halfway” completed); accord In re Hotel Assocs. of Tuscon, 165
B.R. 470 (B.A.P. 9th Cir. 1994) (same).

155 3ee, e.g., In re Best Products, Inc., 177 B.R. 791, 802 (S.D.N.Y . 1995) (“relief requested
by the RTC would, if granted, be tantamount to confirmation of a plan that is different than the one
that was proposed by the Debtors and approved by 97% of the creditors. The court cannot adopt any
modification that materially alters the plan and adversely affects a claimant’ s treatment.”).

15% See, e.g., IRSV. APT Indus,, Inc., 128 B.R. 145 (W.D.N.C. 1991) (postconsummation
order directing IRS in application of trust fund taxes was clarification, not modification). See also
State Gov't Creditors Comm. for Property & Damage Claims v. McKay (In re Johns-Manville
Corp.), 920 F.2d 121, 128 (2d Cir. 1990) (suspending operations of claims resolution facility was
“variation with respect to timing and claims processing”), cert. denied sub nom. MacArthur Co. v.
Johns-Mansville Corp., 488 U.S. 868 (1988).

1537 See Findley v. Blinken (In re Joint E. & S. Dist. Asbestos Litig.), 982 F.2d 721 (2d Cir.
1992), modified on reh’g, 993 F.2d 7 (2d Cir. 1993) (restructuring trust pursuant to settlement of
non-opt-out class action was impermissible plan modification); In re Stevenson, 148 B.R. 592, 596
(D. Idaho 1992) (proposed modification improperly created new plan regarding bank’s allowed
secured claim); In re U.S. Repeating Arms Co., 98 B.R. 138 (Bankr. D. Conn. 1989) (adding
particular product liability action to unsecured class was modification subject to section 1127(b));
In re Charterhouse, Inc., 84 B.R. 147 (Bankr. D. Miss. 1988) (section 105(a) cannot be used to
implement postconsummation modification).
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emerged from Chapter 11 with significantly more debt than comparable companies
inthe same industry, and many of those companies refiled for bankruptcy.™® To the
extent that such repeat tripsinto bankruptcy are prompted by the need to de-leverage
asaconsequence of thefirst filing, amore realistic modification period might provide
more cost-efficient resolution while being equally protective of creditors' rights.
Statements of experienced practitioners and judgesindicate that the number of cases
that result in failure or attempts at successive Chapter 11 filings might be reduced by
expanding the time limit for plan modification.*>*

Competing Considerations. A longer modification period might lessen the
perceived finality of the confirmation process. For this reason, some might be
concerned that an extended modification period could discourage parties from
working hard to determine with precision the correct business and financial decisions
before confirmation. Most parties are likely to use their best estimates and to
negotiate for the most realistic optionsin areorganization, even if they know they will
be permitted to return if something goes wrong; they recognize that modification,
while better than re-filing, is costly, uncertain, and not preferable to working out al
possible issues in the first reorganization attempt. This Proposal would most likely
be used to address unforeseen changes and events.

It also may be argued that hurdlesto postconsummation plan aterations exert
adiscipline on management of the reorganized entity after consummation of the plan.
Allowing postconsummation modification might provide a safety valve that could
reduce this discipline and could result in a greater rate of debtor recidivism.
Notwithstanding the impact of the proposed change on "management psychology,"”
this Proposal would streamline the process of dealing with postconsummation
problems that might necessitate adjustment.

1538 | ynn M. LoPucki & William C. Whitford, Patterns in the Bankruptcy Reorganization
of Large, Publicly Held Companies, 78 CORNELL L. Rev. 597, 606 (1993). Of the thirty-eight
companies in which an entity survived confirmation, twelve filed a subsequent bankruptcy petition.
Not al of the refilings necessarily were attributable to an overload of debt. Id. at 606, n.44.

159 See, e.9., Memorandum from Leon S. Formanto Chapter 11 Working Group of National
Bankruptcy Review Commission on Post-Confirmation Modification 2 (Mar. 21, 1997); Robert D.
Martin, Bankruptcy Judge, et al. Plan Default and Post Confirmation Issues, at 16 (1995) (citing
inability to modify after substantial consummation as cause of Chapter 11 serial filings). Expansion
of themodificationtimelimits partly would address an argument used to disall ow subsequent filings,
namely that subsequent Chapter 11 petitions are impermissible if they amount to a de facto
postconsummation maodifications. See In re ElImwood Dev. Co., 964 F.2d 508, 511 (5th Cir. 1992)
(second Chapter 11 petition not per seinvalid, but cannot be used to avoid conditions of first plan);
accord In re Sportpages Corp., 101 B.R. 528, 529 (N.D.I1l. 1989); In re Roxy Real Estate Co., 170
B.R. 571 (Bankr. E.D. Pa. 1993); In re AT of Maine, Inc., 56 B.R. 55 (Bankr. D. Me. 1985); Inre
Northampton Corp., 39 B.R. 955 (Bankr. E.D. Pa.), aff’d, 59 B.R. 963 (E.D. Pa. 1984).
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Some also might argue that the ability to reopen plans of reorganization and
utilize bankruptcy procedures to readjust the capital structure of the reorganized
entity for an extended period after plan consummation will impair the value of
reorganization securities and disrupt the ability of debtors to enter into
postconsummation transactions. The argument is that securities that can have their
payment terms modified by majority vote after the fact will trade at a discount to
securitieswith aconventional unanimousconsent requirement. Similarly, uncertainty
over the ownership, capital and management structure of the reorganized firm may
deter third partiesfrom dealing with it. These concerns, though understandable, need
to be balanced against the potential risks of afuture bankruptcy if modification is not
allowed. If the extension of the modification right for the limited period proposed is
infrequently utilized and only inthe most extreme circumstances, therisksentailed are
acceptably small.

Alternatively, some who addressed the Commission urged adoption of a
significantly longer modification period, such asthree or six years. They argued that
a complex reorganization could take years to implement, and the parties should be
free to come back to court with proposals for modification. So long as the debtor
isrequired meet all Chapter 11 conditions, they argued that there would belittle harm
and much potential benefit to permitting modifications years after confirmation. The
Commission was concerned that reorganized debtors not stay in the shadow of the
bankruptcy court this long, which tipped the balance against this approach. Until
there is more experience with a two-year modification period, the Commission
recommends that the time for modification not be further extended.

Some advocate that the Code should permit plans to have provisions setting
forth the terms of modification that would not require court control or approval .*>*
Permitting modification without court approval under the terms of a plan could
unravel the strict requirements—and important creditor protection—of plan
confirmation. This approach would preserve very little court supervision over the
parties who would purport to act under the auspices of the bankruptcy laws. To the
extent that parties currently can include a plan provision dealing with modification
of securities issued under a plan of reorganization, such provisions would remain
equaly valid.

50 See REFORMING THE BANKRUPTCY CODE: THENATIONAL BANKRUPTCY CONFERENCE'S
CoODE ReVIEW PROJECT, FINAL REPORT 54 (rev. ed. 1997) (recommending that the Code permit
modification after substantial consummation without supervision if plan of reorganization provides
for such modifications).
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[Commissioner note from the Chapter 11 Working Group: Jay Alix, Babette
Ceccotti and Hon. Robert Ginsberg]

Note on Section 1113

Section 1113 permitsa Chapter 11 debtor to seek modification of acollective
bargaining agreement through an expedited form of collective bargaining and, absent
consensual modifications, apply for court approval to rgect the agreement under
standards more stringent than those applicableto ordinary commercial contracts. The
statute represents an effort to accommodate national policies favoring collective
bargaining, in recognition of its important role in maintaining labor and economic
stability, with bankruptcy goals encouraging reorganization. Accordingly, the
provisions of section 1113 are designed, in principal part, to promote collective
bargaining rather than court intervention in private collective bargaining matters.*>*
Since the enactment of section 1113, the courts attempts to combine labor relations
principles with bankruptcy policies in interpreting section 1113 have not always
served the dual goals intended by the statute. One such instance is singled out for
cautionary observation.

In Sheet Metal Workers’ International Association, Local 9 v. Mile Hi Metal
Systems, Inc., 899 F.2d 887, 891 (10th Cir. 1990) ("Mile Hi") the Court of Appeas
accepted that a contract proposal made pursuant to section 1113(b)(1)(A) could
include proposed modifications, which, if implemented, would violate the labor laws
as unfair labor practices.”>** The court concluded that such a proposal "does not per
se fail to satisfy" the statutory requirements that it must provide for "necessary
modifications. . .that are necessary to permit the reorganization of the debtor" and
that are "fair and equitable" to all parties.™>* The court’s additional conclusions that
"[t]here may be cases where a necessary proposed modification isfair and equitable

1341 See In re Century Brass Products, Inc., 795 F.2d 265, 272-3 (2d Cir. 1986); In re
Garofalo’s Finer Foods, 117 B.R. 363, 371 (Bankr. N.D. Ill. 1990).

1522 Spe 29 U.S.C. §158 (1994).

13 Under this provision, "prior to filing an application seeking rejection of a collective
bargaining agreement, the debtor in possession . . . shall--(A) make a proposal to the authorized
representative of the employees covered by such agreement, based upon the most complete and
reliable information available at the time of such proposal, which provides for those necessary
modifications in the employees benefits and protections that are necessary to permit the
reorganization of the debtor and assure that all creditors, the debtor and all of the affected partiesare
treated fairly and equitably[.]" 11 U.S.C. § 1113(b)(1)(A) (1994).
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to all parties even though it contravenes labor law" and that the union would have to
"work with the debtor on the allegedly illegal provisions. . . ."*>* present obstacles
to the advancement of labor policies and bankruptcy goasaike. Requiring the union
to bear the burden of avoiding a contract proposal the debtor could not successfully
advance outside of bankruptcy obstructs a process designed to achieve consensual
agreement over terms and conditions of employment. Particularly where the
bargaining process is designed to operate in an expedited manner, under the
sometimes exigent circumstances of a bankruptcy case, permitting the debtor this
option may only serve to hasten the end of the collective process, as evidenced by the
Mile Hi opinion itself.’>*

The court’ sprescription that aunion must bargain over “illegal” proposalshas
affected the interpretation by other courts of the union’s obligation to bargain over
the employer’ s proposals under section 1113."5* This causes concern that the courts
have distorted basic principles of good faith conduct between the parties, thus
undermining the balance of goals reflected in section 1113 to the detriment of its
intended purposes.

54 Mile Hi, 899 F.2d at 891-2.

1585 Indeed, in this case, the businessitsalf failed. See InreMileHi, 899 F.2d 887, 839, n.1
(10" Cir. 1990).

15% See, e.9¢., In re Hoffman Packing Bros., 173 B.R. 177, 188 (B.A.P. 9th Cir. 1994); In
re Maxwell Newspapers, Inc., 146 B.R. 920, 928 (Bankr. S.D.N.Y . rev’d 149 B.R. 334, aff’d in part,
and rev’d in part, 981 F.2d 85 (2d Cir. 1992); In re GCI Inc., 131 B.R. 685, 695 (Bankr. N.D. Ind.
1991); In re Garofalo’'s Finer Foods, Inc., 117 B.R. 363, 371 (Bankr. N.D. I1l. 1990). See also In
re Blue Diamond Coal Co., 131 B.R. 633, 649 (Bankr. E.D. Tenn. 1991) (citing the union’ s attempt
to make an arguably unlawful proposal as one factor indicative of its* unwillingnessto bargain” and
failure to meet the “good cause” standard under section 1113(c)(2)).
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