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October 8, 2015

The Loan Syndications and Trading Association (LSTA) was established twenty years
ago to promote a fair, orderly, efficient, and growing corporate loan market and to represent the
interests of all market participants. Among our constituents are the banks, insurance companies,
fund managers, and other institutional investors that originate, syndicate, and invest in secured
corporate loans and that trade in the secondary market for performing, stressed, and distressed loans
and claims. So, it was natural that when the American Bankruptcy Institute (“ABI”) established its
Commission to Study the Reform of Chapter 11 (the “Commission”) in 2012, the LSTA took notice.
Indeed, the Commission’s mission statement, which identified “the expansion of the use of secured
credit” and “the growth of distressed-debt markets” as two of the key factors necessitating reform
of chapter 11, was effectively a call for the LSTA to participate actively in the process.
And so we did. We formed a working group and engaged a team from WilmerHale to
represent us through every aspect of the Commission’s process. We hosted the Commission’s
first field hearing, offered testimony at numerous hearings, gathered and distilled data, and wrote
extensively. The Commission, to its great credit, encouraged and facilitated our participation in
the process despite its knowledge that our views on reform diverged from those of many of the
Commissioners. We are grateful to Sam Gerdano, the Executive Director of the ABI, Bob Keach
and Al Togut, the Co-Chairs, Professor Michelle Harner, the Commission’s Reporter, and to all the
members of the Commission. We also note with sadness the passing of Harvey Miller, one of the
ABI Commissioners and a giant in the world of bankruptcy and restructuring.
In December 2014, the Commission published a comprehensive 400-page report (the
“Report”) containing over 200 distinct proposals. We believe that many of those proposals not
only would directly and profoundly affect the rights and recoveries of secured creditors and claims
traders, but also, if adopted, would ultimately increase the cost, and reduce the supply, of credit to
American companies, both performing and distressed. We decided that it was important to respond
to those proposals in a comprehensive way. The WilmerHale team has spent the past 8 months parsing the Report, examining the testimony, and reviewing the academic and empirical research. They
were ably assisted in their efforts by a small sub-committee of our working group, which read the
drafts and made important comments and suggestions. Our response articulates our philosophical
and practical disagreements with many of the Report’s recommendations, and also identifies some
proposals with which we agree. We would like to express our appreciation to Craig Goldblatt and
Danielle Spinelli, who led the team from WilmerHale, and to team members Danielle D’Onfro,
Allison Hester-Haddad, Joel Millar, and Jonathan Seymour. Over the past three and a half years, the
WilmerHale team has advised and guided us in every aspect of this project, including organizing the
first field hearing, presenting testimony of their own, undertaking a ground-breaking study of DIP
loans, and, finally, drafting our response. We are deeply grateful.
We believe our response is an important document that will add to the robust discussion and
debate around the need for bankruptcy reform, and we look forward to continuing to participate in
that dialogue.

Bram Smith, Executive Director

Elliot Ganz, General Counsel
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INTRODUCTION
The Loan Syndications and Trading Association (LSTA) has prepared this Response to the Report of the
American Bankruptcy Institute Commission to Study the Reform of Chapter 11, issued in December 2014. The
Report proposes major changes to the current provisions of the Bankruptcy Code relating to creditors’ rights, and
particularly the rights of secured creditors, in corporate reorganization proceedings. Those changes, if adopted,
would have a significant effect both on the bankruptcy process and on the functioning of the credit markets. As the
leading trade association focused on the healthy functioning of a robust market in loans, and in particular leveraged
loans—secured loans typically made to non-investment-grade companies—the LSTA believes that the Report’s
proposals deserve thorough and thoughtful analysis and consideration.1 This Response is intended to contribute to
that analysis and to inform the ongoing debate over whether “reform” of chapter 11 is needed and, if so, what such
reform should entail.
In early 2012, the American Bankruptcy Institute, a well-respected bankruptcy trade association, assembled
a blue-ribbon commission comprised of the leaders of the profession to study potential reform of the corporate
reorganization provisions of chapter 11 of the Bankruptcy Code. The Commission’s mission statement read, in full:
In light of the expansion of the use of secured credit, the growth of distressed-debt markets and
other externalities that have affected the effectiveness of the current Bankruptcy Code, the Commission will study and propose reforms to Chapter 11 and related statutory provisions that will
better balance the goals of effectuating the effective reorganization of business debtors—with the
attendant preservation and expansion of jobs—and the maximization and realization of asset values
for all creditors and stakeholders.2
The premise behind the Commission’s work, as expressed in the mission statement and elsewhere, was
that, since the Bankruptcy Code was enacted in 1978, the increased use of secured credit, together with expanded
secondary markets for debt, had undermined the effectiveness of the bankruptcy process. The Commission viewed
its task as “propos[ing] reforms to Chapter 11” that would address that problem.
In pursuit of that mission, the Commission spent nearly three years engaged in an extensive review of bankruptcy
law and potential reforms. It assembled 13 advisory committees, composed of corporate insolvency professionals with
varying perspectives, to examine specific topics, including, among others, financing issues; distributional issues under plans;
governance and supervision of cases; valuation; and asset sales.3 The Commission also held 16 field hearings around the
country, soliciting the views of a broad range of constituencies on a variety of issues.4
Because the Commission’s mission statement identified the development of the leveraged lending market
and secondary trading of distressed debt as factors that had purportedly undermined the effectiveness of chapter 11,
the LSTA participated in the process as actively as possible. In view of the significant consequences that a wholesale
revision of chapter 11 could have on the commercial loan market, the LSTA assembled a committee of its membership to lead its efforts in participating in and responding to the work of the Commission. It retained WilmerHale
to advise it in those efforts. The LSTA hosted the first of the Commission’s field hearings, at which witnesses with
industry experience testified about the importance of the leveraged loan market to the broader economy.5 Two of the
1

The LSTA is a not-for-profit trade association that represents a broad and diverse membership involved in the origination, syndication,
and trading of commercial loans. The mission of the LSTA is to promote a fair, orderly, efficient, and growing corporate loan market and
to provide leadership in advancing and balancing the interests of all market participants. The LSTA participates regularly as amicus curiae
in cases raising questions of bankruptcy law that might affect the commercial debt markets, and courts have frequently relied on the LSTA’s
briefs. See In re DBSD N. Am., Inc., 634 F.3d 79, 105 (2d Cir. 2010); In re Enron Corp., 379 B.R. 425, 430 (S.D.N.Y. 2007); In re Phila.
Newspapers, LLC, 422 B.R. 553, 555 n.5 (Bankr. E.D. Pa. 2010); see also, e.g., Brief for the Loan Syndications and Trading Association et
al., RadLAX Gateway Hotel LLC v. Amalgamated Bank, 132 S. Ct. 2065 (2012), available at 2012 WL 822951; Brief of Loan Syndications
and Trading Association et al., Bank of America v. Caulkett, 135 S. Ct. 1995 (2015), available at 2015 WL 412047.
2

American Bankruptcy Institute Commission To Study the Reform of Chapter 11, Final Report and Recommendations 3 (2014) (Report).

3

Id. at 13-14.

4

Id. at 15. The written and oral testimony of the witnesses at the field hearings can be found at http://www.commission.abi.org.
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The hearing was held on October 17, 2012. Edward Altman of the New York University Stern School of Business, Ted Basta of the LSTA,
John Greene of Halcyon Asset Management LLC, Edith Hotchkiss of the Wallace E. Carroll School of Management at Boston College,
Daniel B. Kamensky (on behalf of the Managed Funds Association), A.J. Murphy of Bank of America Merrill Lynch, and Lee Shaiman of
7

WilmerHale lawyers involved in preparing this response testified at separate Commission field hearings on issues
affecting the rights of secured creditors in bankruptcy.6 The LSTA also gathered data and prepared an empirical
study on the use of debtor-in-possession (DIP) financing, sharing its data with the Commission.7
In December 2014, the Commission issued a hefty report, nearly 400 pages long, that proposes an ambitious
set of reforms to existing corporate reorganization law. Consistent with the Commission’s mission statement, the
Report asserts that the greater complexity of firms’ capital structures, their increased reliance on secured credit, the
shift toward intangible assets, and the rise of claims trading have left the 1978 Bankruptcy Code, in many respects,
obsolete. “Moreover, anecdotal evidence suggests that chapter 11 has become too expensive … and is no longer
capable of achieving certain policy objectives such as stimulating economic growth, preserving jobs and tax bases
…, or helping to rehabilitate viable companies that cannot afford a chapter 11 reorganization.”8 According to the
Report, the witnesses who testified before the Commission “perceived” that, as compared to the early years of the
Code, there are now more and quicker sales of a debtor’s assets, fewer stand-alone reorganizations, lower recoveries
for unsecured creditors, and higher costs associated with chapter 11.9
In short, the Report’s recommendations are based in large part on the perception that secured creditors now
exercise greater control over chapter 11 proceedings than they once did, to the potential detriment of the debtor and
unsecured creditors. The original “balance” the Code struck between “preserving a debtor’s need to rehabilitate”
and maximizing value for creditors, the Report suggests, is now askew, and changes are necessary to shift power
back to the debtor and to unsecured creditors.10
Toward that end, the Report makes a number of recommendations that would weaken creditors’ existing
protections under the Bankruptcy Code. Among other things, the Report advocates diluting the “adequate protection” the Code provides secured creditors against depreciation of their collateral during the chapter 11 process.11 It
advocates requiring senior secured creditors in large bankruptcy cases to distribute value to out-of-the-money junior
creditors to achieve a “fairer” distribution of assets.12 The Report also recommends imposing stringent limitations
on the terms of DIP financing and on sales of a debtor’s assets under § 363 of the Bankruptcy Code, both of which
will also affect secured creditors.13 Finally, the Report proposes an ambitious new scheme for so-called “small and
medium-sized enterprises” (SMEs) that would permit owners of such businesses to retain an ownership interest in,
and control over, the businesses even if creditors are not paid in full.14
It is important to note that some of the Report’s proposals would benefit secured creditors. For example,
the Report recommends amending the Code to clarify that secured creditors are entitled to a market rate of interest on their claims under a cramdown plan.15 The Report also recommends retaining secured creditors’ current
credit-bidding rights and clarifying that any potential chilling effect of a credit bid, by itself, is not cause to deny
Blackstone testified. Each speaker’s written statement and oral testimony, along with a video of the hearing, can be found at http://www.
commission.abi.org.
6

See Statement of Craig Goldblatt: NCBJ Field Hearing Before the ABI Comm’n To Study the Reform of Chapter 11 (Oct. 26, 2012), available at http://commission.abi.org/sites/default/files/statements/26oct2012/NCBJ_field_hearing_transcript.docx (discussing the constitutional
implications of restricting secured creditors’ rights); Statement of Danielle Spinelli: TMA Field Hearing Before the ABI Comm’n To Study the
Reform of Chapter 11 (Nov. 3, 2012), available at http://commission. abi.org/sites/default/files/statements/03nov2012/Spinelli_ABI_Commission_Testimony_110312.pdf (responding to proposals to curtail secured creditors’ credit-bidding rights).

7

See Supplemental Written Statement of Mark Shapiro: ABI Winter Leadership Conference Field Hearing Before the ABI Comm’n To Study
the Reform of Chapter 11, Exhibit B (Nov. 30, 2012), available at http://commission.abi.org/sites/default/files/statements/30nov2012/M_Shapiro_ABI_ Supplemental_Testimony_May_20_2013_2.docx.
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Report at 12.

9

Id. at 15.

10

See id. at 3, 8-13.

11

Id. at 67-73.

12

Id. at 207-24.

13

See id. at 73-83 (recommending, among other things, barring certain roll-ups of prepetition debt and restricting courts’ ability to approve
milestones, benchmarks and similar provisions in DIP loans); id. at 83-87 (recommending 60-day moratorium on § 363 sales at beginning
of case).

14

See id. at 296-98.

15

Id. at 234-37.
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credit-bidding.16 These recommendations address issues of importance to secured creditors that are currently the
subject of disagreement in the courts.
As one might expect of a report issued by a well-respected group of leading bankruptcy professionals, the
Commission’s Report has received a great deal of attention. In the months since the Report’s issuance, much has
already been said and written about it. The Report has been the subject of scores of law firm client alerts. Unsurprisingly, the Report was the subject of extensive discussion at the ABI’s annual conference earlier this year. Both
the American College of Bankruptcy and the National Bankruptcy Conference have held conferences dedicated to
consideration of the reforms proposed in the Report. It is anticipated that Congress will ultimately hold hearings
focused on the Report’s principal recommendations.
In advance of those hearings, and in the interest of promoting a robust debate about the proper functioning
of the bankruptcy system and its role in the broader economy, the LSTA offers this Response. The Response is
focused primarily on those recommendations of the ABI Commission that relate to the treatment of secured credit
in bankruptcy, as well as its recommendations for SMEs.17
For the reasons discussed in detail below, LSTA believes that the Report’s overall approach to reforming
the Bankruptcy Code, while well-intentioned and informed by much hard work and debate, is misguided. Although
some of its proposals are helpful, on balance, the changes to creditors’ rights that the Report recommends are likely
to do more harm than good to debtors, creditors, and credit markets alike. If adopted, these reforms risk disrupting
the operation of a bankruptcy system that has served the nation very well—aiding in the economic recovery from
the Great Recession—and that has become the envy of the world. They also threaten to increase the cost of credit
to both performing and distressed businesses, which will in turn hurt the very businesses that the proposals are
designed to help.
Part I of this Response briefly summarizes the main themes and key proposals of the Commission’s Report
as they relate to the treatment of secured credit and to SMEs. Part II examines what we see as the flaws in the
Commission’s overall approach to bankruptcy reform. Specifically, Part II.A examines the lack of empirical evidence showing that reform is necessary; Part II.B examines the potential costs of the Commission’s proposals to the
efficiency of the bankruptcy process and to the broader credit markets; and Part II.C examines the harm that could
be created by the Commission’s decision to cast aside basic principles of bankruptcy law, including the absolute
priority rule and the principle that chapter 11 should maximize value for the creditors as a group. Part III then examines the Commission’s most significant proposals affecting secured credit in detail. Part III.A discusses adequate
protection; Part III.B discusses the “equities of the case” exception to the rule that secured creditors are entitled to
postpetition proceeds of their collateral; Part III.C discusses surcharges of a secured creditor’s collateral; Part III.D
discusses sales of substantially all of a debtor’s assets under § 363 of the Bankruptcy Code; Part III.E discusses
debtor-in-possession financing; Part III.F discusses the Commission’s “redemption option value” proposal; Part
III.G discusses voting and classification of claims; Part III.H discusses SMEs; and Part III.I discusses three of the
Commission’s proposals with which LSTA agrees, regarding credit-bidding, the proper rate of interest on a secured
claim under a cramdown plan, and the new-value corollary to the absolute priority rule.

I. THE COMMISSION’S REPORT
A. The Commission’s View of the Need for Reform
The premise of the Commission’s Report is that, since 1978, when the current Bankruptcy Code was enacted, the world has changed and chapter 11 has not kept up. Specifically, the Commission points to the greater use
of secured credit and the resulting increase in the leverage of companies entering bankruptcy, the development of
sizeable markets in distressed debt, including claims in bankruptcy, and the increasing complexity of companies’
capital structures. Describing the “[n]eed for [r]eform,” the Report explains:
[T]oday’s financial markets, credit and derivative products, and corporate structures are very different than those existing in 1978…. Companies’ capital structures are more complex and rely more
16

Id. at 146-47.

17

The Commission’s Report also addresses an array of other subjects that are worthy of discussion, but are beyond the scope of this Response.
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heavily on leverage, which is secured under state enactments of the Uniform Commercial Code
that encumber vastly more assets than in 1978; their asset values are driven less by hard assets …
and more by services, contracts, intellectual property, and other intangible assets; and both their
internal business structures … and external business models are increasingly multinational. In
addition, claims trading and derivative products have changed the composition of creditor classes.
…. [T]he Bankruptcy Code was not originally designed to rehabilitate companies efficaciously in
this complex environment.18
The Report notes that witnesses at the Commission’s field hearings testified that, as a result of the evolution
of the broader financial markets, “chapter 11 cases have changed over time.”19 It points to “(1) a perceived increase
in the number and speed of asset sales under section 363 of the Bankruptcy Code; (2) a perceived decrease in standalone reorganizations; (3) a perceived decrease in recoveries to unsecured creditors; and (4) a perceived increase
in the costs associated with chapter 11.”20 The Report states that “anecdotal evidence suggests that chapter 11 has
become too expensive (particularly for small and medium-sized enterprises).”21
Moreover, the Report notes, “anecdotal evidence suggests that chapter 11 … is no longer capable of achieving certain policy objectives such as stimulating economic growth, preserving jobs and tax bases …, or helping
to rehabilitate viable companies.”22 “Some professionals suggest that more companies are liquidating or simply
closing their doors without trying to rehabilitate under the federal bankruptcy laws,” as well as “waiting too long to
invoke” bankruptcy, which “may lead to premature sales or liquidations.”23
Perhaps the most significant change the Report identifies since the enactment of the 1978 Code is “the perceived increase in senior [secured] creditor control in chapter 11 cases.”24 The Report notes that certain witnesses
“posited that chapter 11 cases were being run for the benefit of the senior creditors and generating little, if any,
value for other creditors.”25 The Report suggests that increased secured creditor control has led to fewer traditional
reorganizations, more and quicker § 363 sales of debtors’ assets, and reduced recoveries for constituencies other
than senior secured debt.26 The result, at least in some cases, is what the Commission views as a “subjectively
unfair” allocation of too much value to senior secured creditors.27
The Commission therefore sought in its recommendations to “balance” the “rights of senior creditors”
against “the reorganization needs of the debtor and the interests of other stakeholders.”28 Among its overarching
goals, the Commission included “providing debtors more flexibility in arranging debtor in possession financing,
clarifying lenders’ rights in the chapter 11 case, … and providing a true breathing spell at the beginning of the case
during which the debtor and its stakeholders can assess the situation and the restructuring alternatives,” as well as
“incorporat[ing] checks and balances on the rights and remedies of the debtor and of creditors, including through
valuation concepts that potentially enhance a debtor’s liquidity during the case.”29
A.

The Commission’s Proposals

To further those goals and to redress what it views as the misaligned “balance” between secured creditors’ rights and those of other constituencies, the Report makes a number of specific proposals to modify secured
18

Report at 12.

19

Id. at 15.

20

Id.

21

Id. at 12.

22

Id.

23

Id.

24

Id. at 214.

25

Id. at 215 & n.784.

26

See, e.g., id. at 87 (contending that § 363 sales “are proceeding more quickly than is necessary in many chapter 11 cases,” “reduc[ing] the
value available for stakeholders”); id. at 216 (noting testimony that “capital structures overwhelmed by secured debt … are creating increasing pressure to monetize the assets of the debtor’s estate through quick section 363 sales”).

27

Id. at 207.

28

Id. at 214.

29

Id. at 6.
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creditors’ existing rights in chapter 11. Perhaps the five most important proposals involve adequate protection of
secured creditors’ collateral; restrictions on § 363 sales; restrictions on the terms of DIP financing; modification
of the absolute priority rule; and small and medium-size enterprises. For the purpose of providing an overview of
the Commission’s approach, these five key proposals are summarized here; the proposals, along with a number of
others, are described in more detail in Part III.
1.

Adequate Protection

One of the Report’s key proposals is to limit the amount of “adequate protection” a secured creditor is
entitled to receive against depreciation in the value of its collateral during the bankruptcy case.30 Adequate protection is designed to ensure that a secured creditor receives at least the full value of its collateral as of the petition
date. Where a senior secured creditor holds a blanket lien on substantially all of the debtor’s assets—which is not
uncommon—the value of the creditor’s collateral is essentially the going-concern value of the enterprise.
The Report recognizes that secured creditors are entitled to the going-concern value of their collateral under
a plan of reorganization or in a sale under § 363 of the Bankruptcy Code.31 The Report posits, however, that “[t]
he use of a going concern valuation” for adequate protection purposes “may … reduc[e] significantly the debtor’s
financing and reorganization options.”32 It proposes that secured creditors receive adequate protection based on the
“foreclosure value” of their collateral rather than the collateral’s value as part of a going concern. “Foreclosure
value” is defined as the value a secured creditor would receive “upon a hypothetical, commercially reasonable
foreclosure sale of the secured creditor’s collateral under applicable nonbankruptcy law”—but without taking into
account the secured creditor’s right to credit-bid at such a sale.33 The Report further proposes that, if there is a
difference between the value collateral would realize at such a foreclosure sale and the value it would realize at a
sale under § 363 of the Bankruptcy Code, that “cushion” can constitute adequate protection.34
2.

Section 363 Sales

The Commission recommends imposing a moratorium of 60 days after the petition date on § 363 sales
of substantially all of the debtor’s assets.35 Sales could be conducted during this period only if the sale proponent
demonstrates by clear and convincing evidence that there is a high likelihood that the value of the debtor’s assets
will decrease substantially during the 60-day period.36 In addition, the Report recommends permitting a court
to approve a sale of substantially all of the debtor’s assets only if it finds that the sale is in the best interests of
the estate and complies with many of the same requirements as confirmation of a chapter 11 plan, including that
administrative claims be paid in full out of the sale proceeds.37
3.

DIP Financing

The Commission proposes to restrict the permissible terms of DIP financing agreements. Among other
things, the Commission proposes to limit “roll-up” provisions, which provide for payment of prepetition debts with
the proceeds of a postpetition DIP facility.38 The Report would also forbid “milestones, benchmarks, or other provisions that require the trustee [or debtor] to perform certain tasks or satisfy certain conditions,” such as conducting
an auction or closing a sale, during the first 60 days of the case.39 In addition, the Report would bar waivers of the
provisions of § 506(c), which allows a DIP or trustee to surcharge a lender’s collateral if the estate incurs expenses
to preserve the collateral, and § 552(b), which provides that, based on the “equities of the case,” a court may limit
30

See 11 U.S.C. §§ 361-364.

31

Report at 72.

32

Id. at 71.

33

Id. at 67.

34

Id. at 67-68.

35

Id. at 83.

36

Id.

37

Id. at 201.

38

Id. at 73.

39

Id. at 73, 79-80.
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the extent to which a creditor’s prepetition lien on collateral reaches postpetition proceeds of that collateral.40 The
Report also proposes to restrict liens on, or interests in, avoidance actions or their proceeds.41 Interim financing
orders would be even more strictly limited.42
4.

Redemption Option Value

Under existing law, distributions to nonconsenting creditors in chapter 11 cases must follow the rule of
absolute priority: Senior creditors are paid before junior creditors, who are paid before equity-holders. The Report
recommends breaking from the absolute priority rule in certain large chapter 11 cases and requiring senior creditors
in those cases to relinquish part of their recovery to junior creditors.43
Specifically, the Report proposes that otherwise out-of-the-money junior creditors should be entitled to
receive compensation for the “option value” of their claims—the possibility that, had the enterprise been valued at
some later date, it would have been worth more, and the junior creditors would have been in the money. The Report
notes that a firm’s valuation in bankruptcy “may occur during a trough in the debtor’s business cycle or the economy
as a whole, and relying on a valuation at such a time may result in a reallocation of the reorganized firm’s future
value in favor of senior stakeholders and away from junior stakeholders in a manner that is subjectively unfair.”44
Accordingly, the Report recommends that an undersecured senior secured creditor receiving a distribution under a
sale or plan be required to share its recovery with the immediately junior class of creditors, as long as that class has
not objected to the sale or the plan’s valuation of the reorganized firm.45
The junior creditors would be entitled to receive what the Report calls the “redemption option value” of
their claims, defined as the value of a hypothetical option to buy the firm, expiring on the third anniversary of the
petition date, and priced at the full face amount of the senior class’s claim plus interest at the non-default contract
rate and allowable fees and expenses. The bankruptcy court would determine the redemption option value at the
confirmation or sale hearing, based on the Black-Scholes option pricing model or a similar methodology.46
5.

Small and Medium-Sized Enterprises

The report proposes an ambitious new scheme for bankruptcies of small and medium-sized enterprises
(SMEs) that would differ substantially from current chapter 11. An SME is defined as a nonpublic company
with less than $10 million in assets or liabilities; however, nonpublic companies with up to $50 million in assets
or liabilities could request SME treatment.47 The major change in the treatment of SMEs would be that, even if
creditors are not paid in full, the prepetition owners of an SME would be entitled to keep 100% of the common
stock of the company (and thus control over the company), along with 15% of the economic distributions from
the business, for four years after bankruptcy.48 Nonconsenting secured creditors would be treated according to the
existing cramdown provisions of chapter 11, except that they would not be allowed to elect to have their entire claim
treated as secured under § 1111(b) of the Bankruptcy Code.49 Unsecured creditors would be entitled to receive
only preferred stock with no meaningful voting rights, together with 85% of the economic distributions from the
business; unless redeemed earlier, the stock would convert into 85% of the common stock of the business four years
after the bankruptcy.50

40

Id. at 226.

41

Id. at 73.

42

Id. at 80.

43

Id. at 207-11.

44

Id. at 207.

45

Id. at 207-09.

46

Id. at 209-10.

47

Id. at 279.

48

Id. at 297.

49

Id. at 296.

50

Id. at 296-98.
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II. THE FLAWS IN THE REPORT’S APPROACH
Before turning to a detailed discussion of the Commission’s specific proposals, we want to examine the
Commission’s basic approach to the question of bankruptcy reform. We believe that approach is flawed in several
ways, both practical and theoretical.
First, as discussed above, the Commission’s specific recommendations are premised on a particular narrative
whose central plot-line is that the evolution of the financial markets, including the increased use of secured credit,
has fundamentally changed the bankruptcy process, rendering the existing Code outdated. As the Commission
notes, that narrative is accepted by many; it was reflected in the testimony of multiple witnesses and has been
endorsed by a number of academics. But the Commission offers no reliable empirical evidence that increased
secured creditor control has actually undermined the effectiveness of the Bankruptcy Code. Instead, by its own
admission, it relies on “anecdote” and “perception” for that point. But anecdote and perception—even if widely
shared—should not be a sufficient basis for proposing dramatic changes to existing law. In the absence of reliable
data demonstrating that a problem actually exists, we should hesitate before trying to fix the “problem.”
Indeed, although more research is desirable, recent studies on this question have not found that secured
creditor control has led to an increase in liquidations of companies that should have been reorganized or to a loss
of value that could have been realized for junior creditors. To the contrary, there is evidence that chapter 11 has
adapted very well to today’s world. A recent article by Stuart Gilson of the Harvard Business School, for example,
explains that the bankruptcy system played a critical role in supporting the U.S. economy’s rebound from the effects
of the financial crisis.51 Two other studies that looked specifically at the question whether secured creditor control
leads to value-reducing liquidations of otherwise viable businesses found that it does not.52 And Jay Westbrook’s
recent analysis of a full range of chapter 11 cases, from small to mega-sized, similarly found that “the conventional
picture of secured creditor control and 363 sales is misleading and overstated.”53 As Westbrook put it, “[t]he idea
that important recommendations will be made by the American Bankruptcy Institute Commission without hard data
on the role of secured credit is problematic to say the least and might lead to wrongheaded reform.”54
Second, there is substantial reason to believe that the Commission’s proposed reforms would make the
bankruptcy process more complex and expensive and could have harmful real-world consequences. Despite the
Commission’s assertion that its proposals are designed to reduce the cost of bankruptcy, there can be little doubt
that their effect would be to make many cases longer, and therefore costlier. Indeed, the very purpose of certain
proposals, like the 60-day moratorium on § 363 sales, is to make cases longer. Other proposals would also make
cases longer; for instance, limiting a secured creditor to adequate protection of only the foreclosure value of its collateral is intended to permit the debtor to use or borrow against the remainder of the collateral and thus potentially
finance a longer stay in bankruptcy. Still other changes would add complexity, and therefore cost, to the bankruptcy
process. The Commission’s proposal contemplates several different types of judicial valuations—each requiring
different and undoubtedly costly document discovery, accounting, and outside expert analysis—conducted for different purposes at different points in the case. The determination of redemption option value, for example, involves
complex option value modeling that would add substantial time and expense to the bankruptcy process. Even the
SME proposals, which apply in the cases in which the cost of chapter 11 is most likely to hinder its objectives,
would add complexity rather than simplify the process.
In addition, the Commission does not appear to have given adequate consideration to the effect its proposals
would have on the operation of markets outside of bankruptcy. The bankruptcy system, of course, does not exist
in a vacuum. Rather, the results of the bankruptcy process—what lenders can expect to recover in the event a
borrower ends up in bankruptcy—will necessarily affect the way lenders think about extending credit in the first
instance. And giving a debtor greater ability to use a secured creditor’s collateral in the manner it sees fit necessarily
means imposing greater risk and cost on the secured creditor. Doing so will have consequences. As the ratings
51

Stuart C. Gilson, Coming Through in a Crisis: How Chapter 11 and the Debt Restructuring Industry Are Helping To Revive the U.S. Economy, 24 J. App. Corp. Fin. 23, 23-24, 25 (2012).
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Mark Jenkins & David Smith, Creditor Conflict and the Efficiency of Corporate Reorganization 4, 26 (working paper 2014), available at
http://ssrn.com/abstract=2444700 (finding that inefficient liquidations are uncommon); Stuart Gilson, Edith Hotchkiss & Matthew Osborn,
Cashing Out: The Rise of M&A in Bankruptcy 31(working paper 2015), available at http://ssrn.com/abstract=2547168
53

Jay Lawrence Westbrook, Secured Creditor Control and Bankruptcy Sales: An Empirical View, 2015 U. Ill. L. Rev. 831, 831.

54

Id. at 845.
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agency Fitch noted, changes like those the Commission has proposed will decrease lenders’ recoveries in the event
of default.55 They will therefore increase the cost and reduce the availability of credit to all companies—some of
which rely on the availability of that credit to stay out of bankruptcy in the first instance. In addition, the experience
of other nations that have experimented with reforms similar to those the Commission proposes demonstrates that
this concern is far from theoretical.56 Their experience is precisely what one would expect: When insolvency
regimes make credit riskier for lenders, credit becomes more expensive and more difficult to obtain. Nothing in
the Report addresses, let alone provides any comfort regarding, the consequences of its proposed reforms on the
broader credit markets.
Third, although the Commission conducted an admirably thorough review of the literature and the views
of a variety of constituencies, and put a great deal of thoughtful effort into its proposals, in our view, the Report’s
overall approach is analytically flawed. The existing Bankruptcy Code is built on a simple conceptual foundation. Its central goal is to maximize the value of the enterprise, and to distribute that value—with a handful of
exceptions—in accordance with the parties’ nonbankruptcy priorities. Bankruptcy law in its current form does not
attempt to impose its own vision of substantive fairness by altering the distributional scheme nonbankruptcy law
creates. In particular, chapter 11 is carefully designed to protect a secured creditor’s nonbankruptcy right to first
priority in all proceeds realized from its collateral until it is paid in full. It does so through a series of interlocking
provisions, including the right to adequate protection, the right to credit-bid in a sale of one’s collateral, the right
to be treated as fully secured, and the existing cramdown provisions, which incorporate the absolute priority rule.
Likewise, chapter 11 holds firm to the basic rule, which reflects nonbankruptcy law, that creditors recover before
equity-holders.
The Report’s proposals are based on the view that those principles now produce outcomes that are “subjectively unfair” and “unbalanced.” In response, the Report seeks to “re-balance” the parties’ rights by scaling
back chapter 11’s existing protections for secured creditors in a number of important ways, while making other
proposals that would benefit secured creditors. At the end of the day, that approach has led to a Report that suffers
from the same problem as most products that result from compromise among representatives of diverse constituencies. Despite the Commission’s unquestioned good faith and hard work, its Report does not articulate clear and
understandable first principles of bankruptcy law and then implement those principles. Rather, it trades off rights
among competing constituencies to achieve a result that the Commission views as “fair.” The loser in that tradeoff,
however, is the internal coherence and careful architecture of existing bankruptcy law.
A.

Empirical Evidence Does Not Support a Need for Reform

The premise of the Report—indeed, its reason for being—is that the financial markets, and bankruptcy
practice, have changed dramatically since Congress enacted the Bankruptcy Code in 1978, and the Code has not
kept up. The result, according to the Commission, is that chapter 11 no longer adequately serves the aims for which
it was designed. Specifically, increased secured creditor control has led to more and faster sales under § 363; fewer
traditional reorganizations; and a decrease in unsecured creditor recoveries. In addition, the application of the
absolute priority rule to bar business owners from keeping control of their companies when creditors are not paid in
full, and the rising cost of chapter 11, have increasingly shut small and medium-sized enterprises out of the process.
There can be no question that chapter 11 practice—and the world as a whole—has changed a great deal
since 1978. However, the popular narrative, in which secured creditors have nearly total control over the chapter 11
process and companies are sold cheap while debtors have no opportunity to reorganize, is significantly exaggerated.
Moreover, many of the changes that the Report identifies as having hurt the efficacy of the chapter 11 process have
in fact had some beneficial results. In many respects, chapter 11 has successfully adapted to today’s world and
continues to work as well as, if not better than, in the past. Most importantly, reliable empirical evidence does not
support the Report’s view that increased secured creditor control has damaged the chapter 11 process. Likewise, no
reliable data demonstrate that the Report’s proposed reforms are needed to redress the perceived injury. And in the
absence of such evidence, there is no justification for the drastic changes the Report proposes.
55

FitchRatings, Fitch: Proposed Changes to Chapter 11 Could Pressure First Lien Recoveries if Adopted (Dec. 9, 2014), available at https://
www.fitchratings.com/site/fitch-home/pressrelease? id=946215.
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See infra Part II.B.2 .
14

1.

Bankruptcy Practice, Then and Now

The modern era of bankruptcy law in the United States begins with the adoption of the Bankruptcy Code
in 1978. For some, the first few decades under the new Bankruptcy Code represented a “golden age of debtor
rehabilitation”57—an era in which bankruptcy practice flourished, as debtors and lenders sat across the table from
each other as partners to work out consensual, mutually beneficial deals that kept debtors alive.58
On this account, a successful chapter 11 case in the early days of the Bankruptcy Code was one that resulted
in a stand-alone reorganization.59 Lenders usually went into bankruptcy expecting this outcome. The debtor’s key
creditors were usually the banks who had originated the loans in the first instance, had kept the debtor’s loans on
their books, and were disposed to negotiate with the debtor toward its reorganization, in the hope of doing future
business with it.60 Unsecured creditors also generally supported the goal of a reorganization. Speedy liquidation of
claims through trading was uncommon.61 Junior creditors had little option but to participate in the reorganization
process. Reorganization also benefited them by preserving business relationships which might, by themselves,
have significant value.62 And unsecured creditors could be significant players in the bankruptcy—trade debt and
other unsecured debt formed a major portion of most debtors’ liabilities, and unsecured creditors were often the
fulcrum class (that is, the most junior class with any recovery).63 The Code was structured to permit these parties to
negotiate toward a consensual plan.
Yet, properly analyzed, the golden age of bankruptcy loses much of its luster. Too frequently, the Bankruptcy Code in its adolescence gave rise to bankruptcies that were slow, expensive, and inefficient. Even though
the debtors of the 1980s and 1990s frequently had capital structures far less complex than in today’s marketplace,64
bankruptcy cases were time-consuming65—and thus costly for creditors.66 During bankruptcy the debtor also
57
Harvey Miller, Chapter 11 in Transition: From Boom to Bust and Into the Future, 81 Am. Bankr. L.J. 375, 386 (2007); see also Harvey
Miller, Bankruptcy and Reorganization Through the Looking Glass of 50 Years (1960-2010), 19 Norton J. Bankr. L. & Prac. 3 Art. 1 (2010)
(arguing that 1980 to 2000 was “the zenith of the age of the debtor”).
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See Written Statement of Bettina M. Whyte: ASM Field Hearing Before the ABI Comm’n to Study the Reform of Chapter 11 (Apr. 19, 2012),
available at http://commission.abi.org/sites/default/files/sbtements/whytestatement.pdf (“Banks . . . were driven by long term relationships
with their borrowers. . . In other words, they had a vested interest in seeing that a debtor restructured. . . The lenders, while international
banks, were still part of the community and saw their own reputations at stake, not just the Debtor’s . . . . [Unsecured creditors] were parties
who needed the Debtor to survive long term.”).
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Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L. Rev. 129, 146 (2005) (arguing that the Code was interpreted in
its early years to “meet the needs of the Congressional policy of furthering rehabilitation”); see also Miller 2007, supra note 57, at 387 (noting
perception among creditors that chapter 11 meant “reorganization über alles”).
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Whyte, supra note 58; Harvey R. Miller & Shai Y. Waisman, Does Chapter 11 Reorganization Remain A Viable Option?, 78 Am. Bankr. L.
Rev. 153, 181-82 (2004) (noting that creditor financial institutions were previously more influenced by relationships with management than
today); Harvey Miller, Chapter 11 Reorganization Cases and the Delaware Myth, 66 Vand. L. Rev. 1987, 2015 (2002).
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Aaron L. Hammer & Michael A. Brandess, Claims Trading: The Wild West of Chapter 11, Am. Bankr. Inst. J. 1, 62 (July 2010) (discussing
evolution of modern claims trading market following liberalization of claims trading rules in 1991); Whyte, supra note 58 (“Twenty years
ago, the practice of debt trading did not exist.”). Some view creditors’ inability to exit bankruptcy as an advantage, driving the core mechanics that made chapter 11 successful, and lament the effect of the options creditors now have. See Miller 2002, supra note 60, at 2014
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Kenneth N. Klee & Richard Levin, Rethinking Chapter 11, 21 Norton J. Bankr. L. & Prac. 465, 465, 480 (2012) (noting that “[t]rade debt
was a significantly larger portion of a distressed debtor’s liabilities compared to bank or bond debt” and that “[t]he Bankruptcy Code was
… written at a time when unsecured debt was the fulcrum security in the typical case”). The fulcrum security holder is in effect the residual
owner of the company. See Michelle Harner, Activist Distressed Debtholders: The New Barbarians At the Gate?, 89 Wash. U. L. Rev. 155,
161 (2011).
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See, e.g., Frank Partnoy, Twenty Years of Change: Financial Innovation in Corporate Law, 31 Iowa J. Corp. L. 799, 799-800 (2006) (explaining that the capital structures of the 1980s were “relatively straightforward”).
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See Charles J. Tabb, Chapter 11 Issues: The Future of Chapter 11, 44 S.C. L. Rev. 791, 822 (1993) (“One of the predominant criticisms
of Chapter 11 is that it takes too long.”); Stephen P. Ferris & Robert M. Lawless, The Expenses of Financial Distress: The Direct Costs of
Chapter 11, 61 U. Pitt. L. Rev. 629, 637 (2000) (finding the mean length of a chapter 11 case begun between 1986 and 1993 to be 437 days);
Samuel L. Bufford, Chapter 11 Case Management and Delay Reduction: An Empirical Study, 4 Am. Bankr. Inst. L. Rev. 85, 85 (1996) (“[T]
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supra note 65, at 637 (“Because most creditors do not receive postpetition interest for their debt, creditors’ claims become less valuable with
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accrued significant costs—not only direct costs, consisting of large professional fees paid to legal and financial
practitioners tasked with moving the bankruptcy process forward,67 but also indirect costs.68 Chapter 11 might cause
suppliers and customers to be unwilling to do business with a distressed firm,69 draining the firm’s value the longer
it stayed in bankruptcy. Nonetheless, the debtor-in-possession largely retained control over the pace of the case.70
Creditors might lack the leverage to force a speedy resolution on a dilatory debtor, and might be equally constrained
in their ability to influence the business operations of the debtor firm so long as it remained mired in chapter 11.71
In sum, while bankruptcy practice in the early years of the Code valorized consensus and negotiation
in pursuit of a mutually beneficial reorganization, that process had significant costs. Bankruptcy was frequently
slow and inefficient. The end result was ideal neither for debtors, subject to high direct and indirect costs, nor for
creditors, who were subjected to the uncertainty of a drawn-out chapter 11 process, with only a limited ability to
control or influence that process. The work this system generated for professionals, however, in contrast to work
under the pre-1978 Bankruptcy Act, became both lucrative and prestigious.72
Today, by contrast, the bankruptcy process plays out from start to finish against the backdrop of developed,
sophisticated, and efficient markets. In particular, non-investment-grade firms now have access to a broad leveraged
lending market, offering historically unprecedented opportunities to raise capital.73 This increased leverage stems,
in part, from more liberal rules governing which assets a company can collateralize. Specifically, in 1999, Article
9 of the Uniform Commercial Code was revised to permit borrowers to grant security interests in substantially all
of their assets, both tangible and intangible.74 The revised Article 9 also made it substantially easier for a lender
to perfect a blanket lien on a borrower’s assets by adopting uniform national forms for financing statements that
could be filed in a single location and permitting financing statements to use plain-English descriptions of collateral,
including generic descriptions such as “all of the borrower’s assets.”75 The practical ability to obtain enforceable
blanket liens on a borrower’s assets in turn spurred the development of a robust leveraged lending market, as it made
loans to non-investment-grade or distressed borrowers less risky.76

each passing day.”).
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Gilson 2012, supra note 51, at 26; Bufford, supra note 65, at 92 (“In cases that last longer, professionals tend to put in more time, and thus
generate more fees, even though the results may be essentially the same.”)but see Stephen J. Lubben, What We Know About Chapter 11 Costs
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At the same time, a robust market has also developed in high-yield bonds, allowing non-investment-grade
companies to obtain greater access to capital, made available by sophisticated creditors who understand the credit
risk associated with their investments. The upshot is that debtors today, compared to debtors from the 1980s,
are likely to have more intricate capital structures reflecting the complexity of today’s financial markets and the
products they offer.77 The average debtor holds more secured debt than a debtor in the early days of the Code.78
And the fulcrum security in a bankruptcy case is now more likely than in the past to be a secured creditor class.
Markets have also made the bankruptcy process more fluid. The growth of enormous and active markets
for distressed debt79 means that debtors will often be dealing with distressed debt investors who have purchased the
debtor’s loans to realize the maximum possible return on an investment.80 These investors are often repeat players
in bankruptcy with substantial experience shepherding distressed companies through the bankruptcy process.81
Their resources and experience may prove valuable to such a company—although distressed debt investors may
also be sophisticated and aggressive in enforcing their rights.82
Unsecured creditors have also changed. Where previously unsecured creditors were more likely to be
the trade creditors and suppliers who originally extended credit to the debtor and may thus have had a stake in an
ongoing business relationship, unsecured creditors are now able to exit the bankruptcy process quickly and easily
by selling their claims to investors—a practice virtually unheard of in the early days of the Bankruptcy Code.83
These investors may hope to realize short-term profit by collecting on the claim, may be seeking greater ability to
monitor or otherwise influence the debtor during the bankruptcy process, or may hope to streamline the bankruptcy
negotiations by consolidating the debtors’ stakeholders.84 Any of these motivations may present a debtor with a
negotiating partner whose interests differ significantly from those of the unsecured creditors debtors encountered in
the earlier days of the Code.
Debtors typically now no longer have the kind of leverage that would permit a leisurely chapter 11 case.
Just as prepetition creditors may strictly enforce their rights, postpetition DIP lenders may pressure debtors to
resolve their case quickly. DIP lending has become the focus of a specialized market,85 and the sophisticated
institutional lenders who offer DIP loans have developed a wide variety of loan terms reflecting the riskiness of the
debtors to which they lend.86 For example, DIP lenders may negotiate for milestones requiring the debtor to file a
plan or perform other actions by certain specified dates.87
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Bankruptcy cases are resolved more quickly for other reasons as well. Chapter 11 cases today are more
likely to be resolved through a § 363 sale of substantially all the debtor’s assets than in the early years of the Code.88
While § 363 has always permitted debtors to sell assets, debtors have increasingly filed for bankruptcy with a
view to selling all of their assets through § 363 rather than intending a traditional reorganization. Such sales can
close much more quickly than a traditional reorganization, thereby minimizing the costs of bankruptcy. Just like a
traditional reorganization, however, a § 363 sale is capable of preserving a business as a going concern.89 and can
realize as much value for stakeholders as a traditional reorganization.90
In short, since 1978, bankruptcy cases have evolved. They have become faster. Indeed, as the Commission
itself notes, the average time a large public or private company spends in chapter 11 has declined from nearly
1,000 days for 1989 filings to 116 days for 2013 filings.91 Chapter 11 is no longer the preserve of a niche group
of bankruptcy professionals, but rather the focus of sophisticated investors with extensive experience handling
distressed debt and bankruptcy cases. Many of these new players approach bankruptcy with a different mindset
than the old players in bankruptcy cases. These investors will commonly (although not always) seek to obtain the
greatest returns by maximizing the going concern’s value, but they are open to alternatives other than traditional
reorganization that can achieve that end.92
Despite all of these changes, however, some things have not changed. A chapter 11 case still involves a
negotiation among the interested parties, and senior secured creditors do not necessarily hold all the cards. As
discussed below, in many cases there is no dominant secured creditor, or creditor with sufficient leverage to drive
the bankruptcy process.93 And even in cases where there is a dominant secured creditor, there are limits to its ability
to direct the outcome of the bankruptcy case at the expense of other creditors. For one thing, existing law allows
bankruptcy courts to prevent secured creditors from obtaining the benefit of chapter 11 while imposing the costs
on other parties. In a case in which there truly are no unencumbered assets, bankruptcy courts can and do require
the secured creditor to pay the administrative expenses of the case94 or else face dismissal of the bankruptcy.95
In addition, unsecured creditors can and do assert that some of the value of the company is outside the secured
creditor’s collateral base and that they are entitled to share in that value. Even in cases in which those arguments
may lack merit, it is common to reach a consensual plan under which unsecured creditors receive some recovery.
2.

Is There A Need For Reform?

Although the Commission admits that, in principle, none of the changes that have transformed bankruptcy
are unhealthy developments,96 it nonetheless believes that they require a rethinking of chapter 11.97 Secured creditors, the Commission concludes, now have more control over the chapter 11 process than they should, resulting
in liquidations or quick going-concern sales of companies that could and should have been reorganized. The
Commission’s solution is to reduce secured creditor control by placing more power in the hands of the debtor.
88
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There is a rational basis for the concern that secured creditor control could skew outcomes. The goal of
the chapter 11 process is to maximize the value of the estate as a whole for the benefit of all stakeholders, not to
maximize the recovery of any single constituency. But different constituencies in the chapter 11 process have
different goals, and those goals are not always aligned with what is best for the estate as a whole.
In theory, in solvent firms outside bankruptcy, where the shareholders who will receive the benefits also bear
the costs, management should make decisions whose expected benefits exceed the costs. But chapter 11 debtors
present a special problem, because the constituencies who might ultimately benefit from a particular decision do not
necessarily bear the cost of that decision. Take, for example, a company that faces a decision whether to invest $1
million to obtain a 60% chance of a $2 million return. Outside bankruptcy, a company would make that investment,
because the expected return on the investment ($2,000,000 * .60 = $1.2 million) is more than its cost ($1 million).
The legitimate concern that underlies the worry about secured creditor control is the possibility that senior
secured creditors are leading debtors-in-possession to pass up value-maximizing investments (and a decision to
incur the expense associated with a bankruptcy reorganization—rather than sell the business—is, after all, a form
of investment), because the secured creditors will incur the cost of failure, while the benefits of success will go to
more junior creditors or equity holders.
Take, for example, a senior secured creditor, with a blanket lien on substantially all the assets of a company,
who is close to fully secured (slightly oversecured or slightly undersecured). That secured creditor will have an
incentive to push for quick realization of the value of its claim, to minimize the costs of the chapter 11 process.98
Consider the example above, but for a company in bankruptcy whose assets are worth $800,000, with $1 million
in secured debt and $2 million in unsecured debt. Viewed solely from the perspective of the secured creditor, the
otherwise sensible investment of $1 million for a 60% chance at a $2 million return described above would be
unwise. If the company is liquidated today, the secured creditor will recover 80 percent of its $1 million claim, or
$800,000. For the secured creditor, the maximum potential return of the $1 million investment is $200,000, since
it would receive $800,000 without making the investment and cannot recover more than its $1 million claim. But
making that $1 million investment would leave it with a 40 percent chance of losing the $800,000 it would otherwise
receive and recovering nothing—a risk it would not rationally choose to bear in order to obtain a 60 percent chance
of receiving an additional $200,000.
Of course, the reverse concern is equally present. Otherwise out-of-the money creditors have an equal
incentive to encourage unwise investments, because the costs of those investments are borne by senior creditors,
while the more junior creditors will enjoy the potential upside. Take, for example, the same situation described
above, but where the likelihood of the $2 million return on the $1 million investment is only 40%. While a solvent
company outside of bankruptcy would not make such an investment, out-of-the-money unsecured creditors would
choose to have the company do so. They have nothing to lose, because they would recover nothing if the company
were sold as a going concern today, but would have a 40% chance of a $1 million recovery (after the secured
creditor is paid in full) if the company chose to roll the dice.
In a perfectly functioning bankruptcy system, management of the debtor-in-possession would make decisions that were in the interest of the bankruptcy estate as a whole, without regard to which constituency would bear
the risks or reap the benefits. So in deciding whether to sell the company today or undertake a lengthy and expensive bankruptcy process in the hope of generating greater value through a reorganization, the debtor’s management
ought to engage in such a neutral assessment of costs and benefits. In practice, however, debtor’s management has
an incentive to prefer riskier investments99—perhaps in a last-ditch effort to maintain their own jobs—which might
lead management to take unwise risks in the hope of achieving a traditional organization.100
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The question we should ask, then, is whether increased secured creditor control has in fact led to inefficient
decisions that are systematically skewed in favor of the secured creditor. That is, are debtors in fact passing up
otherwise sensible (that is, value-maximizing) investments in the reorganization process, in order to provide secured
creditors with a prompt and riskless recovery?
The Report does not provide reliable empirical evidence that, in the real world, debtors are making inefficient decisions that systematically favor secured creditors over other constituencies. To the contrary, recent
studies that have investigated precisely this concern suggest that the increased use of secured credit—and the power
that secured creditors potentially wield in bankruptcy—has not produced a greater number of inefficient sales or
liquidations.
To be sure, secured creditors have more control over the chapter 11 process now than they did in the early
days of the Bankruptcy Code. One study by Kenneth Ayotte and Edward Morrison, which examined a set of large
bankruptcies filed in 2001, concluded that “creditors with senior, secured claims have come to dominate the Chapter
11 process,”101 although junior creditors also exerted meaningful “leverage over the reorganization process.”102 The
authors found that senior secured lenders had the ability to exert significant control over the process through the
terms of DIP financing, including covenants requiring budgets, profitability targets, or deadlines for submitting a
plan of reorganization.103 At the same time, they found “evidence of frequent creditor conflict” between senior and
junior constituencies.104
Ayotte and Morrison examined the relationship between the ratio of a firm’s assets to its secured credit and
the outcome of the bankruptcy (sale or reorganization). They found that—consistent with the incentives for various
creditor constituencies described above—when secured creditors were undersecured, or the firm had no secured
debt, the bankruptcy was more likely to result in a traditional reorganization, and that when secured creditors were
oversecured, the bankruptcy was more likely to result in a sale.105 Thus, the authors concluded that “creditor conflict
distorts economic outcomes in bankruptcy,” but noted that they could not evaluate or quantify “the efficiency loss
associated with this conflict.”106 That is, they could not determine whether creditor conflict resulted in a bias toward
inefficient sales or inefficient reorganizations.107
Jay Westbrook’s more recent study reached different conclusions about the prevalence of secured creditor
control. He tested the conventional account of secured creditor control, under which “it has become accepted … that
the bulk of Chapter 11 cases are dominated by secured creditors” and that “many, if not most, Chapter 11 cases are
effectively terminated by a sale under section 363”—a concern Westbrook himself had expressed in earlier work.108
To do so, Westbrook analyzed a cross-section of chapter 11 cases of all sizes filed in nine districts in 2006.109
Westbrook found that secured creditor control, although important, is “not as pervasive as many have
assumed.”110 In about 30% of the cases, secured creditors were owed more than the total scheduled value of
the debtors’ assets (though a single secured creditor held such a dominant security interest in only about 6% of
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cases).111 In another 10%, secured creditors were owed more than 75% of the value of the debtors’ assets.112 By
contrast, in about a third of cases, there was little or no secured debt (secured debt represented less than a quarter
of scheduled assets); “those cases … seem more likely to be controlled by the debtor’s management … than by a
secured creditor.”113 In the middle 25% of cases, debtors had secured debt ranging from 25% to 75% of scheduled
asset values; the median amount of secured debt was 56% of asset value.114 In the median case, then, “a debtor
has unencumbered assets to sell or offer as security for DIP financing,” and “[i]ts secured creditors may not be in a
position to exert control or even decisive influence … over the debtor’s management.”115
Westbrook also examined the prevalence of § 363 sales of debtors and, again, his findings “raise some real
questions about the conventional wisdom.”116 Fewer than 30% of cases had § 363 sales of any kind, and many of
those sales may not have been sales of substantially all the debtors’ assets (the study did not distinguish between
sales of a single asset and sales of the debtor as a going concern).117 As Westbrook commented, “When we saw
this figure, we kicked the computer three times and went out for coffee, but when we came back we got the same
number.”118 He concluded that the “data strongly suggest that the conventional view that 363 sales dominate
Chapter 11 practice is simply wrong.”119
Finally, Westbrook found that cases with a dominant secured party, as well as cases with a high percentage
of secured debt, were less likely to have § 363 sales, not more likely.120 He concluded that “[n]ot only [is] secured
creditor control … less pervasive than claimed (even in large cases) and 363 sales far less common, but it also
appears that the association between them … is undemonstrated and perhaps tenuous.”121
Perhaps more importantly, recent studies have found no association between secured creditor control and
inefficient liquidations or § 363 sales—sales that reduce the value available to creditors. For example, a study by
Stuart Gilson, Edith Hotchkiss, and Matthew Osborn found that secured creditor control does not lead to inefficient
sales or to lower unsecured creditor recoveries.122 The authors observed that “[a] growing number of academics and
practitioners have argued that senior secured creditors have become increasingly powerful in Chapter 11 relative
to management. These creditors may have incentive to force the sale of assets to repay their claims even if this
means selling at fire sale prices, at the expense of more junior claimants.”123 Based on that narrative, one would
hypothesize that “when senior creditors are more powerful, … more assets will be sold—possibly … for less than
they would be worth in a stand-alone reorganization.”124
But the study did not support that hypothesis. The study examined 350 large chapter 11 cases filed between
2002 and 2011. Out of that set, 68% of firms reorganized through a plan, 21% of firms sold substantially all their
assets as going concerns, and 11% of firms liquidated.125 Unlike in the Westbrook study, the authors did find
a positive association between higher secured debt ratios and § 363 sales.126 But they also found that secured
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creditor control is positively associated only with going-concern sales, not with liquidations.127 They concluded,
“[O]ur interpretation is that while secured debt is associated with a higher incidence of sales of all assets, it is not
linked to a loss of going concern value.”128 Survival rates post-bankruptcy also showed no statistically significant
difference between firms sold as a going concern and reorganized firms, suggesting “that asset sales do not lead to
less economically efficient outcomes than traditional reorganizations.”129
In addition, the authors found a positive relationship between higher secured debt ratios and overall creditor
recovery (the opposite of what one would expect if secured creditor control led to destruction of value), and no
relationship between secured debt ratio and unsecured creditor recovery.130 “Overall, the analysis of recovery
rates does not suggest that recoveries either as a whole or to unsecured creditors are lower in cases where senior
debtholders potentially have greater control.”131 Moreover, the analysis “does not suggest that fire-sale prices in
Section 363 sales lead to lower overall creditor recoveries.”132 That conclusion is consistent with Moody’s data
showing that creditor recovery rates have increased since the 1980s.133 In sum, the study’s results did not support the
conventional narrative, in which secured creditor control results in a loss of value and harms other constituencies.
Similarly, a recent study by Mark Jenkins and David Smith examines the empirical evidence regarding
whether “incentive conflicts between senior and junior claimants … lead to inefficient outcomes.”134 They designed the study to test the hypothesis that senior secured creditors often force “inefficient liquidations”—that is,
liquidations in which a firm’s assets are sold for less than the firm’s value as a going concern.135 They explain that
such inefficient liquidations can occur when three factors are present: (1) secured creditors must in fact be able to
control the decision whether to liquidate; (2) there must be obstacles that prevent senior and junior creditors from
bargaining to reach an efficient outcome; and (3) the senior creditor must have little to gain from continuing the
bankruptcy process—something that is true when the senior creditor is close to being fully secured.136 When a
secured creditor is oversecured, junior creditors can, if they have the resources to do so, pay off the secured creditor
and take control of the bankruptcy process.137 Likewise, when a secured creditor is significantly undersecured, its
incentives are aligned with the interest of the estate as a whole: It will have an incentive to liquidate if doing so is
value-maximizing and to strive for reorganization if that is value-maximizing.138 Thus, the conditions for inefficient
liquidations are most likely to exist when the secured creditor’s claim is close to equal to the value of the firm’s
assets.139
Jenkins and Smith examined data from over 800 bankruptcies filed between 1989 and 2011.140 Of those,
73% ended in reorganization and 27% either in liquidation or a going-concern sale.141 Based on the observed ratio
of the firms’ value to their secured debt, Jenkins and Smith estimated that only 8% of firms were liquidated or sold
when it would have been more efficient to reorganize them.142 Moreover, they estimated that the loss amounted to
only 0.28% of the reorganization value of all firms in the sample.143 They note that, because their model does not
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account for the bargaining that in fact often occurs between senior and junior creditors over the potential upside of
a reorganization, those estimates “likely overstate the true frequency and cost of inefficient liquidations.”144
Yet another study investigating the prevalence and effect of § 363 sales concluded that § 363 sales have not
“overtaken reorganization.”145 Analyzing over 850 large chapter 11 cases filed between 1982 and 2011, Jared Wilkerson found that 21% of cases over that period involved § 363 sales.146 Although the percentage of cases involving
§ 363 sales increased over time and most significantly during the Great Recession (peaking at 41% in 2008), in 2010
and 2011 the percentage of cases involving sales returned to “normalcy,” closer to the 21% average.147 Wilkerson
also concluded that secured creditor control “does not appear to lead to more § 363 sales or lower value.”148
An earlier study by Lynn LoPucki and Joseph Doherty had suggested that § 363 sales generated lower
recoveries, as a percentage of prebankruptcy book value, than reorganizations.149 As Wilkerson explains, however,
that study does not show that § 363 sales cause losses of value: “[A]sset sales and reorganizations [may] reflect
different populations: one whose value is maximized by sale and another whose value is maximized by reorganizations. Merely because sales generally bring lower value compared to reorganizations doesn’t mean that sales don’t
maximize the value of any particular estate.”150
One specific aspect of the secured creditor control narrative that has received significant attention is the
notion that DIP lenders are able to, and frequently do, force value-reducing § 363 sales through covenants in DIP
lending agreements.151 But, again, the Report includes no empirical data showing that DIP lender control leads to
loss of value. To obtain data relevant to that question, the LSTA conducted a study that examined the association
between such control provisions in DIP agreements and outcomes in chapter 11 cases (the DIP Study). The DIP
Study’s sample included all chapter 11 filings by public companies with scheduled assets of at least $500 million
between 2006 and October 2012—a total of 157 cases.152 Debtors in approximately 65% of cases in the DIP
Study accessed the DIP market, and the vast majority of those debtors’ DIP agreements included control provisions
limiting the debtors’ flexibility in chapter 11, such as milestones, roll-ups, liens on avoidance actions, and waivers of
§ 506(c) or § 552(b)—that is, the kind of provisions that the Commission recommends abolishing or restricting.153
Despite the pervasive use of such control provisions, only about 25% of the cases in which debtors accessed
the DIP market involved an outcome other than a traditional reorganization.154 That is, only 25% of the cases
resulted in a § 363 sale, confirmation of a liquidating plan, or conversion to chapter 7. Among these companies,
some filed never intending to reorganize, but used a DIP loan to finance an orderly liquidation or a pre-planned
sale.155 The study did not support the notion that the presence of control provisions affected the likelihood that a
particular debtor would reorganize. In fact, other studies have shown that “companies that obtain [DIP] financing
while in Chapter 11 are more likely to reorganize successfully, and to reorganize in less time than firms that do not
obtain such financing.”156
For now, what is clear is that no reliable empirical data support the need for the Commission’s proposed
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reforms. While the data we have suggest that secured creditors do exercise more control than formerly over the
bankruptcy process, they also suggest that secured creditor control is not producing inefficient outcomes. Before
Congress considers the overhaul of a tried-and-true bankruptcy regime on the basis that secured creditor control has
harmed the efficacy of the process, it should require clear evidence that such harm has occurred.
3.

Chapter 11’s Successes

Aside from their inconsistency with empirical data, proposals to “reform” the Bankruptcy Code must
overcome a more basic reality: The current Code works very well. The Great Recession put the Code through
the most rigorous test it has ever seen, with 20 times more assets flowing through chapter 11 in 2008-2009 than in
2006-2007.157 Before the financial crisis, the conventional wisdom was that consumers would not buy a car from a
company that had been through a bankruptcy.158 But the experience of the Great Recession was that the flexibility
of the Bankruptcy Code played a major role in facilitating the nation’s economic rebound.
As Stuart Gilson of Harvard Business School explained:
The financial crisis demonstrates that Chapter 11, and the debt restructuring industry more broadly,
has played a key role in the ongoing recovery of the U.S. economy. The crisis further demonstrates
the importance of U.S. bankruptcy laws and restructuring practices in driving the competitiveness
of U.S. companies. Beyond helping financially distressed companies preserve value and recover
from financial distress, Chapter 11 also encourages risk-taking by giving managers and entrepreneurs a “second bite at the apple” if they take reasonable risks that turn out badly.159
Indeed, recent scholarship indicates that the Code’s restructuring provisions improve debtors’ operating
performance. A 2007 study found that debtors increase their operating performance while in chapter 11 and that
debtors significantly increase their operating income by the second fiscal quarter in chapter 11.160 Perhaps unsurprisingly, companies with the highest ratio of debts to assets experience the greatest improvements in operating
income while in chapter 11.161
Chapter 11 not only fixes and contains financial distress, but does so with remarkable efficiency. Indeed, as
Gilson has noted, chapter 11 has only become more efficient since the Great Recession. As the Commission itself
acknowledges, the average stay in chapter 11 for public and large private companies has plummeted from almost
1,000 days in 1989 to little more than 100 days in 2013.162 All else being equal, shorter bankruptcy cases result in
greater recoveries for all creditors, since costs are reduced and creditors are paid sooner—which, in light of the time
value of money, is the equivalent of being paid more.
It is therefore no surprise that many countries have recently adopted bankruptcy laws modeled on chapter
11, including effective protections for secured creditors, and that those countries have seen real benefits from such
reforms. To take three examples, Brazil, the Czech Republic, and China have all recently modified their bankruptcy
laws to provide greater protection to secured creditors’ nonbankruptcy rights. Emerging data from Brazil and the
Czech Republic show the economic benefits of these reforms.
a.

Brazil

Brazil’s recent bankruptcy reforms indicate that protecting secured creditors’ nonbankruptcy rights is key
to the efficient operation of credit markets. Historically, Brazil offered little protection for secured creditors,163
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subordinating their claims in bankruptcy to administrative, tax, and employee wage claims.164 Credit was expensive
and in short supply.165 Brazil’s 2005 bankruptcy reforms significantly enhanced protections for secured creditors by
rearranging the priority rules.166 As with DIP financing in the United States, Brazil accorded super-priority status
to credit extended after a firm entered bankruptcy.167 And, as in the United States, it subordinated tax claims to the
claims of secured creditors.168 Brazil also capped the priority for workers’ claims.169
The cost of credit dropped immediately—by 22%, according to one study.170 The average overnight rate on
government-backed loans dropped from 24% in the year prior to the first introduction of the reforms (October 2003)
to 18% in the year after their ultimate enactment (June 2005).171 Commentators observed that the stock markets
also reacted positively.172
b.

The Czech Republic

Czechoslovakia enacted an insolvency law in 1991, largely based on pre-World War II law.173 According to
the Czech National Bank, the law quickly proved inadequate and was amended multiple times.174 One experimental
amendment, in 2000, provided that secured creditors could recover only 70% of the proceeds from the sale of their
collateral.175 Commentators quickly criticized the law as obsolete.176 In 2007, the nation adopted a new Insolvency
Code modeled substantially on our chapter 11.177 The revised code enhanced the rights of secured creditors by
affording them first priority in insolvency, subject only to administrative expenses, while at the same time making
insolvency proceedings much shorter and more efficient.178 These protections drew praise from the European
Central Bank.179 And they produced results: As data from the World Bank shows, the length of proceedings fell by
two-thirds while recovery rates tripled.180
The average rate of secured creditor recovery in insolvency rose from 18.5% in 2006 to 56% in 2011 and
65.6% in 2014.181 At the same time, the duration of insolvency proceedings fell from 6.5 years in 2008 to 3.2 years
in 2010 to 2.1 years in 2013.182
164

Padma Kadiyala, Impact of Bankruptcy Law Reform on Capital Markets in Brazil, 8 Inv. Mgmt. & Fin. Innovations 31, 32 (2011).

165

Araujo & Funchal, supra note 163, at 186.

166

Lei No. 11.101, de fevereiro de 2005; Kadiyala, supra note 164, at 32-33.

167

Id. at 33.

168

Id.

169

Id.; Jacopo Ponticelli, Court Enforcement, Bank Loans and Firm Investment: Evidence from a Bankruptcy Reform in Brazil 6 (working
paper May 2015), available at http://ssrn.com/abstract=2179022.
170

Funchal, supra note 163, at 86; see also Kadiyala, supra note 164, at 35 (also discussing decreases in cost of credit).

171

Kadiyala, supra note 164, at 31.

172

Id. at 40.

173

Czech National Bank, The Impact of Insolvency Law on Financial Stability 93, 94, in Financial Stability Report 2005, available at http://
www.cnb.cz/en/financial_stability/fs_reports/fsr_2005/.

174

Id. at 94.

175

Id. at 100.

176

Id. at 94.

177

Tomas Richter, Reorganizing Czech Businesses: A Bankruptcy Law Reform Under a Recession Stress-Test, 20 Int’l Insolvency Rev.
245, 247 (2011).
178

Alois Šatava & Martin Dančišin, New Czech Insolvency Law on Its Way, Butterworths J. Int’l Banking & Fin. L., Nov. 2006 , at 450,
450-51; Tomas Richter, The New Czech Insolvency Act, Butterworths J. Int’l Banking & Fin. L., June 2006, at 271-72; Coll. Bankruptcy and
Settlement Act (Insolvency Act), No. 182/2006 § 298; World Bank, Doing Business, available at http://doingbusiness.org /data/exploretopics/
resolving-insolvency/good-practices#protecting (showing the duration of insolvency proceedings falling).

179

Opinion of the European Central Bank at the Request of the Czech Ministry of Justice, at 3-4 (18 Oct., 2005), available at https://www.
ecb.europa.eu/ecb/legal/pdf/en_con_2005_36_f_sign.pdf.

180
World Bank, Doing Business 2014: Understanding Regulations for Small and Medium-Size Enterprises 116 (2013), available at http://
www.doingbusiness.org/~/media/GIAWB/Doing%20Business/ Documents/Annual-Reports/English/DB14-Full-Report.pdf.
181

Luboš Smrčka et al., The Possibilities of Reforming Czech Insolvency Law, in Advances in Finance and Accounting 192, 193 (Drahomira
Pavelkova et al. ed. 2012), available at http:// www.wseas.us/e-library/conferences/2012/Zlin/FAA/FAA-31.pdf (breaking down statistics by
year); see also World Bank, Doing Business, supra note 178 (estimating that the reforms tripled creditors’ rate of recovery).
182

World Bank, Doing Business, supra note 178.
25

c.

China

The People’s Republic of China had no bankruptcy law at all until 1986.183 Early versions of the law
subordinated secured creditors to employees and other claimants.184 A 1994 directive of the State Council mandated
that the first priority in bankruptcy should be to resettle employees, with some assets of the estate—like land
rights—earmarked expressly for that purpose.185
China’s Enterprise Bankruptcy Act, enacted in 2006, adopted significant reforms, including granting first
priority to secured creditors and ensuring their access to the full value of their collateral.186 The new law won
accolades from local commentators, academics, and practitioners.187 Adopting absolute priority was part of a
“significant improvemen[t]”188 over prior law, and was in accord with internationally recommended models for
bankruptcy reform.189
Indeed, the major international financial institutions regard the protection of secured creditors as essential to
healthy credit markets. The United Nations Commission on International Trade Law (UNCITRAL), for example,
has urged that bankruptcy “priorities should be based on commercial bargains” instead of “political concerns that
have the potential to distort the outcome of insolvency.”190 The World Bank counsels that “[a]ny priority placed
ahead of the secured party represents a substantial cost, which is generally transferred back to borrowers in the form
of higher interest rates and transaction costs.”191 And the IMF explains that “if the distribution priorities following
liquidation recognize the seniority established by contractual terms, creditors will feel confident that they are able
to manage, at least to some degree, the risks they incur when making investment decisions.”192
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***
The bottom line is that, while financial markets and chapter 11 practice have indeed changed significantly
since 1978, there is no reliable evidence that those changes have been harmful. More specifically, there is no
reliable evidence that increasing secured creditor control has led to otherwise viable companies being liquidated or
sold for fire-sale prices, or that it has unfairly decreased more junior constituencies’ recoveries. Indeed, the chapter
11 process has become faster, more efficient, and in many ways better than it was in the past. And other nations
have sought to model their own insolvency laws on chapter 11 precisely because it does work so well. Put simply,
the available evidence does not suggest that the chapter 11 process is ineffective or that major reforms are necessary.
B.

The Report’s Proposals Would Have Harmful Real-World Effects

The Report also fails to take adequate account of the costs of implementing its proposals. Overall, the
Commission’s proposed reforms would make bankruptcy cases longer, more complicated, and more expensive.
They would also inevitably increase the cost of credit.
1.

Effect On The Bankruptcy Process

Many of the Report’s proposals would make bankruptcy proceedings longer, more complex, and thus
costlier—in turn reducing recoveries to all constituencies and extending the bankruptcy “overhang” that inhibits
businesses’ rehabilitation.
Indeed, the Report makes clear that many of its proposals are intended to make bankruptcy cases longer.
For instance, the Report’s proposal for a 60-day moratorium on § 363 sales is designed precisely to extend the length
of bankruptcy, in the hope that more companies will be reorganized and that secured creditors will be less able to
force value-reducing sales. As discussed above, however, there is no reliable evidence that such value-reducing
sales are actually occurring. The benefits of the proposal are thus highly uncertain, while the costs are obvious. All
else being equal, more time in bankruptcy means higher administrative costs and lower recoveries for stakeholders.
More time in bankruptcy also potentially makes it more difficult for emerging companies—whether reorganized or
sold as going concerns—to regain their financial footing and revitalize their businesses.
Many of the Commission’s other proposals, even if not expressly designed to lengthen bankruptcy proceedings, would have that effect. For example, the Commission’s proposal to give secured creditors adequate protection
of only the foreclosure value of their collateral would materially change the dynamics of chapter 11 proceedings
in a way that would be likely to make them longer and less efficient. Without the ability to demand adequate
protection of the full going-concern value of their collateral, secured creditors would have significantly less ability
to influence the direction of the proceedings. And, as described in further detail below, existing management and
out-of-the-money junior creditors would have the incentive and ability to prolong cases in the hope of a traditional
reorganization or increased recovery. Again, whether this is a good thing or a bad thing depends on whether secured
creditor control adversely affects stakeholders as a whole—but, as discussed above, the Report has not provided
persuasive evidence that it does.
The Commission’s proposals would also make bankruptcy substantially more complex. As most bankruptcy judges and practitioners would no doubt agree, “no problem in bankruptcy is more perplexing than the problem
of valuation.”193 Yet the Report’s proposal to limit adequate protection would require bankruptcy courts not only
to ascertain the going-concern value of the enterprise—a difficult enough task in itself—but also to establish the
value a secured creditor would obtain in a state-law foreclosure sale. This additional valuation inquiry is even
more difficult and uncertain because it involves determining what would happen in hypothetical sales that rarely
occur in practice. Moreover, when they do occur, creditors have the right to credit bid, but the Report demands that
bankruptcy courts determine what state-law foreclosure sales would yield if creditors lacked this right.194 Likewise,
the “redemption option value” proposal would require bankruptcy courts to determine the value of a hypothetical
option to purchase the firm, which entails ascertaining the expected volatility in the firm’s value over the redemption
period—a notoriously difficult inquiry.195 These multiple new judicial valuations run contrary to the Bankruptcy
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Code’s preference for more efficient and typically more accurate market valuations.196 Each additional judicial
valuation would cost substantial money and time and lead to expensive battles of the experts that would further
lengthen the case and deplete the estate. That is in no one’s interest.
2.

Effect On Credit Markets

As described in further detail below, the inevitable consequence of several of the Report’s proposals,
including the proposals related to adequate protection (discussed in Part III.A) and redemption option value (discussed in Part III.F), would be to reduce the recoveries on account of secured claims. That, in turn, would almost
certainly increase the cost of capital for the non-investment-grade companies that rely heavily on secured credit to
invest in the development of their businesses. Indeed, the ratings agency Fitch has already warned that the Report’s
recommendations “could adversely alter recovery prospects of first lien debt claim holders.”197 To the extent that
the Report’s proposed reforms reduce secured creditors’ recoveries in the event of default, lenders will take that into
account in pricing and extending credit.
To understand why the Report’s proposed reforms would increase the cost of capital, and why that is a problem, it is necessary to understand the basic operation of the market for commercial loans to non-investment-grade
companies (“leveraged loans”). Today’s leveraged loans are usually syndicated among a group that is likely to
be made up predominantly of nonbank lenders, such as institutional investors or collateralized loan obligations
(CLOs).198 Leveraged loans are frequently secured by a blanket lien on substantially all of the borrower’s assets.
Investors in leveraged loans weigh a variety of factors in deciding whether to lend. As with all loans, one key
consideration is the borrower’s ability to service its debt through its revenue. Because borrowers in the leveraged
loan market are by definition riskier than investment-grade borrowers, however, another important consideration is
the anticipated recovery on the loan in the event of the borrower’s default. In addition, many of the most significant
participants in the leveraged loan market are restricted by regulation or charter to investing in loan instruments with
particular ratings. The ratings agencies in turn base those ratings in part on their own assessment of likely recovery
in the event of default. Lower recovery given default would thus increase the riskiness, and hence the price, of
credit for non-investment-grade companies, and might cause some institutional investors to curtail their lending.
Indeed, ratings and interest rate data for companies in the senior secured loan market demonstrate that lenders charge more interest to borrowers expected to have a lower “recovery given default” (RGD), even holding the
borrowers’ credit rating constant. We collected a sample of 132 issuers rated BB- by Standard & Poor’s, 207 issuers
rated B+, and 516 issuers rated B. We then identified the recovery ratings assigned by Standard & Poor’s for these
companies’ debt issues. In the chart below, RR-1 represents 90-100% expected RGD; RR-2 represents 70-90%
expected RGD; RR-3 represents 50-70% expected RGD; RR-4 represents 30-50% expected RGD; RR-5 represents
10-30% expected RGD; and RR-6 represents 0-10% expected RGD. As the chart illustrates, for companies with the
same credit rating, the average interest rate increases as the recovery rating decreases.
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Across all three categories, the weighted average interest rate increase between a recovery rating of 1 and
a recovery rating of 2 is 32 basis points (0.32%). That increase is significant, viewed in the context of the loan
market as a whole. As of the end of 2014, $830 billion of institutional loans—loans sold to nonbank lenders—were
outstanding.199 If the expected recovery given default of those loans decreased from RR-1 (95%) to RR-2 (80%),
the additional interest could be more than $2.5 billion per year.
Consistent with this evidence, market participants testified before the Commission that reducing secured
creditor recoveries would almost certainly increase the cost of leveraged loans.200 Secured credit costs less than unsecured credit precisely because expected recovery in the event of default is higher.201 Lowering expected recovery,
or making it more uncertain, would result in difficulties pricing loans, reduced loan sizes, more expensive credit, a
reduction in lenders willing to provide credit (as risk-averse lenders will drop out of the market), and a decrease in
the flow of capital to non-investment-grade companies.202 As one witness put it:
[A]ffordable, secured financing will be available to borrowers only if secured creditors’ rights
will be enforced in the event of default, including in the case of the borrower’s bankruptcy or
insolvency. To be sure, from a short-term perspective, one might facilitate a reorganization by …
weakening secured creditors’ right to obtain the value of their collateral. But that kind of legal
regime would deprive potential lenders of the security of repayment that brings many risk-averse
lenders into the credit markets. At the end of the day, weakening the rights of secured creditors in
bankruptcy would inevitably limit the credit available to borrowers, restricting their opportunities
to preserve and expand their businesses.203
The problem is not limited to companies outside bankruptcy. The Commission’s proposals to restrict the
permissible terms of DIP lending agreements would have similar effects on debtors seeking DIP financing in bankruptcy. Each of the DIP lending provisions that the Commission proposes to limit or abolish lowers a debtor’s risk,
resulting in less expensive credit.204 Each, therefore, has a price; as one witness with extensive experience with the
DIP market put it, “Complete prohibitions on such provisions will necessarily be factored into terms and pricing and
may have the unintended consequences of increasing DIP pricing and fees or, in some cases, cause the lender to not
make any DIP financing available (or at least, a smaller quantum available).”205
The effect of legal change on the market is sometimes brushed aside with the comment, “The market
will adjust.”206 That is certainly true; the leveraged loan market and DIP market will not disappear if the Report’s
recommendations to amend the Code are adopted. It does not follow, however, that the market adjustment will be
benign. An increase in the cost of credit, or a reduction in the number of institutions who are willing to provide
credit, would have damaging consequences for distressed and non-investment-grade companies who must look to
the leveraged loan market (or debtors-in-possession who need to access the DIP market) for necessary capital.
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Empirical studies confirm the common-sense conclusion that credit is more freely available when secured
creditors’ nonbankruptcy rights are protected in bankruptcy. A comparative study by researchers from the World
Bank and Harvard, for example, found that stronger protections for creditors, including respect for secured creditors’
priority, were correlated with a higher ratio of private credit to GDP.207 The authors also found that the ratio rises
when creditor rights are strengthened through reforms to bankruptcy laws.208 Another comparative study similarly
found that strong creditor protections are associated with enhanced loan availability on favorable terms, such as
more concentrated ownership, longer maturity periods, and lower interest rates.209
Research focused on the United States has also shown that laws restricting secured creditors’ rights increase
the cost of credit. For example, one study found that small (unincorporated) firms in states with unlimited homestead exemptions were 30 to 32% more likely to be denied credit, received smaller loans, and were subject to higher
interest rates.210
Other analogous empirical research suggests that certain bankruptcy reforms intended to benefit debtors may
give rise to the unintended consequence of reducing the availability of credit to non-investment-grade borrowers
who rely on secured credit. For example, one study concluded that higher state bankruptcy exemptions intended to
benefit low-income and low-asset debtors actually increase the amount of credit available to high-income borrowers
and reduce the credit available to low-income borrowers.211 Another study reached a similar conclusion in the
context of the market for mortgage and home improvement loans.212
The experience of countries that have adopted bankruptcy reforms similar to those proposed by the Commission underlines the point. The U.K. provides a good example. English common law divides security interests
into “fixed” and “floating” charges. The floating charge is a lien that “floats” across all of a company’s assets,
including items (like inventory) that are continually in flux.213 The fixed charge, by contrast, relates to specific
pieces of property.214 Fixed charge holders are always paid first in insolvency; floating charge holders are paid after
a class of unsecured creditors known as preferential debt holders, but before general unsecured creditors.215
The U.K. recently attempted to use the distinction between fixed and floating charges to boost the recovery
of unsecured creditors in insolvency.216 The Enterprise Act of 2002 created a carve-out, known as the “prescribed
part,” that diminishes the value of floating charges to pay a portion of the claims of general unsecured creditors.217
The prescribed part encompasses twenty percent of the value of the encumbered property, up to a cap of £600,000.218
The administrator of the insolvency must set those funds aside, and the secured lender may access them only after
unsecured creditors have been paid in full.219
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Recent evidence suggests that the prescribed part may have failed in its aim. As one scholar put it, secured
lenders “will invariably and inevitably adjust to legal changes that affect … their interests.”220 Because asset-based
lenders now know that up to £600,000 of collateral may be taken from them in insolvency to pay general unsecured
creditors, they must diminish the borrowing base for, and thus reduce the credit they extend to, any business they
deal with.221 When the government proposed increasing the prescribed part in 2011, lenders pointed out that any
increase would reduce the availability of credit for businesses,222 and the increase was rejected.223
Sweden offers another example of the potential harm to credit markets that can be caused by the kind of
reform the Commission proposes. Like the U.K., Sweden maintains a distinction between fixed and floating security interests, affording a higher priority to fixed liens. In 2004, Sweden reduced the rights of secured creditors by
enabling the floating charge to secure only 55% of the value of collateral, making the remaining value available to
other creditors.224 But the effort backfired: It raised interest rates and reduced the availability of credit.225 Sweden
responded by abolishing the 55% rule, once again allowing floating charges to attach to the full value of collateral.226
Sweden thus provides a cautionary tale about the potential unintended consequences of reform.
In sum, because secured lending supplies non-investment-grade companies with a means of obtaining
financing that their risk profile might not otherwise allow them to obtain, the Report’s proposals could have a
perverse outcome. By attempting to increase such companies’ flexibility in bankruptcy, the Report’s proposals may
decrease the flexibility and resilience of the vast majority that are not in bankruptcy—as well as those in bankruptcy
that need to access the DIP market—hurting the very companies the Report’s proposed reforms are designed to help.
C.

The Report Rejects Basic Principles Of Bankruptcy Law

The Report’s approach to bankruptcy reform is flawed for a still more basic reason: The Report rejects
long-standing and fundamental principles of bankruptcy law, reflected in the careful architecture of chapter 11
as it exists today, and replaces them with a “balancing” of parties’ interests guided by the Commission’s view of
“subjective fairness.”
Since before the enactment of the Code, bankruptcy law has been designed to address the problem created
when a debtor has too few assets to satisfy the legitimate demands of its creditors. Creditors of an insolvent debtor
may compete to grab assets, potentially destroying the debtor’s going-concern value in the process and reducing the
recovery of creditors as a whole. Moreover, that dynamic could lead to an inequitable distribution, as faster-moving
creditors get paid in full, while slower-moving creditors of equal priority recover nothing. Bankruptcy law in
general works to maximize the value of the debtor’s assets—staying individual creditor actions in favor of a collective process—and to ensure that those assets are distributed fairly and equitably among competing stakeholders
according to their nonbankruptcy rights and priorities.227 As a rule, it modifies nonbankruptcy rights only where
necessary to serve some bankruptcy purpose—that is, only where necessary to ensure that the bankruptcy goals of
maximizing value and equitable distribution are served.228
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Chapter 11 is no different. Its particular genius is to provide a vehicle through which a failing business
can be resuscitated and the business’s going-concern value can be preserved and distributed among the various
stakeholders. But chapter 11 does not itself take a view as to how that value should be distributed. Rather, with
minor exceptions, it simply implements the rights and priorities established through nonbankruptcy law. Indeed,
chapter 11 contains a careful and highly reticulated set of interlocking provisions designed to ensure that secured
creditors retain their nonbankruptcy priority over other creditors in the value realized from their collateral.
The Report’s proposals would seriously undermine the fundamental principle, which undergirds chapter 11
as currently constructed, that parties’ nonbankruptcy rights and priorities are respected. For instance, the Report
advocates doing away with the absolute priority rule—the rule, which reflects nonbankruptcy rights, that creditors
are paid before equity-holders—in the great majority of chapter 11 cases. Likewise, it would compromise the absolute priority rule in large chapter 11 cases by paying junior creditors before senior creditors are paid in full—and,
indirectly, by denying secured creditors adequate protection of the full value of their collateral.
These dramatic changes are problematic from a bankruptcy policy standpoint for several reasons. As an
initial matter, bankruptcy law respects the parties’ nonbankruptcy bargains because doing so is fair. Altering those
bargains where it is not necessary to do so to serve a bankruptcy purpose violates bankruptcy’s basic vision of
fairness and equity. Moreover, changing parties’ substantive rights in bankruptcy necessarily creates perverse
incentives to forum-shop in and out of bankruptcy. Finally, abandoning the core principles that have formed the
backbone of chapter 11 makes commercial law uncertain when it should be clear and predictable.
1.

Bankruptcy Law’s Basic Principles

Chapter 11 as it exists today embodies two fundamental principles: (1) it is designed to maximize value
for all stakeholders; and (2) by and large, it does not impose a distributional scheme of its own, but respects the
distributional priorities for which the creditors and shareholders bargained outside of bankruptcy. These are not
merely normative principles; they describe the way chapter 11 was in fact designed and functions today.229 Because
the Commission’s proposals would break from both principles, it is worth discussing each of them in more detail.
a.

Value Maximization

The goal of bankruptcy is “to permit the owners of assets to use those assets in a way that is most productive
to them as a group in the face of incentives by individual owners to maximize their own positions.”230 That is, its
aim is to maximize the value of the bankruptcy estate for the benefit of all constituencies. The central insight of
chapter 11 is that in many situations the best way to maximize the value of the estate is to keep the business together
as a going concern, rather than to liquidate its assets piecemeal. By preserving firms whose highest and best use is
as a going concern, chapter 11 ensures that stakeholders can realize the “going-concern surplus” that would be lost
if such a firm were liquidated.
That is not to say, however, that all firms can or should be reorganized. Bankruptcy is a tool that that can
help a distressed business facing a problem caused by a short-term liquidity crisis or excessive debt levels—not a
tool that can save every company in economic trouble. A widget company that loses $1 on every widget it sells,
for example, cannot through any bankruptcy process be converted into a successful and profitable enterprise. Some
companies are worth more liquidated than as going concerns. A firm that lacks a viable business model, and whose
assets would have greater value if sold to the highest bidder than they would in the hands of current management, is
not a candidate for reorganization.231 The Bankruptcy Code reflects this principle by providing that a debtor’s business can be reorganized only if doing so maximizes value for creditors: A chapter 11 plan of reorganization cannot
be confirmed unless all nonconsenting creditors are at least as well off as they would be in a chapter 7 liquidation.232
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To be sure, reorganization of businesses in chapter 11 may benefit persons and entities other than the
creditors and shareholders who own the firm. For instance, it may benefit the firm’s employees if they can keep their
jobs in the reorganized entity. It does not follow, however, that a company whose creditors would be better off if it
were liquidated should be kept alive through chapter 11. Chapter 11 saves jobs because it stops viable companies
from being torn apart by the actions of individual creditors acting without regard to the stakeholders’ collective
interests—not because it props up businesses whose assets can be put to their highest and best use in someone else’s
hands. Indeed, by facilitating the transfer of assets from non-viable companies to more productive uses, chapter 11
spurs the creation of more jobs in the economy as a whole.
b.

Respect for Nonbankruptcy Distributional Rules

The second fundamental principle of chapter 11 is that—by and large—it distributes value according to the
rights and priorities established under nonbankruptcy law. With narrow exceptions, a creditor’s claim is allowed in
bankruptcy to the same extent it is enforceable outside bankruptcy under nonbankruptcy law.233 Moreover, again
subject to a few minor exceptions, chapter 11 provides a forum in which creditors and shareholders can vindicate
their claims and recover according to the priorities established under state law; it does not itself change those
priorities.234 As the Supreme Court has explained:
Congress has generally left the determination of property rights in the assets of a bankrupt’s estate
to state law. … Unless some federal interest requires a different result, there is no reason why
[property] interests should be analyzed differently simply because an interested party is involved in
a bankruptcy proceeding. Uniform treatment of property interests by both state and federal courts
within a State serves to reduce uncertainty, to discourage forum-shopping, and to prevent a party
from receiving a windfall merely by reason of the happenstance of bankruptcy.235
One critical way in which chapter 11 preserves creditors’ nonbankruptcy rights and priorities is through the
absolute priority rule. Stated simply, the absolute priority rule requires that senior creditors be paid in full before
any value is distributed to junior creditors, and that junior creditors be paid in full before any value is distributed
to shareholders.236 Because, under nonbankruptcy law, creditors with valid security interests have first claim to the
proceeds of their collateral, absolute priority requires that secured creditors be paid the full value of their collateral
before unsecured creditors are paid. Unsecured creditors may then recover out of any remaining unencumbered
assets. Unless all nonconsenting creditors are paid in full, no value may be distributed to shareholders. Absolute
priority has long been the basic rule of distribution under U.S. bankruptcy law precisely because it mirrors nonbankruptcy entitlements.237
Chapter 11 thus respects secured creditors’ basic state-law entitlements. Outside bankruptcy, a secured
creditor holds a property interest in its collateral: In the event of default, the creditor is entitled to foreclose and take
the collateral, up to the amount of the creditor’s claim. Put another way, a secured creditor has priority over junior
creditors in any value that is derived from its collateral.238 The Bankruptcy Code seeks to enforce, to the greatest
extent possible, this basic nonbankruptcy bargain, under which, as Judge Learned Hand famously put it, a secured
creditor has the right “to get [its] money or at least the property” securing the debt before junior creditors are paid
out of the proceeds of that property.239 A series of interlocking Bankruptcy Code provisions are carefully designed
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to ensure that secured creditors receive the benefit of that basic bargain.
To start, § 506(a) of the Bankruptcy Code “bifurcates” an undersecured creditor’s claim into a secured claim
equal to the value of its collateral and an unsecured claim for the remainder. The value of the creditor’s collateral
and thus its secured claim is determined “in light of the purpose of the valuation and of the proposed disposition or
use of such property.”240 The Supreme Court has explained that, where a creditor’s collateral will be retained by the
debtor and used under a plan of reorganization, the collateral should be valued for purposes of § 506(a) not at its
“foreclosure value,” but instead at its value to the reorganized debtor.241 In chapter 11, a secured creditor is entitled
to opt out of the § 506(a) bifurcation and choose to have its entire claim treated as fully secured unless its collateral
is being sold or its security interest is of inconsequential value.242
In turn, § 1129(b) of the Code specifies the minimum treatment that must be accorded a secured claim
under a chapter 11 plan. Section 1129(b) provides that, to be confirmed over the objection of a dissenting class of
secured creditors, a plan must be “fair and equitable” to that class.243 A plan may fulfill that requirement in one of
three ways. First, the plan may provide that the creditor will be paid the full amount of its secured claim over time
in a stream of payments with a present value equal to the value of the creditor’s collateral, and that the creditor will
retain its lien until the secured claim is paid in full.244 Where a creditor has elected to have its claim treated as fully
secured, the result is that the creditor will retain its lien until its entire claim is paid in full. Second, the plan may
provide for a sale of the secured creditor’s collateral to a third-party buyer, subject to the secured creditor’s right
to credit-bid its claim at the sale and thus take the collateral if it proves to be worth more to the secured creditor
than to other potential buyers.245 Third, the plan may grant the secured creditor the “indubitable equivalent” of its
secured claim.246 The upshot of these provisions is that—unless the creditor is otherwise provided the “indubitable
equivalent” of its claim—the secured creditor always retains the right either to take its collateral or to keep its lien
until it is paid in full. That is precisely the bargain the secured creditor made outside bankruptcy—“to get [its]
money, or at least the property.”
A secured creditor whose collateral is sold during the chapter 11 proceeding receives equivalent protections.
While a debtor is permitted, with court approval, to sell a secured creditor’s collateral during the bankruptcy case,
the creditor is protected by being given the right to credit-bid its claim at the sale.247 As in the case of a sale under a
chapter 11 plan, the secured creditor has a choice between taking the value realized for the collateral at auction, or
taking the collateral itself if it values the collateral more highly than other bidders do. The Code thus ensures that a
secured creditor’s collateral will not be sold for less than what the creditor believes to be fair value.248
Finally, the Code ensures that the secured creditor’s basic entitlement to the full value of its collateral will
not be lost or diluted due to a debtor’s actions during the bankruptcy case. While a debtor seeking to reorganize its
business may retain the secured creditor’s collateral during the bankruptcy case, the Bankruptcy Code grants the
secured creditor the right to “adequate protection” to ensure that it is not harmed by the debtor’s doing so. Thus,
where necessary for the reorganization, the secured creditor’s right to foreclose may be stayed, and the debtor may
be permitted to use cash collateral or to obtain a new loan in bankruptcy, with priority over the secured creditor’s
security interest, in order to keep the business operating and intact during the reorganization proceedings.249 But
the debtor may do so only if the secured creditor receives “adequate protection” against any resulting diminution in
the value of its collateral.250
property” and that bankruptcy law does not deprive the creditor of that right without a substitute of “indubitable equivalence”).
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***
These two basic principles—value maximization and respect for nonbankruptcy distributional rules—reflect what might be called a minimalist approach to bankruptcy law. Bankruptcy law has important, but in some
respects modest, aims: It provides a forum in which to vindicate creditors’ and shareholders’ state-law entitlements
in an orderly and equitable fashion, and to enable the reorganization of financially distressed businesses if and when
doing so is feasible and in creditors’ best interests. It does not seek to impose its own vision of substantive fairness
or to alter the rights established under nonbankruptcy law where doing so is not necessary to its procedural goals.
2.

Abandoning Chapter 11’s Basic Principles Is Bad Bankruptcy Policy

The Commission’s Report reflects a very different vision of bankruptcy law, and the Commission’s specific
recommendations would fundamentally alter chapter 11’s basic principles. But these principles have served the
nation quite well. Casting them aside—especially in order to solve a problem that has not been proven to exist—
would be a serious mistake.
a.

The Commission’s Approach

The Commission’s Report would undermine each of the two basic principles underlying today’s Bankruptcy Code. First, the Report rejects maximizing value for creditors as the principal goal of the chapter 11 process.
Rather, the Report proceeds from the assumption that reorganization of the debtor is a goal in and of itself—one
that can be balanced against creditors’ interests and to which creditors’ interests can be subordinated. Second, the
Report would abandon the basic rule that bankruptcy distributes value in accordance with nonbankruptcy priorities,
and enshrine its own distributional rules that it believes are more “subjectively fair”—rules that would pay junior
creditors before senior secured creditors are paid in full, and would pay equity-holders before junior creditors are
paid in full, contrary to the parties’ bargains outside bankruptcy.
The Commission’s mission statement sounded the theme: It promised that the Commission would propose
reforms to chapter 11 “that will better balance the goals of effectuating the effective reorganization of business
debtors … and the maximization and realization of asset values for all creditors and stakeholders.”251 The Report
similarly states that its recommendations regarding secured creditors are intended to strike a “delicate balance …
between the rights of secured creditors … and the reorganizational objectives of the estate.”252 One can “balance”
the goal of reorganization against the goal of maximizing value for all stakeholders only if one believes that those
are two separate, independent goals, and that it is sometimes proper to reorganize a company even if doing so harms
creditors’ interests. Although the Report does not acknowledge it, that is a dramatic departure from existing law.
Chapter 11 as currently drafted does not contemplate reorganizing businesses where doing so will not maximize
value for creditors; rather, reorganization is a way to maximize value. While it may often have beneficial effects that
go beyond the stakeholders in the bankruptcy case, those effects by themselves are not a justification for abridging
stakeholders’ rights in bankruptcy.253
The Report’s proposal regarding adequate protection reflects the Commission’s contrary, and novel, view.
That proposal is designed, in essence, to force secured creditors to subsidize debtors’ efforts to reorganize. Specifically, as discussed in more detail below, the Commission proposes that, for purposes of adequate protection,
secured creditors’ collateral should be valued at its “foreclosure value”—the value it would realize in a hypothetical
state-law foreclosure sale—not at its going-concern value, even if the debtor is operating as a going concern when
it files for bankruptcy and expects to emerge from bankruptcy as a going concern.254 The Commission’s rationale
is that “the use of a going concern valuation” for adequate protection purposes “may … reduc[e] significantly the
debtor’s financing and reorganization options.”255 The practical result of this proposal would be that debtors would
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have a greater ability to use (and potentially dissipate or depreciate) collateral and to prime prepetition lenders’
liens. Moreover, because the cost of using a secured creditor’s collateral to finance a failed reorganization would
be borne entirely by the secured creditor, debtors’ management would have an incentive to make even inefficient
investments in the hope that they might pay off, no matter how remote the possibility. In other words, the proposal
would operate to encourage attempts to reorganize at the expense of maximizing value for creditors.
Likewise, the Report’s proposals jettison the absolute priority rule and instead alter parties’ nonbankruptcy
priorities in the service of what the Commission views as a subjectively fairer outcome. The Report’s proposal to
provide out-of-the-money junior creditors with the “redemption option value” of their claims, thus paying junior
creditors before senior creditors are paid in full, is an example. Another example is the Report’s proposal to permit
the owners of SMEs to retain a 15% ownership interest in, and essentially full control over, the enterprise for
several years post-bankruptcy, even when creditors have not been paid. In both instances, the Report would alter
nonbankruptcy priorities in bankruptcy, either based on a nebulous notion of fairness or out of a desire to encourage
SMEs great use of chapter 11.
In many ways, the Commission’s proposals to depart from absolute priority are a reprise of the debate
that took place in the 1990s about the revisions to Article 9 of the Uniform Commercial Code. At that time, a
number of commentators questioned whether secured creditors should be permitted to take a blanket lien on a
borrower’s assets and advocated for a “carve-out” for unsecured creditors. For instance, Elizabeth Warren argued
that borrowers should not be permitted to encumber more than 80% of their assets, to ensure that unsecured creditors—including nonconsenting creditors such as tort claimants—had some assets from which to recover on their
claims.256 A number of others endorsed such an approach.257 Others opposed a carve-out, arguing that restrictions
on secured credit would impede borrowers’ flexibility and make them less likely to survive outside bankruptcy, and
that there were ways to deal with the problem of nonconsenting unsecured creditors (such as tort claimants) without
creating a carve-out for all unsecured creditors.258 As discussed above, supra Part II.A.1, that debate was ultimately
resolved in favor of permitting borrowers to encumber substantially all their assets, resulting in an increased flow of
secured credit to non-investment-grade borrowers. The Commission has nonetheless seemingly revived the view
that secured credit should be restricted and incorporated that view into its proposals regarding bankruptcy reform,
privileging its own view of a fair distributional scheme over the view legislators chose in adopting revised Article 9.
b.

The Flaws in the Commission’s Approach

Although the Commission’s approach to bankruptcy reform is well-intentioned, in our view its decision to
abandon basic bankruptcy principles will ultimately prove harmful. Substituting the Commission’s vision for parties’
nonbankruptcy entitlements undermines, rather than serves, the objective of fairness; it promotes forum-shopping;
and it diminishes the clarity that is so necessary to commercial law.
First, while bankruptcy law is deeply concerned with fairness, it does not typically attempt to reallocate
parties’ nonbankruptcy rights based on a view that some other allocation would be “fairer.” Bankruptcy’s concern
is a fair procedure for vindicating rights that are governed by nonbankruptcy law. Chapter 11 is thus designed to
ensure that all stakeholders have a fair opportunity to negotiate the best way to maximize the value of the estate
and to assert their state-law rights to a share of that value, and to ensure that creditors that are similarly situated are
given equal treatment. Put simply, enforcing the bargains parties made outside bankruptcy is fair. To replace those
bargains with a different allocation of value that lacks an objective referent, but is instead grounded only in the
Commission’s “subjective” intuitions does not comport with bankruptcy laws vision of fairness.
Second, as the Supreme Court observed in Butner, altering the treatment of property interests in bankruptcy
promotes “uncertainty,” encourages “forum-shopping,” and grants parties “windfall[s] merely by reason of the
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happenstance of bankruptcy.”259 The core function of bankruptcy, again, is to solve the collective-action problem
created by multiple creditors and enable the result that is best for the stakeholders as a group. When bankruptcy
becomes an alternative distributional regime, rather than a procedure for enforcing the rights and priorities for
which the parties bargained outside bankruptcy, parties have incentives to opt into (or seek to evade) bankruptcy to
serve their own ends, rather than the group’s, and bankruptcy’s core function is undermined.260
That is why bankruptcy reform is not the place to revive the debates over the desirability of secured credit.
The legislators who adopted revised Article 9 resolved the question of the proper balance between providing ready
access to secured credit to help businesses succeed, on the one hand, and preserving assets for unsecured creditors in
the event those businesses failed, on the other. And however one views that resolution—whether one believes it was
right or wrong—it should govern in bankruptcy. Indeed, even those who advocated restricting secured credit during
the Article 9 debates recognized that the desirability of secured credit was not a question of bankruptcy law and that
having different distributional schemes inside and outside bankruptcy risked giving rise to forum-shopping:
Unsecured creditors “would have a powerful incentive to put a non-paying business into bankruptcy where
otherwise-encumbered assets would become available, rather than working outside bankruptcy to collect against
their debtors.”261 Bankruptcy law respects nonbankruptcy priorities precisely to avoid such forum-shopping and the
distorting effect it would have on the bankruptcy process.
Third, such an ad hoc approach threatens to damage the basic fabric of the Bankruptcy Code. The existing
Code is founded on a relatively small number of core principles that establish a coherent framework for resolving
new questions raised by changes in chapter 11 practice and the broader economy. That promotes certainty and
predictability, elements that are crucial in any commercial law and to the broader markets that operate against the
backdrop of those laws. By contrast, a system of bankruptcy laws based on balancing of debtor and creditor rights
to achieve “fair” results provides no principled basis for resolving new questions as they arise, leaving debtors,
creditors, and bankruptcy judges to guess how any given dispute should be resolved in order to hew most closely to
the vision of “fairness” and “balance” adopted in the law.
In short, the problem with many of the Commission’s proposals lies not just in the specifics, but in the
broader view of bankruptcy law that undergirds them. Below, we address some of the Commission’s proposals for
reform in detail. In considering those specific proposals, however, it is critical to bear in mind the success that the
existing bankruptcy regime has enjoyed and the risks associated with replacing that regime with one that will cast
aside its basic principles.

III. RESPONSES TO THE REPORT’S PROPOSALS
A.

Adequate Protection

From secured creditors’ perspective, the Commission’s recommendation to curtail secured creditors’ right
to adequate protection is perhaps the single most important and troubling proposal in the Report. Under current
law, secured creditors are entitled to the full value of their collateral in bankruptcy. Indeed, that has always been
a basic principle of bankruptcy. The Report’s adequate protection proposal, however—because it limits the right
to adequate protection to the “foreclosure value” of the collateral—threatens to reduce secured creditors’ ultimate
recoveries below the true value of their collateral. It is also likely to lead to longer, costlier, and less efficient
bankruptcy cases.
1.

Existing Law

Chapter 11 gives debtors an important and powerful tool: the ability to keep possession of and control over
a secured creditor’s collateral during the chapter 11 case even after defaulting on the underlying loan. Chapter 11
thus allows the debtor to continue using a secured creditor’s collateral during the bankruptcy so that it can maintain
operations, and, potentially, craft a plan of reorganization in which the collateral becomes the property of the
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reorganized debtor, which can then use it as part of a going concern.
To ensure that a secured creditor gets the benefit of the bargain it struck outside bankruptcy, however, the
Bankruptcy Code provides that the creditor must receive “adequate protection” against depreciation in the value
of its collateral during the bankruptcy case.262 A secured creditor is entitled to adequate protection if the automatic
stay prevents it from exercising its rights to the collateral; if the debtor proposes to use, sell, or lease the collateral;
or if the debtor proposes to use the collateral as security for new debt.263 Adequate protection may take the form of
(1) “cash payments … to the extent that … [the debtor’s] use … results in a decrease in the value of such entity’s
[i.e., the creditor’s] interest” in the collateral; (2) “an additional or replacement lien to the extent that [the debtor’s]
use … results in a decrease in the value of such entity’s interest” in the collateral; or (3) “such other relief … as will
result in the realization … of the indubitable equivalent of such entity’s interest” in its collateral.264 An oversecured
creditor may also be found to be adequately protected by virtue of its equity “cushion”—that is, the difference
between the value of its collateral and the value of its claim—if the court concludes that the cushion is sufficient
to compensate for any decrease in the collateral’s value.265 Whatever its form, the purpose of adequate protection
is to ensure that the creditor receives the full value of its collateral (up to the amount of its claim). As the Code’s
legislative history explains, the “concept [of adequate protection] is derived from the Fifth Amendment protection
of property interests. … Though the creditor might not receive his bargain in kind, the purpose of the section is to
insure that the secured creditor receives in value essentially what he bargained for.”266
The question the Commission’s proposal addresses is how to value the creditor’s interest in its collateral for
purposes of adequate protection. Under current law—and under the Commission’s proposal—when a secured creditor’s collateral is sold as part of a going concern, or will be retained and used as part of a reorganized business under
a plan, the creditor is entitled to receive the full going-concern value (or what the Commission calls “reorganization
value”) of its collateral. Indeed, the Bankruptcy Code instructs that the value of a creditor’s secured claim is “the
value of such creditor’s interest” in its collateral, and that “such value shall be determined in light of … the proposed
disposition or use of such property.”267 The Supreme Court has accordingly held that if collateral is being used as part
of a going concern, the secured creditor cannot be forced to accept the collateral’s liquidation value under a plan.268
As a logical matter, where the intention is to sell the business as a going concern or to reorganize it, the
creditor should thus be entitled to adequate protection of the going-concern value of its collateral as of the petition
date. The statute reflects that; the Supreme Court has explained that the phrase “value of such entity’s interest” in its
collateral in the adequate protection provision has the same meaning as the phrase “value of such creditor’s interest”
in § 506(a), which governs valuation of secured claims.269 As one scholar has explained, the better view of current
law is that “a going-concern valuation [is] necessary for adequate protection purposes … at least when the debtor
plan[s] a going-concern sale from the start. If the debtor proposes to keep the assets intact, it cannot use a different
and lower value for purposes of adequate protection.”270
2.

The Commission’s Proposal

The Commission’s Report proposes that secured creditors receive adequate protection based on the
“foreclosure value” of their collateral rather than the collateral’s value as part of a going concern. “Foreclosure
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value” is defined as the value a secured creditor would receive “upon a hypothetical, commercially reasonable
foreclosure sale of the secured creditor’s collateral under applicable nonbankruptcy law”—but without taking into
account the secured creditor’s right to credit-bid at such a sale.271 The Report further proposes that, if there is a
difference between the value collateral would realize at such a foreclosure sale and the value it would realize at a
sale under § 363 of the Bankruptcy Code, that “cushion” can constitute adequate protection.272
The Report explains that the “decision to use foreclosure value [for purposes of adequate protection] is an
integral part of the delicate balance the Commission struck between the rights of secured creditors, on the one hand,
and the reorganizational objectives of the estate, on the other hand.”273 As noted above, the Report does recommend
that a secured creditor receive the going-concern value of its collateral following a sale or plan confirmation (valued
as of the sale or effective date of the plan).274 The Report posits, however, that “[t]he use of a going concern valuation” for adequate protection purposes “may … reduc[e] significantly the debtor’s financing and reorganization
options.”275 The “balance” the Commission proposes, the Report asserts, “would enhance a debtor’s ability to
obtain much-needed liquidity early in the case while allowing the senior creditor to benefit from the reorganized
debtor’s continued use of collateral in the ongoing business by receiving the value of its collateral on an enterprise
or going concern basis later in the case.”276 In other words, the Report advocates that secured creditors’ right to
the full value of their collateral should yield to the interest in providing the debtor greater flexibility in the use of
its assets and in obtaining debtor-in-possession financing during the period in which it is attempting to reorganize.
The upshot of the Report’s proposal is that debtors will have greater ability to use (and potentially dissipate
or depreciate) collateral and to prime prepetition lenders’ liens, to the detriment of secured creditors. Take the
example of a senior secured creditor with a $50 million claim secured by a blanket lien on all the debtor’s assets.
Sold as a going concern, the debtor’s business is worth $50 million. But for a variety of practical reasons, including
the difficulty of obtaining the requisite consents to the assignments of contracts in an asset sale under state law,
the value of the business when sold in a state-law foreclosure proceeding might be less. In this case, posit that the
foreclosure value is only $30 million. Under the Report’s proposal, the debtor could obtain $10 million in postpetition financing from a new lender by giving it a lien superior to the prepetition lender’s lien, and the remaining $10
million in value would likely be deemed adequate protection of the prepetition lender’s interest in its collateral.277
In that situation, even if the going-concern value of the business did not decline at all during the bankruptcy case,
the prepetition lender would be able to realize only $40 million of that value at the end of the case, rather than the
$50 million to which it would otherwise have been entitled. Similarly, the debtor could dissipate substantial value
during its attempts to reorganize, and the secured creditor would be essentially without recourse.278
3.

Implications of the Commission’s Proposal

The Commission’s proposal is flawed both as a practical and as a legal matter. Practically, the proposal
will (as it is intended to do) significantly change the dynamic of chapter 11 cases, but not for the better. As the
Commission hopes, cutting back secured creditors’ right to adequate protection will put greater control of the
chapter 11 process in debtors’ hands; but by doing so, it will lead to inefficiencies and give control to a party whose
incentives may not be aligned with what is best for the estate as a whole. Legally, the Commission’s proposal
misapprehends the nature of secured creditors’ rights in their collateral. Secured creditors do not lend based on the
“foreclosure” value of their collateral, and their state-law right is not to the “foreclosure” value of their collateral,
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but to the collateral itself or any value derived from it, up to the amount of their claim. The Commission’s proposal
would break that basic bargain.
a.

Practical Implications

In current chapter 11 practice, a secured creditor’s right to adequate protection ensures that the secured
creditor has a say over what happens to the collateral in which it has a property interest. Take, for example, the case about
which the Commission appears to be most concerned—one in which a debtor grants its prepetition lender a blanket lien
on all of its assets and then enters bankruptcy with an enterprise value that is less than the outstanding loan balance.
In those circumstances, it is likely true (as the Commission says) that the secured creditor has substantial
control over the conduct of the bankruptcy case. Because of the secured creditor’s entitlement to adequate protection, the practical reality is that the debtor will be required to seek and obtain the secured creditor’s consent
to operate its business in chapter 11. The cash generated by the debtor’s business operations is presumably the
secured creditor’s cash collateral, and the debtor can use that cash to continue its operations only if it provides the
creditor adequate protection against the potential loss of the cash. Likewise, the debtor can obtain new postpetition
financing from a different lender by “priming” the prepetition secured creditor’s loan only if it provides adequate
protection against the diminution in value of the creditor’s collateral resulting from the priming. And finally, insofar
as continued operations impose a risk that the debtor’s assets would diminish in value, the secured creditor is entitled to adequate protection against those risks. Where a creditor holding a blanket lien is undersecured, however,
providing adequate protection will be difficult or impossible, and if the debtor cannot provide adequate protection,
it will not be able to take any of these actions without the secured creditor’s consent. For these reasons, the secured
creditor has substantial leverage in the bankruptcy case. Even if the prepetition lender is not itself extending new
postpetition credit, its right to adequate protection (in cases in which the assets are fully liened-up and the loan is
underwater) effectively means that the debtor is required to operate its business within the limits of a budget, and in
accordance with a timetable, to which the secured creditor has consented.
The Commission’s proposal on is designed to shift that control from the secured creditor to the debtor.
The premise of the adequate protection proposal is that the “foreclosure value” of the debtor’s assets is likely to
be less than the value of those assets on a reorganization basis. Restricting a secured creditor’s right to adequate
protection to the foreclosure value of its collateral frees up the difference for the debtor’s use during the bankruptcy
case. Thus, the debtor may be able to prime the prepetition secured creditor’s loan, or use its cash collateral,
without the secured creditor’s consent and without the need to protect the reorganization value of the collateral. As
Commissioners Donald Bernstein and James Millstein put it, the proposal will “reduce secured creditors’ leverage
to block post-petition financing or the use of cash collateral by withholding their consent.”279 Debtors will thus
have the necessary “flexibility” to make business choices regarding the use of a secured creditor’s collateral without
requiring the secured creditor’s consent.
Put differently, secured creditors will be forced to finance the debtor’s attempt at reorganization. Because
the debtor will be using the secured creditor’s collateral, the Report’s proposals would misalign the parties’ incentives: The secured creditor will bear all the losses from any erroneous decisions, while the debtor’s management
and junior creditors will have nothing to lose. As discussed above, see supra Part II.A.2, this scenario creates an
incentive for the debtor to engage in inefficient investment decisions—those with a low chance of a high payoff—rather than to make efficient investment decisions that are most likely to maximize the value of the estate for
the benefit of all constituencies. The corollary is that bankruptcy cases will be more prolonged and costlier.
The additional valuation required for the court to determine the “foreclosure value” of a creditor’s collateral
in a hypothetical sale under state law will also add complexity and expense. It is unclear how courts would conduct
such a counterfactual valuation, especially given that a creditor would typically have the right to credit-bid for its
collateral and thus have a voice in determining the collateral’s value, but the commission’s proposal requires courts
to ignore that right. As one commentator put it, “the party who argues in favor of valuing the secured creditor’s right
by some hypothetical disposition that never happened should bear the burden of explaining … why taking everyone
down such a rabbit hole makes sense.”280
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To be sure, to the extent the debtor’s reorganization is successful, the Commission’s proposal would
require that the secured lender receive the reorganization value of its collateral. The proposal accomplishes that
by providing that when a secured loan is “crammed down” under a plan of reorganization, the value of the collateral
is determined on a reorganization—not a foreclosure—basis. But if the reorganization were unsuccessful, the
downside would be borne by the secured creditor, who would be unable to recoup the value of its collateral lost
during the failed reorganization attempt.
This proposal, if adopted, would have serious effects on the credit markets. Lenders do not extend credit
based on the “foreclosure” value of collateral. Rather, in determining the likely recovery given default, lenders
and credit ratings agencies take into account the bankruptcy process and the means for disposing of assets through
bankruptcy that might lead to a higher recovery than state-law foreclosure.281 Moreover, lenders who obtain blanket
liens on substantially all of a company’s assets do so precisely in order to be able to access the going-concern value
of the company in the event of default. As one industry participant explained:
Lenders who provide both asset-based loans and secured cash flow loans typically take blanket
security interests in all assets of the borrower. The total leverage … is generally limited by a metric
that proxies for the “going concern value” of the company…. This structure makes sense from an
underwriting perspective, as the lender’s exit in a downside scenario involves selling the company
as a whole. However, this logic must be reevaluated in a world where adequate protection is
calculated at “foreclosure value.”282
Under the Commission’s proposal, which would give debtors the ability to access and deplete
going-concern value, creditors would not be able to recover what they bargained for. And, as discussed
above, see supra Part 11,A,2, these changes would necessarily affect the pricing and availability of credit:
“If the adequate protection recommendation is implemented, it is not difficult to predict the lending market’s reaction. Secured lenders would underwrite loans that provide less incremental liquidity, as advances
would be tied to ‘foreclosure value’ of collateral…. In addition to liquidity constraints, new loans would
have higher pricing and [a] more restrictive structure.”283 Saying that “the market will adjust” is not a
sufficient answer. Such an adjustment would be likely to harm the companies that most need credit:
Lenders will find ways to operate in most environments, taking protective measures as to liquidity,
pricing, and structure. However, retailers in distress or turnaround mode will not enjoy the same
fate. The liquidity runway needed to turn around a retail business will be cut short. As a result,
retailers will face more bankruptcies, restructurings, and liquidations—and these events will arise
sooner than under the existing bankruptcy framework.284
Of course, such changes would not affect retailers alone, but all distressed companies in need of readily
accessible and affordable credit to stave off a liquidity crisis or invest in their businesses.
b.

Legal Flaws

The Report’s proposal to modify adequate protection is also legally flawed because it rests on a contested,
and we believe erroneous, understanding of the nature of a security interest. The Report argues that a secured
creditor’s nonbankruptcy entitlement is “the net value that the secured creditor would realize upon a hypothetical,
commercially reasonable foreclosure sale of the secured creditor’s collateral to a third party.”285 The Report asserts
that providing the secured creditor that “foreclosure value” “preserves the value of the secured creditor’s interest
under its prepetition bargain with the debtor.”286 But the Report never explains the basis for its assertion that, under
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state law, secured creditors are entitled only to the value they would receive in a foreclosure sale of their collateral
to a third party. In fact, that is incorrect. It reflects a misunderstanding of the scope of remedies available to secured
creditors under state law. It also conflates secured creditors’ nonbankruptcy rights with the remedies that might as
a practical matter be available to them; as discussed below, only the former should be relevant to bankruptcy law.
i.

Secured Creditors’ Rights and Remedies Outside Bankruptcy

Simply put, outside bankruptcy, a secured creditor has the right to be paid in full or to foreclose and take
its collateral, up to the amount of the creditor’s claim. As Judge Learned Hand said long ago, a secured creditor is
entitled to “to get [its] money or at least the property” securing the debt.287 Put differently, a senior secured creditor
has the first priority, ahead of unsecured creditors and the debtor, in whatever value is realized from the collateral
securing its claim.
Article 9 of the Uniform Commercial Code—some form of which has been adopted by every state—codifies
that common-law understanding. Article 9 provides that a debtor may grant a security interest in most types of
personal property or fixtures.288 A security interest is “an interest in personal property,”289 and it “attaches to any
identifiable proceeds of collateral,”290 which are broadly defined to include “whatever is acquired upon the sale,
lease, license, exchange, or other disposition of collateral” and “whatever is collected on, or distributed on account
of, collateral.”291
A security interest is thus a property right (albeit not fee ownership) in the collateral and its proceeds.
General unsecured creditors, by contrast, have no property rights in the collateral. Even if such a creditor obtains
a judgment lien, a perfected security interest has priority over subsequent lien creditors.292 Thus, a creditor holding
a perfected security interest has a property interest in the collateral that is enforceable as against the debtor in the
event of default and that is senior to any subsequent lien creditor.
Article 9 also provides a remedy in the event of default: A secured creditor may sell its collateral and apply
the proceeds (after payment of sale expenses) to satisfy its debt in full, before any remaining proceeds may be paid
to junior lienholders or to the debtor.293 The purpose of that remedy is to enforce the secured creditor’s underlying
right to recover all value realized from its collateral, until it has been paid in full, before any such value may be
paid to junior creditors. Thus, if a third party seeks to buy the collateral at a public foreclosure sale for less than the
collateral is worth, the secured creditor has the right to credit-bid at the sale and to purchase the collateral itself.294
This right ensures that the secured creditor cannot be forced to relinquish its collateral for anything less than its full
value. It can instead take back its collateral, acquiring by purchase “all of the debtor’s rights in the collateral,”295 and
thereafter realize the property’s value as any other owner would, whether through a subsequent (non-foreclosure)
sale or through receipt of income from the property.
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Moreover, Article 9’s sale remedy is not the exclusive remedy that state law affords secured creditors.
Article 9 provides that “a security interest … continues in collateral notwithstanding any sale, lease, license, exchange, or other disposition thereof unless the secured party authorized the disposition free of the security interest.”296 Thus, if the collateral is sold to a third party outside a foreclosure sale, in a context in which the secured
creditor may not have had the right or opportunity to bid for its collateral, the creditor cannot be forced to relinquish
its security interest in the collateral. In such cases, “[t]he secured creditor may claim both any proceeds and the
original collateral but, of course, may have only one satisfaction.”297 Thus, Article 9 provides that “after default,
a secured party may take any proceeds to which the secured party is entitled,”298 and apply those proceeds until its
debt is paid in full, before any remaining proceeds may be paid to junior creditors or the debtor.299
Indeed, the UCC provides that a secured creditor is not limited to the remedies afforded by Article 9, and
that “[a] secured creditor may reduce a claim to judgment, foreclose, or otherwise enforce the claim, security
interest, or agricultural lien by any available judicial procedure.”300 The official comments explain that Article 9 is
designed to permit a secured creditor to enforce its security interest “by any available procedure outside this Article
under applicable law,” thus endorsing the use of any available mechanism to realize upon collateral.301 So long
as the sale is “commercially reasonable,” Article 9 provides an extremely broad and flexible process in which “a
secured party may dispose of collateral by public or private proceedings, by one or more contracts, as a unit or in
parcels, and at any time and on any terms”—all with a view to maximizing the value realized from the collateral.302
For that reason, the Report’s “distinction between values realized in bankruptcy and out is overdrawn. Even if the
proper benchmark is the value of the senior lender’s nonbankruptcy right, it is a mistake to think that the value
of this right is the modest amount realized in a foreclosure. … Especially when only institutional debt is to be
restructured, creditors outside of bankruptcy can effect going-concern sales of entire firms quite easily.”303
In short, Article 9 permits debtors to grant creditors security interests in a broad range of assets, and once
perfected, a security interest gives a creditor a property interest in the collateral itself. As a result of that property
interest, the secured creditor has priority over other creditors and the debtor in any value derived from its collateral.
This understanding of secured creditors’ rights informs the current Bankruptcy Code’s approach to adequate protection, which, as described above, is intended to protect creditors’ rights in the full value of their collateral.
ii.

The Commission’s View Misapprehends The Secured Creditor’s Right

As noted, however, the Commission takes a different view of secured creditors’ rights, relying on the
premise that secured creditors are entitled only to what they would receive in a state-law foreclosure sale to a third
party. That premise not only misunderstands the breadth of remedies available to a secured creditor under state
law, but also conflates the creditor’s underlying right with the remedy the creditor would be likely to obtain, as
a practical matter, in the event of default. The law review article that the Report cites makes that point explicit,
observing: “One might view secured credit solely as a remedy; the secured creditor has chosen secured credit to
ensure an alternate source of recovery. They are therefore entitled to at least what they would have recovered had
they exercised their rights outside of bankruptcy.”304
But secured credit is not “solely … a remedy,” let alone solely the remedy of a foreclosure sale to a third
party. A security interest is a form of priority in value derived from the creditor’s collateral. What it means to have
296

See id. § 9-315(a)(1).

297

See id. § 9-315 Official Comment No. 2.

298

Id. § 9-607(a)(2).

299

Id. § 9-608(a).

300

Id. § 9-601(a)(1).

301

See id. Official Comment No. 6.

302

See id. § 9-610(b); see also id. Official Comment No. 2 (“This section encourages private dispositions on the assumption that they frequently will result in higher realization on collateral for the benefit of all concerned.”); id. Official Comment No. 3 (“This Article does not
specify a period within which a secured party must dispose of collateral. This is consistent with this Article’s policy to encourage private
dispositions through regular commercial channels. It may, for example, be prudent not to dispose of goods when the market has collapsed.”).
303
Baird 2015, supra note 270, at 853 (citing Edward R. Morrison, Bargaining Around Bankruptcy: Small Business Workouts and State
Law, 38 J. Legal Stud. 255, 256 (2009)).
304

Edward Janger, The Logic and Limits of Liens, 2015 U. Ill. L. Rev. 589, 600.
43

a security interest is that the secured creditor is entitled to recover any value realized from the collateral, up to the
amount of the creditor’s debt, before unsecured creditors or the debtor are entitled to any of that value. State law
does not limit the secured creditor to receiving only what could be obtained in a foreclosure sale. Article 9 does
indeed, as discussed above, provide a remedy by which a secured creditor may sell its collateral and apply the
proceeds to satisfy its debt. But it also permits the secured creditor to pursue any other available remedy to that
end. And none of these remedies limits the underlying right of a secured creditor to recover all value realized from
its collateral, until it has been paid in full, before any value may be paid to junior stakeholders. Rather, the essence
of a security interest is that the secured creditor has the right to recover the full value of its collateral to satisfy its
debt—whether by taking the proceeds of a sale to a third party or, failing that, by taking the collateral itself to ensure
that all of its value is dedicated to repayment of the secured creditor’s debt.
The Commission apparently takes the view that because chapter 11 maximizes the value of the estate’s
assets, any value in a secured creditor’s collateral that might not have been realized, as a practical matter, outside
chapter 11 belongs to the estate as a whole. But the Report never explains why the fact that chapter 11 maximizes
assets’ value should be a justification for reordering the parties’ nonbankruptcy priorities in those assets. As discussed above, see supra Part II.C.1, the better view is that chapter 11 is designed to maximize the value of the estate
for the benefit of all constituencies, but not to alter nonbankruptcy distributional priorities.
In many respects, the Commission’s proposal regarding adequate protection—which will result in some
secured creditors recovering less than the value of their collateral in bankruptcy—and related proposals are grounded in the same concerns about secured credit that drove the debate over Article 9 discussed above, see supra Part
II.C.2. It is “subjectively unfair,” the Commission believes, for secured creditors to capture all the value of a firm’s
assets, even if the creditor has a valid lien on those assets. But that policy debate has already been resolved. It is
inappropriate to try to alter the outcome of that debate by amending the Bankruptcy Code. Whatever one thinks
state-law entitlements should be, there are good and sound reasons why bankruptcy law should respect, rather than
discard, those state-law entitlements.

***
Of all the Commission’s proposals, its attempt to gut adequate protection is among the most problematic. It
is intended to (and would) reduce secured creditors’ recoveries and reduce their ability to exercise control over the
use of their collateral. And the “flexibility” the proposal is intended to give debtors essentially amounts to allowing
debtors to make bankruptcy cases more protracted and expensive, depriving secured creditors of both the value and
the control over their collateral to which they would otherwise be entitled.
B.

Recognition of Security Interests in Proceeds of Collateral (Section 552)

The Report proposes to provide debtors and junior creditors with a greater ability to claim the postpetition
proceeds of secured creditors’ collateral, by expanding the “equities of the case” exception in § 552(b) of the
Bankruptcy Code and by prohibiting the debtor from waiving its right to invoke that provision.
1.

Existing Law

Section 552 of the Bankruptcy Code governs the postpetition effect of a security interest. Section 552(a)
establishes the general rule that property the estate acquires after the bankruptcy filing is not subject to any lien
resulting from a prepetition security agreement.305 Section 552(b) then provides, as an exception to that general
rule, that if a prepetition security agreement creates a security interest in property the debtor acquired before bankruptcy and the “proceeds, products, offspring, or profits” of such property, then the security interest extends to
proceeds acquired by the estate after the bankruptcy filing “to the extent provided by such security agreement and
by applicable nonbankruptcy law.”306
In essence, § 552(a) provides that a security interest in “after acquired” property is cut off on the petition
date, so that the creditor’s lien does not attach to any new property that the bankruptcy estate acquires after the
bankruptcy filing. At the same time, however, § 552(b) provides that a security interest in the “proceeds” of any
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collateral that the secured creditor held as of the petition date continues to attach to any such proceeds that the
bankruptcy estate acquires thereafter. That rule preserves a secured creditor’s basic entitlement to the full value
of the collateral securing its claim at the time of the bankruptcy filing, even if that collateral changes form during
the bankruptcy case. For example, a secured creditor’s prepetition collateral may consist of inventory that is sold
in the ordinary course of business during the bankruptcy proceedings, or an entire business unit that is sold out
of the ordinary course of business pursuant to § 363 of the Bankruptcy Code. Section 552 ensures that when the
estate uses or sells the secured creditor’s prepetition collateral during the bankruptcy proceedings, the secured
creditor’s rights to the proceeds of its collateral under its security agreement and applicable nonbankruptcy law will
be respected in bankruptcy.307
The Report’s proposals concern a narrow statutory exception to this basic rule that a secured creditor is
entitled to the proceeds of its collateral. That exception—the “equities of the case” exception—provides that a
security interest in the proceeds of prepetition collateral extends to postpetition proceeds of such collateral “except
to any extent that the court, after notice and a hearing and based on the equities of the case, orders otherwise.”308
Under existing law, the “equities of the case” exception has generally been limited to circumstances in
which the bankruptcy estate expends unencumbered cash or other unencumbered property to enhance the value of
the secured creditor’s prepetition collateral. The exception thus permits courts to limit a secured creditor’s security
interest in the postpetition proceeds of its collateral to the extent that the value of those proceeds has been increased
by the expenditure of unencumbered assets that would otherwise have been available to the estate and general
unsecured creditors.309
On the other hand, the “equities of the case” exception generally does not apply where the estate has not
expended unencumbered property to enhance the value of a creditor’s prepetition collateral.310 In those circumstances, the funds available to the estate and general unsecured creditors have not been diminished. And where the
estate has not spent unencumbered funds to improve the value of the secured creditor’s collateral, § 552 and the
equities dictate that any appreciation in the value of that collateral during the bankruptcy proceedings—including
any proceeds realized from such collateral—should accrue to the secured creditor, consistent with its rights under
nonbankruptcy law.311
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2.

The Commission’s Proposal

The Report recommends that the “equities of the case” exception be modified in two ways.312 First, it
proposes that “[a] trustee should not be required to establish an actual expenditure of funds to show that the estate
enhanced the value of a secured creditor’s collateral”; “[r]ather, … evidence of any value provided, obligation
incurred, or other actions taken with respect to the collateral” should suffice.313 Thus, “the trustee should be able to
satisfy the equities of the case exception with evidence of the estate contributing value, whether through time, effort,
money, property, other resources, or cost savings.”314 Second, it proposes that “[t]he trustee should not be able to
waive … the equities of the case under section 552(b).”315
3.

Implications of the Commission’s Proposal

In our view, the Report’s proposal should not be adopted.
a.

“Equities of the Case” Standard

The Report’s proposal to expand the “equities of the case” exception is designed, in essence, to give debtors
greater ability to use the proceeds of secured creditors’ collateral to fund their reorganization efforts and to distribute
more value to junior stakeholders. By eliminating the requirement that the debtor show an actual expenditure of
unencumbered property to improve the value of a secured creditor’s collateral, the proposal would permit a debtor
to assert that it enhanced the value of the collateral through any contribution of its “time,” “effort,” or “other actions
taken with respect to the collateral,” and that any post/petition increase in the value of that collateral should therefore
belong to the estate. The practical result of this proposal is that a significant portion of increases in the value of the
secured creditor’s collateral during the bankruptcy case will go to the debtor’s estate and junior stakeholders, not
to the secured creditor, even where those increases are not the result of expending unencumbered assets that would
have otherwise been available to unsecured creditors.
The proposal seemingly draws on the recent ruling in ResCap, discussed in the Report.316 In that decision,
a bankruptcy court held that a secured creditor—whose prepetition collateral included certain of the debtor’s mortgage-servicing business assets, related goodwill, and any proceeds thereof—was not entitled to any proceeds from
the sale of that business attributable to the business’s goodwill. It reasoned that “even if [the secured creditor’s]
Collateral was used to generate goodwill” postpetition—i.e., to increase the intangible value of the business after
the bankruptcy filing—the secured creditor was not entitled to any of that value because “Debtor resources were
used as well,” including the debtor’s “time, effort, and expense” in negotiating settlements of disputes relating to
the business.317 While the decision might be understood as resting on the secured creditors’ failure as an evidentiary matter to identify the proceeds of their collateral,318 it could be read more broadly to suggest that a secured
creditor is not entitled to the postpetition proceeds of its collateral if any “Debtor resources”—including “time” and
“effort”—are used to help realize those proceeds. That notion marks a significant departure from existing law.319
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In recommending that this change be adopted, the Report asserts that it will strike a more “appropriate
balance between the rights of secured creditors and the estate” and “promot[e] rehabilitation” by “provid[ing]
the trustee with resources to help facilitate the debtor’s reorganization.”320 Like many of the Report’s proposals,
this proposal is driven by the view that increased secured-creditor control has undermined the Bankruptcy Code’s
effectiveness and resulted in too few reorganizations and too little value distributed to unsecured creditors. The
proposal to expand the “equities of the case” exception is another instance in which the Report seeks to scale back
the rights of secured creditors in chapter 11 cases, in order to redress that perceived problem. Yet here, as elsewhere,
the Report fails to cite any reliable empirical evidence demonstrating that increased secured-creditor control has
undermined the chapter 11 process or that the current scope of § 552 and the “equities of the case” exception is in
need of reform.
The proposal is also conceptually flawed. Underlying it is the notion that the debtor’s “time” and “effort”
are assets that belong to the estate and can be “expended” in a manner that enhances the value of collateral. As
the Commission says, “[t]he basic premise should be that, if the estate creates value through any means during the
chapter 11 case and such value enhances the secured creditor’s collateral, the estate should receive the benefit of
such value.”321 What this view elides is that the debtor is a corporation; the debtor qua debtor cannot expend “time”
or “effort.” Rather, the debtor can merely purchase that time or effort from individuals, presumably at a fair market
price, and (to the extent that all of the debtor’s assets are in fact subject to a valid lien—an assumption that will not
always be true, and is perhaps more likely to be the case in some industries than others) will presumably use cash
that represents the lender’s collateral, or the proceeds thereof, to pay for that “time and effort.” To the extent that
the debtor’s employees expend time and effort in a way that enhances the value of the secured creditors’ collateral
during the course of the bankruptcy case, the question should be whether the assets the debtor used to pay the
employees were in fact the lender’s collateral. If so, then any value generated by the time and effort expended by
the workers represents the proceeds of the creditor’s collateral. “If a secured creditor has a fully perfected security
interest in everything of value to Firm, including all of its cash, any assets acquired post-petition are necessarily
proceeds of its collateral. To be sure, the proceeds might have been derived in part from the work of Firm’s
employees, but this work was paid for with the cash in which the senior creditor had a security interest.”322 It is
therefore wrong to say that “if the estate creates value through any means during the chapter 11 case,” that value
necessarily belongs to the estate.
Moreover, the Commission’s proposal is likely to add complexity and expense to the chapter 11 process.
By expanding the “equities of the case” exception to permit debtors to argue that their “time,” “effort,” or “other
actions” improved the value of a secured creditor’s collateral, the proposal would likely lead to litigation over
the exception in more cases, since debtors will likely be able to point to expenditures of time or effort in many
more cases than those in which they will be able to establish an actual expenditure of unencumbered property. In
addition, determining whether a debtor’s “time,” “effort,” or “other actions”—as opposed to a tangible expenditure
of assets—enhanced the value of a secured creditor’s collateral is likely to pose questions of proof that are more
difficult, expensive, and time-consuming for parties and courts to litigate and resolve.
b.

Waiver of the “Equities of the Case” Exception

The Report also recommends that debtors should be categorically barred from agreeing to waive the “equities of the case” exception (as well as the right to surcharge collateral under § 506(c), discussed below). The Report
acknowledges that such waivers are often given in exchange for other benefits, such as “carve-out” agreements
permitting the estate to use a portion of the secured creditor’s collateral to pay for general administrative expenses
or other claims.323 But the Report expresses concern that the debtor may have “little bargaining leverage” and may
not negotiate agreements that “always represent a good alternative for the estate.”324 Accordingly, it proposes an
across-the-board ban prohibiting debtors from entering into such waivers in all cases.
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In our view, this proposal is misguided and would on balance be more harmful than helpful. It is grounded
in a perception that secured creditors are overreaching and that debtors cannot be expected to negotiate good deals
for the estate. But the Report fails to present any reliable evidence that this perceived dynamic is, in fact, a reality,
or that debtors’ agreement to such waivers is undermining the effectiveness of chapter 11. And in the absence of
such evidence, a categorical ban restricting the debtor’s free choice is likely to lead to worse bankruptcy outcomes.
All else being equal, the debtor is more likely to maximize value for the estate if the debtor has more options, not fewer. Waivers are often given in exchange for other benefits that the debtor judges to be of greater value
to the estate. By giving secured creditors the assurance that their right to receive the proceeds of their collateral will
not later be subject to challenge, waivers can help debtors reach beneficial agreements with their secured creditors,
such as the secured creditor’s consent to the use or priming of its collateral, its provision of new financing to support
the reorganization effort, or its agreement to fund various administrative expenses through carve-out agreements.
Debtors may value those benefits more highly than the statutory right to invoke the “equities of the case” exception
(or § 506(c) surcharge) in cases where there are few or no unencumbered assets.
The Report offers no substantial reason to believe that debtors are any less capable of weighing the relative
costs and benefits of agreeing to such waivers in connection with such agreements than they are with respect to any
other business decision they make in chapter 11. And in those instances where a debtor does seek to enter into an
improvident waiver that threatens to harm the interests of the estate, creditors can object, and the bankruptcy court
can decline to approve the waiver if it determines, based on the particular circumstances, that the waiver is not in the
best interests of creditors and the estate.325 But the Report provides no compelling reason why that choice should be
removed altogether from the parties whose economic interests are directly at stake and whom the Bankruptcy Code
normally presumes are best suited to make those judgments.
C.

Surcharge of Collateral (Section 506)

The Report proposes that a similar ban on waivers should be adopted with respect to the trustee’s right to
surcharge collateral under § 506(c) of the Bankruptcy Code. Section 506(c) provides that “[t]he trustee may recover
from property securing an allowed secured claim the reasonable, necessary costs and expenses of preserving, or
disposing of, such property to the extent of any benefit to the holder of such claim.”326 The Report notes that, as with
waivers of the “equities of the case” exception, debtors often waive the right to surcharge collateral under § 506(c)
in exchange for carve-outs or other benefits in connection with DIP financing or cash collateral agreements.327
Expressing doubts about the debtor’s ability to negotiate beneficial agreements, however, the Report proposes that
“[t]he trustee should not be permitted to waive its ability to surcharge collateral, or to agree not to pursue such a
surcharge” under § 506(c).328 For the reasons discussed above in connection with the Report’s recommendation
to ban waivers of the “equities of the case” exception, we believe that this proposal is flawed and should not be
adopted.
D.

Section 363 Sales

Section 363 sales of substantially all of a debtor’s assets have become a flashpoint for debate over the
last fifteen years. As discussed above, some commentators and practitioners have expressed concern that senior
secured creditors are increasingly making use of § 363 sales in order to cash out quickly in situations in which a
reorganization—or perhaps a sale conducted on a slower timetable—would yield more value for the estate as a
whole.329 The Commission has proposed two significant changes to § 363 as it currently operates—a presumptive
60-day moratorium on § 363 sales of substantially all the debtor’s assets and the addition to § 363 of some, but
325
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not all, of § 1129’s requirements for plans. The proposed moratorium, however, is not based on reliable empirical
evidence that demonstrates § 363 sales undervalue enterprises. And to the extent the Commission’s proposals are
grounded in legitimate concerns, those concerns can be accommodated within the confines of existing law, without
depriving debtors, creditors, and courts of the necessary flexibility to determine what is in the estate’s best interests.
1.

Existing Law

Section 363 of the Bankruptcy Code allows a debtor to use or sell property of the estate outside the ordinary
course of its business, free and clear of all liens and encumbrances (if specified requirements are met), if the debtor
obtains court approval at a hearing upon notice to all parties in interest.330 Section 363 sales may involve the sale
of the business as a going concern or piecemeal liquidation of the assets. The goal of a going-concern sale under
§ 363, as with a plan of reorganization, “is to achieve the greatest value for a company’s creditors and shareholders
while preserving going-concern value.”331 A major benefit of § 363 sales is that such sales are consummated more
quickly and with fewer costs than traditional reorganizations.
To obtain approval of a § 363 sale, a debtor is required to demonstrate that there is a “good business reason”
for the sale.332 If a court determines that the sale is not in the best interests of the estate, or if the court believes that
the proposed sale order improperly distributes assets in contravention of other provisions of the Bankruptcy Code,
the court can and should deny approval of the sale.333
2.

The Commission’s Proposal

The Commission’s most significant proposal regarding § 363 sales is its proposed moratorium on § 363
sales of substantially all of a debtor’s assets for 60 days after the bankruptcy filing. That 60-day period may not
be shortened unless “the trustee or a party in interest demonstrates by clear and convincing evidence that there is a
high likelihood that the value of the debtor’s assets will decrease significantly during [the] 60-day period.”334 The
Report explains that “sales of all or substantially all of a debtor’s assets on an expedited basis, particularly early
in the chapter 11 case, can raise concerns about (a) the proper valuation and marketing of assets, (b) whether other
restructuring alternatives were fully explored, and (c) whether the court, the U.S. Trustee, and stakeholders have
sufficient information and time to review and comment on the proposed transaction.”335 The Report observes that
“the average time between the petition date and the sale date has steadily decreased,”336 and notes the “perception”
that secured creditors are pushing § 363 sales to occur too quickly,337 as well as “[a]necdotal evidence” suggesting
that secured creditors strategically “chill bidding and depress the value of assets.”338 The Commission concludes
that “section [363] sales are proceeding more quickly than is necessary in many chapter 11 cases,” potentially
“reduc[ing] the value available for stakeholders.”339 It recommends the 60-day moratorium as a solution to this
problem.
The Commission also recommends enactment of a new “§ 363x” that would incorporate various requirements to ensure that creditors are afforded “at least the same level of protection in the sale process as they enjoy in
the plan confirmation process.”340 Before approving a § 363x sale on a regular or an expedited basis, the court must
find by a preponderance of the evidence that the proposed sale is in the best interests of the estate and satisfies the
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following requirements:
• The sale must comply with all applicable provisions of the Code (comparable plan provision found in
§ 1129(a)(1));
• The proponent of the sale complies with applicable provisions of the Code (comparable plan provision
found in § 1129(a)(2));
• The sale was proposed in good faith and not by any means forbidden by law (comparable plan provision
found in § 1129(a)(3));
• All payments made or to be made by the debtor or by a person acquiring property in the sale for services or
for costs and expenses in connection with the case or in connection with the sale and incident to the case,
must be approved by, or are subject to the approval of, the court as reasonable (comparable plan provision
found in § 1129(a)(4));
• The sale proceeds must be reserved by the debtor in an amount sufficient to pay all allowed administrative
expenses through the sale closing date (comparable plan provision found in § 1129(a)(9)(A));
• All fees payable under section 1930 of title 28 of the U.S. Code, as determined by the court at the hearing
on the sale, have been paid or the trustee provides for the payment of all such fees on the date of closing of
the sale (comparable plan provision found in § 1129(a)(12)); and
• The Trustee has provided adequate notice and an opportunity to be heard to all creditors and equity security
holders who may be affected by a release or discharge that provides claims protection for the purchaser in
the order approving the sale.341
These requirements closely track several of the requirements for confirming a chapter 11 plan under § 1129(a)
of the Bankruptcy Code, although they do not include the plan-confirmation requirements that creditors consent by
the requisite vote or that dissenting creditors receive distributions that equal or exceed what they would receive in
a chapter 7 liquidation and that comply with the absolute priority rule.342
3.

Implications Of The Commission’s Proposals
a.

Moratorium

In brief, the Commission’s proposed 60-day moratorium on § 363 sales is based on perception rather than
evidence, and we believe it is likely to do more harm than good. To the extent the proposal addresses legitimate
concerns, those concerns can be addressed under current law.
Citing research showing only that the average time between the petition date and the date of a § 363 sale
order has become shorter since the early 1990s, the Commission posits that sales are occurring too quickly to allow
for robust auctions or proper exploration of restructuring alternatives, and that the full value of businesses thus is
not being recognized, to the detriment of junior creditors.343 Based on these “perceptions,” the Report concludes
“that in many cases the potential harm to the estate from a sale that is pushed through more quickly than necessary
under the circumstances significantly outweighs any potential benefits of such sale.”344 But, in fact, there is no
reliable empirical evidence demonstrating that § 363 sales fail to generate fair market value or that a moratorium
will increase value. To the contrary, recent research suggests that the market for distressed assets is robust, and that
bankruptcy sales can and do realize as much value for all stakeholders as a traditional reorganization.345
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As discussed above, supra Part II.A.2, Professor Westbrook found, contrary to the Commission’s view, that
§ 363 sales have not “dominat[ed] Chapter 11 practice.”346 His study, which involved 424 large and small chapter
11 cases filed in nine bankruptcy districts in 2006, found that fewer than 30% of cases had § 363 sales of any kind,
and many of those sales may not have been sales of substantially all the debtor’s assets.347 The Westbrook study
concluded that the association between such sales and secured creditor control “is undemonstrated and tenuous.”348
Other studies have also concluded that such sales have not “overtaken reorganization.”349 Wilkerson found that only
21% of cases from 1982 to 2011 involved § 363 sales, and that although there was a spike in sales during the Great
Recession, the percentage of cases involving sales returned to “normalcy” by 2010 and 2011.350 In addition, the
LSTA’s DIP Study, which involved a sample of 157 public companies with listed aggregate assets of at least $500
million that filed for chapter 11 between 2006 and 2011, found that only 12% of those cases involved § 363 sales of
substantially all of the debtors’ assets.351
Moreover, despite an earlier—and criticized352—study by Lynn LoPucki and Joseph Doherty suggesting
that § 363 sales led to reduced recoveries, recent scholarship has reached the opposite conclusion. See supra Part
11.A.2 The Wilkerson study concluded that secured-creditor control “does not appear to lead to more § 363 sales or
lower value.”353 And a study by Gilson, Hotchkiss, and Osborn involving 350 large chapter 11 cases filed between
2002 and 2011 tested the popular narrative that secured creditors’ “incentive to force the sale of assets … at the
expense of more junior claimants” means that “when senior creditors are more powerful, … more assets will be
sold … for less than they would be worth in a stand-alone reorganization.”354 Although the authors noted a positive
relationship between higher secured-debt ratios and § 363 sales,355 they also found that secured-creditor control is
positively associated only with going-concern sales, not with liquidations.356 They concluded, “our interpretation is
that while secured debt is associated with a higher incidence of sales of all assets, it is not linked to a loss of going
concern value.”357
Indeed, there is reason to believe that in some cases, a moratorium would be affirmatively harmful to the
bankruptcy estate. That is so for several reasons. As an initial matter, the Report sets a very high burden of proof
for demonstrating the existence of a “melting ice cube” problem—clear and convincing evidence that there is a
high likelihood that the company’s value would otherwise decrease significantly. Application of that burden of
proof—rather than, say, a preponderance of the evidence standard—necessarily errs on the side of letting ice cubes
melt. Moreover, in many cases, delaying a sale may not provide the benefits the Commission hopes for. Many
debtors, for example, engage in a robust marketing process prior to filing for bankruptcy and would not necessarily
realize an increase in value from an extended marketing process in bankruptcy.358 Moreover, many debtors can ill
afford the costs of operating the business during an extended stay in bankruptcy and the potential hangover effect
on the business from such an extended stay. Lengthening the time spent in bankruptcy before completing a sale
will increase administrative expenses, including both the business’s operating costs (and the costs of any related
DIP financing) and the costs of the bankruptcy process itself, including the professional fees of the debtor and other
parties in interest.
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As with the Report’s proposals to ban waivers of the “equities of the case” and collateral-surcharge provisions discussed above, the Commission’s proposed solution here, to redress its perception that secured creditors
are forcing value-reducing sales, is to restrict the ability of debtors, creditors, and bankruptcy judges to determine
for themselves what course of action will best maximize value, in light of the particular facts of the case at hand.
And here as well, the Report fails to provide no convincing reason to believe that the stakeholders and judges are
systematically incapable of performing that task. As one witness who testified before the Commission explained:
A consideration/concern that has been raised is whether Section 363 sales happen too quickly
or that the process may be short circuited. Should consideration be given to a minimum (i.e.
mandatory) evaluation time for assessment of circumstances, except if the proverbial “melting ice
cube” effect prevails? As a consultant in the middle to lower middle market for the better part of
the last two decades, I can assure you that the melting ice cube situation has historically been and
will continue to be the rule more than and rather than the exception. Based on my experience,
the quicker a company gets in and gets out of bankruptcy, the better the chance for its long term
viability. If a constituency feels there is a need for more assessment time, there is nothing stopping
the particular stakeholder from going into court; presenting their case to the Judge and explaining
their circumstances. I have never been involved in a case where, if a party presented a compelling
reason for more time, the Judge didn’t grant the request. So why establish a mandatory time
limit that could have far reaching negative implications and could likely force a potentially viable
business into a further distressed alternative?359
Indeed, a former U.S. Chief Bankruptcy Judge for the Eastern District of New York also cautioned that
“imposing deadline or time frames (such as a mandatory time line between the filing of the motion and the sale) may
not be in the interests of the middle market debtor.”360
To be sure, there may be instances in which a secured creditor or other party in interest seeks to force a
quick sale to further its own interests rather than those of the estate. But under existing law, if a stakeholder can
demonstrate that the debtor’s proposed sale is ill-advised or contrary to the best interests of the estate, bankruptcy
courts can and do decline to approve such a sale.361 Given the lack of any hard evidence that a moratorium will
increase value for the estate, and the certainty that it will increase costs, the Commission’s proposal sweeps too
broadly, and we believe it should not be adopted.
b.

Other § 363x Proposals

The Commission also proposes a number of new requirements for a § 363 sale that mirror some of the
requirements for confirmation of a chapter 11 plan. In general, these proposals are innocuous, but likely unnecessary. For instance, the requirement that the sale and its proponent comply with the applicable provisions of the
Bankruptcy Code and the requirement that the sale be in good faith should already be implicit in the Code as it
stands. The requirement for adequate notice and an opportunity to be heard is already explicitly set out in § 363.362
The only new requirement of substantive importance is the Commission’s proposed requirement that the
trustee withhold sufficient proceeds from the sale to pay all administrative claims in full.363 This proposed requirement has a reasonable foundation. There has been increased concern regarding “structured dismissals” following
§ 363 sales that leave debtors’ estates administratively insolvent.364 It is only fair that the beneficiary of a sale bear
359
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the legitimate and reasonable costs associated with the sale. However, as explained below, that result should already
obtain under current law. And because the Commission’s proposal would essentially give the estate a blank check,
rather than requiring it to negotiate with the secured creditor over a budget for the costs the creditor will bear, it
would certainly increase those costs.
If a sale of a secured creditor’s collateral may render a bankruptcy estate administratively insolvent, the
court should either not approve it, or take steps to mitigate the risk.365 For that reason, when a secured creditor is
advocating such a sale, it must negotiate with the debtor over a carve-out from its collateral to pay the necessary and
reasonable costs of the bankruptcy case, including the administrative expenses necessary to operate the business in
chapter 11 pending completion of the sale. Typically, the creditor and debtor will agree on a budget, often in connection with negotiating DIP financing to provide the necessary liquidity to continue the debtor’s operations during
the bankruptcy process. If the secured creditor and debtor cannot reach an agreement to fund the bankruptcy case,
the court will not approve the sale, and the secured creditor will be left to pursue its state-law remedies. In short,
if a secured creditor wants the benefit of a sale in bankruptcy, it must pay the reasonable costs of the bankruptcy
process.366 But the secured creditor can decide for itself, in advance, if the benefit outweighs the cost.
The Commission’s proposal, however, would take the secured creditor’s choice away. Rather than requiring the parties to agree in advance on the cost the secured creditor will pay, the Commission’s proposal would
give the debtor the ability simply to conduct the sale and deduct all allowed administrative expenses from the
proceeds—without regard to whether the administrative expenses were necessary to maintain or dispose of the
collateral (consider, for example, the professional fees incurred by a creditors’ committee that has undertaken a massive litigation campaign in order to extract hold-up value), and regardless of the terms of an agreed DIP financing
budget.367 To be sure, a secured creditor could object to the allowance of an administrative claim on the ground that
it was not necessary or reasonable,368 but that is a fundamentally different (and worse) position for the creditor than
negotiating a budget before the services are rendered. In sum, while it is fair to say that secured creditors should
not be entitled to foist the administrative costs of a bankruptcy sale conducted for their benefit on other creditors,
existing law provides a sensible solution to that problem, and the Commission’s proposal would be likely merely to
increase costs at the secured creditor’s expense.

***
The Report’s proposed solutions to perceived, but empirically unproven, problems with § 363 sales would
lead to increased costs for estates and secured creditors alike. If the Commission’s changes are implemented, the
only guarantees are that cases would be longer and more expensive and that secured creditors’ costs and risk would
increase—potentially increasing the cost of credit for the very constituents the Commission seeks to protect.
E.

DIP Lending

“Adequate [debtor-in-possession] financing is the lifeblood for most chapter 11 debtors.”369 Because many
debtors enter bankruptcy without sufficient liquidity to operate their businesses, they seek postpetition DIP loans
to provide immediate cash and ongoing working capital during the reorganization process. DIP financing is thus
“critical to normalize postpetition trade credit and, in many instances, is necessary to avoid liquidation of the
365
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company.”370 While the Bankruptcy Code offers some protections designed to induce postpetition lenders to extend
postpetition credit, such as liens on any unencumbered assets or priming liens where the prepetition secured creditors can be adequately protected,371 those protections are not always sufficient to induce lenders to lend to already
financially distressed entities with few to no unencumbered assets. Accordingly, many debtors offer additional protections in DIP agreements to induce lenders to extend new financing, including “roll-ups” of prepetition debt, liens
on avoidance actions, waivers of certain of the debtor’s rights against the lender’s collateral, and case “milestones.”
The Report proposes either to ban or to restrict the use of these provisions. As with many of its other
proposals, however, the Report proposes these changes not to address any proven harm, but to redress a perceived
increase in lender control and a concern that DIP lenders may “overreach or negatively impact the rights of other
stakeholders beyond the terms necessary to obtain postpetition credit in a particular case.”372 The Report fails to
provide empirical data showing that DIP loans, or the provisions the Report seeks to restrict, are leading to loss
of value. And the Report’s proposals are likely to have harmful effects on the cost and availability of postpetition
financing for chapter 11 debtors. The provisions the Report seeks to restrict help debtors preserve their going-concern
value by offering nonmonetary inducements to lend. They are the very incentives that attract lenders to make new
DIP loans or to provide an existing prepetition lender with the protections it needs to make a postpetition loan.
Prohibiting such provisions would impede debtors from obtaining DIP financing, to the detriment of all stakeholders.
1.

The Commission’s Proposals

In a nutshell, the Commission proposes restricting the permissible terms of DIP loans by:
•

Banning roll-ups (which operate to convert prepetition secured loans made by a DIP lender into postpetition
obligations) unless the lender extends substantial new credit to the debtor and provides more financing on
better terms than alternative facilities, and the court finds that the DIP loan is in the best interests of the
estate.373

•

Banning liens on avoidance actions or their proceeds.374

•

Banning “milestones” (defined as “tasks or conditions that relate in a material or significant way to the debtor’s operations … or to the resolution of the case, including deadlines by which the debtor must conduct
an auction, close a sale, or file a disclosure statement and a chapter 11 plan,” but not including compliance
with ordinary budgets, covenants and payment provisions) that occur within 60 days of the petition date.375

•

Prohibiting debtors from waiving the “equities of the case” exception of § 552 and the ability to surcharge
secured creditor’s collateral under § 506(c).376

•

Banning “extraordinary financing provisions” (including roll-ups, milestones, and representations regarding the validity of a lender’s lien) in interim DIP financing orders.377.

•

Making unenforceable prepetition intercreditor agreements barring junior creditors from providing DIP
financing, as long as the junior creditors do not obtain a lien senior to the prepetition senior creditors’ lien
and the senior creditors are allowed to match any terms offered by the junior creditors.378

The Commission concluded that these prohibited or restricted terms (also known as “control provisions”)
were not necessary to induce DIP lenders to lend and that they represented “overreach[ing]” by lenders that nega370
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tively affected other stakeholders. For example, milestone provisions arguably permit lenders to force quick sales
and otherwise exercise control over the course of the bankruptcy case—leading to a loss of value that might be
recognized through a reorganization or a more extended sale process—while roll-ups allow lenders to improve their
credit position, potentially to the detriment of other constituencies.379
2.

Implications of the Commission’s Proposals

The Commission’s proposals would impose significant substantive restrictions on the terms of loan agreements that are now freely negotiated, in the interest of protecting the debtor and other stakeholders against predatory
lenders. Once again, there is little or no evidence that the provisions the Commission is restricting actually cause
harm, while there is a significant likelihood that the Commission’s recommendations would backfire and harm
debtors and stakeholders by making it more difficult and expensive to obtain DIP financing.
As discussed earlier, see supra Part II.A.2, the empirical data do not support anecdotal impressions that
DIP loans with roll-ups or other control provisions frequently cause value-reducing quick sales or liquidations in
chapter 11. The LSTA’s DIP Study determined that while nearly all DIP loans included so-called extraordinary
provisions, such as milestones or roll-ups, only about 25% of the cases had converted to chapter 7, involved § 363
sales of all of the debtor’s assets, and/or involved confirmation of liquidating plans. Even those cases resulting in
§ 363 sales often involved going-concern sales that maximized the debtor’s enterprise value for the estate, rather
than piecemeal liquidation. Moreover, the DIP study showed that debtors with DIP financing were more likely
to reorganize, and less likely to liquidate, than debtors without DIP financing.380 In sum, there is little if any hard
evidence to suggest that control provisions in DIP loans have the pernicious consequences the Commission fears.
Restricting the terms of DIP loans in the way the Commission proposes, however, will almost certainly
increase the cost of DIP financing and make it more difficult for debtors to obtain. That, in turn, could cause many
debtors to liquidate unnecessarily, when they could have preserved their businesses as going concerns if financing
were available.
Lenders make credit decisions by evaluating the risk of lending to the debtor; higher-risk debtors require
facilities with higher interest rates, stricter covenants, and higher collateral requirements.381 A financially distressed
company in bankruptcy presents a significant credit risk. Moreover, a DIP lender must evaluate (and price) on
a case-by-case basis the additional risk associated with lending into the bankruptcy process, with its attendant
uncertainties. In addition to assessing the feasibility of the debtor’s plan, the lender must consider costs associated
with potential challenges from other stakeholders or other circumstances causing delays, such as the appointment
of an examiner. The control provisions the Commission has targeted are negotiated with the debtor and tailored to
the circumstances of the case: They compensate lenders both for the uncertainty associated with the bankruptcy
process and for the risk associated with the particular debtor’s circumstances.
Each such provision thus has “a purpose and underlying value to the lender, and becomes part of the
lender’s overall risk-benefit analysis concerning the potential DIP loan.”382 If any one provision is prohibited,
the lender will either look to other terms to give the DIP loan the same risk profile as loans currently available or
compensate for the increased risk by charging higher rates and fees. As one market participant who testified before
the Commission observed:
If the Bankruptcy Code were to be amended to restrict a DIP lender’s ability to employ some of
the tools now available, the obvious consequence would be that lenders would need to compensate
for the loss of those tools by otherwise negotiating terms to obtain the same risk profile, on the
one hand, or simply charge more for the increased risk, on the other. If those alternatives were not
available, DIP lenders would choose not to make those loans.383
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Companies that require postpetition credit in order to finance their continued operations, and cannot obtain it elsewhere, might be forced to liquidate as a result.384
Roll-ups, for example, induce lenders to lend more capital, or lend on more favorable terms, than they
would without a roll-up.385 Roll-ups remove the threat of a nonconsensual cramdown because the Bankruptcy Code
requires full repayment of administrative claims upon the effective date of the plan.386 Roll-ups therefore increase
the likelihood of repayment to prepetition lenders who are willing to extend additional credit to the debtor, or who
are willing to permit a third party to “prime” their lien (that is, obtain a lien senior to their lien). A loan without
a roll-up is less attractive to a potential DIP lender than a loan with one, and if roll-ups are barred, the lender will
simply demand other compensation—either a higher interest rate or some other form of credit protection.387
The same analysis applies to other control provisions that the Commission would restrict. Provisions
requiring a debtor to acknowledge the validity of a DIP lender’s prepetition lien, for example, assure the DIP
lender that it will not extend additional credit only to have the debtor challenge the validity of its existing claims.388
Moreover, because many debtors do not have unencumbered assets to offer as collateral to a DIP lender, these covenants substitute for additional collateral insofar as they reduce risk by protecting the prepetition lender’s collateral.
Likewise, barring debtors from granting liens on avoidance actions or their proceeds narrows the potential sources
of collateral that the debtor can offer to reduce its risk profile and the cost of the DIP loan.
The Report’s proposal to ban milestones within the first sixty days of the case will have similar effects.
Milestones provide assurance to the DIP lender that the bankruptcy process will run efficiently and minimize the
administrative costs associated with drawn-out bankruptcies. They are also useful inducements to lend offered by
debtors with deteriorating businesses that can fund only a short chapter 11 case. Where asset recoveries (and enterprise value) may shrink the longer the sale or plan process takes, prudent lending practice warrants the inclusion of
covenants designed to achieve “a prompt realization of value.”389
The Report’s proposal to restrict control provisions even further in interim financing orders (banning lien or
claim acknowledgements, roll-ups, and milestones altogether in such orders) is also likely to be counterproductive.
Most DIP facilities are approved on an interim basis within the first few days of a case and finally approved weeks
later. At the time of the interim order, secured lenders are expected to provide financing and/or consent to the
use of their cash collateral. Without assurance, for example, that the debtor will not use the lender’s own cash to
litigate over the validity of its prepetition lien, a lender may be less willing to make initial advances. Prohibiting
such protection in interim financing orders will increase a debtor’s risk profile, causing DIP lenders either to delay
draws (restricting the debtor’s much-needed liquidity in its early days in bankruptcy) or to turn to other protections
to compensate for the uncertainty and litigation risk they may face on their prepetition claims.
Finally, the Report’s proposal to render unenforceable intercreditor agreements prohibiting junior creditors
from extending DIP financing is problematic on its merits and would represent an unprecedented expansion of
the bankruptcy power. On the merits, there is no evidence that such agreements lead to loss of value. And these
agreements certainly serve a legitimate purpose—secured creditors can rationally insist, as a condition to permitting
the incurrence of additional indebtedness, that the junior creditors not use the priming authority in bankruptcy to
gain control over their collateral. And, again, restricting such provisions will cause lenders to require higher interest
rates or other conditions. In addition, the proposal undermines the principle that bankruptcy respects nonbankruptcy
rights. No other provision in the Bankruptcy Code prohibits the enforcement of an agreement freely entered into
between two nondebtor third parties because of its supposed indirect effect on the debtor.
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In short, rather than promoting a robust DIP market, the Report’s proposals would be likely to increase the
cost of credit and hamper the borrowers most in need of DIP financing from obtaining it.
F.

Redemption Option Value

One of the Commission’s more radical proposals is its proposal to require senior secured creditors, in some
circumstances, to give value (which the Commission refers to as “redemption option value”) to junior creditors
even if the senior creditors are not paid in full. As the Commission recognizes, that proposal violates the basic
bankruptcy principle of absolute priority, under which senior creditors are paid in full before junior creditors can
recover anything. The proposal is also highly impractical: It would require bankruptcy courts to conduct complex
and costly valuation proceedings that are unnecessary under current law, and the Commission has not explained
how it would operate in anything other than the simplest case. Nor does the proposal solve any problem that
the Commission persuasively demonstrates actually exists: While the Commission suggests that secured creditor
control results in systemically depressed enterprise valuations in bankruptcy, depriving junior creditors of value that
they should receive, there is no reliable evidence to that effect. Under the circumstances, we believe this costly and
perhaps insurmountably complicated proposal would make the Bankruptcy Code worse, not better.
1.

Existing Law

As discussed above, see supra Part II.C.1, absolute priority is a bedrock principle of current bankruptcy law.
As applied to secured creditors, the principle of absolute priority is reflected in the cramdown provisions of chapter
11, which require that a secured creditor receive at least the full value of its collateral before a plan can be confirmed
over the creditor’s objection.390 Specifically, § 1129(b) of the Bankruptcy Code requires that a plan provide one of
three kinds of treatment to a dissenting class of secured creditors. First, if the debtor keeps the collateral, the creditor
is entitled to keep its lien and receive deferred cash payments totaling the amount of its secured claim, with a present
value as of the plan’s effective date equal to the value of the creditor’s collateral.391 Because the Bankruptcy Code
permits a secured creditor whose collateral is not being sold to have its entire claim treated as secured and give up
any deficiency claim, this means that the secured creditor is entitled to keep its lien on its collateral until the entire
debt is paid in full.392 Second, the collateral may be sold, in which case the creditor is permitted to credit-bid the
full amount of its claim (secured and unsecured) in the sale, and the creditor’s lien attaches to the proceeds of the
sale.393 Third, if neither the first nor the second clause applies, the creditor must receive “the indubitable equivalent”
of its secured claim (typically meaning that the debtor surrenders the collateral to the creditor or gives the creditor
a lien on substitute property of at least equal value).394 Taken together, the cramdown provisions ensure that no
other stakeholder can receive any value from the secured creditor’s collateral, over the creditor’s objection, until
the secured creditor is paid in full.
Under current law, a secured creditor’s distribution in bankruptcy thus depends on the value of its collateral
on the effective date of the plan, or on the date of the sale of the enterprise. Determining the value of the collateral
is relatively simple in the case of a sale, since the purchase price, by definition, establishes the value; the only
difficulty arises in determining what part of the purchase price is attributable to the creditor’s collateral (if the
creditor does not have a valid blanket lien on all of the debtor’s assets).
The issues are more complicated, however, if the collateral is not sold, but is used by the reorganized
debtor as part of the reorganized business. In that case, if the parties contest the valuation, a judge must decide
how to value the collateral, often relying on the testimony of competing experts. Because the valuation of the
debtor’s assets will determine the distributions that various constituencies will receive under a plan—the higher the
valuation, the more likely junior classes are to receive a distribution—valuations are often vigorously contested and,
in high-stakes cases, very expensive proceedings.
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Valuation is an inexact art that involves making judgments in the absence of perfect information. At
bottom, valuation is intended to quantify the benefit that will be derived from an asset in the future.395 A typical
method of valuing an enterprise is to look at (1) the present value of the company’s projected future cash flows; (2)
market valuations of comparable companies; and (3) the implied valuations derived from transactions such as sales
of comparable businesses, and to derive a range of values from these indicators.396 Assessment of value is highly
dependent upon the companies and transactions chosen as “comparable” and on the assumptions made about what
will happen in the future. Accordingly, valuation is inherently uncertain.
That valuation uncertainty is one of the principal drivers of the negotiation dynamic in chapter 11 cases.
Junior creditors will push for higher valuations, which would support a distribution to them; senior creditors will
push for lower valuations under which most or all of the firm’s value would go to them under the rule of absolute
priority. No party, however, knows how the judge will ultimately value the company. Accordingly, senior and
junior creditors frequently bargain and come to a consensual resolution under which the senior creditors agree to
allocate some value to the junior creditors in recognition of the possibility that the junior creditors’ valuation might
prevail.397 The resulting plans may make distributions to junior classes even if senior classes are not being paid in
full, but they are not departures from the rule of absolute priority; they are the result of consensual bargaining in the
shadow of the rule.398
2.

The Academic Critique of Absolute Priority and the Concept of “Option Value”

Over the years, various scholars have critiqued the rule of absolute priority as it is currently applied in
chapter 11. They have observed that strict application of absolute priority in distributing a firm’s assets as they are
valued in bankruptcy cuts off the “option value” of junior creditors’ claims that would exist under nonbankruptcy
law—that is, it prevents out-of-the-money junior creditors from receiving any distribution even if, in the future,
the assets appreciate sufficiently to make such a distribution possible. Some have proposed alternative schemes
under which junior creditors would receive a distribution on account of the option value of their claims.399 Because
the Commission drew on this literature in formulating its own “redemption option value” proposal, it is helpful to
discuss it briefly.
Under current law, plan confirmation operates as a “realization event” upon which the value of a debtor’s
business is distributed to stakeholders according to their priority. The main insight behind the academic literature
on option value is that nothing inherent in the bankruptcy process requires that result. Confirmation need not be a
realization event requiring the firm to be divided among the creditors; instead, the parties’ relative positions could
be preserved.
Outside bankruptcy, if the debtor’s business continues in operation and is not sold, senior and junior creditors would maintain their respective claims against the debtor. Even if the firm’s current value is less than the
amount of the senior creditors’ claim, the junior creditors’ claim would have some “option value” stemming from
the possibility that the firm would generate sufficient value in the future to provide the junior creditors with a
payout. Confirmation of a chapter 11 plan, however, effectively cuts off the option value of junior creditors’ claims.
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The firm is valued as of the effective date of the plan, and an undersecured creditor with a blanket lien on the firm’s
assets will (under the default rule of absolute priority) receive all of the firm’s value. Junior creditors will receive
nothing. Of course, the parties can (and often do) consent to different treatment, but absent consent, the rule of
absolute priority means that the senior creditor has the right to all the value derived from the firm’s assets until it is
paid in full.
Consider, for example, the bankruptcy of an airline whose enterprise value depends on its future profits,
which are in turn highly dependent on the future price of oil. Imagine there are three different potential future
scenarios: one (with a 30% chance of occurring) in which the value of the airline would be $750 million; one (with
a 50% chance of occurring) in which the value would be $1 billion; and one (with a 20% chance of occurring) in
which the value would be $1.25 billion. Posit further two classes of creditors—senior creditors who are owed $1
billion, and junior creditors who are owed $500 million.
In this scenario, the junior creditors would have a 20% chance of being paid 50 cents on the dollar. The
“option value” of their claims would therefore be ten percent of the face amount of their claims, or $50 million. But
if the airline were to be valued in bankruptcy today, its value would be $975 million [($775M x .3) + ($1B x .5) +
($1.25B x .2)], which would be insufficient to cover the senior creditors’ $1 billion claim. Accordingly, principles
of absolute priority would operate to wipe out the junior creditors’ interest, with all of the value going to the senior
creditors.
It is important to note that this example is highly stylized. No real firm’s value depends on just one variable,
and few bankruptcies involve only two classes of creditors. Nonetheless, this example illuminates the way in which
absolute priority operates to eliminate option value.
Some scholars have suggested that, in such a scenario, chapter 11 could be modified to preserve the option
value of the junior creditors’ claims. For example, Anthony Casey has proposed that in this scenario, the junior
creditors be given an option to purchase the firm for $1 billion (the value of the senior creditors’ claims).400 Under
Casey’s proposal, the option could be of indefinite duration, which he views as preferable and which would arguably
most closely resemble the scenario outside bankruptcy, or the option could be valued and the value distributed to
junior creditors at the time of confirmation.401 Likewise, Douglas Baird has suggested (without advocating) that, in
reorganizations, junior creditors could be given such an option with an arbitrary duration of three or five years.402
Both Casey and Baird explore the possibility that such a “relative priority” regime may be more efficient
than a strict absolute priority regime, in that it may minimize the costs of the bankruptcy process. Baird suggests
that relative priority may eliminate the need for judicial valuations—which are notoriously expensive—in reorganizations. (Baird questions whether relative priority is appropriate for sales, which by definition are realization
events requiring distribution of all the firm’s value.403) If the senior creditors receive all the firm’s equity in a
reorganization, and the junior creditors receive an option to purchase that equity, “[n]o valuations are necessary….
Whether the firm might or might not be worth enough to pay the senior creditors in full at the time of the petition is
not an issue.”404 The junior creditors come out of bankruptcy with an option whose value is the same as the value
of the claims with which they went into bankruptcy, and thus neither side has a reason to advocate for a particular
valuation.405
Casey’s proposal is more elaborate and would apply to both sales and reorganizations. Casey views what
he calls “option preservation priority” as a way to create incentives for both senior and junior creditors to make decisions that will ultimately maximize the value of the firm.406 He notes that the current negotiation dynamic has the
potential to create two kinds of inefficiencies: Senior creditors who are close to fully secured may attempt to force
a quick sale for less than full value because they have little or nothing to gain from any upside; and junior creditors
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may inefficiently prolong the process and thus dissipate value because they have nothing to lose.407 To address that
problem, Casey proposes a mechanism under which the senior creditor must buy out the junior creditor’s option value before it can sell the company.408 The senior creditor would make a take-it-or-leave-it offer to the junior creditor;
if the junior creditor accepted the offer, the sale could go forward, and if the junior creditor rejected the offer, the
sale could not go forward. Under these circumstances, Casey argues, the parties will bargain to the most efficient
outcome, whether that be a sale or a reorganization, in any particular case.409 If the outcome is reorganization, the
junior creditor retains its option to buy the firm, or that option is cashed out, as described above.410
While Casey advocates a relative priority regime, Baird observes that “[w]hether relative priority makes
sense turns on whether it avoids the costs of absolute priority without introducing costs of its own.”411 He does not
attempt to answer that question. He notes, however, that “[g]iven the cost of judicial valuations, it might seem to
make sense to terminate out-of-the-money junior positions when firms are sold, but not when they are reorganized,”
that “the best attainable reorganization regime may be one that accommodates both sales and reorganizations,” and
that preserving option value in one regime but not the other could invite strategic behavior.412 He concludes that “[t]
he challenge that we face is finding a priority rule that makes sense given that solving the firm’s problem of financial
distress may take divergent paths.”413
3.

The Commission’s Proposal

The Commission has drawn, to some extent, on the scholarship described above in its “redemption option
value” proposal. The Commission’s version of relative priority would require undersecured senior creditors in large
bankruptcies (not cases involving SMEs) to pay junior creditors the “option value” of their claims either when a
chapter 11 plan is confirmed or when the debtor’s assets are sold.414
Specifically, the Report proposes that the junior class should be entitled to “redemption option value,”
defined as the value of a hypothetical option to purchase the firm, with a strike price of the full amount of the
senior class’s claims plus interest and allowable fees and expenses, and a redemption period of three years from
the petition date.415 The bankruptcy court would determine the redemption option value “based on the evidence
presented by the parties” at the confirmation or sale hearing, employing the Black-Scholes option pricing model
or some other option pricing model.416 The Report notes that redemption option value would not exist in every
case; where the junior class was deeply underwater, the option might well have no value.417 It also notes that the
redemption option value given to the junior class “need not be, and in most cases likely would not be, in the form
of an actual option.”418
The Report also proposes a “death trap” feature: The junior class will be entitled to receive the redemption
option value only if it votes in favor of the plan and accepts the reorganization value ascribed to the debtor under the
plan, unless that reorganization value was proposed in bad faith.419 Similarly, in the case of a sale, the junior class
can receive the redemption option value only if it does not object to the sale.420
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The Report notes that the proposal “requires further development to determine whether and how it should
be applied in more complex contexts,” such as where a senior class of creditors does not have a lien on all the firm’s
assets, where the junior class was created by contractual or structural subordination rather than a lien, and in a
number of other situations.421
Unlike Casey and Baird, the Commission does not attempt to justify its proposal on efficiency grounds.
Rather, the Report argues that enterprise valuations in bankruptcy are too low, positing that the valuation “may
occur during a trough in the debtor’s business cycle or the economy as a whole.”422 The Report opines that “relying
on a valuation at such a time may result in a reallocation of the reorganized firm’s future value in favor of senior
stakeholders and away from junior stakeholders in a manner that is subjectively unfair and inconsistent with …
providing a breathing spell from business adversity.”423
The Commission argues that absolute priority “has proven to be inflexible and often a barrier to a debtor’s
successful reorganization.”424 “[U]nder the absolute priority rule, junior creditors and interest-holders may lose
their rights against the estate and receive no value on account of their claims simply because of the timing of the
valuation of the enterprise in the chapter 11 case, while secured creditors, whose rights outside of bankruptcy
would have been limited to foreclosure, get the benefits of the chapter 11 case and the exclusive right to the future
possibilities of the firm as a reorganized going concern.”425 Although the Commission recognizes that when a firm
is sold, the secured creditor does not obtain the “right to the future possibilities of the firm as a reorganized going
concern” (unless the secured creditor is itself the buyer), it nonetheless expresses the concern that sale prices could
be depressed.426 “Although the price being offered for a debtor’s assets in a section 363 sale arguably reflects the
current market value of those assets, to the extent the market is dysfunctional at the time of the sale … the debtor’s
estate could be monetized at a value far below what the estate could be worth at a later date to the prejudice of
[junior] stakeholders.”427
The Report also notes that “several witnesses” testified before the Commission that “chapter 11 cases were
being run for the benefit of the secured creditors and generating little, if any, value for other creditors,” and that
“[t]he Commission also heard testimony concerning how … capital structures overwhelmed by secured debt …
are creating increasing pressure to monetize the assets of the debtor’s estate through quick section 363 sales.”428
Although the Commission did not cite any empirical evidence to that effect, it did note that, between 1989 and 2013,
the average duration of a large bankruptcy case in which a plan was confirmed declined from nearly 1,000 days to
a little more than 100 days.429 And it suggested that the shorter duration of cases is leading to depressed enterprise
values, justifying the “redemption option value” scheme as a way to ensure that junior stakeholders are receiving
a “subjectively fair” distribution.
4.

Implications of the Commission’s Proposal

The Commission correctly observes that, as discussed above, treating plan confirmation as a realization
event forecloses junior creditors’ ability to realize the option value of their claims, and that plan confirmation
theoretically need not be a realization event. We believe, however, that the Commission’s redemption option
value proposal, is misguided. First, the proposal lacks a coherent analytic justification, because it goes beyond
preserving option value that would otherwise be cut off. It can thus be defended only on the unpersuasive ground
that it achieves greater “balance” and “subjective fairness.” Second, the proposal is based on the assumption that
companies in bankruptcy are systematically undervalued, but there is no reliable evidence that is the case. Finally,
even in its most straightforward application, the Commission’s proposal will introduce substantial and unnecessary
complexity and cost into the bankruptcy process. And it is unclear how the proposal would work in anything but
the simplest possible case.
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a.

Conceptual Flaws

The Commission’s proposal begins with the recognition that plan confirmation need not be a realization
event. As the Commission notes, the timing of the valuation of the enterprise in the chapter 11 case, which determines allocation of value among constituencies, could be viewed as arbitrary.430 When a senior secured creditor is
receiving ownership of the entire firm through a reorganization, junior creditors’ claims are cut off even if the firm
would later generate sufficient value to pay them. As discussed above, thoughtful scholars have explored the idea
that, in that situation, it might be more efficient to preserve the junior creditors’ option value in some fashion.
The Commission’s proposal, however, extends beyond the scenario in which the concern about cutting
off junior creditors’ claims exists. The breadth of the proposal is demonstrated by the Commission’s decision to
apply the redemption option value notion to sales as well as reorganizations. The basic concept underlying option
value, however—the idea that a reorganization need not be a realization event—does not apply to sales. A sale, by
definition, is a realization event; it converts the firm into cash, which must then be divided among constituencies.
As Baird has observed, in that situation it is difficult to see why it would make sense to apply relative priority.431
After all, if the firm were sold outside bankruptcy, the senior creditor would receive the entire proceeds. A different
outcome in bankruptcy creates unnecessary and problematic incentives to force firms into—or keep them out of—
bankruptcy for reasons that have nothing to do with bankruptcy’s purpose.
The Report acknowledges that applying the redemption option value rule to sales could be viewed as
conceptually incoherent. It explains that “[t]he Commissioners discussed the potential challenges to applying the
redemption option value rule in a section 363x sale process, particularly where the purchaser is a third party and
not the senior class.”432 In those cases, some of the Commissioners argued that requiring the senior creditors to
relinquish value to junior creditors was inappropriate when “the senior class was not getting the future value of the
firm.”433 The Commission as a whole, however, brushed those concerns aside, concluding that excluding sales from
the redemption option value proposal “could encourage gamesmanship and alternative deal structures that avoid the
rule but effectively transfer the assets or their future value to the senior class.”434
But that is an inadequate justification for casting aside creditors’ nonbankruptcy rights. Whatever the rule,
there is some risk that parties will seek to structure their transactions to avoid its effect. That is a common problem
in bankruptcy, and the kind of problem to which the doctrine of good faith and principles of recharacterization are
intended to respond. But the need to police the boundaries of a rule to ensure that its principle is not being evaded
is not a sound reason to embrace a legislative solution that is substantially broader than the supposed problem to
which it is responding. Moreover, as noted above, different distributional outcomes in and out of bankruptcy also
invite undesirable strategic behavior.
While Casey also advocates applying an option-value scheme to sales, his purpose in doing so is different;
it is not to redress accidents of timing in the interest of “fairness,” but to police all creditors’ inefficient behavior,
including senior creditors’ incentive to force value-reducing sales and junior creditors’ incentive to prolong proceedings wastefully. He would thus require the creditors themselves to value the option before any sale could
take place. As discussed below, we believe the benefits of Casey’s proposal are outweighed by its costs, but it is
conceptually coherent in a way that the Commission’s proposal is not.
Ultimately, the Commission’s proposal is not concerned with efficiency, but appears to be grounded in its
view (reflected in the Commission’s mission statement) that secured creditors have too much control over bankruptcy cases, that the “fulcrum security . . . [is now] higher in the debtor’s capital structure than [it was] in the past,”
and that this phenomenon is leading to an “allocation of value” that is “subjectively unfair” even if it flows from
the parties’ respective “state law rights.”435 In short, the Commission’s proposal seemingly stems from, and seeks
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to implement, the basic judgment that federal bankruptcy law should seek, as an affirmative policy objective, to
distribute value further down the debtor’s capital structure than the parties’ nonbankruptcy rights would otherwise
provide.
In addition to its choice to apply the redemption option value proposal to sales, the Commission’s suggestion that it is uncertain whether the proposal should apply in cases “where contractual or structural subordination
(rather than a lien) results in an immediately junior class”436 demonstrates that point. The problem the Commission
identifies is that treating bankruptcy as a realization event cuts off junior creditors’ “option value.” But if that is
so, there is no conceptual reason to treat a contractually or structurally subordinated class differently from a class
that is junior due to the grant of a security interest. The Commission’s solicitude for structural or contractual senior
creditors suggests that its proposal is driven in significant part by a simple aversion to secured credit.
The Commission’s concern with fairness to junior creditors is also somewhat odd in light of the realities
of modern corporate finance. In today’s chapter 11 cases, “[t]he contest is most often among seasoned investors
(banks, hedge funds, and other institutional investors) who hold debt at different levels of the debtor’s capital
structure.”437 Particularly in light of the evolution of a sophisticated market in high-yield bonds, the junior creditors
the Commission seeks to protect “are sophisticated financial institutions or investment funds that choose to invest
in a particular part of the debtor’s capital structure fully aware of the risk (lower recovery) and rewards (increased
interest rate) associated with such choice.”438 Thus, “[t]his proposal could reward those creditors that chose to
receive higher interest payments and agreed to take on additional risk while hurting those creditors that chose to
receive lower interest rates and invest in a safer portion of the capital structure.”439 Establishing a complex new
procedure simply to move value from secured lenders to unsecured bondholders—when both are large institutional
investors that chose the risk profile of the debt in which they invested—makes little sense.
b.

Empirical Basis

An important premise of the Commission’s recommendation appears to be that secured creditors use their
control over the bankruptcy case to depress enterprise values artificially—for instance, by engineering a quick
sale—so that they can improperly secure value for themselves that would otherwise go to junior constituencies.
A critical assumption underlying the recommendation, then, is that enterprise valuations in bankruptcy, whether
through a sale or a plan, are systematically too low.
As described above, however, there is no reliable empirical evidence to support that premise, and the
empirical evidence that does exist suggests a contrary conclusion.440 For example, Professors Hotchkiss and Gilson
specifically examined whether “secured creditor control” led to sales at depressed levels that would injure other
creditors. Their conclusion: “[T]he analysis of recovery rates does not suggest that recoveries either as a whole or
to unsecured creditors are lower in cases where senior debtholders potentially have greater control.”441
The Commission alternatively suggests that in cases in which the debtor is reorganizing, a valuation conducted in bankruptcy is likely to undervalue the debtor’s enterprise because the valuation is being conducted during
a low ebb in the debtor’s business cycle. “Although the valuation at any point in time will necessarily reflect the
debtor’s future potential, the valuation may occur during a trough in the debtor’s business cycle or the economy as
a whole, and relying on a valuation at such a time may result in a reallocation of the reorganized firm’s future value
in favor of senior stakeholders and away from junior stakeholders.”442
But there is neither evidence showing, nor any principled reason to believe, that valuations conducted of
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firms in bankruptcy systematically undervalue the firms. By definition, after all, any properly conducted valuation
will take into account the likelihood that future changes in economic circumstances will positively affect the debtor’s value. To the extent that a particular business is at a low ebb in its cycle, or broader economic conditions ought
to increase a debtor’s future prospects, those factors should be accounted for in a properly constructed valuation.443
To the extent the basis for providing junior creditors redemption option value is that the debtor may be in a low ebb
in its business cycle at the time the valuation is conducted, it amounts to double counting.
As a result, the Commission’s proposal does not solve the problem of “arbitrariness” to which it is addressed.
It simply moves the arbitrary time of the realization event from the effective date of the plan or date of the sale to the
three-year anniversary of the petition date. Without any evidence that valuations in bankruptcy are systematically
depressed—and the Commission points to none—one date is as arbitrary as the other.
c.

Practical Consequences

The Commission’s proposal also raises a host of practical difficulties. As an initial matter, the need to value
the option will add substantial complexity to the bankruptcy process. The Commission suggests that bankruptcy
courts should (presumably with the help of expensive expert witnesses with backgrounds in finance, accounting,
and economics) determine the option’s value by reference to the Black-Scholes model, which requires, among other
things, a projection of future volatility in the firm’s value—something that is notoriously difficult to assess.444 To
complicate matters further, the Commission acknowledges that there will likely be cases in which the Black-Scholes
methodology would not be appropriate, in which case “[t]he Binomial Options Pricing Model, Monte Carlo options
models, and other formulas may have to be considered.”445 Such valuation proceedings will not come cheap.
The Commission argues that the “death-trap” feature of its proposal will avoid costly disputes over the
valuation of the enterprise by encouraging consensual plans. Under the death-trap feature, the debtor may propose a
good-faith estimate of the reorganization value of the enterprise in its plan; the junior class receives the redemption
option value only if it does not object to that enterprise value (or, in the case of a sale, if it does not object to the
sale).446 The Commission suggests that the cost of valuing the option might thus be offset by the ability to forgo
a more high-stakes valuation of the entire enterprise. There are several problems with that logic, however. As an
initial matter, valuing the option necessarily requires at least an implied valuation of the firm, since the option value
incorporates the expected volatility in the firm’s value. Although the stakes may be lower, the valuation itself will
thus be more complex even in cases where the junior creditors decide not to challenge the enterprise valuation.
Moreover, in the case of sales, the Commission’s proposal adds a judicial valuation where none was previously
necessary—one of the major benefits of sales.
Perhaps most importantly, there is no reason to believe that the death-trap feature will in fact result in any
more consensual plans than we have today. The idea behind the death-trap is seemingly that it will encourage
settlement by giving the junior class more to lose if it elects to litigate. In this respect, the death-trap is like a judge
who believes he will encourage the defendant to settle by indicating, at a pretrial conference, his predisposition
to rule in favor of the plaintiff. That behavior simply increases the plaintiff’s demands, without affecting the
likelihood of settlement. In other words, the death-trap may cause the parties to have different disputes, but there
is no reason to think it will result in fewer disputes. In fact, common sense suggests the opposite. The best way to
minimize litigation is to have clear and simple rules, so that well-informed parties can make reliable predictions of
what will happen in the absence of a settlement. Complex and ambiguous rules, like the redemption option value
proposal, multiply rather than reduce litigation.
The proposal becomes even more complex and ambiguous when one considers how it would apply to any
case other than the simplest one, in which there is a class of senior creditors with a blanket lien on all the assets,
which receives the entire enterprise value of the firm, and an out-of-the-money junior class. The Commission
acknowledges that it has not determined how its proposal would work in any case with a more complex capital
structure. Indeed, the Commission notes that the proposal
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requires further development to determine how it should be applied in more complex contexts, for
example where a senior class is entitled to less than all of the firm’s enterprise value … , where
contractual or structural subordination (rather than a lien) results in an immediately junior class,
where there are multiple classes senior to the immediately junior class and not all such senior
classes are receiving distributions in the form of [equity], where only part of the immediately junior
class objects to a sale or challenges reorganization value under a plan, or where some enterprise
value is distributable at the current enterprise valuation to an immediately junior class but the junior
class is not being paid in full.447
Examples could obviously be added.
In particular, it is difficult to envision how the Commission’s proposal would work in cases in which the
debtor is part of a corporate conglomerate with debt issued by many separate entities in the corporate family. Consider a junior creditor that holds a claim against a wholly owned subsidiary, 100 percent of whose shares are held
by the parent. An actual option is impracticable: The subsidiary is likely to be fully integrated (as an operational
matter) into the corporate family, with its financials consolidated. Having the junior creditor, three years later,
acquire the equity of the subsidiary would be unworkable.
To be sure, in the typical case to which the redemption option value proposal is addressed, the senior
creditor of the subsidiary would likely receive, under a plan, equity in the corporate parent, not the subsidiary. But
giving the junior creditor an option to purchase that equity would be essentially random—having little or nothing to
do with the likelihood that the assets of the debtor against which the junior creditor had a claim would in the future
have a value exceeding the senior creditor’s claim. In short, the many practical and logistical difficulties that inhere
in the equity redemption option in even the simplest, most stylized situation multiply exponentially in the context
of actual, real-world cases.
At the end of the day, what is clear is that the costs of the Commission’s proposal outweigh any benefits it
might provide. And our view is that the same is true of the Casey proposal, which—while insightful and creative—
introduces some of the same complexities and costs, and provides a benefit only to the extent that chapter 11 cases
are now resulting in inefficient outcomes. As discussed above, see supra Part II.A.2, the most recent studies suggest
that while there is almost certainly some inefficiency in the process, some of which may be caused by secured
creditor control, there is much less than previously believed. Under those circumstances, there is no clear reason to
pursue a complicated new scheme of relative priority.
The current rule of absolute priority, even if not perfect, has the important virtue of simplicity—a virtue
that renders it preferable to any of the alternatives. For sales, it is the only rule that respects parties’ nonbankruptcy
rights. For reorganizations, it is a clear and easily understandable rule against which the parties can bargain. And
it lets the reorganized debtor start afresh without the hangover of an outstanding option on its equity or the need
to conduct complex option valuation proceedings. Since there must ultimately be a day of reckoning, however
long delayed, the simplest and most sensible approach is to have that day be the day the firm is valued or sold in
bankruptcy.
G.

Voting and Classification

Under the existing Bankruptcy Code, the classification of voters into classes and the vote of creditors
are important for two principal reasons. First, the Bankruptcy Code requires that at least one class that is “impaired”—that is, a class that is not being paid in full under the plan—vote in favor of the plan.448 Second, if a class
votes against the plan, the plan can be confirmed only to the extent it satisfies the cramdown requirements—which
primarily require that the plan satisfy the absolute priority rule and not unfairly discriminate against the creditors
in the class.449
The Bankruptcy Code sets out detailed rules governing the classification and voting of claims. The Code
provides that claims may be placed in different classes, as long as all claims within a class are “substantially similar
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to the other claims” in that class.450 And it requires a plan to provide the same treatment for each claim within a class,
unless the holder of a particular claim consents to different treatment.451 Stakeholders vote as a class, rather than
individually, on whether to accept the plan. A class is deemed to have voted to accept a plan if at least two-thirds
in amount, and at least one-half in number, of the claims in the class that vote do so in favor of the plan.452 A class
that is “unimpaired”—that is, being paid in full under the plan—is deemed to have accepted the plan and therefore
does not vote.453 A class that receives no distribution under a plan is deemed to have rejected the plan and also does
not vote.454 The Code provides that votes can be “designated”—i.e., disregarded—if a court determines that the
“acceptance or rejection of [the] plan was not in good faith, or was not solicited or procured in good faith.”455
A chapter 11 plan can be confirmed only if each impaired class of claims votes in favor of the plan, unless
the plan satisfies the cramdown requirements with respect to that class.456 That is, the plan must “not discriminate
unfairly” and must be “fair and equitable” with respect to each nonconsenting impaired class.457 The requirement
that a plan be “fair and equitable” incorporates the absolute priority rule, meaning that a class of claims must be paid
in full before any junior class receives any property on account of its claims under the plan.458 In addition, under
current law, a plan can be confirmed only if at least one impaired class votes in favor of the plan.459 The favorable
vote of an impaired class can be viewed as serving as a proxy for the fairness of the plan to creditors as a whole.460
The classification and voting rules have given rise to extensive litigation, including disputes about whether
classes are improperly gerrymandered to create an accepting impaired class,461 whether “artificial” impairment of
a class—that is, impairment that is not material—suffices for purposes of the rule requiring at least one accepting
impaired class,462 and what grounds suffice for designation of votes as being “not in good faith.”463
In part to address some of these issues, the Commission proposes a number of changes to the rules regarding
classification and voting. First, it proposes to eliminate the requirement of an impaired consenting class, the Code’s
proxy for determining the general acceptability of a plan to all creditors and interest-holders.464 Second, it proposes
to alter the thresholds used for counting votes, adopting a new “one creditor, one vote” system consolidating votes
of creditors who hold multiple claims in a class.465 Third, it proposes new rules restricting assignment or waiver
of voting rights, so that creditors who gave up those rights in an intercreditor agreement prior to bankruptcy, for
example, should nonetheless be entitled to exercise them.466 And fourth, it proposes a new statutory standard for
vote designation under which a court would be permitted to designate a party’s vote if “such party voted in a manner
manifestly adverse to the economic interests of the other creditors in the class or did not act in good faith.”467
If there is a common thread running through these proposals, it is a fear that the various rights, checks, and
balances the Code builds into the voting process, rather than fostering consensus, in fact serve to permit, or even
facilitate, “gamesmanship” or other self-serving and counterproductive behavior by debtors, creditors, or other
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interest-holders.468 There is undoubtedly some merit to this concern. There is certainly a fair debate to be had,
for example, on the question whether the benefit of requiring an impaired consenting class is worth the associated
difficulty of policing strategic behavior on both sides—gerrymandering, artificial impairment, and vote-buying
on the side of the plan proponent, and the acquisition and voting of claims for reasons unrelated to the economic
recovery on those claims on the other side.
Ultimately, however, we believe that the Commission’s proposals are not an improvement over current
law. The requirement of an impaired accepting class does serve some useful role (even if an imperfect one) in
ensuring the fairness of the plan. The switch to a “one creditor, one vote” standard would introduce additional
complexity and line-drawing into a system that works well enough as it is. We do not believe it is appropriate to
prevent creditors from voluntarily entering into agreements to assign or waive their votes. And, the existing rules
permitting the designation of votes when they are not cast in good faith serve as a sufficient check on the most
egregious strategic behavior. Moreover, a class’s decision to reject a plan merely requires the debtor to meet the
cramdown requirements of respecting absolute priority and not unfairly discriminating against that class. Given
that, as explained below, we see little benefit—but a significant potential for mischief—in making it substantially
easier to disregard creditors’ votes.
1.

The Impaired Consenting Class Requirement

The Report recommends the deletion of § 1129(a)(10), which currently requires at least one impaired class
to accept a plan before it can be confirmed.469 To justify this proposal, the Report paints a picture of gamesmanship
between debtors and creditors—debtors gerrymandering classes to drown out dissenting creditors while creditors
disrupt confirmation by asserting frivolous classification issues.470 The Report also envisions obstinate creditors
who purchase claims in several classes to ensure that there is no impaired consenting class.471 It then concludes that
the cost of such gamesmanship outweighs the benefit of the “presumptive gating role” of the impaired consenting
class requirement.472
As the legislative history makes clear, the purpose of § 1129(a)(10) “is to provide some indicia of support
by affected creditors and prevent confirmation where such support is lacking.”473 The theory is that the acceptance
of a plan by at least one class of creditors that is not being paid in full serves as some proxy for the fairness of the
plan as a whole.
A reasonable case can be made that the requirement of an impaired consenting class is of only limited
utility as a proxy for the fair treatment of other creditors. Creditors may vote to accept or reject a plan for many
reasons unrelated to the treatment of the specific claim being voted. Trade creditors, for example, might vote in
favor of a plan in the hope of obtaining business from the reorganized debtor. Or a secured creditor may vote its
deficiency claim in the service of its recovery on its secured claim. None of that is necessarily improper, but it
does weaken the presumption that the acceptance of an impaired consenting class means the plan is fair to other
creditors. Nevertheless, an impaired consenting class is an indication that the debtor has engaged in negotiations
with its stakeholders and reached a plan that is at least in part consensual. If a debtor cannot obtain the consent of
any impaired class, one is justified in being skeptical of the merits of its plan.
To the extent the Commission’s concern is that creditors will buy up claims for the sole purpose of blocking
plans that are otherwise fair to all, in order to advance some illegitimate purpose, the existing vote designation rule
permits a court to designate those votes.474 The possibility of attempts to misuse a Bankruptcy Code provision
468
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strategically is a ground for enforcing the requirement of good faith, not throwing out the provision.
To be sure, plan proponents can seek to circumvent the purpose of § 1129(a)(10) by fulfilling the requirement’s letter but not its spirit. Debtors might gerrymander classes to ensure that dissenting creditors are in the
minority or artificially impair a class—delaying the class’s recovery for a short period of time, for example—so
that the class is in all material respects unimpaired, yet technically can be deemed to satisfy the requirement. But
while it is true that debtors can weaken § 1129(a)(10)’s gatekeeping role with gamesmanship, the solution is to
stop the gamesmanship, not eliminate § 1129(a)(10). As the Report notes,475 courts in the Fifth and Ninth Circuits
have held that artificial impairment is sufficient to satisfy the requirement of an impaired consenting class, since §
1129(a)(10) has no express motive or materiality requirement.476 But the Eighth Circuit has rejected the proposition
that “impairment may be manufactured at the will of the debtor ‘just to stave off the evil day of liquidation.’”477 It
reasoned that “[t]o allow manipulation of claims in a reorganization proceeding under Chapter 11 would be contrary
to the purpose of the provisions of the [B]ankruptcy [C]ode.”478 Accordingly, the court refused to honor an attempt
at artificial impairment of a class.479
The Eighth Circuit’s view is more persuasive. Notwithstanding § 1129(a)(10)’s limitations, it is a useful
check to require a debtor to negotiate with, and obtain the acceptance of, at least one legitimately drawn class of
creditors that will not be paid in full. For § 1129(a)(10) to serve that role, classes cannot be improperly gerrymandered and the impairment of the class must be real—not a trivial impairment manufactured to meet the technical
requirement of the rule. When that standard is met, § 1129(a)(10) does serve a useful role, and it should be
maintained.
2.

One Creditor, One Vote

The Commission proposes a new “one creditor, one vote” rule restricting creditors who hold multiple
claims from voting each of their claims at plan confirmation.480 Under current law, as noted above, a class of claims
is considered to vote in favor of a plan when two-thirds in amount of the allowed claims in that class that are voted,
and one-half in number of the allowed claims in that class that are voted, vote to accept the plan.481 A creditor who
possesses multiple claims within a class, at least where those claims are sufficiently separate to be treated as distinct,
may vote each of those claims separately.482 The term “claim” is defined in the Bankruptcy Code to mean a “right to
payment.”483 As a general matter, a “claim” that arises out of a single transaction or occurrence (within the meaning
of the res judicata test) is a single “claim.”484 But if a creditor engaged in separate unrelated transactions with a
debtor (each of which potentially could give rise to a separate lawsuit to enforce the debt), the creditor may hold
separate “claims.”
Under the proposed rule of “one creditor, one vote,” a creditor would be barred from voting more than
once in a class, even if it has entirely separate and distinct claims.485 However, the Commission proposes an
exception where a creditor holds claims in multiple different capacities—for example, where an indenture trustee
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is also a lender of secured debt.486 On the other hand, multiple entities with claims under “common investment
management,” at least in situations where the identity of the voting decision-makers does not differ across entities,
would be reduced to a single claim.487
The Commission’s justification for this proposal is that the numerosity requirement of § 1126(c) is intended
to protect the interest of small, minority creditors, but that, in the modern bankruptcy world, it no longer serves that
purpose. The Commission argues that small creditors may be too apathetic to vote their claims—although it does
not explain how restricting other creditors to one vote would correct this apparent problem.488 The Commission also
argues that the “one creditor, one vote” rule is “less susceptible to abuse” than the traditional rule of § 1126(c).489
Here, the Commission’s concerns appear to focus on perceived “gamesmanship” caused by a single creditor’s
voting many claims.490
While the Commission’s concern for protecting the interests of minority creditors is understandable, ultimately it fails to present the evidence necessary to justify this kind of change to the working of the Bankruptcy
Code. As described below, the existing vote designation rules are intended to guard against strategic behavior by a
creditor for some improper ulterior purpose. The application of that rule provides a simpler solution to the problem
the Commission has identified than its alternative, which would involve a potentially complex inquiry into who
counts as a single creditor for purposes of the “one creditor, one vote” rule. Although the Commission proposes
that the presence or absence of “common investment management” could serve as a test to identify “creditors,” even
this standard would leave many unresolved issues. Courts would have to decide how much overlap in management
and leadership, or in actual investment strategy, ought to be necessary for separate legal entities to be treated as a
single creditor. Courts seem likely to face hard—and currently unnecessary—line-drawing problems applying the
standard to, for example, multiple subsidiaries or affiliates within a corporate family. In contrast, courts have been
distinguishing substantially separate claims from each other for many years under the current § 1126(c) test.491 In
view of the risk that the Commission’s proposal would raise questions at least as vexing as the ones faced under
current law, we believe the better course would be to leave existing law in place.
3.

Assigning and Waiving Plan Voting Rights

The Commission proposes that the assignment or waiver of voting rights in intercreditor or other subordination agreements should be unenforceable in bankruptcy. We believe that there is no reason for such a change, which
departs from the basic bankruptcy principle of respecting parties’ nonbankruptcy agreements, especially where—as
here—both parties are nondebtors who made the agreement voluntarily and at arm’s length.
Intercreditor agreements are an everyday feature of modern capital structures, and bankruptcy courts are
frequently tasked with enforcing them. Senior creditors often seek to protect their investment in a debtor through
subordination or other terms that give them priority in their collateral in case of a default.492 The Code expressly
provides that subordination agreements are enforceable in bankruptcy to the same extent that they would be outside
bankruptcy.493 Such agreements sometimes also provide that the junior creditor waives or assigns its right to vote.
Junior creditors agree to such arrangements because they receive consideration—usually, the senior creditor’s
waiving a covenant restricting the debtor from borrowing—in return.
The Commission recommends making such agreements unenforceable in bankruptcy because it believes
that they enable senior creditors to exercise too much influence over the plan and bankruptcy proceedings.494 Enforcing such clauses, the Commission contends, may worsen outcomes for other creditors.495 The Commission
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also contends that, since “preserving the agreed-to payment priority was the crucial element of subordination
agreements,” prohibiting assignment of waiver or voting rights would not disturb the core of such agreements.496
There is no basis, however, to treat the waiver or assignment of voting rights as categorically different
from any other agreement freely entered into between nondebtor parties. The better view is that such a provision is
simply a concession that a junior creditor might grant a senior creditor in an intercreditor agreement, and should be
just as enforceable as other provisions in that agreement. It serves to protect the senior secured creditor’s interest in
its collateral by giving the senior creditor greater control in a subsequent bankruptcy. The junior creditor, of course,
received consideration in exchange. And there is nothing facially improper or unreasonable about a senior creditor
consenting to the debtor’s incurrence of additional debt on the condition that the new junior creditors will not later
vote their claims in support of a cramdown plan that injures the senior creditor. For that reason, the Commission’s
assumption that such terms are not “crucial” to the parties is both factually incorrect and inappropriate. Making a
particular provision in an agreement unenforceable alters the entire negotiating dynamic, and it is impossible to say
whether the parties would have reached a similar agreement in the provision’s absence.
The Code should tread very lightly when contemplating abrogating the right of nondebtors to enter into
contractual agreements regarding the bankruptcy of a third party. It is true that certain key protections of bankruptcy law, like the automatic stay and the discharge, are frequently held to be nonwaivable.497 But the stay and
the discharge are core provisions of bankruptcy law aimed at protecting debtors. It is an entirely different matter
for the Code to reach out and rearrange privately ordered rights among creditors. The Code shows “no … special
solicitude for the protection of creditors, from fellow creditors, pre-petition,”498 nor should it. That is the realm
of state contract law. Moreover, there is no reason to believe that these creditors (typically sophisticated entities
with the ability to negotiate for themselves) need the Code’s protection from the consequences of the contracts they
chose to enter.
The Commission maintains that “[t]he core issue concerns the impact that private ordering among nondebtor
parties may have on the debtor, the estate, and other stakeholders in the chapter 11 case.”499 The Commission does
not explain what impact it is concerned about, but its implicit point is seemingly that to the extent senior creditors
acquire “extra” voting rights, they are exercising improper influence over the outcome of the bankruptcy and can
potentially block a reorganization. Again, however, the consequence of a class voting no on a plan (assuming that
there is an impaired accepting class) is simply that the plan must satisfy the cramdown requirements for that class.
For that reason, the Commission’s concern that senior creditors will be able to block plans is overstated. Moreover,
once again, the Commission offers no evidence that control by senior creditors leads to worse outcomes for other
stakeholders. Before making the radical decision to override a prebankruptcy agreement between two nondebtor
third parties that has no direct effect on other stakeholders—who remain free to vote their claims and support or
object to the plan—we should require some evidence that such agreements actually cause harm.
4.

Vote Designation

Section 1126(e) of the Code currently permits a bankruptcy court to designate—that is, disregard—votes
that were not cast, solicited, or procured in “good faith.”500 The Report proposes a new standard for vote designation, under which a judge may designate a party’s vote if “such party voted in a manner manifestly adverse to the
economic interests of the other creditors in the class,” even if the party did not act in bad faith or with an ulterior
motive.501 That standard is far too broad and should not be adopted.
Because it is a “drastic remedy” to prohibit a creditor from participating in plan confirmation, normally an
opportunity for “creditor democracy,” courts do not lightly designate votes.502 Historically, courts have designated a
agreements reduce decisionmaking costs in the event of default, but also give senior lenders power to exploit subordinated creditors and
potentially other investors in the firm.”)).
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creditor’s vote when “the voting process is being used as a device with which to accomplish some ulterior purpose,
out of keeping with the purpose of the reorganization process itself, and only incidentally related to the creditor’s
status qua creditor.”503 Where a business competitor buys claims against the debtor in order to force it into liquidation, for example, or where a creditor accepts consideration outside the plan in exchange for its vote, courts do not
hesitate to designate the vote on the ground that it was cast in bad faith. On the other hand, in some circumstances,
creditors will acquire claims defensively rather than offensively—to prevent others from interfering with their ability
to vote against a plan that disserves their economic interests. The line between merely “selfish behavior”—which
is permissible—and bad faith conduct—which is not— is an imprecise one,504 but courts have proven able to use it
to remedy abuses of the voting system.
The Commission’s new “manifestly adverse” standard would give bankruptcy judges broard authority to
designate votes even where they were cast in good faith and not for an improper purpose, so long as the judge
deemed the vote “manifestly adverse” to the economic interests of the other creditors in the class. How a judge
would determine what is “manifestly adverse” to the economic interests of an impaired class is unclear. The
purpose of voting is to allow creditors to decide for themselves what is in their economic interests, rather than to
have a plan imposed on them because the judge believes it is a good one.
Vote designation is an important and necessary bankruptcy tool. It protects the integrity of the plan voting
process, and ensures that creditors use that process to further the goals of bankruptcy, and not for some other
improper purpose of their own. But the Commission’s effort to relax the standard for vote designation would
distort the voting process and negotiations among creditors by allowing the bankruptcy court to override a creditor’s
judgment as to what is in its economic interest. It is also unnecessary. Not only is the good-faith standard up to the
task of policing abuse, but the consequence of a class’s rejection of a plan (so long as there is some other impaired
class that has accepted the plan) is only that the plan must satisfy absolute priority and not discriminate against that
class. We see no bankruptcy policy that is served by permitting designation of votes cast in good faith, simply to
relieve debtors of the burden of meeting that standard.
H.

Small and Medium-Sized Enterprises

The Report proposes an alternative restructuring scheme for small and medium-sized enterprises, or SMEs,
that would differ substantially from current chapter 11. The Report defines an SME as a nonpublic company with
less than $10 million in assets or liabilities.505 However, companies with up to $50 million in assets or liabilities
could request and obtain SME treatment if the court determines that such treatment is in the best interests of the
estate.506 The Report proposes changes to both chapter 11’s procedural and its distributional rules for SMEs.507
The Report recommends changing the chapter 11 process for SMEs in several ways. It recommends that
a committee of unsecured creditors not be appointed unless the court determines, upon the motion of an unsecured
creditor or the U.S. Trustee, that it is necessary to protect the interests of unsecured creditors.508 In addition, the
court may appoint an estate neutral to help advise the debtor on operational and financial matters as well as the
chapter 11 plan process.509 Furthermore, the deadline to file a plan and solicit acceptances would be determined
heavy burden of proof.”).
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by the court on a case-by-case basis, based on a proposed timeline submitted by the debtor within 60 days after the
bankruptcy filing.510
The most significant change the Report recommends, however, is to eliminate chapter 11’s absolute priority
rule for SMEs and instead allow the prepetition equity holders of SMEs to retain ownership of the reorganized
company, even where creditors have not been paid in full.511 Under this proposal, a chapter 11 plan in an SME case
could be confirmed if it provides the following treatment of allowed claims and interests:
•

Administrative expenses and priority claims would be paid in full in accordance with § 1129(a)(9) of the
Bankruptcy Code.

•

Nonconsenting secured creditors would be treated according to the existing chapter 11 cramdown provisions, with one significant change. Secured creditors would not be permitted to elect under § 1111(b) to
have their entire claim treated as fully secured. This change would allow SMEs to retain the creditor’s
collateral under § 1129(b)(2)(A)(i) and “write down” the secured creditor’s lien to the judicially determined
value of the collateral at the time the plan is confirmed, thereby allowing the SME to retain any future
appreciation in the value of the collateral.

•

Nonconsenting unsecured creditors would not be entitled to treatment under the absolute priority rule—and
thus would not be entitled to be paid in full, even where value is distributed to prepetition equity holders—
so long as the plan complies with the new “SME Equity Retention Plan” provisions.

The SME Equity Retention Plan provisions are an elaborate scheme permitting the prepetition owners of
the SME to retain ownership even where the SME cannot repay all of its creditors in full. Specifically, the proposal
would permit the prepetition equity holders of the SME to retain 100% of the common stock of the company—giving
them control of the reorganized SME—and 15% of the economic distributions from the business (dividends and the
proceeds of any liquidation, sale, or merger). The prepetition equity holders would be required to remain involved
in supporting the ongoing operations of the reorganized SME. Furthermore, for three years after the effective
date of the plan, the SME would be required to make annual payments to unsecured creditors of any excess cash
flow, calculated in a manner reasonable in relation to the SME’s operating cash flow. Finally, unsecured creditors
would receive 100% of the preferred stock (or similar payment obligations) in the SME. The preferred stock would
have only limited voting rights with respect to “extraordinary transactions” (changes to insider compensation;
distributions to shareholders; decisions to defer or waive required distributions to the preferred shareholders; the
sale, merger, or dissolution of the SME; and any amendment to the SME’s organizational documents that affects
the preferred shareholders’ rights). Furthermore, the preferred stock would entitle unsecured creditors to receive
85% of the economic distributions from the business. The SME would have the right to redeem the preferred stock
for four years after the plan’s effective date by paying unsecured creditors the full amount of their allowed claims.
Upon the fourth anniversary of the plan’s effective date, the preferred stock would be converted into 85% of the
SME’s common stock.512
In recommending these changes, the Report contends that the current chapter 11 is failing SMEs. It cites
concerns expressed by many commentators and practitioners that chapter 11 is too expensive, too complicated,
and too time-consuming for small firms to navigate successfully. Furthermore, the Report asserts that chapter 11’s
absolute priority rule discourages SMEs from filing for chapter 11 because the rule often means that the founders
of the business will lose their ownership interests in the enterprise. As a result of these factors, the Report posits
that SMEs often delay filing chapter 11 or avoid filing altogether, resulting too often in liquidation through statelaw receivership or assignments for the benefit of creditors or in chapter 11 § 363 sales that benefit only secured
creditors. Accordingly, the Report recommends that the SME proposal be adopted to reduce the complexity of the
chapter 11 process and to eliminate the absolute priority rule so that the owners of SMEs can retain their ownership
stakes in their businesses.513
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In our view, this proposal, while well-intentioned, is misguided and should not be adopted. By eliminating
the absolute priority rule to give the owners of SMEs a second chance at business success, the proposal would import
into chapter 11 the “fresh start” policy that animates the Bankruptcy Code’s provisions for individuals who file for
bankruptcy. In individual bankruptcy cases, the Bankruptcy Code is intended to give debtors a “fresh start” through
a bankruptcy discharge that eliminates old debts and frees up the individual’s future earnings.514 But that principle
has no place in the Bankruptcy Code’s provisions for business corporations. A corporation is not a flesh-and-blood
individual, but a legal fiction holding assets that belong to the creditors and shareholders having claims against it.
Accordingly, the animating principles underlying chapter 11 are very different. As discussed above, the purpose of
chapter 11 is to save those businesses that can be saved—i.e., those in which the assets are being put to their highest
and best use and where keeping the business intact will therefore maximize value—and to distribute that value to
the creditors and shareholders that own the corporation in accordance with their non-bankruptcy priorities. Where
reorganization fails to maximize value and is not in the creditors’ interest, there is no chapter 11 policy of giving a
business corporation a “fresh start” for its own sake.515
The Report invokes the plight of individual entrepreneurs and founders of family-owned businesses who
are actively involved in running the business and whose personal fortunes may be invested in the ownership and
success of the business.516 In the case of truly small firms or sole proprietorships, a bankruptcy filing may more
closely resemble an individual bankruptcy case where fresh-start concerns are implicated. But the Report’s SME
proposal would extend well beyond the individual entrepreneur to mid-sized firms with assets of as much as $50
million and debts that could total hundreds of millions of dollars or more.517 A high-tech company whose technology has become obsolete, for example, could well have assets worth little yet owe large amounts. Indeed, the Report
cites data suggesting that the SME proposal would apply to 90% or more of all chapter 11 business bankruptcy
filings, excluding only the very largest businesses.518 The proposal would thus constitute a fundamental reworking
of chapter 11’s basic principles in the vast majority of chapter 11 cases.
To the extent that there are valid concerns about the cost and complexity of chapter 11 for SMEs, or about
giving entrepreneurs a fresh start, there are far less drastic and simpler ways to address those concerns. For example,
in 2010, the National Bankruptcy Conference (the NBC) released a study of SME bankruptcies in which it proposed
an alternative restructuring scheme for SMEs to address many of the same concerns identified by the Report. Like
the Report, the NBC pointed to concerns expressed by judges, practitioners and academics that “Chapter 11 works
poorly or not at all for small businesses.”519 It cited concerns that chapter 11 is too expensive and complicated for
SMEs, that the founders of small businesses avoid chapter 11 because they may lose their ownership interests, and
that SMEs too often liquidate under unsatisfactory state-law procedures instead of chapter 11.520
But in contrast to the Report, the NBC proposed a much simpler solution. It proposed that the existing
provisions of chapter 12 for bankruptcy filings by small farming businesses be extended to apply to all small
businesses. As it observed, chapter 12 is “a time-tested, successful model for efficient reorganization of small busibut stakeholders may hold a very different perspective”; “[p]repetition equity or managers may be considered part of the problem or ineffective. … SMEs needed a reorganization path that encouraged founders and prepetition equity not only to invoke chapter 11, but also to devote
all of their efforts to the debtor’s successful reorganization. Indeed, for many SMEs—whether stakeholders like them or not—the prepetition
founders or managers often possess the knowhow and relationships necessary to facilitate a successful restructuring of the business”).
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nesses” that is simpler and more streamlined than chapter 11.521 Chapter 12 does not provide for the appointment of
creditor committees, does not require the debtor to prepare a disclosure statement, does not require the solicitation
of creditor votes, and permits administrative expenses to be paid over time rather than in full in cash on the plan’s
effective date.522 Furthermore, chapter 12 permits the prepetition owners of the business to retain ownership of the
business so long as (1) nonconsenting secured creditors receive their collateral or are paid its present value over the
life of the plan, and (2) unsecured creditors receive at least as much as they would in a chapter 7 liquidation and
are paid all of the business’s disposable income for up to five years after the effective date of the plan.523 The NBC
asserted that this proposal could be implemented through a relatively small number of amendments to the existing
provisions of chapter 12.524
To the extent that there may be problems with the existing provisions of chapter 11 for SMEs, the NBC’s
proposal is a thoughtful proposal that deserves attention. But, in our view, adopting the Report’s alternative proposal would be a mistake. Although the Report emphasizes the need to simplify the chapter 11 process for SMEs,
the SME Equity Retention Plan proposal would add considerable complexity to the plan process. The proposal
would require SMEs to adopt a complicated capital structure of common and preferred stock with detailed voting
and distribution rights, likely adding expense and complexity both to the plan process itself and to the SME’s ability
to execute the plan after emerging from bankruptcy. Moreover, the proposal would seriously damage chapter 11
by abandoning its most basic principle, the absolute priority rule, in all but the very largest chapter 11 cases (where
the absolute priority rule would be separately undermined by the Report’s redemption option value proposal). The
Report fails to offer any compelling justification for taking such a drastic step here, particularly when it has failed
to explore simpler solutions put forth by others that may adequately address the concerns it cites without doing
violence to the basic operation and founding principles of chapter 11.
I.

Additional Proposals

While the preceding sections of this Response have addressed some of the Report’s proposals with which
the LSTA disagrees, the Report also includes a number of specific proposals with which the LSTA agrees. We
address three specific proposals below: those relating to a secured creditor’s right to credit-bid, the proper rate of
interest to which a secured creditor is entitled when its claim is subject to cramdown, and the “new-value corollary”
to the absolute priority rule.
1.

Credit-Bidding

Under chapter 11, when a secured creditor’s collateral is sold, either through a § 363 sale or through a sale
conducted under a plan, the creditor is entitled to “credit-bid” its claim in the sale, meaning that, rather than bidding
in cash, the creditor can set off up to the full amount of its claim against the purchase price.525 Credit-bidding is a
critical part of the protections chapter 11 grants secured creditors to ensure that they receive the full value of their
collateral and that, when possible, that value is determined through the marketplace.526 Specifically, credit-bidding
ensures that, if a secured creditor’s collateral is sold and the secured creditor values it more highly than the next
highest bidder, the creditor can take the collateral itself rather than the cash that the sale would otherwise generate—
reflecting secured creditors’ rights outside bankruptcy.527
A bankruptcy court can deny the right to credit-bid only for “cause.”528 For most of the Bankruptcy Code’s
history, “cause” has been narrowly construed.529 Recently, however, two widely discussed bankruptcy court deci521
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sions have seemingly employed a broader standard for “cause.”530 In Fisker Automotive Holdings, the court held
that there was “cause” to limit credit-bidding where allowing the secured creditor to bid the full amount of its claim
would purportedly chill other bidders from participating in the auction.531 And in Free Lance-Star Publishing Co.,
the court limited a secured creditor’s right to credit-bid based on, among other things, what the court viewed as the
creditor’s “overly zealous loan-to-own strategy.”532
The Report recommends retaining secured creditors’ current right to credit-bid in sales of their collateral.533
In response to the questions raised by decisions like Fisker and Free Lance-Star, the Report also recommends
clarifying what constitutes “cause” under § 363(k) to deny a secured creditor the right to credit-bid. Specifically,
the Report proposes that “the potential chilling effect of a credit bid alone should not constitute cause” to
deny credit-bidding.534 Although the Commission believes that “all credit bidding chills an auction process to
some extent,” it recommends that courts address any potential chilling effect through control of the auction and sale
procedures.535
The LSTA agrees with the Commission’s proposal, which reflects secured creditors’ basic right to the value
of their collateral. As the Commission observes, “credit bidding is an integral part of the secured creditors’ rights
package.”536 By allowing a secured creditor to take the collateral when it values the property more highly than a
third-party purchaser, credit-bidding is essential to protecting the secured creditor’s basic bargain to be paid in full
or receive the collateral. The notion that credit-bidding might “chill” third-party participation in the sale is not a
valid basis on which to deny the right to credit-bid. As an initial matter, the “chilling” effect of credit-bidding is
dubious. If bidders who are not willing to pay the amount of the credit-bid are “chilled,” that has no consequence
for the estate. And bidders who are willing to pay more than the amount of the credit-bid have no reason to be
chilled. In this regard, the “chilling” effect of a credit-bid is no different than the “chilling” effect of a cash bid.
“[N]o auction can afford to exclude the bidders with the greatest resources on the ground that they might outbid
everyone else.”537 In any event, even if credit-bidding somehow caused a chilling effect, the secured creditor has
the basic right to take its collateral if it is not paid in full, and chapter 11 respects—and should respect—that right.
2.

Cramdown Interest Rates

The Report recommends that when a debtor seeks to “cram down” a secured creditor under a chapter 11
plan by refinancing the secured debt and paying the creditor with a stream of future payments, the debtor must pay
a market rate of interest if such a rate is available; otherwise, the rate should be “an appropriate risk-adjusted rate
that reflects the actual risk posed in the case of the reorganized debtor.”538 The Report specifically urges that the
“prime plus” method adopted for chapter 13 cases in Till v. SCS Credit Corp.539 not be used in chapter 11.540 We
agree with this recommendation.
As discussed above, when a debtor seeks to confirm a chapter 11 plan over the dissent of a secured creditor,
the Bankruptcy Code requires that the creditor be paid its secured claim in full. Thus, when a debtor seeks to repay
the secured creditor over time, the Bankruptcy Code requires that the future stream of payments have a present
ing paper 2011) (explaining that “cause to deny the secured creditor’s right to credit bid is rarely found to exist” and courts had found cause
in cases involving a secured creditor’s bad faith or collusion with the debtor; failure to follow sale procedures; a bona fide dispute regarding
the validity of a lien; or prejudice to other lienholders).
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“value” equal to the value of the secured creditor’s collateral.541 For example, if the debtor proposes to pay a fully
secured creditor owed $100 with a note that repays the $100 five years later, the note must bear a rate of interest
sufficient to make the “value” of the deferred payment of the $100, plus the interest, equal to $100 today. Under
basic principles of finance, for those payments to have a present “value” equal to the secured creditor’s claim, the
note must bear a market rate of interest, where such a rate is available.542
Accordingly, the majority of courts have concluded that a market rate of interest should be used in chapter 11
cramdown plans where an efficient market exists.543 One recent decision held to the contrary, reading the Supreme
Court’s decision in Till to require the use in chapter 11 of the “prime plus” formula that Till adopted in chapter 13,
which uses the prime rate plus a judicially determined risk premium.544 Till involved a subprime auto loan with an
original interest rate of 21%.545 In that context, the Till plurality concluded that “there is no readily apparent Chapter
13 ‘cramdown market rate of interest’” and accordingly adopted the formula approach.546 Whatever the merits of
this reasoning in the chapter 13 consumer finance context, however, Till expressly noted that “the same is not true
in the Chapter 11 context”; “[t]hus, when picking a cram down rate in a Chapter 11 case, it might make sense to ask
what rate an efficient market would produce.”547
We agree with the Report’s recommendation that courts should use a market rate of interest, rather than the
Till formula, to determine the appropriate interest rate on a cramdown note in chapter 11. The fundamental principle
underlying chapter 11’s treatment of secured creditors is that a secured creditor is entitled to be paid in full or to
receive the full value of its collateral, consistent with its rights under nonbankruptcy law. Thus, when a debtor elects
to retain the secured creditor’s collateral and repay the secured debt with a new note, that treatment should be the
equivalent of being paid in full in cash on the plan’s effective date. And the only way to ensure that requirement is
met is to use a market rate of interest. Put differently, if a creditor with a secured claim of $100 is crammed down
under a chapter 11 plan and given a note, it should be able to sell that note for $100 in cash; if it cannot do that, it
is not receiving the equivalent of $100 in cash today, as the statute requires. And selling the note for $100 will be
possible only if the note bears a market rate of interest; otherwise, potential buyers will invest their $100 elsewhere.
To the extent that the “prime plus” approach yields an interest rate that is below market, it does not compensate
the secured creditor as the statute requires; the creditor is not receiving the full value of its collateral. As Till itself
suggests, then, it is wrong to apply the “prime plus” formula mechanically to a chapter 11 case where the market
rate is discernible.
3.

The New-Value Corollary

The Commission proposes to codify the so-called “new-value corollary.” The new-value corollary is a
doctrine under which prepetition equity-holders (who would under the rule of absolute priority be the most junior
class in the Bankruptcy Code’s distribution waterfall) may retain some equity interest in the reorganized debtor,
notwithstanding that senior classes have not been paid in full, to the extent that old equity contributes new capital to
the reorganized debtor.548 The theory is that to the extent the prior equity-holder retains an equity stake in exchange
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for providing new value, that equity is not being provided “on account of” the prior equity position.549
The Supreme Court signaled its approval of the new-value corollary in the North LaSalle case—at least
subject to safeguards designed to ensure that old equity is truly paying full value for the interest which it receives.550
The Court made clear that, to ensure that the opportunity to obtain the equity stake in the reorganized debtor is truly
independent of the prior equity position, the new value should be subject to a market test, but did not elaborate on
the precise contours of such a market test.
The Commission now proposes to codify the new-value corollary for cases where equity contributes:
i.

“new money or money’s worth”;

ii.

in an amount that is “reasonably proportionate” to the equity received or retained by prepetition
equity security holders;

iii.

“subject to a reasonable market test” (not further defined by the Commission, but to be determined on a case-by-case basis according to “the facts, the evidence presented, and what would
be reasonable in the particular case before the court”).551

We believe this standard is, in broad strokes, correct. As the Supreme Court observed, absolute priority
means that, so long as creditors are not being paid in full, the old owners of the firm cannot receive value “on
account of” their prior ownership.552 To the extent a plan permits an old equity-holder to acquire an ownership
stake in the new firm on the same terms made available to anyone else, one can be confident that absolute priority
is satisfied. Where the investment opportunity is not provided to others, more difficult questions arise. In those
circumstances, courts must take a hard look to ensure that the old owners are not receiving any type of preferential
treatment or other benefit on account of their prior ownership.
The precise manner in which courts satisfy themselves that this standard has been met is likely highly
dependent on the facts and circumstances of individual cases, and thus not amenable to a single formulation. But
the Commission is clearly correct that the value must be subject to a “reasonable market test.”
Our only reservation regarding the Commission’s formulation of the new-value corollary is its proposal that
the new value must be “reasonably proportionate” to the equity retained or received by the old owner. In our view,
the value should be at least equal to the equity retained or received by the old owner; otherwise, it is impossible
to be sure whether absolute priority is truly being respected. Subject to that point, we agree with the Commission
regarding new value.
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CONCLUSION
The Commission has said from the outset that it sought to “balance” the “rights of senior creditors” against
“the reorganization needs of the debtor and the interests of other stakeholders.”553 The Report notes that the members of the Commission had diverse views, and candidly acknowledges areas on which Commissioners disagreed,
explaining that those issues were the subject of extensive discussion and ultimately of compromise among the
Commissioners. In the Commission’s view, because no constituency got everything it wanted—and because some
of its proposals are favorable to secured creditors—the Report strikes an appropriate “balance.”
We disagree. In our view, it is fundamentally mistaken to view bankruptcy law as a mere scale in which one
seeks to strike the right “balance” among competing constituencies. We think it is misguided to say that developments in the marketplace have given one set of parties undue “leverage,” and to try to rewrite the Bankruptcy Code
to recalibrate the proper “balance.”
To build a coherent bankruptcy law, one must identify the basic principles that should underlie the Code
and then implement those principles throughout the Code in a way that is clear and consistent. A statutory scheme
constructed in this manner, as the 1978 Bankruptcy Code was, provides a tool for resolving questions that may not
be addressed expressly by the statutory language—one can look to the basic principles, the “architecture” of the
Code, as a guide to resolve ambiguities. That in turn permits bankruptcy law to provide a clear backdrop against
which parties can order their commercial interactions. That design is frustrated, however, if the animating principle
is to shift rights from one side of the ledger to the other until a consensus emerges that, from the perspective of
“subjective fairness,” a proper “balance” has been struck.
As we explain above, chapter 11 as it exists today is based on clear and simple principles. The goal is to
maximize the value of the enterprise. The Code does not have a substantive vision of a “fair” distribution of that
value; rather, it allocates value in accordance with the parties’ nonbankruptcy entitlements and priorities. For a
secured creditor, that means it is entitled to its collateral or any value derived from its collateral until it is paid in
full. For an unsecured creditor, that means that—pursuant to the absolute priority rule—it is entitled to be paid in
full before old equity receives or retains any property on account of its equity interest. The “minimalist” nature of
bankruptcy law means that it interferes with nonbankruptcy rights and agreements only to the extent necessary to
further bankruptcy’s central goals of maximizing value and giving the parties a fair forum in which to vindicate their
nonbankruptcy entitlements against a limited res.
As we have discussed, some of the Commission’s recommendations are consistent with these principles.
Other recommendations, however, including the Commission’s suggested revisions to adequate protection and its
redemption option value proposal, break sharply from these basic tenets. If the Commission’s proposals were
adopted, bankruptcy law would be deprived of its coherent architecture. Even aside from the proposals’ potentially
harmful effects on the broader economy and financial markets, therefore, adopting them would be a significant step
backward for federal bankruptcy law and practice.
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