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RELICS REMEMBERED: CASES AND CONCEPTS
THE 1978 CODE MADE REDUNDANT

I. Introduction

The 1978 Bankruptcy Reform Act,! which brought us the current
Bankruptcy Code, revitalized and restructured bankruptcy. It did so by
changing bankruptcy’s overall architecture, but also by explicitly over-
ruling or sidelining concepts that had been in the Code for almost
80 years. In this article, [ wish to explore, using paired examples, various
aspects of the current Code that relegated concepts and cases under
the prior Bankruptcy Act? to the dustbin of history. | also want to high-
light changes that fundamentally and structurally changed the way in
which bankruptcy is practiced today versus the way it was practiced at
the time the Code was enacted.

| hope to illustrate these dualities by showing two changes in
emphasis, two explicit efforts to reverse existing precedent, and two
subtle changes through a change in applicable standards.

*Bruce A. Markell is the Professor of Bankruptcy Law and Practice and the
Edward Avery Harriman Lecturer in Law at Northwestern University’s Pritzker
School of Law. From 2004 to 2013, he was a United States bankruptcy judge,
sitting in Nevada. At one point in the distant past, he was a partner in a Big
Law firm practicing bankruptcy and commercial law in Los Angeles. He is a
conferee of the National Bankruptcy Conference, a fellow of the American
College of Bankruptcy (where he has served as scholar in resident), a founding
member of the International Insolvency Institute, and a life member of the
American Law Institute. He is also a member of the editorial board for Collier
on Bankruptcy.

1. Bankruptcy Reform Act, Pub. L. No. 95-598, 92 Stat. 2549 (1978).
[ will refer to this legislation as the “Code” in this article.

2. Bankruptcy Act of 1898, ch. 541, 30 Stat. 544 (repealed 1979). | will
refer to this legislation as the “Act” in this article.
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II. Two Changes in Emphasis — No More Bankrupts and
a Statutory Stay

The Code wrought at least two changes in direction through subtle
changes in approach. First, the Code changed the naming nomencla-
ture from “bankrupt” to “debtor.” Second, it refined the operation of
stays of competing litigation by changing the automatic stay from a
rule-based doctrine to a statutory one.

A. Bankrupts Become Debtors

Under the 1898 Act, the entity or individual filing the bank-
ruptcy case or that was the subject of a bankruptcy liquidation case
was called the “bankrupt.” This was thought to be a pejorative term *
the connotation of which was that those who filed bankruptcy were
somehow morally or fiscally reprehensible. The drafters of the Code
thus uniformly changed references to the bankrupt to references to
the debtor as “a means of reducing the stigma connected with the term
bankrupt.” This term now is uniform throughout the Code® and also
matches the term used by Article 9 of the Uniform Commercial Code
with respect to secured transactions.”

B. A Statutory Automatic Stay

The Bankruptcy Act had no provision comparable to the auto-
matic stay of Section 362.% Rather, through a patchwork of statutes

3. Act§1(4), 11 US.C.§ 1(4) (repealed 1979).

4. In re Hochdorf, 25 B.R. 207, 208 n.5 (Bankr. S.D.N.Y. 1982).

5. H.R. Rep. No. 95-595, Ist Sess. 310 (1977). This still has not caught
up with some modern regulators. The Illinois State Bar, for example, still asks,
with respect to its standard form letter of academic reference, whether the
recommender knows if the applicant ever was a “bankrupt” under bankruptcy
laws.

6. This was another reason for standardizing the term. “This is a change
in terminology from present law, which calls a person that is proceeding in a
straight bankruptcy liquidation case the ‘bankrupt,” and a person or munici-
pality that is proceeding under a debtor rehabilitation chapter . . . a ‘debtor.’
The general term debtor is used for both kinds of cases in this bill, for ease
of reference in chapters 1, 3, and 5. . . .” H.R. Rep. No. 95-595, Ist Sess. 310
(1977).

7. See U.C.C. $9-102(a)(28).

8. 11US.C.¢$362.
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tied to whether the debt was dischargeable,? and a welter of differently
worded rules'® for each chapter, the Act attempted to give a breathing
spell to those who filed bankruptcy. Although this tracked the prac-
tice in equity receiverships, which routinely entered judicially crafted,
broad-based stay orders, it still required judicial intervention, and also
deprived the bankruptcy referee of the power to enjoin litigation in
another court.'" As noted in the House Report:

The provisions in the current Bankruptcy Act for a stay of
actions against the debtor and his property upon the com-
mencement of a bankruptcy, reorganization, or repayment
plan case are inadequate, both from the standpoint of the
debtor, who needs the protection that the automatic stay
provides, and of the creditor against whom the stay is
applied, who needs relief from the stay when collateral may
be deteriorating in value.!?

Aware of these weaknesses, Congress bolstered the protections
of bankruptcy by elevating the injunction against proceeding on a
pre-petition debt from a rule to a statute. It also created Section 105,!3
bankruptcy’s version of the All Writs Act.!* This section gave bankruptcy
courts broad powers to protect their jurisdiction and orders, including
the ability to stay actions in other courts.!®

9. See, eg., Act 8§ 11, 77(j), 116(4), 314, 414, 614, 11 U.S.C. 88 29, 205(j),
516(4),716(4), 816(4), 1016 (4)(repealed 1979).

10. Bankruptcy Rules401,601, 10-601, 11-44,12-43, and 13-401 (repealed
1983). These rules were designed to correct problems with the original 1898
Act, which had required separate court orders for stays rather than making
them automatic. See, e.g., United States v. Murdock Mach. and Eng'g, 81 F.3d
922,929 (10th Cir. 1996) (discussing rules under Bankruptcy Act)

11. Act$2a(l15), 11 US.C. $ 11a (15) (repealed 1979).

12. H.R. Rep. No. 95-595, Ist Sess. 174 (1977).

13. “The court may issue any order, process, or judgment that is neces-
sary or appropriate to carry out the provisions of this title.” 11 U.S.C. § 105(a).

14. “Section 105 is similar in effect to the All Writs Statute, 28 U.S.C.
1651 . . .. The section is repeated here for the sake of continuity from current
law and ease of reference, and to cover any powers traditionally exercised by
a bankruptcy court that are not encompassed by the All Writs Statute.” H.R.
Rep. No. 95-595, st Sess. 31617 (1977).

15. See S. Rep. No. 95-989, 2d Sess. 29 (1978) (“[T]he limitation on the
power of a bankruptcy judge (the power to enjoin a court being reserved to
the district judge) is removed as inconsistent with the increased powers and
jurisdiction of the new bankruptcy court.”).
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Part of this expansion was the extension to bankruptcy courts of
the power to enjoin state court litigation. In 1941, the Supreme Court
in Toucey v. New York Life Insurance Company'® had held the federal Anti-
Injunction Act, which had been law since 1793, prohibited the creation
of judicially-generated exceptions to the Act.!” After the 1948 recodi-
fication of title 28, the Anti-Injunction Act contained no explicit bank-
ruptcy exception.'® As noted in the House Report, new Section 105
was to be “an authorization, as required under 28 U.S.C. 2283, for a
court of the United States to stay the action of a State court.”!? As the
Report concluded, “[a]s such, Toucey v. New York Life lnsurance Company,
314 U.S.C. [sic] 118 (1941), is overruled.”2°

III. Two Explicit Changes — Exempt Property and
Preferences

Toucey aside, the legislative history is somewhat barren with
respect to those cases and concepts that the Code was supposed to
specifically overrule. But at least in two other instances, the Code and
its legislative history indicated that specific provisions were to be
changed and practices overturned: the treatment of exempt property
with respect to its status as property of the estate; and the status of
preferences as being based in the subjective intent rather than objec-
tive factors determinable without the debtor’'s cooperation.

A. Exempt Property as Estate Property
In 1903, the Supreme Court decided Lockwood v. Exchange Bank of

Fort Valley.' In that case, the court held that the Act did not include
exempt property in the bankruptcy estate.?? Thus, when individual

16. 314US. 118 (1941).

17. There actually was a bankruptcy exception in the statute at issue, as
the Court noted: “This [exception], based upon § 21 of the Bankruptcy Act of
1867, 14 Stat. 526, was inserted in the Act of 1793 by the Revisors. R.S. § 720;
see Proposed Draft of Revision of U.S. Statutes (1872), vol. 1, p. 418.” Toucey,
314 U.S. at 132-33.

18. Publ. L. 80-773, 62 Stat. 869, 968 (1948).

19. H.R. Rep. No. 95-595, Ist Sess. 317 (1977).

20. d.

21. 190 U.S. 294 (1903).

22, Lockwood relied on an earlier case by Justice Bradley, sitting as a cir-
cuit judge, that held that under the 1867 Bankruptcy Act exempt property was
not part of the bankruptcy. 190 U.S. at 299 (quoting In re Bass, 2 F. Cas. 1004,
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debtors filed cases under the Bankruptcy Act, they retained control and
possession of their exempt property. In 1970, the Court decided Lines
v. Frederick, which determined that a bankrupt wage earner’s accrued
but unpaid vacation pay also was not property that would pass to the
trustee in bankruptcy.?

The drafters of the Code changed this outcome. Section 541(a)(1)
provides that property of the estate includes “all legal or equitable
interests of the debtor in property as of the commencement of the
case.”? As drafted, that swept in even assets creditors could not reach
under nonbankruptcy law.

This expansion was intentional. As stated in the legislative
history:

Paragraph (1) has the effect of overruling Lockwood v. Exchange
Bank, 190 U.S. 294 (1903), because it includes as property of
the estate all property of the debtor, even that needed for a
fresh start. After the property comes into the estate, then the
debtor is permitted to exempt it under proposed 11 U.S.C.
522, and the court will have jurisdiction to determine what
property may be exempted and what remains as property of
the estate. . . . Paragraph (1) also has the effect of overruling
Lines v. Frederick, 400 U.S. 18 (1970).%

As revised, the Code brings in exempt property as property of the
estate but keeps it there only for so long as parties might be able to
contest the status of the property as exempt. Once that time period
has elapsed, then the property comes out of the estate and revests in
the debtor.2

1005 (C.C.S.D. Ga. 1877)(No. 1091)(“In other words, it is made as clear as any-
thing can be, that such exempted property constitutes no part of the assets
in bankruptcy.”)).

23. 400 U.S. 18 (1970) (per curiam).

24. 11 U.S.C.§541(a)(l).

25. H.R. Rep. No. 95-595, Ist Sess. 368 (1977); S. Rep. No. 95-989, 2d
Sess. 82 (1978).

26. Thereisa 30-day period for creditors to object to any claimed exemp-
tion. Fed. R. Bankr. Pro. 4003(b)(1). As stated in In re Mwangi, 764 F3d 1168,
1176 (9th Cir. 2014), because property listed by the debtor on appropriate
schedules “is only ‘claimed as exempt’ during this 30—day objection period
[of Rule 4003], it may be inferred that the property is not deemed exempt,
and therefore the property does not revest in the debtor, until the end of the
objection period.”
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This inclusion has had some odd consequences. In Mwangi v. Wells
Fargo,?” for example, the two debtors were pharmacists who had healthy
incomes and bank balances when they filed. Their bank, Wells Fargo,
had internal practices by which the bank downloaded and scanned all
bankruptcy filings throughout the country every night. After download,
its computers identified the Mwangis as their depositors. They then
put a freeze on the account but did not attempt to setoff funds in the
account against debts the Mwangis owed to Wells Fargo.

The Mwangis complained that they could not access their money.
Wells Fargo responded by saying the Trustee was the proper person to
complain and that they would not release the funds unless and until
the Trustee agreed. On the Trustee’s side was the fact that the period
for objection to exemptions had not yet passed, and thus the debt-
ors had no interest in the funds until that deadline had expired. The
Mwangis brought a motion for sanctions claiming the bank had vio-
lated the automatic stay. The trial court denied the motion for lack of
standing.?®

After two appeals,?” the Ninth Circuit essentially confirmed what
the trial court had found: “Before the account funds revested in the
Debtors, they remained estate property, and the Debtors had no right
to possess or control them.”*® As a result, the debtors would not have
had standing to contest Wells Fargo'’s action until the expiration of the
objection period.

B. Objective Preferences

Preference law has its roots in English bankruptcy law.?! Under
that law, a preference was a subjective matter. The Act borrowed
this English perspective. For purposes of recovering preferences,
Section 60b of the Act initially required the trustee to prove, as an
element of the action, that “the person receiving [the transfer| or
to be benefited thereby, or his agent acting therein, shall then have

27. 764 F3d 1168 (9th Cir. 2014). Conflict of interest disclosure: | was the
trial judge in this case.

28. Id.at 1170-71.

29. The Bankruptcy Appellate Panel initially reversed the trial court,
finding among other things that the debtors had an inchoate reversionary
right in the funds, and that such a right gave them standing to contest the
freeze. In re Mwangi, 432 B.R. 812 (B.A.P. 9th Cir. 2010), disapproved in later appeal,
473 B.R. 802 (D. Nev. 2012), affd, 764 F.3d 1168 (9th Cir. 2014).

30. 764 F3dat 1170-71.

31. 3 Collier on Bankruptcy, pt 2, 9 60.04-.05[1] (14th ed. 1977).
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reasonable cause to believe that the enforcement of such judgment
or transfer would effect a preference.”*? This language was changed by
the Chandler Act in 1938 to require reasonable cause to believe “that
the debtor is insolvent.”? In both versions, the statute focused on the
creditor’s state of mind rather than the debtor’s intent >

The words “reasonable cause to believe” received their initial
construction in a case under the 1867 Bankruptcy Act. In Grant v. First
National Bank, a case involving a mortgage given to secure a pre-existing
debt, the Court said that the creditor “must have such a knowledge
of facts as to induce a reasonable belief of his debtor’s insolvency, in
order to invalidate a security taken for his debt. To make mere sus-
picion a ground of nullity in such a case would render the business
transactions of the community altogether too insecure. It was never
the intention of the framers of the act to establish any such rule.*

This formulation was continued and adopted under the Act.?
In essence, as stated in the first edition of the Collier treatise, “the
expression reasonable cause is one difficult to explain. It is a question
of degree rather than of quality; it admits more easily of determination
by comparison than of exact definition.””

The “reasonable cause to believe” element was the most litigated
and controversial requirement under the Act.?® If the doctrine were
based upon subijectivity, then debtors could almost always push the
matter into a trial on the merits, as the intent would not be something

32. Act § 60b, 30 Stat. 544, 562 (1898), as amended, 11 U.S.C. § 96b
(repealed 1979).

33. Act of June 22, 1938, ch. 575, § 60b, 52 Stat. 840, 870 (1938).

34. See Charles Seligson, Preferences Under the Bankruptcy Act, 15 Vand. L.
Rev. 115, 120-21 (1961).

35. Grantv. First Nat'l Bank, 97 U.S. 80, 81(1877).

36. See, e.g., Frank O. Loveland, A Treatise on the Law and Proceedings
in Bankruptcy §194c¢ (3d ed. 1907).

37. Wm. Miller Collier, The Law of Bankruptcy and The National Bank-
ruptcy Act of 1898, § 60 at 317 (1% ed. 1899). That view did not change much
over the next thirteen editions of the treatise: “It should be emphasized here
that in any consideration of reasonable cause for belief in a debtor’s insol-
vency under § 60b, each case must, to a great extent be decided on its own
facts.” 3 Collier on Bankruptcy, pt 2, q 60.52, at 1055 (14th ed. 1977).

38.  Report of the Commission on the Bankruptcy Laws of the United States, H.R.
Doc. No. 93-137, pt. 1, at 203-04 (1973) [hereinafter Commission Report] (“That
l[intent] requirement, more than any other, has rendered ineffective the
preference section of the present Act.”).
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that would generally be able to be proved on summary judgment. As
the House Report noted:

the requirement that the trustee prove the state of mind of
his opponent is nearly insurmountable, and defeats many
preference actions. The amount of litigation it causes is too
great when the requirement itself does not further any nec-
essary bankruptcy policy. It also defeats the policy of the
preference section by limiting recoveries to only the most
egregious cases.?*

To counteract this, the drafters “eliminate[d] the reasonable
cause to believe requirement for transfers made during the 90-day
period preceding bankruptcy and create[d] a presumption of insol-
vency during that period.”* Coder v. Arts and its progeny were thus put
to bed.

IV. Two Implied Changes — Fees and the Absolute Priority
Rule

In addition to explicitly overruling specific cases, there were two
other shifts in language that have more radically reshaped the practice
of bankruptcy as we know it today. These were the changes in which
fees payable from the bankruptcy estate were to be paid and changes
to the absolute priority rule.

A. No More “Economical” Spirit in Bankruptcy Fees

The Act imposed strict limitations on attorney compensation.
The leading formulation appeared in In re Consol. Metals Eng'g Co., which
identified the elements as: “(1) the time spent; (2) the intricacy of
the questions involved; (3) the size of the estate; (4) the opposition
encountered; (5) the results obtained; and (6) the economical spirit of
the Bankruptcy Act.”#!

The “economical spirit” requirement was perhaps the most
significant limiting factor. As the court explained in In re Hardwick &
Magee Co., “Attorneys’ fees in bankruptcy liquidation are governed by
‘the economical spirit of the Bankruptcy Act,” and the amounts which

39. H.R.Rep. 95-595, 1st Sess., at 178 (1977).

40. 1d.

41. In re Consol. Metals Eng'g Co., 288 F. Supp. 672, 673 (E.D. Tenn.
1968).
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‘private clients are expected and wont to pay for similar services’ are
not determinative.”*? This principle carried over into reorganizations
under Chapter X: “[i]n any event, the [Chapter X] trustee and his coun-
sel are officers of the court and are regarded as public servants, hence
they should never expect to receive as much for the services as be in
the case in private employment.”* These principles meant that attor-
ney’s fees in bankruptcy were typically below market rates for other
types of practice.

This limitation stunted the growth of bankruptcy practice. It led
to what some might call a ghetto of small, boutique bankruptcy firms;
no white-shoe firm (i.e., big law firm) had an appreciable bankruptcy
practice prior to 1978.

As recounted by leading bankruptcy attorney Harvey Miller:

Embedded in bankruptcy proceedings was the spirit of
economy that mandated that bankruptcy professionals be
compensated at rates less than those prevailing in the pri-
vate sector. Consequently, it was not considered to be a
very desirable practice area. It was very localized. New York
bankruptcy professionals were not welcomed in New Jersey
or Connecticut and Manhattan bankruptcy professionals
crossed the East River to Brooklyn with great trepidation
and fear, as Brooklyn bankruptcy professionals likewise did
when crossing to Manhattan.*

Mr. Miller repeated this sentiment four years later, when he noted
that “professionals’ participation in bankruptcy cases [under the Act|
was considered something akin to public service with an embedded
spirit of economy. Professionals and, indeed, management of a debtor
were to be compensated at rates less than those prevailing in the pri-
vate sector. As a result, bankruptcy was not considered to be a very
desirable practice area.”®

42, In re Hardwick & Magee Co., 355 F. Supp. 58, 70 n.7 (E.D. Pa. 1973).

43. 6A Collier on Bankruptcy q 13.03, at 562-63 (14th ed. 1977).

44. Harvey Miller, Bankruptcy and Reorganization Through The Looking Glass
Of 50 Years (1960 — 2010), Keynote Address given at the American College of
Bankruptcy Induction Ceremony for the Class of 2010, at 5 (March 12, 2010).

45, Speech to Southeastern Bankruptcy Law Institute on its 40th Anniversary, at 4
(March 2014), reprinted at https:/restructuring.weil.com/news/remembering-
harvey-r-miller-the-evolution-and-changing-environment-of-bankruptcy-
reorganization-law-and-practice/
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Congress took note of this when drafting the compensation pro-
vision of the Code.* Section 330(a)(3)(F) provides that a court should
consider “whether the compensation is reasonable based on the cus-
tomary compensation charged by comparably skilled practitioners in
cases other than cases under this title.”*

The legislative history behind this change clearly stated the intent
to eliminate the “economical spirit.” The House Report stated that:

The compensation is to be reasonable, for actual necessary
services rendered, based on the time, the nature, the extent,
and the value of the services rendered, and on the cost of
comparable services other than in a case under the bank-
ruptcy code. The effect of the last provision is to overrule In re
Beverly Crest Convalescent Hospital, Tnc., 548 F. 2d 817 (9th Cir.
1976, as amended 1977) , which set an arbitrary limit on fees
payable, based on the amount of a district judge’s salary,
and other, similar cases that require fees to be determined
based on notions of conservation of the estate and economy
of administration.*

The reason stated was economics:

If that case [Beverly Crest] were allowed to stand, attorneys
that could earn much higher incomes in other fields would
leave the bankruptcy arena. Bankruptcy specialists, who
enable the system to operate smoothly, efficiently, and
expeditiously, would be driven elsewhere, and the bank-
ruptcy field would be occupied by those who could not find
other work and those who practice bankruptcy law only
occasionally almost as a public service. Bankruptcy fees
that are lower than fees in other areas of the legal profes-
sion may operate properly when the attorneys appearing in
bankruptcy cases do so intermittently, because a low fee in a
small segment of a practice can be absorbed by other work.

46.

It is notable that Congress, not the Bankruptcy Review Commission,

initiated this change. In discussing professional fees, the Commission quoted
In re Paramount Merrick, Inc., 252 F. 2d 482, 485 (2d Cir. 1958), which stated
that “the results obtained and the ‘economic spirit’ of the Bankruptcy Act”
were among the principal factors necessary “to curtail unnecessary expenses.”
Commission Report, supra note 39, pt.2, at 108, n.3.

47.
48.

11 U.S.C. § 330(a)(3)(F).
H.R. Rep. No. 95-595, at 329-30.
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Bankruptcy specialists, however, if required to accept fees in
all of their cases that are consistently lower than fees they
could receive elsewhere, will not remain in the bankruptcy
field.*

The Senate initially disagreed,” but later withdrew its objection
as stated in the final bit of legislative history:

Section 330(a) contains the standard of compensation
adopted in H.R. 8200 as passed by the House rather than
the contrary standard contained in the Senate amendment.
Attorneys’ fees in bankruptcy cases can be quite large and
should be closely examined by the court. However, bank-
ruptcy legal services are entitled to command the same
competency of counsel as other cases. In that light, the
policy of this section is to compensate attorneys and other
professionals serving in a case under title 11 at the same
rate as the attorney or other professional would be compen-
sated for performing comparable services other than in a
case under title 11. Contrary language in the Senate report
accompanying S. 2266 is rejected, and Massachusetts Mutual
Life Insurance Company v. Brock, 405 F.2d 429, 432 (5th Cir. 1968)
is overruled. Notions of economy of the estate in fixing fees
are outdated and have no place in a bankruptcy code.!

49. H.R. Rep. No. 95-595, at 330.

50. S. Rep. No. 95-989, 2d Sess., at 40 (1978)(“The reference to ‘the
cost of comparable services’ in a nonbankruptcy case is not intended as a
change of existing law. In a bankruptcy case fees are not a matter for private
agreement. There is inherent a ‘public interest’ that ‘must be considered in
awarding fees,” Massachusetts Mutual Life Insurance Co. v. Brock, 405 F. 2d 429, 432
(C.A. 5, 1968), cert. denied, 395 U.S. 906 ( ) [sic]. An allowance is the result of a
balance struck between moderation in the interest of the estate and its secu-
rity holders and the need to be “generous enough to encourage” lawyers and
others to render the necessary and exacting services that bankruptcy cases
often require, In re Yale Express System, Inc., 366 F. Supp. 1376, 1381 (S.D.N.Y. 1973).
The rates for similar kinds of services in private employment is one element,
among others, in that balance. Compensation in private employment noted
in subsection (a) is a point of reference, not a controlling determinant of what
shall be allowed in bankruptcy cases.”).

51. 124 Cong. Rec 33,994 (1978) (statement of Sen. DeConcini). See also
id. at 32,395 (almost identical statement of Rep. Edwards).
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Although somewhat slow to come to the realization, large law
firms eventually came to believe that this change meant that bankruptcy
practice could now be applied to those who would otherwise want the
monetary rewards available in transactional or litigation work. Indeed,
since the funds were to be paid from the bankruptcy estate as an admin-
istrative expense, albeit on a somewhat delayed three-month schedule,
the source and timing of repayment sometimes was more desirable.

When combined with the more favorable treatment of corpo-
rate debtors under current Chapter 11, not the least of which was the
elimination of the mandatory Chapter X trustee, the continuing rela-
tionship between a business debtor and its large, outside firm was
strengthened. This also facilitated those firms bringing in specialists,
such as those practices developed at Kirkland and Ellis and others, to
also handle matters of financial distress.

B. Absolute Priority Protection by Class, Not Individually

The absolute priority rule is assumed to be a bedrock principle in
reorganizations, especially those in which confirmation is sought with-
out the consent of all classes of creditors.”? The statutory development
of the exact standards applicable to non-consensual confirmations,
however, is somewhat murky. In particular, the status of the absolute
priority rule, now a cornerstone of all non-consensual confirmations,
is somewhat tortured.

First, the words “absolute priority rule” did not appear in the Act,
and do not appear in the Code. They are derived from the words for “fair”
and “equitable.” But even then, Congress did not add those words as a
dyad; “equitable” was added first in 1933°% and “fair” next in 1935°* —
although “fair” was added after, not concurrently with, the extension of
reorganizations to all corporations in 1934 by Section 77B.%

52. | have written on this topic before, and much of the following dis-
cussion draws from those writings. See, e.g., Fair Equivalents and Market Prices:
Bankruptcy Cramdown Interest Rates, 33 Emory Bankr. Dev. J. 91 (2016); The Sub
Rosa Subchapter: Individual Debtors in Chapter 11 After BAPCPA, 2007 U. Ill. L. Rev.
67; Owners, Auctions and Absolute Priority in Bankruptcy Reorganizations, 44 Stan. L.
Rev. 69 (1991).

53. It was added when Section 77 — related to railroad reorganizations —
was added to the Act in 1933. Act of Mar. 3, 1933, ch. 204, § 77(g), 47 Stat.
1467, 1479 (1933).

54.  Act of Aug. 27, 1935, ch. 774, § 77(e)(1), 49 Stat. 911, 918 (1935).

55. Section 77B was the first general reorganization statute applicable to
business entities. Act of June 7, 1934, ch. 424, § 77B, 48 Stat. 911, 912-22 (1934).
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In 1939, in Case vs. Los Angeles Lumber,> Justice Douglas gave “fair
and equitable” the same meaning under the Bankruptcy Act that
they had in equity receiverships. As he put it, “[t]he words ‘fair and
equitable’ . . . are words of art which prior to the advent of § 77B had
acquired a fixed meaning through judicial interpretations in the field of
equity receivership reorganizations.””” He explained that the rule
meant that:

If the value of the [debtor] justified the issuance of stock in
exchange for old shares, the creditors were entitled to the
benefit of that value, whether it was present or prospective,
for dividends or only for purposes of control. In either event
it was a right of property out of which the creditors were
entitled to be paid before the stockholders could retain it for
any purpose whatever.>

In short, secured creditors were to be paid from their collateral
before unsecured creditors share in collateral proceeds, and all cred-
itors, secured or unsecured, were to be paid in full before any equity
holder receives anything.

The Supreme Court, in a series of cases in the early 1940s, quickly
confirmed that Case’s interpretation of “fair and equitable” governed
railroad reorganization cases and Chapter X reorganizations.> Indeed,
the absolute priority rule was initially applied even to Chapter XI cases
up until 1952,

56. 308 U.S. 106 (1939).

57. 1d.at 115.

58. Id. at 116 (quoting N. Pac. Ry. Co. v. Boyd, 228 U.S. 482, 508 (1913));
see also Kan. City Terminal Ry. v. Cent. Union Tr. Co., 271 U.S. 445, 455 (1926)
(“Unsecured creditors of insolvent corporations are entitled to the benefit of
the values which remain after lienholders are satisfied, whether this is pres-
ent or prospective, for dividends or only for purposes of control.”).

59. See Grp. Of Inst. Inv'rs v. Chi., Milwaukee, Saint Paul & Pac. R.R., 318
U.S. 523 (1943); Marine Harbor Props., Inc. v. Mfr’s Tr. Co., 317 U.S. 78 (1942);
Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510 (1941).

60. Congress deleted the “fair and equitable” requirement from
Chapter XI in 1952. Act of July 7, 1952, Pub. L. No. 82-456, § 35, 66 Stat. 420,
433 (1952). As the accompanying House Report stated, “the fair and equitable
rule . . . cannot be realistically applied in a Chapter XI [action] . . .. Were it
so applied . . . no corporate debtor where the stock ownership is substan-
tially identical with management could effectuate an arrangement except by
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It is important to note that this test was applied on an individual cred-
itor basis much like the best interest test, found in Section 1129(a)(7),°!
is today.

There was much debate in the drafting of the bankruptcy code
about the appropriate role of the absolute priority rule. Practitioners
and others, however, were concerned that such a broad understanding
of the rule would frustrate many reorganizations.2

Strong disagreement with the Commission’s position arose
among interested groups from business,®* academic,** and governmen-
tal®> quarters, over the need for, and the proper scope of, any reform,
creating an impasse.

payment of the claims of all creditors in full.” H.R. Rep. No. 82-2320, at 21
(1952); see also S. Rep. No. 82-1395, at 11-12 (1952).

61. 11U.S.C.§1129(a)(7).

62. The Commission found that “the rigidity of the [absolute priority|
rule has frequently resulted in the destruction rather than the protection of
interests of public investors . . . . [These investors| are frequently eliminated
from participation in a reorganization by reason of the strict application of
a statute designed primarily for their protection.” Commission Report, supra
note 40, at 256.

According to the Commission’s proposal, equity owners could partici-
pate “if their future contributions, e.g., continued management, [were| essen-
tial to the business.” Id., pt. 2, § 7-303(4), at 258. This section was designed
to “adopt the District Court’s opinion which was reversed in Case.” Id., pt. 2,
§ 7-303(4), at 254. The Commission also suggested allowing delayed partici-
pation for equity holders when future increased performance so justified. Id.,
pt. 2, § 7-303(3), at 241. Finally, it sought to streamline the type and amount
of valuation evidence necessary to establish compliance with the absolute
priority rule. Id., pt. 2, § 7-310(2)(B), at 252.

63. The Bankruptcy Reform Act: Hearings on S. 235 and S. 236, Before the Sub-
comm. on Improvements in Judicial Machinery of the Senate Judiciary Comm., 94th Cong.,
Ist Sess. 459 (1975) [hereinafter S. 235 and S. 236 Hearings| (statement of Robert
J. Grimmig, on behalf of the American Bankers Association); id. at 654-55 (state-
ment of John J. Creedon, on behalf of American Life Insurance Association).

64. 1d. at 1043-44 (subsequent statement of Vernon Countryman,
December 19, 1975) (stating that the Commission proposal discusses the
absolute priority concept with “weasel words” on valuation, and urging
“the subcommittee to return to the original ‘fair and equitable’ test without
the leeway-providing verbiage”); Victor Brudney, The Bankruptcy Commission’s
Proposed “Modifications” of the Absolute Priority Rule, 48 Am. Bankr. L.J. 305 (1974).

65. S. 235 and S. 236 Hearings, supra note 65, at 709-10, 716 (statement
of Philip A. Loomis, Jr., Commissioner, Securities and Exchange Commission)
(“We oppose the . . . modifications of the absolute priority rule.”).
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This deadlock broke in early 1976 through compromise.® The
compromise called for two changes to the absolute priority rule. First,
it proposed that only classes of creditors could invoke the rule. In this
respect the compromise sought to overrule the procedural protections
afforded by Case: under the compromise, an individual creditor who
had been outvoted could not challenge a plan on absolute priority
grounds.%” Second, under the compromise, individual creditors, in lieu
of the absolute priority rule, would receive the “best interest of cred-
itors” test. As a consequence, each creditor would receive an amount
at least equal to the liquidation value of its claim. From the debtor’s
perspective, any allocation of the value in excess of liquidation value
should be distributed by majority vote. An individual creditor could
no longer bargain for every last dollar of going concern value. Once
the creditor received its liquidation value, the Code allocated the sur-
plus of going concern value over liquidation value by democratic vote
within and among classes of creditors.® With the compromise in hand,
the legislative process restarted.

66. The terms of this compromise were set forth in a letter to Congress
from the respective heads of the National Bankruptcy Conference and the
National Conference of Bankruptcy Judges. Letter from John Copenhaver,
President, National Conference of Bankruptcy Judges, & Charles A. Horsky,
Chairman, National Bankruptcy Conference, to Congress (June 12, 1976),
reprinted in Bankruptcy Act Revision: Hearings on H.R. 31 and H.R. 32 Before the
Subcomm. on Civil and Constitutional Rights of the House Judiciary Comm., 94th Cong.,
Ist & 2d Sess. 1938 (1976) [hereinafter Hearings on H.R. 31 and H.R. 32].

67. According to the compromise:

[A] junior class may receive reorganization values even if a superior class

receives less than its full priority interest (valued on a going concern

basis) so long as the superior class consents and receives its liquidation

value, i.e., best interest test. Under these circumstances the absolute pri-

ority rule does not apply.
Id. at 1941. This letter, together with the Commission’s work, formed the basis
for the Code’s sections involving the absolute priority rule. Subcommitee [sic|
on Civil and Constitutional Rights of the Committee on the Judiciary, Table of Derivation of
H.R. 8200, 95th Cong., Ist & 2d Sess. 23 (Comm. Print 1977).

68. . Ronald Trost, Corporate Bankruptcy Reorganizations: For The Benefit of
Creditors or Shareholders?, 21 UCLA L. Rev. 540, 550-51 (1973). These changes
obviated the need to debate the Commission’s proposed relaxation of the
rule: “Because of the changes in the confirmation rules, the provisions of the
pending bills which ‘relax’ the absolute priority rule standards, i.e., § 7-303(3)
and (4) . . . are no longer necessary.” Letter from John Copenhaver, & Charles
A. Horsky, Hearings on H.R. 31 and H.R. 32, supra note 66, at 1941.
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The first bill introduced after the compromise, H.R. 6,%° con-
tained a simple statement of the compromise position: a court would
confirm a plan “if such plan were fair and equitable with respect
to all classes except any class that has accepted the plan.”® This
bill was amended two and one-half months later to eliminate the
simple injunction that the plan be “fair and equitable.” In its stead,
the amended bill attempted to define fair and equitable treatment,
but without using the words “fair and equitable.”” Successive bills
added to the statement of the rule.”” The House Report reflected
these changes but categorized them as a “partial codification” of the
absolute priority rule.”

After some procedural wrangling with the Senate, the House’s
version of the bankruptcy bill prevailed.™ But it contained a drastically

69. As initially introduced on January 4, 1977, § 1129(b) of H.R. 6 read as
follows:

(b) If all of the requirements of subsection (a) of this section other than
paragraph (8) are met with respect to a plan, the court, on request of the
proponent of such plan, shall confirm such plan notwithstanding such
paragraph if such plan is fair and equitable with respect to all classes
except any class that has accepted the plan and that is comprised of
claims or interests on account of which the holders of such claims or
interests will receive or retain under the plan not more than would be so
received or retained under a plan that is fair and equitable with respect
to all classes.

H.R. 6, 95th Cong., I1st Sess. § 1129(b) (Jan. 4, 1977).

70. 1d.

71. H.R.6,95th Cong., Ist Sess. § 1129(b) (Mar. 21, 1977). This bill was the
first to create different categories of fair and equitable treatment for different
types of claims. For the background on this amendment, see Kenneth N. Klee,
Legislative History of the New Bankruptcy Law, 28 DePaul L. Rev. 941, 946 (1979).

72. See H.R. 7330, 95th Cong., Ist. Sess. § 1129(b) (May 23, 1977); H.R.
8200, 95th Cong., Ist Sess. § 1129(b) (July 11, 1977); and H.R. 8200, 95th Cong.,
Ist Sess. § 1129(b) (Sept. 8, 1977).

73. H.R. Rep. No. 595, Ist Sess. 414 (1977). The report also confirmed
the rule’s focus on returning only the reorganization value to creditors. It
stated that “creditors are entitled to be paid according to the going-concern
value of the business.” Id. at 223.

74. The Senate attempted to substitute a bill sponsored by the Securi-
ties and Exchange Commission in place of the House bill. See S. 2266, 95th
Cong., 2d Sess. (1978). This bill proposed preserving a two-track reorgani-
zation system, and required a mandatory trustee for debtors whose equity
interests were publicly held. Id. § 1130. Under this substitute bill, private com-
panies would have been exempt from the fair and equitable rule. Id.
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different treatment of nonconsensual reorganizations which implicated
the absolute priority rule. Whereas the original House bill contained
only one subsection on nonconsensual confirmation that did not
use the words “fair and equitable,”” the bill that emerged for final
consideration included two subsections on the topic, and explicitly
incorporated the phrase “fair and equitable.” The first subsection
harkened back to H.R. 6 by providing that a court could cramdown a
non-consensual plan over the dissent of any class only if the plan
were, among other things, “fair and equitable.””” Although the bill did
not attempt to define this concept explicitly, Congress’s prior efforts to
define it were not lost. The second subsection on cramdown retained
the various treatments developed in earlier bills as examples of fair
and equitable treatment.”® As the floor remarks made clear, the list
of illustrations was not exhaustive; courts were not to exclude other
components and interpretations.”™

The result was that individual creditors lost their veto over
plans which did not adhere to absolute priority. That veto was trans-
ferred to the class in which they were a member. As a result, while
the best interest test preserved individual right to a liquidation
dividend, the allocation of going concern value above that mini-
mum was transformed into a class-based right, thereby providing
more flexibility through negotiation and other means to achieve
reorganization.

75. H.R. 8200, 95th Cong., Ist Sess. § 1129(b) (Sept. 8, 1977).

76. H.R. 8200, 95th Cong., 2d Sess. § 1129(b), reprinted in 124 Cong.
Rec. 32,350 (1978). Due to these changes, the statements on absolute priority
contained in H.R. Rep. No. 595 are not as authoritative as they might other-
wise be. Congress recognized this, and in lieu of a Conference Report, read
virtually identical statements into both the House and Senate records on
the bill. 124 Cong. Rec. at 32,392 (statement of Rep. Rousselot). As noted
at the time, Congress believed that this procedure imbued such remarks with
“the effect of being a conference report.” Id. at 32,391.

77. ld. at 32,376.

78. Technically, the bill stated that the fair and equitable treatment
“included” the examples. Id.

79. 1d. at 32,407 (statement of Rep. Edwards); id. at 34,006 (1978) (state-
ment of Sen. DeConcini) (noting that “many of the factors interpreting ‘fair
and equitable’ . .., which were explicated in the description of section 1129(b)
in the House report, were omitted from the House amendment . . .. [T]he
deletion is intended to be one of style and not one of substance.”).
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V. Conclusion

The drafters of the 1978 Code obviously had in mind revision
of various concepts and cases embedded in the 1898 Act. As shown
above, sometimes this was directly indicated in the legislative history;
other times it was effectuated through a simple change in orientation.

Regardless of the method of implementation, however, the
changes outlined above - from the subtle changes to the nomencla-
ture used to refer to the party initiating the bankruptcy to the shift
in absolute priority from an individual-based right to a class-based
right - the bankruptcy scheme implemented by the 1978 Code was
designed to be different and more effective than under the 1898 Act.
Different indeed, and expansive, if not effective.

* % ok
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