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Today’s Topics

- Impairment Issues
* Code v. Plain Impairment
* Artificial Impairment

* Improvement as Impairment
- Consensual Third Party Releases

- Plan Confirmation Tactics
* Gifting
» Appropriate Classification v. Gerrymandering
* Death Traps

Impairment Issues
Code v. Plan Impairment

- Issue — Under Bankruptcy Code Section 1124(1), a class of claims is impaired “if
the plan alters the legal, equitable, or contractual rights to which the holders of such
claims are otherwise entitled.”

— However, since claims can be altered by provisions of the Bankruptcy Code—
e.g., 502(b)(2) disallows claims for unmatured interest—a creditor may be
rendered unimpaired by a plan but receive less than it would otherwise be
entitled to receive outside of bankruptcy.

+ Question — Is a claim unimpaired for purposes of Section 1124(1) if the plan
provides the claim with a recovery that is consistent with the Code provisions that
limit a creditor’s claim, but that is less than claim’s entitlement outside of
bankruptcy?

« Why it matters — If a class of claims is unimpaired, it is not entitled to vote to
accept or reject a plan. Such a class is deemed to accept the plan under Section
1126. However, if a class of claims is impaired and votes to reject a plan, the
debtor must satisfy the Section 1129(a)(7) best interest test and the Section 1129(b)
cramdown requirements with respect to such class.
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Impairment Issues
Artificial Impairment

- Issue — Bankruptcy Code Section 1129(a)(10) provides that, if there are any
impaired classes under a plan, at least one impaired class must vote to accept the
plan.

« Question — Is it permissible for a plan proponent to impair a class of claims solely
for the purpose of satisfying Section 1129(a)(10), even if the plan proponent
arguably could have left such class unimpaired?

- Divergent Authority — There is a split of authority regarding whether 1129(a)(10)
draws a distinction between artificial and economically driven impairment.

— On the one hand, under the Eighth Circuit's approach, 1129(a)(10) recognizes
impairment only to the extent that it is driven by economic “need”

— On the other hand, the Ninth Circuit held that 1129(a)(10) does not distinguish between
discretionary and economically driven impairment

— However, the Ninth Circuit left open the possibility that discretionary impairment could
offend a plan proponent's duty of good faith under section 1129(a)(3)

— Although the Second and Third Circuits have yet to rule on the issue, lower courts in
these circuits have held that artificial impairment is improper when there is no valid
business purpose for the impairment

- Improvement as Impairment — Can a debtor artificially impair a claim by
providing the claimant with more than its entitlement under a plan?
5

Consensual Third Party Releases

- Issue — Disputes over a bankruptcy court’s authority to approve nonconsensual
third party releases have dominated the legal landscape. But many of those issues
can be avoided if the vast majority of claims sought to be released can be
categorized as consensual.

- Questions — (1) What is a consensual release? What constitutes consent and what
factors will the courts evaluate to determine that a release is consensual?

- Potential Bases for Determining Consent -- The debate centers on what standard
of consent should apply in the context of third party releases under a plan. For
example:

— Do state-law contract principles apply, requiring claimants to affirmatively express their
mutual assent to releases through the return of opt-in forms?

— Or do creditors have a duty to respond to an opt-out notice, and if they do not, can they
be presumed to accept a plan’s releases?

— Another view is that Section 1141(a) places the onus on creditors to object to any
releases contained in a plan.
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Consensual Third Party Releases

- Mutual Assent — (1) Some courts have held that voting in favor of a plan that
contains a release constitutes consent to the release itself; (2) Other courts have
held that voting in favor of the plan is not enough and that there must be
unambiguous assent to the release itself.

- Notice and Failure to Act (a.k.a., Deemed Consent) — Deemed consent contexts
arise when a creditor fails to, or is not entitled to, take any action with respect to
third party releases — e.g., when a creditor does not respond to a voting deadline
(abstention) or is left unimpaired under the plan.

- What is the appropriate standard for consent? Does it matter how the class is
treated under the plan?

— Unimpaired classes that are deemed to accept
— Impaired classes that are deemed to reject

— Claimants entitled to vote that vote “yes”

— Claimants entitled to vote that vote “no”

— Claimants entitled to vote that abstain

Plan Confirmation Tactics

- Issue — There are a number of plan confirmation tactics that a debtor may consider
when seeking to achieve a confirmable plan, including:

— Gifting: A senior creditor provides a portion of its recovery to junior claimants

— Managing/manipulating classification and voting: Separately classifying
similarly situated creditors

— Death traps: Tying the recovery of a class (or event an individual claimant) to
how the class or claimant votes on the plan

Objecting stakeholders often contest such tactics as running afoul of the
Bankruptcy Code.

+ Question — What are the limits to these tactics? How should the bankruptcy court
balance the dual principles underpinning the Bankruptcy Code — (1) the policy of
encouraging reorganizations and (2) the fair treatment of similarly situated
stakeholders?
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Plan Confirmation Tactics
Gifting

- Class skipping gifts (i.e., vertical gifts) — When a class of senior creditors agrees
to share a portion of its recovery with a junior class, sometimes even bypassing a
class that is in between the transferor and the transferee in priority and that is not
paid in full.

- Class splitting gifts (i.e., horizontal gifts) — When a class of senior creditors
agrees to share a portion of its recovery with a subset of equal-priority creditors
without skipping over an intermediate class.

+ Question — Can gifts potentially conflict with the cramdown requirements under
section 1129(b)(1)?

— Fair and equitable test/absolute priority — a gift that skips over an intermediate,
dissenting class could potentially violate the absolute priority rule incorporated
by the fair and equitable test.

— Unfair discrimination — a gift that makes a selective distribution to equal-
priority creditors could potentially violate the unfair discrimination test.

Plan Confirmation Tactics
Appropriate Classification v. Gerrymandering

- Issue — Whether a debtor has improperly “gerrymandered” classes under a plan of
reorganization in order to obtain the vote of an impaired accepting class.

— Section 1122 states that plan proponents may place a claim in a particular class
only if the claim is substantially similar to other claims in that class.

* But this provision is silent on whether a claim must be placed in a particular simply
because it is substantially similar to other claims in that class.

— The classic example of gerrymandering arises in single asset real estate cases,
where a debtor separately classifies a mortgage lender’s significant deficiency
claim from trade claims.

- Legitimate Business Reason Standard — Many courts have adopted the standard
that a plan proponent must demonstrate a legitimate business reason for separately
classifying claims in order to withstand a gerrymandering challenge.

10
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Plan Confirmation Tactics

Death Traps

- Types of Death Traps

Traditional — Death traps that apply to a single class and treat all claims within
that class the same depending on how the entire class votes

Individually Targeted — Death traps that apply to a single class but treat claims
within that class different depending on how individual claimants votes

Multiple Classes — Death traps that apply to multiple classes with their
recoveries dependent on plan acceptance by a single class.

External Triggers — Death traps that are triggered if the UCC or claimants
within or outside of the class object to the plan.

 Propriety of Death Traps — It seems that most courts allow traditional death traps,
on the basis that the death trap saves the plan proponent from the expense and
uncertainty of a cramdown fight and comports with the Bankruptcy Code’s policy
of fostering consensual plans without violating the fair and equitable test.

However, courts will closely scrutinize and may reject death traps that (1) may
treat certain creditors in the same class differently, (2) may violate the absolute
priority rule, and (3) may implicate public policy considerations, such as
potentially tying the hands of creditors’ committees.

11
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Chapter 11 Plans, Claims, What We're Watching

To Make-Whole ... or Not

Jan 22, 2019

Contributor(s)
Alfredo R. Perez

Fifth Circuit Holds that Disallowance of Claim Pursuant to the Bankruptcy
Code Does Not Render Such Claim Impaired and Casts Doubt on Creditors’
Ability to Recover Make-Whole Amounts or Post-Petition Interest at the Default
Contract Rate

Executive Summary

On January 17, 2019, a three-judge panel of the United States Court of Appeals
for the Fifth Circuit reversed, in part, and vacated, in part, a bankruptcy court
decision in |In re Ultra Petroleum Corp., Case No. 17-20793 (5th Cir. Jan. 17,
2019) (“Ultra I"'). The bankruptcy court had held that certain creditors (the
“OpCo Creditors") of a solvent debtor were deemed unimpaired by the Ultra
chapter 11 plan and, therefore, entitled to the full $201 million make-whole
(the “Make-Whole Amount’) and post-petition interest at the default contract
rate in the aggregate amount of $186 million. /n re Ultra Petroleum Corp., 575
B.R. 361, 370-71 (Bankr. S.D. Tex. 2017) (“Ultra I'). The Fifth Circuit remanded
the case back to the bankruptcy court to consider whether it was the
Bankruptcy Code that impaired the creditors’ rights, and not the Ultra chapter
11 plan.

In particular, the Ultra I/ opinion:

= Holds that “[Bankruptcy] Code impairment is not the same thing as plan
impairment” and, therefore, the bankruptcy court erred when holding that a
plan impairs a creditor if the plan “refuses to pay an amount the Bankruptcy
Code independently disallows.”

= Suggests that make-whole amounts will generally be considered unmatured
interest in the Fifth Circuit. Thus, unless the solvent debtor exception

Printed on Jun 07, 2022 from Weil Restructuring
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applies, the Debtors can avoid paying the Make-Whole Amount without
impairing the OpCo Creditors’ Claims.

= States that while OpCo Creditors have no legal right to collect post-petition
interest at the default contract rate, the bankruptcy court may award
interest (i) pursuant to the post-judgment interest statute (28 U.S.C. § 1961)
at the applicable judgment rate or (ii) at a rate supported by the equities of
the case.

The bankruptcy court will reconsider these issues in accordance with the Fifth
Circuit's opinion. Ultra I/, however, may have substantial implications beyond
this case. The opinion suggests that make-whole provisions may only be
enforceable in extremely narrow circumstances. If that ultimately proves to be
true, the holding could impact decisions made by future debtors regarding
venue, decisions of market participants in connection with financings, as well
as the drafting of make-whole provisions in future debt agreements.

Key Takeaways

= The Ultra Il opinion does not include an explicit declaration that make-whole
provisions are always unmatured interest, subject to disallowance under
section 502(b); however, it comes very close. The opinion includes very little

analysis of the bankruptcy court’s contrary determination, and related multi-

page discussion, that the Make-Whole Amount is an enforceable liquidated
damages obligation under New York state law. See Ultra /, at 368-72. In
addition, the Ultra Il court suggests that a make-whole provision may be
both a liquidated damages clause and unmatured interest, subject to
disallowance under section 502(b). See Ultra /I, at 22 (“Others have
concluded make-whole provisions are better viewed as liquidated damages,
rather than unmatured interest. But those categories are not mutually
exclusive.") (citations omitted).

= To the extent the bankruptcy court adopts similar treatment, which appears
likely in light of the Ultra Il court's strongly worded opinion, the ability of
creditors to enforce a make-whole provision inside the Fifth Circuit could be
limited to cases involving a solvent debtor and/or an oversecured creditor.
Even with a solvent debtor, however, enforcement is far from guaranteed

Printed on Jun 07, 2022 from Weil Restructuring

95



96

2022 NEW YORK CITY BANKRUPTCY CONFERENCE

Printed from
Welil Restructuring Blog

given the Ultra Il court’s stated doubt that the solvent debtor exception
applies under the Bankruptcy Code. Indeed, the Ultra I/l court explicitly

stated that it expects the bankruptcy court to consider whether a creditor’s
ability to seek dismissal of a bad-faith filing under the Bankruptcy Code
impacts the continued application of the solvent debtor exception. Ultra I, p.
24 (“We trust the bankruptcy court on remand also will consider what effect
(if any) § 1112(b) has on the solvent-debtor exception (if any exists).”).

= The inability to enforce make-whole provisions in most circumstances will
likely result in various changes in behavior by future debtors, creditors and
lenders. For example, potential debtors seeking to avoid make-whole
obligations will be more likely to commence cases in the Fifth Circuit. On the
other hand, creditors seeking to enforce make-wholes may insist on filing in
a different circuit. Such dynamics will certainly affect the negotiation of pre-
planned and pre-packaged plans.

= Additionally, lenders and borrowers may begin revising the currently
accepted forms of make-whole provisions (e.g., including alternatives to
yield maintenance formulas so the terms appear less like the economic
equivalent of interest). Lenders may also seek terms that provide increased
opportunities/abilities to trigger an event of default before a potential debtor
seeks bankruptcy protection.

= The ability of creditors to recover post-petition interest at rates above the
federal judgment rate could also be impacted; however, that appears less
likely because the Ultra Il decision leaves the door open for bankruptcy
courts to award post-petition interest at the default contract rate based on
the equities of the case.

Background

On April 29, 2016, predecessors of reorganized debtors Ultra Petroleum Corp,
its operating subsidiary, Ultra Resources, Inc. (“OpCo"), and certain affiliated
entities (collectively, the “Debtors”) commenced chapter 11 cases in the United
States Bankruptcy Court for the Southern District of Texas. The Debtors were
oil and gas exploration and production companies.

Printed on Jun 07, 2022 from Weil Restructuring
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In connection with the Debtors’ operations, OpCo incurred direct obligations
with respect to approximately $2.5 billion of unsecured debt (the “OpCo
Funded Debt"), including outstanding principal obligations of (i) approximately
$999 million under OpCo's revolving credit agreement (the “Revolver’) and (ii)
approximately $1.5 billion of private, unsecured notes (the “OpCo Notes")
issued by OpCo under a note purchase agreement (“NPA,"” and together with
the OpCo Notes and the Revolver, the “OpCo Debt Agreements”).

Commencement of the Debtors’ bankruptcy cases was an event of default
under each of the OpCo Debt Agreements that resulted in all principal
amounts outstanding, accrued prepetition interest, and certain other fees and
costs, including the Make-Whole Amount owed on the OpCo Notes, becoming
immediately due and payable. Thereafter, post-petition interest accrued on
each of the foregoing amounts.

During the pendency of their chapter 11 cases, following a rise in commodity
prices, the Debtors determined they were solvent and ultimately proposed a
plan of reorganization that would pay the OpCo Funded Debt — comprised of
the holders of OpCo Notes (the “OpCo Noteholders") and the lenders party to
the Revolver —in full, thereby rendering the OpCo Creditors unimpaired and
without any right to vote to accept or reject the plan *. However, because the
plan failed to provide for the payment of the Make-Whole Amount or post-
petition interest at the default contract rate, the OpCo Creditors objected to the
proposed plan and their treatment as holders of unimpaired claims.

On March 13, 2017, the Debtors and an ad hoc committee of OpCo Creditors
entered into a stipulation and agreed that arguments regarding the calculation
of post-petition interest and allowance of the Make-Whole Amount would be
determined after confirmation. The Debtors’ plan was confirmed the following
day.

The Bankruptcy Court Decision</h2

The bankruptcy court heard arguments regarding the allowance of the Make-
Whole Amount and the appropriate rate of post-petition interest in May 2017
and held that:

= The Make-Whole Amount is an enforceable liquidated damages provision
under New York law, explaining that contractual provisions requiring
payment of the Make-Whole Amount as well as post-petition default interest
provided compensation for separate injuries and, therefore, did not result in
an improper double recovery or render the Make-Whole Amount an
unenforceable penalty, Ultra /, at 370-71,

Printed on Jun 07, 2022 from Weil Restructuring
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= Non-payment of amounts required under the OpCo Debt Agreements — even

if otherwise disallowed by the Bankruptcy Code — would render the affected
claims impaired under section 1124(1) of the Bankruptcy Code;? and

= When creditors are unimpaired, post-petition interest should be assessed at
the default contract rate rather than the legal rate required by section
726(a)(5) of the Bankruptcy Code.? /d. at 374-75.4

Accordingly, the bankruptcy court determined that the OpCo Noteholders were
entitled to the Make-Whole Amount of approximately $201 million and the
OpCo Creditors were entitled to aggregate post-petition interest of
approximately $186 million.

The bankruptcy court rejected the Third Circuit's holding in /n re PP/
Enterprises (U.S.) Inc5 . that impairment of claims should only be considered
with respect to claims “allowed” under the Bankruptcy Code because it failed
to analyze the impairment question in the context of the plan discharge rather
than Bankruptcy Code allowance. According to the bankruptcy court, the
failure to pay the Make-Whole Amount would impair the OpCo Notes because
the discharge of such claims is governed by section 1141(d),® which provides
that the extent of the discharge is governed by the terms of the confirmed plan
of reorganization, and the Debtors’ plan discharged any liability related to the
Make-Whole Amount and post-petition interest.

The Fifth Circuit Decision

The Fifth Circuit panel vacated and remanded the bankruptcy court's decision,
stating that: “The key legal question before us is whether the rich man’s
creditors are ‘impaired’ by a plan that paid them everything allowed by the
Bankruptcy Code,” which the bankruptcy court answered in the affirmative.
Ultra Il, at p.2. The Ultra Il court disagreed, stating that it would “follow the
monolithic mountain of authority holding the [Bankruptcy] Code — not the plan
of reorganization — defines and limits the claim in these circumstances.” /d.
Moreover, because the bankruptcy court determined that the OpCo Creditors,
as unimpaired creditors, must be paid all amounts they were entitled to
receive under the OpCo Debt Agreements, regardless of the disallowance
provisions of the Bankruptcy Code, the bankruptcy court did not consider
whether the Bankruptcy Code disallows or otherwise limits payment of (i) the
Make-Whole Amount as unmatured interest or (ii) post-petition interest at the
default contract rate. Accordingly, those questions were remanded to the
bankruptcy court for reconsideration. /d.

Printed on Jun 07, 2022 from Weil Restructuring
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In support of its holding that disallowance under the Bankruptcy Code does not
result in impairment, the Ultra I/ court pointed to the language of section
1124(1), which provides that “‘a class of claims or interests’ is not impaired if
‘the plan ... leaves unaltered the [claimant's] legal, equitable, and contractual
rights.” Id. at 7. In contrast to the Ultra / decision, the Ultra // court embraced
the Third Circuit’s holding in PPl Enterprises that disallowance of claims
pursuant to one of the enumerated conditions of section 502(b) means it is the
Bankruptcy Code rather than the plan that impairs such claims. /d. at 10 (citing
PPI Enters., 324 F.3d at 204).

Next, the Ultra Il court considered whether the OpCo Creditors’ claims for the
Make-Whole Amount or post-petition interest at the contract default rate are
disallowed under the Bankruptcy Code. The court began by examining pre-
Bankruptcy Code law, which allowed a creditor of a solvent debtor or an
oversecured creditor to recover unmatured interest that was part of such a
creditor's claim, but not post-petition interest on its claim. Section 506(b) of
the Bankruptcy Code incorporates a similar exception for oversecured
creditors to recover unmatured interest that is part of such creditors’ claims,
which would otherwise be disallowed under section 502(b). However,
according to the Ultra Il court, the solvent debtor exception (codified in section
726(a)(5)) arguably is not an exception to section 502(b) because it provides for
the payment of post-petition interest on a claim.” Moreover, the section 726(a)
(5) solvent debtor exception is applied to chapter 11 cases through section
1129(a)(7) and, therefore, only applies to impaired creditors in chapter 11.8

Although the opinion explicitly refrains from classifying the Make-Whole
Amount as unmatured interest, multiple statements strongly suggest that the
Ultra Il court views make-whole payments generally as unmatured interest.
The OpCo “[C]reditors can recover the Make-Whole Amount if (but only if) the
solvent-debtor exception survives Congress's enactment of § 502(b)(2)." /d. at
19; see also id. at 20 (“§ 502(b) . . . requires a bankruptcy court to disallow a
claim 'to the extent that [it seeks] unmatured interest’. .. [and t]he debtors
make a compelling argument the Make-Whole Amount is one such disallowed
claim.”). “The only question then is whether the pre-Code solvent-debtor
exception survives the enactment of § 502(b)(2)." /d. at 23. Moreover, the Ultra
I/l court noted that the pre-Bankruptcy Code solvent debtor exception was often
motivated by concerns over bad-faith filings, but that such concerns have
largely been addressed by the procedures for seeking dismissal of a chapter 11
case under section 1112(b). /d.

Regarding the payment of post-petition interest, the Ultra // court stated “there
is no legal right to post-petition interest at the default rates.” However, the
court leaves open the possibility noting that there are two potential paths.

Printed on Jun 07, 2022 from Weil Restructuring
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First, the post-judgment interest statute ¢, which allows interest “on any
money judgment in a civil case recovered in a district court.” Second, because
bankruptcy courts are generally considered courts of equity, especially when it
comes to awarding interest, equity may provide a basis to pay a higher rate.
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Another One Bites the Dust: How
Jevic Curtailed Creditor Rights to
Negotiate in and out of Bankruptcy

Jaden Bamks®

L. INTRODUCTION

Gope are the days of bankruptcy where the insolvent debtor faced an
Ignominious execution o wis senienced fo lifelong imprisonment o satisfy a
creditor™s demand for their pound of flesh, The modern U5, Bankruptcy System
has moved beyond its focus on draconian punishment,' instead, s focus is on
fairness to the debtor and distribution of assets among ereditors.?  'With recent
Supreme Court cases such as Jewie, significant concerna have been raised about the
effectiveness of segotiated agreements, related o, but ouside of bankruptey.
These concerns center oa the reduction in the fuimess of certain debtor tools—
namely prepackaged and cramsdown plans. These plans put creditors m s constantly
inferior bargaining position to the debior, with whom, creditors must negotiate o
obtmn payment of cutstanding obligations. In contravention of histonc fears about
bankrupicy's faimess and efficiency, this amicle addresses a growing concern
regarding the ireatment of creditors in a debtor-oriented system. This amicle posits
tha: Jevie has detrimentally abiered creditor interesis in insolvency and bankrupicy
because creditors have been severely limited in their ability 10 megotiate for
preferential payment.

There are two concurren! purpeses (o Chapter 11, which iz also known as
corporate bankruptey. Firse, bankruptey aims 10 reduce debs loads for businedsses,
therchy encouraging contimued operation,  Sccond, bankrupicy provides clear
guidelings for the collection of debt,® This article focuses its itention on this

*® LI} Candidate My of 2021 o e Usivessity of Mmioun School of Law, B.A. in Pelitical Sciencs
from Brigham Young Usdveriity-idalo. [ aguld b o thank Profeiios Brok Gotbeng fior her expen
sdvice mnd patlence 55 ohe belped me o develop this smicle. | would alse Hie to thask sy wossderful
Eriends and family who have peovided some erach-nesded critical comeneniany wad support.

1522 O 0. Viroomam, Cvigin amdf Mistory of the Banbrageicy Low, 37 Cond, L. J, 127, 1X7.28 (1933)
(addressing some of the origing of bankrepecy, such as te cxocution and slavory sysbems for deblors in
-'l""'-:nin:lI!CEHnntﬁmu;h!ndrﬂhpmﬂicd’hﬂun]i:hmlndﬂnjlmnﬂlhﬂ
delsor prisosas of the 17% asd 18% centunesl.

1, v generaily beas Braucher, Bonkruprcy Revrganinanmn omd Sromomic Dyweigpeenr, 73 Car U
L. Rev, 454 (1984)

3. Ceyzewski v, Jevie Holdag Com, 137 5 O %73 Q2017) (hakding el secnet peionty and
siruchuped diomissal of 5 case contrary o the Bankropacy Code i3 mol pensinsd ]; see wlio Hessah L
Bumenstie] et al, Skipping Priorines ba tbe Pogiewe Borid, Peeseniation so e Commercial Law and
Basiyupicy Section of the Bar Asociaton of San Frncise  (Apeil 0N,
hitpeifoontent s thar.orglsoaceBASF Pages FOFAG] E 1904 materials.pdil [hereamafier Skipping
Prioritiei].

4. Sev ORANT NELSON, ET. AL , REAL ESTATE TRANSFER, FINAKCE Ak DEVELOPMEST 772 (Bth ed.
2071%k It is important 89 nols &1 B poinl Seal benkmepicy originalod & & oredilor reesedy, bedause it
provided creditoes with 4 way 1o follect on ther debes. However, changes gver Lime have ceeansd &
henkrupeey systemn which provides peeferenial ireatment 1o debiors. 5o, mos individusts fike for
consumer banlrupicy under chapters 7, 12, und 13 of the Banionupiey Code, becanes thess chapeers
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second purpose. Bankruptcy encourages businesses to make large scale purchases
that they would otherwise be unable to afford, which in tum helps promate
manufacturing and ecosoric development all around the world® As a result,
bankrupecy facilitates the extension of eredit by providing creditors protection for
their invesrments.® This article addresses one of the quimessential aspects of
bankruptcy that Jevie has limited, namely a creditor’s ability to negotiate payment
terms outside of bankruptcy, contrary to bankruptey s purposes,

This article has six sections that focus on Chapler 11, addressing the
“rearganization™ of large multi-siate corporate debtors who wse this chapter.” The
first section addresses the legislative history of bankruptcy and provides a brief
averview of the changes in bankruptcy's objectives throughout history.” In the
second section, this Comment sddresses the basic operation of a Chapter 11
bankruptcy and provides a simple platform to understand how Jfevic has alered a
significant aspect of bankruptey.® Third, this article examines how pre-bankruptey
agreements illustrate the conflict in negotiations between debtors and creditors.™
The fourth section examines how & cramdown plan provides debtors with a stronger
bargaining position as parties negotiate for both a quick and inexpensive exit from
bankruptcy and a maximized payout.'! The fifth section addresses the Supreme
Court's decision in Jevie,"? identifying how creditors have less incentive to bargain
because they can no lomger negotiate for better prority.” Sixth, this article
propases solutions that will restore the status quo disrupted by the Supreme Court's
Jevic decision.  In concluston, the implementation of Jewic places limits on
changing priorities which harms creditor interests and such a limit on negotiation is
inapposite to the purpose and spint of bankrupiey.

provide the most prosections 1o sonsumers. The typical corpomie banbnptcy imvolves Bange mull-stale
organizations, | will st sddeeds the small or midsized bankrupicics nor will | shdrcas sses
reofganiatiors or meeiverihip prolesisond.

5. Sre THOMAS JACKSON & DAVID SKEEL, BASKELFTCY AND ECowosut RECOWERY 103
[Brookangd Inenose 2013)

& CHAZLES Joroas Tais, THE Law of BANKEUPTCY 1008 (Tnd od. 2004)

T. A wast majesicy of baskrupicies do ol involve RBarps compasass, bowever, large muoltisiate
campanies that use bankrupicy bo reorganize of limil their Babilities accous for o large peroentage of
the money Erobved in alf U5, bankmpicy filings. Douglas G, Raied & Roben K. Rasmussen, The End
of Basbrupacy, 25 Sran L REV. 151, 756 (2002); soe also Douglas G, Baind & Robert K. Rasmusson,
Anribebrgeicy, |19 YALE L. 1 748 (20140%

£ For s more exhaustive histony, ser Denvad A, Skeed, fr., The Geer of the P98 Bankrupicy Act,
15 Bankm Dev. ). 321 (1999 pew ol Charles Jordas Tabh, e Miarory of the Bonbrugicy L dn
the Dinfted Sinter, 3 AM. Barke. L REV, 5, 1011 (19931 Both of which sddress the developmest of

law within the United Sustes and fooss on several of the driving eoonomic and kegal faciors
behind the sdeption of each hankropecy lae and amendmenis.

2. For a comperhensive reading on the practice and mature of banknupecy Law, see peneraliy TANE,
aneem naobs 6.

10, Framk PERETORE, WORKOUTS aND ENFORCEMENT FOR THH SICURMED CREDTOR AKD
Eouirsarst Lissowr |5 (2008)

10, Blemensticl o1 al., supra wote 3.

12, Cryzewski v. Jevie Holding Corp., 137 5008 973 (2017)
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II. A VERY BRIEF HISTORY OF NEGOTIATION [N AMERICAM
BANKRUPTCY LAaWw

In order to understand the development of bankmupicy law, it is imporant to
have an wnderstanding of its orgin and changea in the past few cennuries,
Megotiation is a ceniral part of the bankrupicy process and so it is imporan: wo
understand how bankrupicy specific negotistion and the interconnected issue of
distnbution of bankrupicy assets have changed over time, Bankruptcy origmated ns
o creditor friendly remedy exclusively available to the mercantile elite, over time it
became more consumer-friendly.™  Similarly, the distribution of bankrupicy
proceeds has evelved from a piecemseal pro-rata distribution o the modem practice
of distributing the valoe of the bankmupicy company based on texual and public
policy reasons.

A The Early History of Bankrupicy

Insalvency laws date back to arcund 200 B.C.E and have existed in some fioarm
or ancther since then,' Bankraptcy”s origin in the United States was derived from
the comman law traditions of English insolvency law and continused to evolve as
colonists developed their legal raditions.”” Because of this English influence, the
drafiers of the 1787 Unitwed States Constitution included a clawse that granted the
federal government the power to implement, control, and aler bankruptey law, '
The United States” view of bankroptey was the same as England’s, specifically,
bankruptey was a wol for creditors to collect money from indebted merchants,™
mhugqr was not available to the layperson, their albemative was debbors®
Prisoa.

Congress first exercised s bankruptey power throwgh the creation of the
Bankruptcy Act of 1800.%" While it only lasted until 1803, this version formed a
bazis for all subsequent bankrupiey laws. ™ The Bankrupicy Act of 180D was
fundamentally a creditor collection devics; ot allowed crediors o bnng an
involuntary action ageingt deblors who had defaulied on their obligations,
essentially drmggmg the deblor into court,™ Seathing criticism of the system
showed that debiors could repeatadly obtam credit, default, declare bankruptcy, and
immediately obtzin credit again much o the chagrin of their empty-banded

14, TARR, supra fHie &

15, Sebonmama v Bank of the Wear (T re Temderkain Mealh), 849 F 38 123 (3 Cir. 200 7],

18, Charles Jordan Tabb, The Himory of Baskrupicy Laws ia the Uit Suaner, 3 Am. HaKKR, st
L REY. 5, 7{199%)

i i

18 VS CoMEr.ont [ § 8, <l 4.

19. Tabl, rupro oole 16, a8 14,

Y

2. An Aot i extabiiik @ Linifrs Sebim off Bankrupicy throughoad Bhe Dnited Siater, ch. 19, § 57,2
Swan, 19, 20 (Ape, TR00) ropealod by Aot o D 18, TR0, ch. 6, 1 Saaz. MR

2. Takd, supro nole 16, o 13-186,
W dn Aer s epsablivh a niform Svane of Bankragpecy throuphon the Dnied S, o, 19, § 46, 2 Sou
15, 22-23 (Age. 1B00)L The process whersby a coadSior would bring & banknpicy peocesding spalnst an
v lling debior is knows s an isvolunisry bandhnupicy because e debior wis vimually dmgged o
banionuptcy agasmar their will.
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creditors,™ This created a cvele where individuals would bormow without fear of
repayment, and so creditors were lefi footing the hill.

The nation was so disgruntled with federal insolvency law that it took wntil
1841 for a second bankruptey gct 1o comne into existence.™ Unlike the Bankruptey
Act of 1800, this sct provided for both voluntary and involuntary bankrupicy for
real persons. ™ I allowed all consumers and many businesses, except railroads,
banks, and corporations, 10 use hankmuptcy 1o work with their respective creditors
which provided a modicum of control over their beleaguered finances ™ The
inclusion of the voluntary banknuptey petition set the stage for modern bankrupeey
negotintion by incentivizing creditors 1o negotiate with their debtors so the debior
would not use bankruptcy as a weapon to eviscerate the creditor’s claim.™ The Act
also provided creditors an opportunity 10 declare cenain dels non-dischargeable to
prevent bad actors from escaping their obligation unscathed ™ However, the Act of
1841 failed 1w address and fix some of the reasons for its creation, so it was repealed
in 18439

Following the remarkably short tenure of the 1841 Bankruptcy Act, staies
promoted their own insolvency laws,’ but the differences between state law
protections, in addition to, financial upheavals and a Civil War, convinced Congress
10 once more promulgate o system of bankruptey.® The third bankrupicy act was
enacted in 18677 However, the Panic of 1873* motivated state legislatures, trade
organizations, and other commercial enterprises o clamor for repeal™ By lae
1873, Congress recognized substantial flaws in the bankrupicy law, especially
among the companies and corporations that had sprung up in the aftermath of the
Civil War. ¥

. The mone esscrupulous deboon would eonvinge a sympathetic cradiior B file an action for
bankrupicy whon the debion rogeeited, ceatiag the frst voluntary baniorupicies, albeil i a moundibout
way. Tabd, mpree nobs 15 8 18,

15. Ser An Acd do extablivh g Uwilore Sparem of Banirupicy trroughom thr Usmited Brate, ¢h, 8, § 57,
£ Star 440, 20 (Aug. 1841), ripealed by derof Mar. 3, T84F, ch B2, 5 Sl 614,

6, Suprs ecss 25, The serm "real” perons is used horein bocauss the Bankneptcy Act of 1581 &4 s
allew compestions 40 declare benkrupioy. This is o significant Smction botiuie coMpomoes Bave
een afBrded poat of the same nghts o individuals under cument Unived Suees laow. See penerally
Citizens United v, Fad. Flection Comm's, 538 LS. 100 (20140) (holding that corporticns heve the
contnutioan| right to free speech, inchuding political ipeeeh]); Bupwell v. Hobiy Lobby Swoees, Ime, 57]
U5 682 (2004) (bobdmg thed corporations and thear ewner. have vast freedom of religion protections]c
Santa Clara County . Seuthem Petafic B Co, 18 LS, 304 (1524 (holding that the 14h amendmenl
protections exsemded bevond real persdea)

3T Chardes I, Tabb, The Top Twenty Doaser da dhe Fedory of Comsmer Bmimepicy, 2007 U, L. L
REY. 2, 12 2T}

IE. Vicoman, supea gote |

I8, Tabb, supres note 16, 8 1718

0. Tabb, fuprg nole 27,

31. Tabb, supra note 16, at 1-12.

A TR

13, See An Aol fo exioblivk @ Uniorm Sasom of Baskripisy deoughou the Unilted Siaves, Ch. | T6
14 Sear. 317 (Mar. VE67), Thorcinafier 1867 Act], repeaied by Aot of June 7, JETE, ch. 160, 20 Stat. 39,

3. Cary Richardson & Tim Sshlik, Banking Pacic of the Gilded Ape, Federal Reserve Bank of
Richmond (et 4, AL
htpe:wrwow, el resgrvehlaoey onglessmywbanking panics_of the_gildsd ape

X5 Comg Glabe 42d Cong., 3d Sess. W (1872-73).

5. <A Ball ga repeal gn ot emtitded " As act oy esteblish a unaform sysieen ol banknapicy thrcesghout
the Usited Stabes,” spproved March 2, 1367, and all luvws and parts of lsws ssmendatcry theress™ (HL R
Mg, 702 Congressionsd Record 2 (Jan. 1874), p. 210, Text from Additional Government Publications
Congresioni! Recond
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As o result, Congress passed the 1374 Amendment 1o the 1867 Bankruptcy
Act®  The amendment imposed o novel idea which it described as
“compositions.”™™ Compositions provided new protections. for businesses by
providing them with an sutomatic discharge to business debis in exchange for
creditors” vobes (0 approve a debtor’s proposed payment plan.™ Therein creditors
coubd meet together to determine how debitor payments would be distributed among
themsalves while also voicing concems about whether a debior’s debt would be
automatically discharged as was the practice under the 1841 Act™ Previoushy,
ereditors had to aceept a pro-rata diswibution, now they could negotiate for a
payment based on the prionty of their claim and some creditors could receive “full
satisfaction™ on their claims rwther than sharing equally with other creditors,*!
Unfortunately, compesitons came intoe ¢ffect too late to meaningfally affect the law
because the 1867 Act was fully repealed in 1876.% However, the inmoduction of
compositions firmly establisbed megotiation among pamies as a cofe clement 1o
modern banknapicy.**

8. The Foundavion of Barkruprey Law: The 1898 Bankrupicy Aot and
Subseguent Changes

The spint of composition was resurrected with the 1598 Bankrupicy Act and
wias further instinvionalized with the 1938 Chandler Act®™ Under these acts,
compositions became & staple of banknaptcy law and formeed the basis for credinor
mectings for plans of reorganization.**

The Chandier Act of 1938 amended fee 1808 Bankrupicy Act o allow
corporations to declare bankrupicy.* The Chandler Act came about as a response
ter the Great Depression and large sumbers of corporations ceasing operation due lo
insolvency.’ The focus of the new and revitalized banknaptey amendment was 1o
avoid liquidation of struggling businesses and instead promote continued operation
through restructuring.* This was enthusiastically encouraged by the states, who

17 CF Bump, Compotiios ie Baskrupecy, 35, L Rev. s 307 (187T)

Y& Ser An Aot to eiadiink a Liejfvm Spaiem of Bonibraprcy dhrouphont the Dlwised Saeses, el 176,
Tdw Stab. 517541 [Jume 15H4).

33 A Aed o eseobdich o Ungform Sesiem off Bambmgoicy throuphony the Owiled’ Stades, ch. 178, 1dy
Saan 517-541 (June [BT4)

440, Vimoman, mper ol |,

41, Up ental this pee, eoslitors had 1o share whatever asscts the bamkrupiey referoe could sell whach
resisbicd in debions beisg paid n pepcestiges of dhe deblon” mEcts. 'With the meroduction of sompositon
craditors eoabd fully sateefy thelr claim based on their priceiry, As s ssalogy, o wis &6 F credinoes could
vl up o bucked with thesr measuring cup and ke Beeir full measune and once the bucket wes ey
then thzre was nothing more 4o be given bo the remasssg coeditor. Yrooman, s note | see albio
Ehoeel, Aypre nole £

4. Vimomas, mpernote |

43 M

44, This it firel permanent bankrgpicy legidlation because 1t & nol have & sunsct e prosaded
s e leplaion. Every previcus B2t & slasulory sunset date, whers |£ihe act with nid repealed 11 would
cense i be i effect. Sivel, supry noge 8,

45, Vyoomans, sepeo node 1.

dih The Chandler Act did wot albow banks, mtrosds or brokemnge foms 0o reorpanize insiesd dese
irstiutions had %o rely on date remedies. fobn B, Mulder & Charles M. Soioman, Efecr of the Chamaller
Ari Upon el Aszigmoseniy and Componitionr, 7 UL Pa L REV. T63 (1505),

47, i

48, Jol w TEE
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derived considerable income from incorporation and other business fees®™ The
Chandler Act provided that a debtor business could declare bankruptey even while
solvent, which allowed debtors 1o wse bankruprcy strategically and, in some cases,
e 11 s a threat to encourage creditors 1o negotiate.™ As a result, the Chandler Act
provided a permanent role for corporations as both debtor and creditor.™ It further
allowed businesses 19 operate as a “going concern” during their bankmuptey, which
permitted stalled negotiation to carry on long after the company would have been
liquidated under previous acts

C. The Bankruptcy Act Redwx: Current Bankrupicy Law-the
Bankruptcy Code

In the early 1970s, Congress realized that the current bankruptey system was
not evolving fast enough 1o respond to changes in the economic and financial
landscape and so it began investigating the possibility of reforming bankruptey
law.® Congress established a Commission on the Bankruptey Laws of the United
Seates Lo croate A report on issues and propose changes 1o the bankrupecy law.™ The
Commission's proposed changes were consolidated with proposals by the National
Conference of Bankruptey Judges 1o form the basis for House and Senate bills.**

This reform culminated in the passage of the Bankruptcy Code of 1978,% which
iz the platform for the current system of bankrupicy.™ This new code created
several different types of bankrapteies; Chapeer 13, available only 10 consumers;
Chapters 7 and 1 1, available to consumers and businesses; Chapter 9, available only
to government entities, such as schools, utility districts, states, and cities.™ Chapter

49, Muskler, sspa mote 46, Staies Tecod sgmificant prossyrcs mn providing socal welisre programs o
upsmployed peesona ab this tire and s ihe idea Sl beimeased magh: coatinee to employ pecple theochy
reduzing the economst burden on e slabe was ans of the wirsing arguments by proponenis of e
Chandlier Act See gemenally Tabb, mpro note 1.

50. tubider, sgra note 44, at THE,

1. Mulder, mpva note 46,

43, Baiod, supra note T, #l 738, “Gioing concers™ Is an accounting ter wied in haskrgcy e
comporase law as & clissification of & company thal has the resowes noocssary o coafives aperation for
the foresecabds fiker waleis evidence asises to the conmary. This typically means the busssess will
contimgs operaling kag ceugh b carry out its obligations and commmitmess,

53, Martin I, Kisin, The Sanbepricy Reform Aot o 1978, 53 Ax Basee. L 11, 31{0579) ("H R 500
% the rexul of @ legiiative process which began in 1970 with the congresshonal esisslishment of the
Commisshom on the Banknupicy Lawsof the United States. The Commission issued its report, sonsisting
of fedings nnd o peoposed new Banknagtcy Act, to Coagre of July 30, 197171 The Committion oa
the Baakrapocy Law of e United Stascs wit itablished by Public Law 91334 on July 14, 1970, A
of tuly 24, 1970, Pub. L. Wo. 91-354, 54 S 468 (1970), The Commission was formed to stedy, analyzs,
evaluate, and recommend changes both in the subsmnce and sdminastration of banknepicy,

14, Klein, supra noie 53,

85, Heport of the Comtmission on the Qankeupicy Laws of the United Sianes, HIL Diee, Mo, 137 (It
Soma, 1973),

85, This is & chasgpe from the previous praciice of naming cach bankruptey Law a5 an set euther than
the modemn practices of Classifying modom bankruptcy line if & oids,

57, Klein, pupra mote 83, a1 1, 3 (MR 800 i the regull ol & beglalmive process which began in 1970
with the congressicnal establishment of she Comrmsion o= the Banknepicy Laws of the United Smtes.
The Commission issued ity ropont, consisting &f findings and 8 proposed now Bankrupicy A, o
Congress on Jaly 30, 1571."L

44, See 10 USC. BE 100,009, 726, PO, 1000, 1303 & 1501 (POI8). Chapsers T, 11, 12, and 13 may
be used by ndividaaly, while chapters |2 and 13 may nof te used by busingises, I contrast, Chaplers T
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7 involves the liguidation of the deblor”s assets to pay on their debts, for businesses
it invalves the termination of business.™ Chapter 11 allows a business to liquidate
its assets or reorganize its business as 8 way of limiting debt.® Chapter 13 is only
available to individuals, ot businesses, and allows the debtor 1o 8¢t up an income-
driven repayment plan where all of their Esposable income is used 1o pay down
their debt over & five year period™  This article will only provide a cursory
refevence to Chapters 7 and 13 insofur as they relate 1o Chapter 11,

The pew Bankruptey Code was quickly followed by some piecemeal reform in
1984.%  Between 1984 and 2020, bankruptcy low has remamined relatively
unchanged, with the exceptions of the Bankrupicy Abuse Preveation and Consumer
Protection Act of 2005 ("BAPCPA™) and Small Business Reorganization Act of
2019 (“SBRA™LY The BAPCPA aliered large portions of the 1978 Bankrupicy
Code, while it was characterized as a consumer-friendly Law, it has actually harmed
consumers and greatly expanded the powers of creditors.® The SBRA sought 10
make it casier for small businesses 10 declare bankruptcy and receive a subsequent
discharge, rather than forcing these businesses 1o comply with the same rules as
large organizations.*

Ower the yeirs there have been some other incremental changes attached to
non-bankruptey laws, such as the Sarbanes Oxley Act which changed some aspeets
of how securities lawyers proceed in bankrupicy.®  In the 40 years since the
Bankrupicy Code was enacted, bankruptey professors and practitioners hawve
clamered for even more chamges (o the code to address the exponential changes in
business, finance, real estate, and consumer prodection that have developed during
that peried *” However, in 2017, the Supreme Court upended the bankrupicy world
with its ruling in Jevic, in which it required that debrors and creditors fallow
bankruptey priority procedures though they had negotiated a settlement outside of
bankruptey.® This ruling limited the ability of creditors and debtors to negotiate,
where their problems were unlikely to be resolved in bankrupicy. Such a limitation
is contrary 10 the development and history of bankruptey law.

and 1l have asgnificant everlap bocasas the liquidation of 7 and eorganisstion of 11 =0 offen involve
the personal assers of the owners, witsch results in eglod and inlereonnccted hankrasiey cases

8. 11 US.C§ T26 [(201%). (Hersinafler, sl clistions o Ussed Suteq Ciode nefier 10 the mmowl receni

weErsion, excepl where & change has Been made sinee pablication.)

GO, H1LS.C.§ 112 (H00R).

GBI 11 WSC § 152D ChkAY. Most debtors do not complete their chapior |3 plas because it requires
all of their disposable income 1o be direcied boward their debis. The svermge person cannct go for five
yean withisd an unsxpocind bill and so debion must choose & pay for an emergency bospital bill or 1
ecoimples theer bankrugicy plas.

62, Todd ), Eywicka, The Pard Present, oad Future of Bonkrspvcy Lo fv Ameerica, 101 MiCH. L
Ry, 2006, 2021 {2003k

&1 Bamioupicy Abuse Preventon and Cosssmer Proiection Act of 2008, Pun, L. Moo 1092, 119 S
i Y i

. Michelle ] White, Rankrupicy Reyorm omd Crecllt Cards, 21 1 0F BEooed. PERSS. 175, 1B5-163
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Lhachange, 35 Kax, L. REw. 353, 558 (2010)

&5 Paul W. Bonapfcl, 4 Guide fo the Small Futfeers Revegonination Aot of 700 F, LINTTED STATES
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I11. A BRIEF BACKGROUND OF NEGOTIATION TN BANKRUPTCY

Bankruptcy usually begins with the filing of @ bankruptcy petition, similar 1o
petitions in other courts, the petition describes the factual situation of the debtor that
led them to file for bankruplcy.® Once the debtor files its petition in Chapeer 11 it
becomes a “debtor in possession™™ as it continues operating the business while
preparing to liquidate or restrecture its enterprise.”’  Simulaneously, the filing
instinates an automatic injunction agains: debt collection efforis by all croeditors,
whether those creditors know about the bankrupicy or not.™ Vielation of the stay
con be extremsely injurious to the violating creditor as insignificant actions swch as
sending an email regarding the balance of an old debt can be viewed 85 an attemp
to collect, which may result in the elimination of any claim to that debt, punitive
penalties, and severe sanctions.™ This injunction, known s the “automatic stay,”
can also rewind the clock and allow the debtor or their trustee to sue for a retun of
any debt payment over S600 that was paid within the previous 90 days.™ So, the
“automatic stay"™ is a powerful tool for struggling businesses 10 control their
entrance 1ato bankruptey by halting the cloims collection process while providing
opions o ne,gm'au with creditors who worry that they mey not be able to colleet
on their debt,

A Repayment of Claims

Chapier 11 allows a debtor seme flexibality n determiming how it will pay back
iy creditors.™  In order o have this freedom, & debtor must file a plan of
rearganization with the bankrupicy court, which includes a repayment plan, a list of
potential creditors, and wrinen disclosure of the debtor's assets.”  Disclosure
siatements are essential to a creditor’s claim because they provide information about
other claims, liabilities, and business affairs that indicate the bealth of the deblor's
business. ™

&9 See FED, B BANKR P. 1007 (201 £f seer aleo 1] ULS.C, 5§ 301, 303 2018}
0. The Debeor in Posmession (DIF) i the Buines. debice thal continoss ois operstions whils in
, eflem whille it preperes to roonganies

TLO00 ULSLC § 1000 GRO1EL

72, The aulomatic stiy pronides very sirsst limiis on ey effon to collect a debd. Crodiftens who res
afoul of the sctomabic stay may have Bseir clasm diemibssed and may be charged lange punitive danage.
Collection afiempts can e anyibing (hal can be inlampretsd &= en alfempl 86 convines o debior @
relincuish their property. They may be barmiess such s the “friodh™ reminder notics that a debior has
a carenl halenes of $100. 11 US.C. 8 363 ot s,

73, A posd example of the power of the stomatic stay muay be Smsed in i re Duemace Leonard
L, Case Fo, 19:21 198=C-T (Bankr. B Cal Fob, 6, 20200, See pemeradly 11 U150 § 362 (201£).
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Hoara, 38 AM. BANER. [N5T. [, 2B {Sep. 2019) (sdvocating Sor prepackaged plans becamse debiors can
rewind debt collection of any amount cver S600 whick creairs § strong incenfive 10 sepitislc with &
debior and preven! lapess st Banlonpucy )

4 Engnmuﬂfrlll.lﬁf.' £ 362 (2013).

6. Bryast P Lec. Chapver §87 imagining Fumire Uber of 1 LLE.C. 263 te Accomplith Chapser 7
Liguidation Goal in Chapeer || Reorganizarions, 2009 CoLLsa. Bus. L, REv, 530, 533 (20050,

77, Lange sompasses that flle for baskrupicy oflem bave thowands of cradison: bowever, i i reely
worth te crodhilor *s ifeme to file & claim (or an msipficant ssount. Addisosally, because of the complex
nalgss of saedem business, debtors may not know who bas o elaim aad g they file only the claims they
ke aboul with the court. 11 ULEC. §5 1121, 1035 (2018}
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Generally, the debtor has rwo avenues available in a Chapter 11 proceeding.™
The first provides that a debtor can liquidate its assets and use the proceeds o pay
off the claims of creditors. ™ This option almoest always results in a cessation of the
debtor’s business due to the loss of operating capital and loss of collateral which
could be wsed to secure future credit.® Secured credifors will be paid the fall value
of their claim, while unsecured creditors will be paid in a priority schedule from
whatever is lefi over afier liguidation.™ The priority schedule explains what level
of importance cach claim might have, more important social welfare isswes have
higher priority and less important issues have lower prionn.® These priositics
dictate that the highest priority creditor gets paid first, then the next and the next
umil the money rens out o, i there i3 any money left over after the prionty creditors
are paid, unsecured creditors are paid pro-reta from the remainder,™

Second, the debtor can create a plan of reorganization wherem it proposes ways
that it can pay off its creditors wsing its future income or other financial assets. ™
The plan often mcludes very detailed information abouwt all facets of the debtor’s
busiress, which incemtivizes communication between the debtor amd eredibors
because the plan’s confirmation requires majority approval of crediors® Few
creditors want fo vide for a plan that promases delayed returmns when a quick sale 15
sure 1o get them at least some small retum on their investment, ™ This risk of loss
compared to possible payout has created o controversial claims tradmg market
where parties with relatively small clnims will sell or trade their interests to other
parties whe in turn will have & say in the reorganization planning process.™ The
risk that a proposed plan of reorganization will fail thus incentivizes creditors to
rezolve the bankrupicy proceeding as fasi as possible.™ As & resull, all paries
involved nepotiate among themselves to create the most muneally beneficial plan,
3o they will be paid quicker from the ever-dwindling funds of the debtor’s estate.

TE e 101 USIC § 363 (2008); seealeo 11 USC 8§ 11200129 (hO0E).

&0, This rarely bappens in & Chaper |1 proceeding because the cost of filing and remaining a "debior
i poksession” 18 extremely bigh. Yot deobdors who meet e minimum debt gualification will coovort
banirupicy inko a Chapter 7. The Chapter T, or "m0 astet’” bankneptcy is ofion wed by emall boiisciscs
becae i lends 8o ol imenaic vasd swathes ol dobd HabiBty. See Lec, supra nole 76

E1. Dennis J. Coonolly, Carrent Jirues Brvodving Prepackaged and Prenegotialnd Plane, 20 AN
FURY, OF BANKR. Law PArT 1§ B [(2004].

2 11 UEC, § 307 (20IE)

g M

Lo lmmmtﬂl'ﬂ'ﬂ.

B 11 LSC. § 1023 (2008,

At Connolly, suora mote 81 (explaining that oreditors who do not vote are ssveswed (0 consent snd s
thery must mither voice their concemns at the croditor committer mecting or else they will be consrderad
ta have voted i line with the debeos™s proposal) See 10 ULSOC § 1129 (1015}

87, L, ey nole 6, &l 55T

88, See Adam J, Leviting Baskraproy Markes: Making Seepe of Claims Troding, 4 Broox, [ Core.
o, oo, L 54 (20000, By pév Hiied, suprs sbe 7,

859, Connally, mupe st 1.

S0 Levica, supr note 85, m 93

109
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B Creating a plan to exit bankruptcy

Once a debtor propeses a plan of reorganization the cowrt oversceing the
bankruptcy proceeding will schedule o § 341 creditor mesting.™ At this creditor
meeting, the creditors voice their objections aml concemns about the plan while
putting forward their own proposals for how the debtor's asscts should be handled.™
If the creditors reject the plan the debtor may submit another proposed plan that
sddresses the concerns of the creditors. ™ A key component of the deblor's plan,
argusbly the most contentious aspect, is the classification of claims ageinst the
debtor. ™ The classification of ¢laims creates groups of creditors with simalar claims
and proposes how those creditors’ claims will be addressed ™ Because the debtor
can control how creditors are clnssified, the debtor can create classes that operate
1o their own benefit ™

When creating their plan of reorganization, debtors can assign their creditors
into different classes to vote on the aforementioned plan.® Typically these classes
are grouped by the similarities between the creditor claims.™ For example, trade
creditors are placed in the same category as other trade creditors so that the supplier
of widgets and the supplier of fidgets share the same class of claims,™ However,
while there may be a class of trade creditors, a creditor with & uniguee claim may be
classified separately since it makes linke sense o combine 100 creditors with 100
dollar clzims with a creditor with a 1.2 million doltar ¢laim. The large creditor has
such a disproportionately large claim that the 100 other ereditors would lose all
inflwence over the plan. Because the large claim is so large, 1t creditor could speak
for the enire class which would obviate the copcems and votes thay the smaller
creditors might have had in their oom class.'™ Classification is a powerful debtor
tool becouse debtors can assign creditors into groups so that creditors who would
nommally vote against the plan of reorganization would be forced into a group of
plan proponcats.’™' This effectively reduces concems about a dissening creditor’s
vote preventing the confirmation of the debtor's plan. ™

91, A § 31 mesting is a mandstory mecting where credilons have thelr firm cppommity (o bear the
dekaces propeed ples and tee United Seates Trustee's scheduling sead eversight plan. 11 US.C. § 341
(2018}

G2 MURC § 26208

1. FER. B Basiks. P 3007 18 LS.C§ 1125 (2016

3. Conmclly, rpra nols EI.

5. 10 LLSC 66 1132, 1123 (2008} The classiicason of chims mus be mak & goed fuds This
oreates concems about antificial Espalrment aad chim nullification ihat operases contsry 1o (he paaks of
e Bankngbcy dymses Sev Bn re Quigley Co, Inc, 437 BE 102 (Rankr. S.0N.Y, 2010} confra f re
Vil A Caoep Borwie 1, L P, 710 F 5d 259 (Sth Cir. 2003

W5, Conrodly, syore note 1

G MMUSC§ 1129 (2018).

95, im re Bos. Post Bd. Lod. Pship, 21 F.3d 477, 480-91 (2d O, 1594 See also Matter of Greysions
L1 Roint Wentare, 995 F.2d 1274, | 281 (St Cir, 1990], o ek g (Feb, 37, 1992} Oreparone is onc of fhs
maat cited camrs whien courts comsider whetber & clabing classiflcason is proper or improper. The cas
also serves as ihe Basis Bohind a clrcuit splic sbout classification of clamms and conficmation of plass
under 11 ULS.C 85 1121-22, 1128 (2018).

0. See Iy re Quighey Co., lae, 437 BUR. ok 102, comtra frre Wil At Camp Bowds |, LP, 700 F.34
239 {3k Cir. 2013}

N0 A e Arperion Pharm., Ime., &35 B 3, 81-30 (Raskr, S.DNLY, H0LS),

O, iw re Bos. Post B Led. Pship, 20 F.53 477, 460-81 (34 Car. 1 954)
b2, fe re Anperion Pharm., Inc., &5 BR. 22, 31-3] (Basie, 5.DKY, 2019).
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Another ool for the debior 1% artsficial i.l'|1FH'|III'|'|'I¢|1|:.| which crestes a de minimes
impairment to creditors.”™ The purpose of the impairment is 10 create an impaired
ctass that comsents o the plan.'™ The Bankmupicy Code requires that there be at
least one class of impaired creditors who vote to approve the debtor's plan. '™
Section 1129 of the Bankmptcy Code reads:

with respect to a plan, the courn, on request of the proponent of the plan, shall
confirm the plan notwithstanding the reguiremients of sech paragraph if the plan
dipes not discriminate unfairly, and is fair and equitable, with respect 1o each class
of claims or interests that is impaired under . . . the plan,'™

This section allows creditor classes 10 be separated into different groups and,
50 long as the debtor can justify their method of classification, the court will force
confirmation of the plan over the objections of impaired creditors.'™” The antificial
impairment of classes is important because it limits the power of the crediior o
negotiate for betber terme and instead allews a debtor to neatralize the concems of
some of its creditors."™ The debior neutralizes possible objections by creating a
class where individuals might object to the plan but the majority will vole in favor
of the debior's repayment plan,

. What to Expect Once the Debtor Exits Bankrupecy

COoce a plan has been confirmed, the deblor 15 on track to exit banknuptcy. ™
The debtor is no longer bound by the debts that it incumred before its banknapicy,
although it is still liable for the repayment terms it negotinted with its creditors or
for the debis incurred after ihe initial bankruptey fling.""® The debior must now
file fior a final decree, in which the bankruptey coun finalizes the debtor®s obligation
to current and former creditors.’"! To obfain a finsl decree, the debtor submits an
accounting of their business assets and Hakilives, including any ather information
necessary for the closing of the case.'"* Then the court will issue a discharge order
1o each of the involved parties.'” The mailing of the discharge order finalizes the
bhankruptcy process and allows the debtor to operate its business without some of

103, Impairment exivis whene o credior does not receive fall repeymen o 5 harmed ia some woay tai
i nit es=ential o the debeors exit from bankupicy. Some of tee most common fomms of impasmment are
partial repaymend of claims (Le., payment of $9% on a debt of 51000 or delayed repayment (i.2., paymemst
plan that advocales fof repanment ovir 14 months whon it would be possible (o pary off the debst in 20
maths)

10, Mater el Grreyatoss AL keomt Viershure, #95 F.1d 1274, 1777 (5ik Car, 19905

PGS, 10 LS C§ 002%0a) 100 (200 8) IF & class of chaima i3 impaired under the plan, af beass one chuss
of cluims thas i irpuised under the plan has [0 sccept] the plan. ™)

106, 10 LE.LC § 1129 (peoviding & deiniled let of wha b reguined for the confirmason of & plan, ke
gresérst focus is on the interests of the entire group of credilons miteer than those crediions who mrght be
impaired. For en explanation of impairment aed classification’; see 11 LLSC §§ 1023, 1034 (20015)
[explasmng rmpsirment and class Goation

107, wamer of Grsystene Dl Moinl Vistoee, 995 F.I1d &l 1277; See alre In re Novindas Corp., 585 B
145, 156-57 (Hith Cir, BAPF (Cala ) 2018

HIE, Mesier of Cireystons 1 Jomt Venturs, 395 F.24 1274 (5% Cor. 199113 Sre alic b re Novissda Comp,,
SB5 BR 1495, 136-57 (10 Cir. BAP (Colo ) 2018k € #w re Ditech HolBag Comp., Mo 19-10412 (LG,
2019 WL 4073578 {Eln.l:r. LMY, Aug. 2% 209

109, 18ULSC§ 1141 {200 8]

LI 10 ULSC §8 524, 1041 CHOIE)

LLD. D0 ULSC § 524 (201 8)

112 b

113, d
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the debt and contractual obligations that had previously restricted its business
operation.'!*

Before Jevic, debtors could use a structured dismissal''* to aveid exorbitant
bankruptcy costs, therein the debtor and creditors would agree on how each group
would be paid and then file a motion to dismiss the bankrupicy case.”® Structured
dismissals have been a relstively untouched area of bankruptcy law until the
Supreme Count determined that priority payments also apply to structured
dismissals, which operate outside the jurisdiction of the Bankruptey Code.''” The
structured dismissal shares common features with the prepackaged bankruptcy
plans and as such should operate under the same restrictions. It is importast to keep
this overview of bankrupicy in mind as this anicle addresses some tools that debtors
use 1o avoid bankruptcy or at beast minisvize its impact

. THE PEMA: A DERTOR'S ATTEMPT TO BARGAIN ITSELF AWAY
FROM THE CLIFF OF BANKRUTFTCY.

The prepackaged plan is a business ool frequently used where a debtor, who
anticipates imminent bankrupley, stempts o negotiate with its creditors to resolve
its delbts and payment terms before declaring bankruptey.!'® This section examines
the variety of plans that are developed hefore the debtor files for bankruptey, these
plans will be referred to as Pre-Bankrupicy Negotiated Agreements (“PBNAs™) or
prepackaged plans.'"® The core elements of these plans are that they are negotiated
in anticipation of a bankrupicy filing, they create an agreement regarding the debes
of the debtor, and are designed 1o shorten the time spent in bankruptey. This can
be beneficial fo certain creditors involved because they may obtain preferential
repayment terms, alternntively it can result 10 a disagreement that precludes further
negotiation, effectively forcing a drawn-out bankruptey where all parties suffer. '™

114, Id

115, A streciuned daessal is a dismissal of & bankruplcy cass coupked with soss: or &l of the following
piditions| provaioads in the dismissal ordar moleases of serain claims, progocols for combieing and
parying cluims, manafer of funds 5o unsecurnd crodaton end peralned jurisdiction by the bankropioy coun
owver cerain posi-dismissal maiters. Peter M. Sweessy, Delmware Firws froes the Bench-Siruciured
Disrsivsals, d BLAKELY & BLAKELY . i, 4 {Winger 2014},
hitp:iimeww bandblaw com/neasleftenanchived 2014 WinterBBCmrierly. pdl: see aise kay Indvke, etal,
Chapier || Sprwctured Diseiesals: Fanble Exie Srategy O bpermicsible Under Bonkrupice CodeT
STRAFFORD (Oct. 28, 2004), hop:iredia wenlfordpub.conyprodocty'chapior-| | -stnictanod -dosais -
viablo-cxil-atralegy -Ge-rTpertakihle: underdankmploy -code-J01 4-10-2Ripresentanion. pdi,

116 Fn e Boaflel Pamners, L, Mo, 14300589-HOH- 1 1, 2004 WL 3715804, a1 *4 (Bankr, N,D. Tex.
Nuly 28, T014) (halding dua §5 1034e) mnd 111 2(5) apply s structured demisaty s the remedy “is
cieasly within the sphere of authority Congress mtcnded to grant 10 hanknapley cours in the comtext of
dismissing chapier | | cases.”)

117, Blumenstiel o ol mgea note 3, 8 1011,

118, Peretore, e note (081 1516, 18,

i 189, This is sn importan distinction bocause there arc 8 number of i fferent classificati ons including
receiverships, sabe law compaositions, £tc.; | have bamgsed them ogether because of the thared asribules,
S0, thisk section addresies metheds of resolving nsodvency outsids of banbruplcy. The vidd majoriy of
thobe types of plasi oeour prior 1o bamiorupicy, bowewer, the structured dismisaal shams ¢erain
characteridics & il epoers outisde of beakrupicy aad involves significan| nogotiation sboul Uic patese of
the partics” obligation, S, fof the porpose of this secton strechuned dismissaks will betreansd & FERNAS
v Thousgh they are Poat benlouptcy sagotissed agreements.

120, Win, GorsHas & Masces LUP, REokoasianag Fartivg Busivessrs: A Qosraianing
REVIE® AND ANALYER OF FRaasClal RESTRUCTURDNG ANT BASINELS REORGANIZATION |2 (2004}
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Chapter 11 and the prefiling penod function along the fines of o classic
econtmic exchange similar in a sense to the "Lets Make a Deal™ approach. '™ The
partics 1o a bankmuptcy come primanly to deal and frade, not primarnily to fght. The
wading is not always gensle, but neither are real markets. ' Mevenbeless, in the
Chapter 11 arena, all fighters should lock for the opportunity 1o deal "™ [deally,
these negotiations oceur prior to fling "

At that point, the typical debtor iz already in default or is insolvent, so they
cannol susté#in bong term operaton because they camnot mest ther debts and
obligations.”™ Accordingly, management decisions are condensed and the debior
is in a near-constant crisis management mode.'™ This means that if a debtor wishes
b0 continie operating. its opiions are limited.'”" The debtor can resolve this lack of
long term control by using & pre-negotiated plan of reorganization in which they
negetiate the terms of their reorganization before filing for bankruptcy wnder
Chapter 11."* The business anticipating bankrupicy conducts negotiation and
solicitazson of their plan using non-bankruptey baw but implements the plan through
a Chapter 11 filing.'™ Otherwise, they can enter l:tml:nq:ﬂ-t:jgI without a firm plan
and spend months or vears in limbo as their agsets dwindle.”

A prepackaged plan offers significant advantages over other options.  Some
courts have noted that these plans are preferable to cther bankreptcy options.'" The
prepackaged plan offers greater conirol, lower admimisirative costs, and less
business sirophy due to filing." Prepackaped plans tend 1o sperd significantly less
time in bankruptcy between the fling date to the entry of a confirmation order, '™
During the 1994, the time companies with prepackaged plans spent in bankraptcy
ranged from 42 10 123 days,"™ compared to the average of mon-prepackaged

121, “lets Make & Deal™ i g selevision show that first aired in 1563, On the show coniestanis would
be offered something of value and would be givem the opportasity to beep the item or trade for ancther
itom thas might be worth more or might be werth leis.

122, Willisn L Hallam, Lod's Make A Deal: The Tivied Circult Apprones S fornd Dismizaly of
Chapter ' Bonbrupicy  Cas,  HRoscnberg Maim  (ienborg (Sepe 2016
Bt e Tosenibe nEmna min Som wp-coatent vpdead W20 |6 T L cti- make-a-Seal pdi,

133, MacDonald, Muclorald & MacLeod, Fietures Ane Woak ¢ Nwnsand Bords: Cadecananaing the
e [T Procees Theough Mokl ond Stessdasion, Advanoed Basirupicy Workshop 833, 867 <151

(1558,

12d. Mark E. MacDonald & Deren W. Perioms, Prepockaged Chapier {1 Plams The Alernarior o
“Froe Fall™ Bowbrupicy, | ] BareEn. L & Prac. 31, 30 (1990

125, fd

126, i re Andcom, [ne., 373 B.R. 756, T61 (Banks, M. 01 200T%

137, i

128, MacThonald & Perking, supre eote 124, al 32,

126, 10 USCES 1O e snq (3018}

130, MacDonald & Perkins, supra pote 134, at 52,

131, id

132, id st 33

133, Epe fn re Combeetion Eng'p. Inc., 190 F34 190, 201 34 Cir. 2004} e re J T Therpe Co., 308
B R 782, T2 (Bankr. 5.0, Tew 2003 ree graeraily Rosabd Basliant, Dimitn G Karcaees, & Adne M,
Skerry, From Free-Faill to Free-For-All The Rie of Pre-Pockoged Arbesios Baskrupicies, 17 An
Barxp L. BEv. 241 (2004) (sddrcsang the changmp landiaps of aiboited bankrupicics and e
suceeiaci of prepackaged plans in handling mounting Fmancial pressured from on ligation).

134, MacDonald & Perban, sipra pote 124, 51 33
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Chapter 11 cases of 45010 530 days.'™ Generally, the less time spent in bankruptey
the less money there ts that goes to lawyers, bankers, and other professionals.

B Benefits of Prepackaged plans.

As a resull of the decreased time spent 0 bankruptcy, the popularity of
prepacknged plans has exploded™  The prepackaged plan became the
rearganization tool of choice for firms that needed to reorganize in the mid-2000s,
with asbestos companies as the leading advocates of prepacknged plans as an
alternative to insolvency and liquidation, '

Prepackaged plans in anticipation of bankrupicy have been extremely
successful'™  The extrajudicial nature of these solutions promotes greater
cooperation and imteraction than exists within the judicial oversight of
bankroptcy.™ The cooperative nature of a prepackaged plan increases the
communication between parties, however, these plans function as last-ditch
solutions.'* The rules found in the Bankrupicy Code provide & fremework for
debtors and creditors who fwl 1o negotiste, bul most parties know that an
unwillingness to work with others will severely harm their interests,"! One of the
most important considerations is that any son of prepackaged plan is a setilement
and is far more preferable than lirigation "

The Bankruptey Comenittee of 1973, as pant of is recommendation for a
comprehensive new bankruptcy act, stated that under the new proposed law
“[e]reditors . . . will be provided more effective representation and an enhanced
bargaining position.”"" The committes”s goal was 1o separate the oversight of the
bankrupecy judges and referees'® and allow debtors and creditors to meet together
and prepare & plan of reorganization so that the costs and conflicts of bankruptcy
would not interfere with the continued operation of the business.' Due in large
part to the commission’s effors, reorganization and prepackaged planning were

154, Rickand M. Hyncs e al,, Nathosa! Sy o fofeicisal Chaprer 1 Dankrupicies, 15 AM BANER,

InsT. L. Rsvm.l.'is-ﬂuun;u

136, David | Swan & Thee-Doan Phan, Prapackaped Plans de 2 Hours, Al Bascr. N6 1, Sept.

TON%, al 26, 23, [Showisg that soeve of the largest reorpanizations possible coomsrod in dheon mmzests of

time, "Amesal Energy Holdings completed its reorganizition within | diys s Februany 2018, bomes

Faergy cmerged Fross banknspacy in May D019 within 33 dage of file=g for Chageer [1; ca Feb. 4, 3009,

FullBesssy Heseds Holdmgs Com. had its plan confirmed within 24 howes: s on Muy |, 2019, Sungaed

Axailabilicy Services’ plan was confirmed within 19 hours.™).

137, Ronald Barliset et al, From Free-Fall i Free-Fardll The Rise of Pre-lackaped Asbertos
12 A Baskr. s, L Rev 441, $63 2004}

136, Swan & Fhim, mepes nole 136, 62 I35

130 Bhar Mot do Pail be @ Chager [T Plas, A Bankr. Inst © Midweaters Tankr. Coaf, Kanges City,

Sbo (Ot &, 20195

140, [d Bee afvo Btervicw wath Dis Dooley, Fiaancial Advitor, MormAndenon, n Kaniss Ciey, Mo

{02, &, J0I%).

141, Segpre gots 135,

142, PRRETOAF, reyoec note 00, s 15

143, Commission on the Bankrepicy Laws of e Uniled Saees, Report of the Commlizion on the

Bemkraprey Laws of the Umied States, 19 THE Bus. Law. T5 (1973),

144, Referees we o refic of ihe past, bowoves, they aciad in an sdminisitative capacity comtrolling the

m:mdﬁh&w:mhmdﬁ Sheel Jr, The Ganius of the 1808

Barkrupiey Act, |5 Banxr. Dev. ). 321, 338-340 {159).

145, Commisson on the Banknapey L of the United Sties, mpra note 143
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permatted and the goals of the commussion were sccomplished. ™ Az a result,
negotiotion hos become integral to bankrupicy us debtors and creditors wtilize it to
maximize their retums and minimize the costs involved with insalvency. '™

That focus on negotiation is nowhere more apparent than with PBNAs, as the
“agreenent” aspect implies that negotiation between pamies prior 1o the fling of &
banknupicy petition is of the utmost imponance "* One of the greatest benefits of
this cooperation is an acknowledgment of debL'* In order to induce the creditor o
agres 1o an altered plan of repayment, the debtor must acknowledge their full debt
linbility, “including late charges, attomeys® fees, and expenses.™™ [t is to the
criditer’s advantage to enter inte 3 nevw contract with the debtor that substantially
aliers the terms of the original debs, doing so may decrease the debtor®s debt in the
shor teren but it allows the ereditor w collect higher interest for longer periods of
time. ¥ There may be questions of faimess where a debtor is so desperate for relief
that they must accept the unsatsfaciory offer of the craditor, however, this
unsatislactory offer benefits both debeor and creditor as it resolves the issue of their
debt.™? Without negotiation between the debior and its creditors, creditons would
institule & “race 1o the courthouse™ competition where the first creditor 1o file &
foreclosure proceeding would triumph over other creditors, essentially dooming the
debtor to liquidation and cessation of its business, ™

Another benefit to the use of prepackaged plans for debiors end credivors is that
individuals at any debt bevel can use them ™ There are no statutory limits on the
amount of debt that can be negotiated, as a resule, both the small mdividual debior
and the multbillion-dollar corporation create workarounds that allow them o avoad
the burden of being forced into bankruptcy by their debtors."** This is beneficial 1o
the creditor because there i o significant nak that the debtor might liquitate rather
than recrganize, which might result in o diminished retum. However, o prepackaged
plan almost guarantees that there will be continued business and continued payment
o the debt.'™ As a result, the creditor has significantly lower upfront costs bocause
they do not need o retain as many professionals and spend as much time and effort
working on approving a plan while the parties are outside of bankruptey ** Despite

146 Zee Jfu re beppson, 66 BLRL 265, 283, 20596 (Bankr. [ Uiah 1986} JSemson provides one of the
mosd cocnprehensive anda s by a hanknaptoy court of the danpes %o prionty under the 1978 Baskrupicy
Code cosrpared 10 B2 1898 Baskrupiey Ac, The coum clamfod ol deiclosure saliseniz weie &
premequiisss 10 confirmason of a Chageer 11 plan, Additonally, crodion mist whil scccptines of
repitaie of b plish Torn £luim hiplders hefire Soum wall prdrads i foaacn!,

147, /b w1 2B

148 i mi 25X

149, e re leppaon, &6 PR 3409 (Benkr. D Utah 1588),

150, PERETORE, riypra mote 10, ol 1516

15F. PERETORE, suypra mote 10, as 18-19. The contractual nature of the workoul can creabe am entively
nirar bype of debt srocmest tan exisicd criginally and a8 a result the crediter ¢am sgseerfy 1omme: Bl the
diifor wirald 8ot Bave agoi] 1o williiast the Jursid of Béir sifuilse.

152, Few NELSON, KT, AL, fagera DiHe 4

153, 4

154, Prepacikaged plans eceur cutnde of hankropicy and while they nead to be coafirmed by &
bamirupicy oo, they do pof peovide o requinement on dee aesount of debt that can be pepotisted.
Wiheress Chapiers 7, 11, 12, 13 and 1% ol provide some som of diebt limin to control who msy use each

chapier.
135, WEIL, GOTIHAL & MAKGES LLP., swpve cote 120, o 10,
136, Jof a1 T
157, do a1 000
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some of the hardships, both debtors and creditors benefit from the negotiation
prompied by pre-negotiated bankrupicy plans.

(o Problems with Pre-Bankrupicy Negotiated Agreements

A large concern with the prepackaged plan is thet this type of workaround is
extremely ineguitable '** PBNAs do not require the unanimous consent of creditors
and many creditors will confirm the plan to ensure they receive some payment,
although it may be more beneficial for smaller creditors to drag a debtor through
litigation."™ These dissenting creditors may be able 1o drag their feet long enough
that the debior will sweeten their offer or these ereditors may want 1o harm the
debtor by increasing the deblor's costs through a delay."™  Prepackaged plans
require far greater agrecment among creditors than a traditional Chapter 11 plan.'®!
A plan in bankrupicy requires a § 341 meeting where a majority of creditors
participate and confirm the proposed plan, but a PBNA binds the creditors 1o a
contractual agreement that rensains valid after the filing.'™ While many creditors
may approve of & proposed plan because they would rather get some money rather
than risk a rero payout, creditors who are unlikely o be paid in bankruptcy have no
incentive to cooperate and confirm the plan,™ This lack of cenainty presents a
significant financial risk to debtors and creditors who want a plan 1o succeed, and
can very well scutile plans of reorganization. "™

Few if any banks or lending institutions are willing 10 provide capital 1o a
business that is in the process of fuiling and those that do provide credit only do so
al steep interest rates.'™ The few lending institutions that are willing dmvld-:
new credit do so at terms that ensure the debtor will never pay off the debt.'™ While
others, like management finms—who contred the debtor’s operations and provide
cashilow while nepotiations are ongoing—require an wpfroat payment and then
require additional payment to the extent that most debtors cannodt stay selvent for
long given their newly acquired debt obligation, '

PBMNAS lack some of the structure and consistency provided by negotiation in
the confines of bankraptcy. Instead, the prepackaged plan operates like the Wild
West, where almost anything goes and aggressive underhanded dealing may benefit
a party far more than camest and honest communication.”™®  There are limited

156 Jof ar D11

189, Jd

g0 Ad

161. Pre-packaged plans roqase ghat & eourt spprene the flaal plan, bowever, the deblor docs not face
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options aside from business lgeidation or some state law remedies to resolve
business debts.'"™ There is no judicial fall back for parties who cannot agree, they
cannot petition the court to set the terms of their agreement, instead, their
disagreement resuits in a freefall into bankruptey. '™

L Prepackaged Example

Most debiors’ rights groups and creditors recogoize that the lack of judscaal
oversight in a prepackaged bankruptey is a significant issue,"' Instend of using
creditor commuitiees, trustees, bankruptey fudges, and the rest of the judicial system
to resolve msalvency issues, debtors amd creditors are left o resolve disputes and
disagreements among themsehves,'™  This is far from beneficial because such
disagreements tend io resemble the petty squabbling of children rather than the
composed and progressive bargaining of competent and sephisticated parties. For
cxample, T re Charter Comaturmications involved one of the largest prepackaged
reorganizations ever attempted. '™ Therein the debiors attempred to restructure one
of the mest complex welecommunication businesses in the United States with a
pmpa-ﬂ!u-%d plan, restructuring dozens of Chanter Communication’s internal
entities. "’

Charter and its bondbolders were well aware of the impending crisis and
engaged in “high velocity negotiation” in an attempt to prevent a long and costly
bankruptcy.'™ These efforts were successful as Charter received a confirmation of
its prepackaged plan after only 13 days.'™ Howewver, its creditors fought toeth and
nail to reject the plan that they had been forced into."'™ They complained that they
had too little control in the confirmation process compared to what they would have
iraditionally had in bankruptow.'™™  Funbermore, they claimed the proposed
implementation of the plan lacked oversight by government regulators such that the
creditors would be rreated worse then of Chaner had gone through o true
bankruptcy.'™ These types of complaints demonstrate some of the sticking points
that make prepackaged plans so dependent on negotiation, While PBMNAS reduces
transactional costs and may result in a successful reorganization, this resull may not
be in the best interests of the parties, as such, PBNAs may create some unwantad
consequences, a few of which are addressed below.
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E. Issues That Arise From Prepackaged Plans

The use of prepackaged plans faces significant condernnation by ereditors.'™
These plans provide a creditor with two unsavory options: 1) sccept longer-term
repayment of their loans on possibly poorer terms,' or 2) face the expensive
Chapler 11 process which will reduce the amount that the ereditors can recover from
their debtors. '™ This issue is compounded by the lost time value of money as the
creditor wait months or years to obtain a pitance of what it bear. '

Creditors, especially in small 1o mid-sized insolvency sinuntions, would be far
better off using o PBNA or other state remedies to avoid the skyrocketing costs of
the panoply of professionals invalved in restructuring.'™ Because of the inherent
danger of insolvency, most professionals require payment upfroat, otherwise if they
wail they will not be paid "™ This upfront payment to professionals further limits
creditor aceess 1o the funds they anticipated.'™ Those creditors have no say in the
matier and cannot negotiale a payment stuctare because the services provided by
the professionals are essential to the successfisl payments of the creditors” claims.'™
Sa the creditors wart and watch as the proceeds they were counting on dwindle as
their lawyers, creditor comminee lawyers, debtor’s lawyer, and the different parties
financial advisors, accountants, investment bankers."™ and restructuring advisars
all take their cut before any resolution happens., '™

F. Strucnred Dismissal as a Posi-Bankrupicy Negortated Agreement

A structured dismissal straddles the line between bankruptcy and non-
banknuptcy Law. It exists because a debitor is trying to avoid the administrative costs
of a bankruptcy proceeding, however, unlike the prepackaged plan, it does not take
place before the bankrupicy. ™ Rather, the structured dismissal takes place during

180, AR Panel, mgre noto 164

131 Sea NELSON, ET. AL, mipna polg 4.
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the bankruptey proceeding as the debtor attempes 1o have i1s case dismiszed because
it lacks the assets necessary to continue with an expensive bankrupicy case.’™
Structured dismissals are pttractive because they are cheaper than Chapter 11 plans,
which require costly disclosure and creditor voting.™ The stnsctured dismissal is
essemtially an agreement between the debtor and creditons that assigns the rights and
responsibilities of cach party before the debtor seeks a volumary dismissal ™
These agreements generally address consoludation of claims, operations of the
business afber dismissal, limits of debn seguisition, apd other nommal corposate
transactions, '#

Structured dismissals are relatively rare, although the consensus among
bankruptcy cowrts 5 that they ore permitied 05 o non-statutony tool to resolve o
debtor's insolvency."™ Structured dismissals are governed by Bankmupicy Code §
363, which deals with “non-ordinary™-course uses of the property.'™ Generally,
before & party may file a motion for a structhured dismissal to conclude its
bankruptey case, & § 363 sale occurs.'™ Under & 363, the debror or trustee may sal]
any asset in which the debior has a legal or equitable ownership interest dunng the
bankruptcy case.'™ If there are no objections the sale will typically proceed.™ If,
bowever, there are objections, the bankruptey count will determine if the sale is
appropriate ™ There are two types of § 363 sales: 1) those made in the ordinary
course of business™ and 2) those made outside the ordinary course of business, ™
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Sales conducted i the ordinary course of business enable the debtor 1o continee
business operations while in bankruptcy, subject 1o court approval of the sale.™
Sale outside the normal course of busingss requires notice and hearing on the
dispensation of the property, this notice and heanng is & prerequisite to a sale
because it provides creditors with the opportunity to object, ™ Section 363 sales
are increasingly used by debtors that wish to sell substantially all of their assets
instead of attempting 1o restructure through the Chapter 11 process.™

Debtors often utilize structured diseissals in one of three scenarios. First, the
debitor is unable to pay administrative costs o fund its Chapter |1 plan.™ Second,
the debior has sufficient funds from the asset sale vo fund their plan, but doing so
would limit the funds available for creditor distribution.™  Third, the debtor has
unsold assets following the § 363 sale and creditors agree 1o negotiate an out-of-
court agreement 0 administer these remaining assets M Each scenario
demonstrates that there are insufficient sale assets fo make neceisary payment
distributions to creditors and fulfill a Chapter | | reorganization plan.

In order to receive confirmation of 2 siructured dismissal, the movant must
show cause and the three aforementioned scenarios constitute sufficient cause,™”
Whereas the standard Chapter 11 dismissal ends all count proceedings,™ a
structured dismissal ends all court proceedings and contains varying “bells and
whistles,” such as the osders, setthements, and provisions that continue o govemn
the dismissal,*"

There are several benefits and concemns associated with these pre-hankruptey
negotiated agreements,  Despite copeemns about the use of PBNAs, these plans
encourage debtors and creditors to negotiate for better terms and lower cosis than
they would have had in bankruptey.®'? The use of PBNAs as non-statutory
bankrupicy 1ok allows ereditors and debtors to negotiate for favorable terms rather
tham being forced into and through the bankrupicy process.

. THE CRAMDOW™S PLAN: THE DEBTORS ALTERMATIVE TO
UwFAvVORABLE TERMS

In comtrast 1o the prepackaged plan, a eramdown plan 15 & 1ol for debtors o
resolve payment disputes.®? Several aspects of the two plans ane similar, due in

03
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large part to their shared purpese,™® The cramdown plan functions exactly as it
spunds, it allows o debtor to force down creditor objections and get its plan
confirmed by the court.”"  In the carly 2000s, many bankrupicy practitioners
azsumed that the cramdown plan was on the way out as is usage dwindled ™™
Howewer, the morigage crisis of 2007-09 brought eramdovwn plans back into focus
as competing mortgagees jostled for prionty and repayment of very limited fupds 117

A The Background and Advaniage of the Cramdown Plan.

A bref overview of the operaticn of a cramdown may be important to
undersiand some of the finer details surrounding debior and creditor interactions,
such as the negotiated interests that this amicle addresses. A cramdown s a ool
used during the restrecturing of a debtor®s debi load, since restructuring requires
confirmation of the debioe”s plan by the creditors, agreement between credilons and
the deblor is pecessary. ™!

Regarding Chapter |1, cramdown & provided in § 1129(b) of the Bankrupicy
Code.™™ It provides that for 2 plan to be confirmed over the valid objections of a
creditor the proposed plan musi not discriminate unfairly and muost be fair and
equitable with respect to dissenting classes of creditors. ™ The Bankruptey Code’s
language provides for a cramdown of & dissenting class if!

aj Al other mandatory confirmation reguirements are safisfled except the

impaired class requirement, which states that at beast one impaired class
must have accepled the plan.

b} The plan cannod discrimimate unfarly against any impared, non-

consenhng class,

€} The plan must be fair and equitable regarding the treatment of the non-

sccepting class. ™!

T summarize, a ckass may not receive or retain value under a plan unless all
classes that enjoy higher priosiny are scheduled for payment in full unless they agree
wtherwise *! This has been described as a prionity waterfall where the money Gills
the highest prioriny creditor®s coffers with any remainder rrickling down 1o the next
creditor and so on until there is ne more money, ™ Because secured creditors have
first priority along with contractual protections, they often receive full payment on

the portion of their claim secured by collaternl with a deferred cosh payment on any
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portion of their secured claim with an interest rate far lower than their original
contract rate,™

B. Applying the Cramdown

The Bankruptey Code provides that a plan may be crammed down on secured
creditors if it provides that the holders of the secured claims retnin their liens, which
secure their clamms.®* I the collsteral is retained by the debtor or ransferred o
another, and the creditor claims and each claim holder reccives deferred cash
payments, those payments st have @ present value equal o the value of their
secured collateral ™ A creditor class™ may separately make a § 1111{BN2)
election which provides that “[the] clecting class is entitled 10 have the emtire
allowed amount of the debt related 10 such property secured by a lien even if the
value of the collateral is less than . . . the debt.™™ This complex language has a
simple meaning: whoever has a claim in hamkruptey and is subject to cramdown
must be offered an amount of money a1 least equal 1o the waorth of the collateral that
secures the debe. ™

The Supreme Court recently limited some uses of cramdown plans®™ Due 1o
the nature of their debr, a secured creditor has colluteral 1o back up their claim and
that collateral receives an in rem intcrest rather than in personam interest, which is
not discharged with the rest of a debtor’s debL ™' In Redl AX Gareway Hote!, LLC
v. Amalgamated Bank, the debtor’s reorganization plan proposed to pay the secured
ereditors the value of their collateral after an auction 10 2 stalking horse bidder. ™
However, the creditor bank, acting as trustee for the investment fund, funded the

I, 'Weil, CGotshal nnd Manages LLF, supra note | D0, a1 4-3
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purchase of the sccured collateral, then objected to the debtor’s proposed plan o
auction off the property without allowing the bank 1o credit bid for the collateral **

The Supreme Court, in resolving a circuin split, held that a debtor could not
force & ereditor o acceplt the awction proceeds while restricting their participation
becauze doing 20 would deprive them of the chance o bid which would establish
the value of the collateral ™ This ruling clarified that creditors could use all or pan
of their collateral 1o back bids on their collateral, which ensured that the creditor
could push the price higher 1o avoid an unconscionable low price.”™ This “credit
bidding™ i= an ¢ssential part of the real estate secuntization market becaase it allows
banks, as craditors, (o apply bid with the equity they have ina propenty which allows
them tw maximize their retam 2%

The advantage of these options 15 thar creditors with a lien securing the full
amount of the claim are protected if the value of their collateral increases after the
close of the case. That ks because the deferred payment acts as additional security
on their claim.™” While a cramdown cannot be used on & fully secured claim, the
same profection from cramdown s not available to unsecured and undersecured
croditors. ™ Unsecured creditors must rely on other ways of collecting on their
debr, The use of a cramdown plan is designed 1o engure thar the debior can exit
bankruptey without the secured ereditor voting to reject the plan.™® In practice, this
means 2 deblor can cramdown & secured ereditor’s elaim 1o the value of their
secured collateral, which means a house with a loan balance of 5500,000 may ke
crammed down to its actual value of $375,000, so the debtor would only need 1o
provide 375,004 to the creditor, ™

o Uses of the Cramdown

The w2 of & cramdown plan removes the advantage held by a dissemting
creditor,™  Whereas under & prepackaged plan a dissenting creditor's objection
provided an additional bargaining chip, under a cramdown plan the debtor can
propose 1o treat the dissenter fairly and the court will conflirm the propessd plan
over the dissenter’s objection.™® Althowgh this is an oversimplification, it conveys
the necessary point. 'With & cramdown, the debtor shifis onto the objecting creditor
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a reguirement that the creditor shows inequitable and unfair wearment so the
creditor can obtain a greater payment on their clam. ™ Because the central
requirement of a eramdown is thar it pays fairly and equitably, all partiss receive
the same disadvantage, because unsecured claims will be paid out with future cash
payments in the amount of the prime rate plus one to three percent.®™  This
effectively means that debtors can strip excess liens off of socured collareral where
only the value of the collateral remains secured and everything elsc becomes an
unsecured claim.™ Then the debtor would propose a future payment under the
previously mentioned rate, however, that rate does not take imto account the lost
time value of moacy of the need for immediate payment.

To illustrate the above concept please consider the following situation. Debiae
Debtor purchases o lawnmower from Carl Creditor on credit.  The lawnmower
serves as collateral securing the loan. After making some payments and reducing
the principal of the loan she defaults and subsequently files for bankmpicy.
Because of the passage of time and payments on the loan, there is a substantial
difference berween the loan amount and the valee of the lavmmower. Suppose the
lawnmower has a fair market value of 510 but the loan is for $25. This difference
could be stripped away. Debbie would be required to pay $10, which is the value of
the item, while the remaining $15 would become an unsecured debt that unlike the
SL0, is nod guarnnteed 1o be repard. Carl Creditor would be guaranteed the valuee of
his eollateral as a secured creditor, but the excess unsecured amount would be
aggregated with the other unsecured claims in Debbie®s bankruptcy plan.

Because of the nature of the cramdown plan, the panies whe receive the
greatest benefit are the debror and secured creditors.** Secured creditors cannot be
impaired in the same ways as unsecured creditors because secured creditors have
the benefit of collateral to back wp their claim.* Debtors can provide unsecuned
creditors with proposed payment terms substantially different than their onginal
contract rate. ™

To illustrate this point, consider another hypothetcal sitwation where a debtor
who purchases widgets from a widget supplier on ¢redit and contracts agrees (o pay
the supplier over 24 monthe. When the debtor declares bankruptey and proposes a
cramdown plan with a new repayment schedule of 36 or more months, that extends
the life of the debt and reduces the value of the money that the craditor wall
receive. ™ Additionally, the cramdown allows a change in the interest rate that waill

FL A

244, Till v, 505 Credit Coap., 540 LS. 465, 471 {20040,

45 If e 464

285, Hasley, rupes nobe 132, ol 512,

247 I

280 L 4%, Debiors cam prowids unsecuncd croditons wath proposed payment ke subslassally
differres tham their original contract rate, Baskrupicy s Federal Law wllows the rewniting, reaffirmation,
o repection of conmrmots. This is why it 16 0 usefs s large coampamies, hey o rejoct contracts, which
constitoies o breach, bl imoe becach of costreet clioi are unsecesed debts ghe business can pvod
paying the kage sermination of brsach loes that would Bave oocurmed cutisde of bankniplcy.

249, This may oo be imresdunsty appasent, ot dis i an application of soms baed Feancial praciples
Monsy pow |3 worth mose than the same sum in the firtura, thés present valise of money 18 cxleulated
whing e equation: Presear Wadoe =FVI 1+=rin . In other wonks, prescas walug i3 egeal i the future value
dividend by geme plus the rete of retam 1o the powrr of the number of periodsltime) beraeen now and the
fumse paymment Ser HOWELL JACKSON ET AL, ANALYTICAL METHODS FOR LAwYERS, 199201
{Foendation Press Srd ed., 2007} rew ol O Shes v, Raverway Tewing Co., 677 F.2d 1194, 1199200,
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be pad to the creditor, changing the mierest rate charged from the coatract rate o
a prime phus rate,™ This can result in a change from a contract rate of 12 percent
it 5.75 percent, 4,75 for the pnme mate with an addifional one percent io account for
the risk of default. ™'

While cramdowns may seem unfair ar first blush they serve an imparan:
purpose.™  The primary purpose of & cramdown is to allow & debtor to confirm
their banknuptey plan over a creditor’s objection, it creates a credible threat o the
objecting creditor that they may receive less than they would if they nccepied the
plan.** Further, cramdown forces the reluctant creditor to bargain with the debtor
or risk being classified contrary to their interest.”™ Debtors also have siaiutory
devices that permit them to obviate the concems of some of their creditors, ™

For example, if a debtor anticipates that one of their coeditors will ohject to the
terms of the proposed repayvesent plan, they can neatly classify that ereditor s claim
the same as other consenting creditors. ™ Because the cramdown plan requines
class confirmaton and ot necessarly an individual debtor’s consent, the
complacent creditors would stifle the complaints of the one objecting creditor. ™’
The premise is that the drowning man connet be heard over the sounds of the sinking
ship. An objecting creditor does not draw much attention when other ereditors in
the same position are happy about the terms of their repavment.

The use of artificial impaimment is a controversial way to defeat creditor
objections.™  There is a well-defined circuit split as differemt courts have
determined that the wse of artificial impairment meets the policy objective of the
code by complying with the plam language of the statute ™ Other courts assert that
thie use of an artificial impairment defeats the spnt of the Bankrupicy Code becaus:
it prevents the adversarial process from taking place.® Some courts have held that

(Tih Cir, T Ape. 27, 1982 (explaining why it is aeoreary 8 calzulsse presest and faure valus in
dermage awands, while s thowing bow 1o do 0]

500 THIL 340 UK 2 A7E-T9 m. LB (explaining thel e prime male vkl be adegeaie o compensate
arry crediior if the court coald encure e debior fulflils thedr plany. This of cowrse reflecs & fendamencal
mizesdersanding by the Supreme Cioort in fow hank nopacy fimance works because e prime rute is the
rabe ot which money is exchanged between banks, even the highest oredit worty matimtion is charged
#tove prime. Lending inslitaSons are not in the betiness of giving away moncy, dheir continued
enisirmos mdquine iy charge iterest 1o pay Sor the lundemenial cotts of their business, o2, wapes,
leadss, taxch, oi,

251, A e 476 n. 14 (quemionable eommentary whete the Suprems Court compansd the chapter 13
cramdomn with the chapter 11 e and alludad to the applicarien of & market e vs the conirmct mae
that might have exlated cutbls of & cramadowa).

137, TaRl, supea nole 8, at 1150,

131, Bromde, surva note 213, ot d50:31.

154, Tans, supra mote &, at 1151 ("In the 15T Code, Congress decided 4o 1ot the different classes of
wreditons and eqeaty security holdon bangiin over haw o disfnibute the difforesce betwom higuidation
and going concem. ™). v alro R Rep. No. 595, 95tk Cong. Seaa. 224 {1997).

255, H.R. Rep. Mo 533, 95h Congr., 15 Sess. 224 {1977}

258, TADML, sz e 6, ol 1150,

257, Id.

254, mmr@w Firth condt Witk Ciresttn Dnine de Refuring o Condeme ~4nfeind
fmparivment ™ Crurichiee Chaprer . 1N Plass, Jomes Doy  (May  2003)
'h.ﬂpl..u'.‘n.wwgmﬂ:h; ooemen e it IO | 103 dnving -the-wedpe-deaper-fifth-end-ninth-ciroeis -
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260, Fifth Cirowil in Phoenix Mued. Lifs Ins. Co. v. Groyssome 111 2oint Vienture (i re Grevitons 101 Joint
Venturel, #035 F.2d 1274, 1381 {Sth Car. 1991}, and the Fourth Circus®t in Travellers ki Co. v, Bryson
Prosps.. XWTHE (i rr Bryson Prope.. XVTEL 960 F.d 4946, 302 dath Car. 1992)
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claims that share similar legal charscteristics must be treated alike, except in
situations where equiiable subordination or administrative convenience applies. ™!

Cramdowis are threatened far more than they are used, ™ the chance that they
may succeed, contrary to & creditor's interes1s creates an incentive 1o negotiate. The
greales: imperative of the cramdown 15 that it must be fair and equitable 1o the
ereditors subject to cramdown, ™ [n cases where a class of sccured claims will be
crammicd down, the dissenting secured creditors must receive the “indubitable
equivalent™ of their secured claims.*™ This phrase is u catchall designed to provide
flexibility for the court to consider alternatives that satisfy the cramdown standard
for a dissenting class of unsecured claims.™ Congress considered “mdubitable
equivalent™ to mean that the substitute collateral is the squivalent of the amount of
the undersecured claim, as opposed 1o the original collateral ™

Abandoning the collateral to the creditor woald sansfy indubitable equivalence,
as would a lien on similar collateral. ™ However, present cash paymenis less than
the secured claim would mof satisfy the standard because the creditor is deprived of
an opportunily 1o gain from a future increase n the value of the collateral.
Unsecured potes as 10 the secured claim or equity sccuritics of the debior similarky
would not be the indubitable equivalent. ®*

Regarding cramdowns, the risks of “failure to reach senlement arc so great, and
the possible negative impact of the impositen of the cramdown powers so
significant, that the cramdown power is used more as a threat than as a club actually
employed in confirming a plan of reorganization."™ Because cramdowns in large
bankruptcies are difficult, they are relatively rare, however, they are still suceessful
in convincing creditors and debtors 1o work together or risk a drag-out shagfist of
asset liquidation if the deblor remains in bankrapoey. ™

161 Inre Wall, 22 B.R. 510, 582 (B.AP. $uh Cie. 1962}

1. Ser penerally Filh Ciecant in in re Greysione 1 Joing Ventune, 395 F.238 1374 (3ih Cie, 191,
and ihe Foasrth Cireast in e re Bryson Props., XYEIL 968 F 2 496 (4th Cir 1992),

363, Melson, Whitman, Buridhant, & Freyermuth, supre nobe 152,

el § ) USC§ 11298 (2018)

288, RadLAX Caiewwy Hoiel, LLC v, Amalgamated Bk, 566 LIS &35, 647 (2012)

T B :

17, The ierm ongamaies from Medge Leamed Hasds opinion m fa re Muniel where be opined that a
seowred croditor could not b deprived of s goliateral “umbess by o substitute of the most indebatable
equivalence.” Courts have e determined that this phmssclogy means that secured croditon Sast
receive @l kst e value of e secored collatenal. See, e, RadLAX Oatcway Hotel, LLC v,
Amalgenaicd Bask, 566 15 633, 641 (2002); fa re Murcl Holding Corp., 75 F.2d 941, 947 (24 Cie,
19358

TEE, 124 Corg. Hee, H1L, 104 (dagly ed. Sept. ZE, 1978),

18, Berpude, fgpes note 212,

270, Ser Rlchand M. Hynes, Seorguaizoion a3 Redemption, & Va L & Bes Rev, 183, 250 (B0E1)
{notiag e “ohservation of empincal eicarchors Bl cramulows 4 eotremely rere ") Adam J. Levitin,
Burdoyupucy Markeis: Mating Senre of Claimr Trodimg, 4 BRiK 1. CORPFB. & Cod. L. 67, 106 (D003
(“Cramdows plans, wheve & broad nogotisted deal coudd rod be resched, continee %o remain relatively
rare.); John D Ayer et al | The Life Cyele o Chaprer 11 Diebaor Through the Debior 'y Eyes Part I,
A, Banks I6ST. ). 32 (3003) (“Cramdows cases ace {or more often threatened han senfirmed ™). See
mlro Bank of Amenica v. 30 M LaSalle %, Parmership, 326 US A, 143 L. Ed Jd 80T, 119 5 Ce
L4101, 1405-24 (19997 fa rr Brody, 303 BLR. 177, 194 (Sth Cir. BAF 2000); In re Ome Thmes Sgaare
Asiocs, Lad Pammeriis, 159 B R 855, T80 (Bankr S.00H.Y, 1983}, Bur new Scom Aleries et al,
Corporgiy Rankragvcy Panel Moo Chapter |1 Plan Baves, 28 Emory Bassr, Div. J, 283, 297 (2012)
(i Jost plass have toreby upon the cramdomn mochassem . . 0o gt - - - conlmad ")
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W1, WHY WAS THE SUPREMT COURT'S DXECISION I JEFNC S0
HARMFUL?

Prior to Jevie, the caselow surrounding structure dismissals could be best
described as confused * Uniil the Jevic decision, some courts were mod convinced
that structured dizmissals were constitutional et alome whether they should be
governed by foderal bankrupdcy or some odher law. "™ Scholars and counts had long
debated whether priority ouside of formal proceedings should be absolute or
relative, with most bower courts taking the pesition that the relative prionty was
better becaise il offered closure to o case, ™ This relative prionty means that parties
could establish priority through contract rather than by following the guidance of
the Bankrupicy Code.*™ The structured dismissal in Sevic would have both stripped
the employee truck dnivers of their priority claims in bankrupiey and forbidden them
from purswing any other remedics against those who allegedly harmed them ourside
of bankrupicy.

I The Scenario leading up ro Jevie

Im 2005, Sun Capital Parmers {“5un™), o private equity fimm, acgquired Jevic
Transportation Corporation with money bormmowed from the Commercial Investment
Trust (“CIT™) Growp in a keveraged buyout.™ Two years after the buyout, Jevic
filed for bankruptcy under Chapier 11.7™ At the time of filing, Jevic owed 553
million to its semior secured creditors amd around 520 million 0 s general
unsecured creditors, '™

A group of former Jevie truck drvers filed an-adversary suit in bankruptey
court againgt Jevic and Sun alleging WARN Act violations, the muck drivers
asgerted that they had been fired without proper notice as required by law. '™ The
Bankmupicy Counl granted summary judgment sgainst Jevic in that action; $8.3
million of that judgment fell inte the bucket of “priority wage claims,” which were
entitted 1o payment before general unsscured claims but behind secured claims,
under the Bankruptey Code’s priority schedule, ™™

A second lawsuait was brought by the official comemines of unsecured eradizorm
against Sun and CIT. The commitee alleged that the leveraged buyoul hasvemed
Jevic's bankruptcy by saddling it with debt that it was unable to pay.™ In 2011,

I70. Lipson, mpvr note 191.
I

173, & & 635,

474, AL w S40L

275, CIT Group i a feongial boldimg company that mepadarly finances corporate sogquitilions. In re
Jevie Holding Corp., 2011 WL 4345204 (Bankr. T Del Sept, 15, 200 1)

el -
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P AL The WARN st viclstion involves the fining of tee teck drivers withomt notlios e conrary
tix the procedores sek out by fadered law.

179 Joe Riches, U'S Supreme Court comirms promy s goedy 0 8 srcnmed dissical o o chapier
1 beskruptcy  case, DfA  Pperr Resmocasing Gicbal fsigh (2017,
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280t e frvie Floddbny Corp,, 2000 WL 43452204 {Bankr, D, Deal. Sept. 15, 2001).
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the Bankrupicy Court held that the committee had adequately pled claims of
preferential and fraudulent transfer. ™"

Soon thereafter, the committes, Sun, CIT, and Jevic agreed to a setilement that,
amang other things, called for a structured dismissal of Jevie's Chapter 11 cases.™
Under the proposed structured dismissal, the employee petitionars would receive
no distribution, but lower prioriny general unsecured creditors would receive a
distribution.™ The proposed settlement called for a structured dismissal with
distributions that did not follow ordinary priority rales.™ This setilement would
mean that the wuck drivers who had been fired would be deprived of any
compensation, while others with less compelling claims would receive a payout.

B The Approach used by the Bankruptey Court, District Courr, and
Third Cireuit Court af Appeals

Sun, CIT, Jevie, and the creditor commitice asked the Banknupicy Cours 1o
approve the proposed settlement and dismiss the case. ™ The WARN Act employes
petitioners and the United States Trustee objected, arguing that the dismissal
violated the priority scheduale by skipping over the petitioners, who had higher
priority claims than general unsecured creditors who were scheduled to receive a
digtribution

The Bankruptey Court held that because the distribution would be conducted
vis & structured dismissal, a5 opposed to through a Chapter 11 plan where the
ordinary priodity rules apply, the distributions were not prohibited™ The
Bankruptey Court approved the settlement because under the circumstances, there
was “no realistic prospect” of distribution to any unsecured creditors; a plan of
recrganization was nearly impossible and funds were too limited o execule a
Chapter 7 liguidation.**

Contrary 1o previous rulings, the Supreme Court in Jevic beld that creditors
could mou avoid traditional priority rules unless saber creditors consemted to &
change in the distribution scheme™™ The court explained that though the
Bankruptcy Code does not expressly apply prnionty schemes to structured
dismissals, lower couns should apply priority rules to out-of-bankrupicy
workouts.™ The Court's decision transitioned the structured dismissal from a
negotiation heavy device like a prepackaged plan into a plan very much like the
cramidown, where if & creditor dissents then the planning stars over,

The Bankruptcy Code does not include a provision requiring the rales of
bankruptcy to apply to sinations outside of bankruptey. ™' The pegotistion that

ZEN. Riches, mgra nom 179,
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9. Coyrewsha v Jevic Haolding Comp, 137 5 O 973, 978 (1217}
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). Govveis w Tazhir, 37 F23d 95, 300 (Tih Cir. 1994) (“The Sepreene Cownt has taght that any
g of muihority given to ke hanknspecy fouts . . . must be exercised within dhe confines of the
Bankropacy Code. ™).
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poes on im a strectured dismissal, rakes place outside the confines of banknaptcy, It
i% instead an altematve 1 bankruptey, very much like the use of PBNAs or
prepockaged plans to prepare for the filing of banknsptcy, the structured dismissal
is wsed 10 awvoid bankrupicy.™  Abseni any congressionzl authorizaton, the
Supreme Court in Jewie determined that priosity schemes apply in and out of
bankrupicy. ™ This is an example of overreach where the clear language of the
Bankrupicy Code envisions that s provisions apply oaly in bantmpt;:lz and in
select, defined circumstances,™ the structured dismissal is not included.

C. Reviewing the Interpretation of Bankrupicy Law.

The question that must be asked is whether the Court”s ruling in Jevic adheres
1o the sparnit oF the Letter of the Bankmupicy Code. The answer is readily apparent,
Jevie 15 an aberrational application of the leter of the Bankrprey Code and such a
stnict interpretation does not harmonize with the well-established spint of the
Eml‘.rup:l;:.' Eﬂdl.'-m It fatls to conmder the a]l-unpl;u'l;ml balance belween a
debtor's fresh start and o creditor’s opportunity to receive just compensation, ™ A
stractared dismissal pertains o the dismissal of a banknaptcy case, while cerfain
bankruptcy rules and principles apply, its purpose is o provide an escape for debtors
and crediters.™ The purpose of a structured dismissal is substantially diminished
through the strict interpretation and application of fevie. ™ Tt prevents debtors and
creditors from nepotiating terms during their dismissal and instead forces them o
follow the provisions of § 507, even though they are not in bankrnaptey, **

While seemingly simple, this decision bas broad-reaching imphcztions, It
severely lmits the abality of creditors to negetate with their debiors or aler their
position i bankruptey such that they receive payment earher than the prionty
schedule would traditionally allow.™ The Bankruptcy Code was created fo
encourage and facilitate megotiations betwocn partics-in-interest.™  The existence
of prepackaged plans, cramdown plans, and straciured dismissals demonstrates that
the code anticipated 8 need 10 avoid a swrict and unyielding distribution schedule,

292 Lipson, supea pote 191, 61 646,

193 Coyaensh v, Jevie Holding Corp., 137 5 O 973 2017)

Hul Lamve v ULS, Tr, 840 LS, 526, 334 2004) ("{Whes the siminie's |ssguage is plain, the sole
fumncteom of the oowrts-—al |=st where the dapoction nequined by the teuf is not absurd-—is jo enforoo it
according o ifs sems. ).

185, fm re Bictitec, Inc.. 528 BR. 261, 269 (Bankr. DuHUE. 300E) [Wkile nol cxprcsady providied for
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e lFicient pearamocs that fedamomtal mlbes and princmpled povemang the admmisenion and daniatios
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aw s it gives eo the honest but unforumte debtor . . 8 new oppormumity is life and a clear field for
furture effort, unhampered by the prossere and discoursgement of preexisting dete. ™)
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3. Cryzewiki v, Jowvic Hobdmg Corp., 137 5, O 972, 985 (2017

300, Lipson, ;e notg 190, 81 633-35,
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and instead allow debtors and creditors 10 come to some sort of agreemen? when
possible 1o hasten their discharge from banknupicy.* _

Ome of the core ideas of the Bankrupicy Code is that debtors should recemve a
fresh start, while their craditors should receive payment on the credit they extended
b the debtor. ™ As a result, emrcuit conerts have conclisded that the Bankruptey Code
ghould be construed liberally so that the extensive protections are provided 1o
debiors, ™ This idea can be seen in numerous courd cases datng back before the
Bankruptcy Act of 1893, where judges consistently stretched beyomd the sirict
language of the law to provide as many rights 1o debtors as possible.’™ Couns have,
without fail, determined ihat where they had ihe chance to strefch beyond the stmct
statutory lenguage that they “should rule in favor of equality for the debtor,™"
Only recently have courts begun to apply a stricter interpretation for bankruptcy
TR

] The Supreme Court's fmterpretation; A Canon of Confusion

For most of the nation’s history, the Supreme Cowrt has avoided advocatng for
a particular style of mlerpretation for bankruptcy cases, rather the court has ruled as
the case demands,™ “Not only does the Court fail 1o rely on bankrupicy policy
expressly in any of its opinions, but it also is readily apparent that the Court’s
texmalist approach is not 2 mask for a *hidden agenda® in the bankruptey area. """
Ranknuptcy courts as courts of equity can interpret the Bankruptcy Code as justice
and wisdom demand, M However, the Sixth Circuit stated:

[A court must not] ignore . . . the plain meaning of the Bankruptey Code. The
comumon theme in the Supreme Court's bankruptey jurisprudence . ., is that couris
must apply the plein meaning of the Code unless is lieral application would
produce a result demonstrably at odds with the intent of Congress. M2

M0k Jonsthes 5. Byssgtos, The Frssh St Camom, o0 FLa L. Rev. 115, 13333 (2007
Btp b ral by, Lo i et faculy lmwreviews! 141

LA T

105, fd ati2e.

305 e e Klein, 30 B TIT, TI0 (Bankr. E.DN.Y. 1983) (holding the Banknipicy Code i be
imserpreted libernlly, with an eye wward giving the debor o fresh stant | in oder 10 vele ke
beneficent sparit of the Code.); Wright v. Union Cant. Life [na. Qo 300 LIS, 273, 279, 61 & C1 1946,
200, &5 L, Bd. 134 {1940) (holding the At must be liberally conutrued 1o give the delseor the full measure
o the relief afforded by Congress best il beneliss be frinered away by asrow fomalistc
which disregand the spirt and the lener of the Al foore Chwg, 212 BR 6D, 630
(| Bamkir 0.0 Caldl 1598 (~Several banknspesy counts have held teat when Congress” iniced is ammibageous,
bamkrupliey excmpson ihaild be Bberally terpeeted in favor of the Debior™); Baldwin v, Wikder, 3 F.
Cas, 337, 339 00 WD, Mich, 1871} (halding that ‘banknepicy low s “a remedial and bemeiicime luw
whinie gpiril of equalicy Seouil bhe exiended by [Feml comvtnections”). s o Delancy, 151 F, 4135, 426
(E13, Pa. 118 (The ssdom of tee policy of the low . inviles us bo construs the act in a liberal spint"'L
307, Ser penerally, fa re Blein, 30 BUR T1, 729 (Banks. DY, 1983 Wright v, Unaoa Cent, Lile
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This new trend toward strict imterperetation 15 perhaps best demonstrated by the
Rehnguist Court.™ The Rehnquist Count relied on the text of the statute to render
its determination.™ Then under a bolistic approach, the Court analyzed the
strcture of the Bankruptey Code and made a determination consistent with the texi
of a specific section and the structure of the enfire Bankrupicy Code.*™ Both
methods focused on the clear language of the Bankrupiey Code to analyee
bankruptey questions, equity played no part in the decision, ¥

Congress guickly followed on the heels of the Rehnguist Court's interpretations
to ensure that this particular interpretation continued.”’ Congress’s response 1o
perccived liberal interpretations by courts was to pass the BAPCPA designed fo
curb the lafitude of the court in making key decisions.”™ “Consumer Protection™
was a misrepresentation as BAPCPA provided significant advantages to creditors,
these included seract tests that removed traditional judicial discretionary decision
making and instead increased the power of govermment organizations, like the
United States Trustee office, in making crincal decisions.*™  Furhermores,
BAPCPA altered ome of the fundamenml negouating points of large
reoTganizations, it allowed the count or o committee of creditors the ability 10 reverse
medifications of retirement benefits in contravention of any negotinted agreements
prior io of in anticipation of bankruptey, ™

While there are several concerns regarding the use of strict interpretation, there
is something o be said for the relighility that such an interpretsive scheme
provides. ™! Debtors and crediters alike can rely on the 1ex1 of a stanate rather than
worrying that the court will look into the murky waters of legislative history and
policy ta create their can radical and potentially ever-changing policy " This very
possibility was one of the reasons Congress passed BAPCPA, it was concerned that
courts had too much fatitude and were using that discretion 1o allow debtors a
discharge where there should not bave been one.™ While there cenainly are valid
reasoms L0 wie strict anterprefations, such interpretation should not exist where it
conflices with the well-csiablished purpose of a law, especially where it creates a
crumbling foundaton from which courts will create new Law, Such is the case with
Jdevic, the court used a siret mierpretation to apply an unprecedented change in
priority payment in structured diemissals, which in wm crppled incentives w
negotiate for preferentinl treatment and altered cluims.**

LI

314, Cocvan, szpeo note 108, a1 #40

315 K

36 At

7. Kara 1. Brece, Rekbodelissnng Sasdrupey Reform, 13 Mev_ L. ). 174, 13% (3002).

I8 Ad ez 92

519 Roben J. Landry [ sed Mancy Hisey Mardis, Commvmer S8anbruntcy Beform: Debeors” Pricog
withont Bars or “dunl Dexeeriy = For Deadbeats?, 36 Golpen GATE UL L. REV, 91, 107 (20046)

320, BAPCPA § 437, “In lanpe reorgamizations, wherne debton aad commitices src grappling with such
comphax issuee 58 colloctivg hargaincsf agrecascnts, pendeon and retiree beme Bos, or mrass ton Habiiny,
liritations on exciwnaty sy B detrimental 1o the nogosiamon of consenauinl plam, ™ Ser alsn Elizaheth
1. Futrell, Chaprer |1 O The Sasbrypiey Code dfier BAPCRA: I's More Than Consunier Chamges,
Jongs Walker, a2 14, (2005),

321, Cryrewsd v. Fevic Holding Corp., 137 & Co. 973, 987 201 7)

522 ot

323, 131 Cong. Rec. MB063-01, |51 Cong. Rec. H063-0, H2064 (daily od. Apr. |4, 2005) {stakersanl
of Rep. Sensenbrenmer )

34, Ligson, suprg mole 191, at 61
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The Supreme Court scknowledged that there were sipnificant potential side
effects 1o its decision, however, it wanted to apply the letier of the Bankruptcy Code
to an arca of law owside of what the strict language of the code covered. ™ Justice
Clarence Thomas, in his dissent, decried the intervention by the Supreme Court
such a complex bankruptsy case of which it had limired practical experience and
lamented that this case could have been better adjudicated by experts with
experience in the field before it ever made its way to the Supreme Court.™ Scholars
have moited that there were repercussions in the bankrupicy sysicm post-Jevic with
increased difficultics financing plans and conflicts between lenders and creditors
concerning the use of money o continue the operation of the going concemn
d':bmf."‘"

The ruling by the Supreme Court in Jevic negated a large incentive to negotiate,
ard where negotiation ocours both parties benefi because it provides an oppomumnify
for both or all partics 1o obtain relief on terms amenable o their position. Where a
debior will receive a discharge of $50,000 and the creditor wall obuin §10,00d, the
creditor will always negotiate with the debtor because there 1§ & ¢lear benefit to the
negotiation. Jevie is a perfect example of why negotishon i important to
bankrupicy, the Supreme Court's decision, applied retroactively, would have
ensured that Jevic would have been administratively dissobved without anmy payowt
10 its creditors. However, if the structured dismissal had procecded then at least
some credifors would have received payment, which goes to show cven timy
bankrupicy dollars are better than nothing.

W, SOLUTIONS FOR JEVIC™S PRIDRITY CLASSIFICATION COMUNDRUM

The Court’s imterpretation in Jesic has led to numernsus issues for creditors as
they attempt 1o navigate an already complicased landscape of creditor and debior
interactions. Yet Congress has not stepped up o clarify and resolve the issue,
though there has been some interest in resolving the issoe through legislation ™
Senator Elizabeth Warren has proposed o new form of bankrupecy that would
subsianzially aleer how debtors are discharged from debt, presumably altering
priority rubes to favor the insolvent debtor.™ This propesal makes & legisiative
solution @ very good possibility, however, the Supreme Count might ence more
review prioqity distribution and come to a different conclusion, failing that, the
bankruptcy community can ignore the Court and contnue operating as if Jevie
never happensad,

A introduction af Legistation Clarifying Priority Claims

With the recent amendment to the Bankruptcy Code through the passage of the
SBRA, creditors could very well promote a new bill that clarifies issues that will

325, Cryxewski v. Jevic Holdiag Corp., 137 5 On. 973, 98T (2017

35, Id e 5I4.

327, Ligson, supranole 191, o T

324 Mevin Lewis, Mabing if a Priority: What Hoppens do Employes Cliru Bhes o Burisess Declared
#, Congpressional Rescarch Servcs [J01¥),

339, Elizsbeth Warren, Fixing Chr Bambrupisy Sintem & Ghe People & Second Clawce, Warmen

Dremocrts (20200, hitpsVelizabethwarren comyplanshank nepecy -refoem.

330, H.E 3311 Small Business Receganization Act of 7015, PL I 16-34 (20050
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arise with the SBRA and at the same time fix priority distribation issues created by
Jevie.  The SBRA is o response to banborupley's inscosssibility fo small
businesses. ™' The smendment provided & new subchapter to Chaprer 11, titled
Subchapter V.M The key provistons of Subchapter V seck “to increase a deblor’s
ahility 1o negotiate a successul reorganizaton while retaining control of the
business; to reduce “unpecessary procedural burdens and costs” by eliminating the
creditors” committee and disclosure statement requirements for the plan of
rearganization; snd 1o incresse oversight and ensure quick reorganizations. ™™

Under & propased amendment to the Bankruptey Code, Congress can provide
limits o where priorty will apply. Instead of the cument situation where
bankruptcy priorty mlcs apply in and out of bankrapicy, Congress can clarify that
pricrity only applics while fn bankreptcy rather than near bankrupicy. In terms of
bankrupicy planning, having a clear delineation of where prionty rubes apply saves
substantial hardship and expense for debtors and ereditors '™ Swch a change is not
ueomenon a3 Congress has repeatedly edited and altered the Bankrupley Code 1o
reflect igxpes that have arseen, ™

In addition 1o the minor adjustments, Congress should provide gurdance on the
interpretation of Chapser 11, as s found in numerous picces of state legislation. ™
Such a provision shoald include language that states that the stamte will be subject
to a liberal construection that s consistent with the nature of bankmapicy, in that the
bankmupicy exists for dual purposes. The courts must balance the interests of both
creditors and debiors o create a system of banknaptey that provides for easy access
1o credit while also protecting the nght of creditors o colleet on the credit they
extend. ™" Furthermore, the first and mos1 important canon of statutory constraction
asscTts that “courts must presume that a legislature Says 1o a statule what 1t means
and means in a statute what 1 says there, When the words of a statwte are
unambiguous, this first canon is also the last: judicial inguiry is complete, ™™ A
change in legisl ation would provide the impetus necessary to resolve priogity issues
and provide counts a platform to rale according to the intent of Congress.

331, Paul W, Bonaplcl, 4 Gubde T The Swall Susiness Reorgonization Aot OF 2017, Ussied Stakes
Bankmepiey  Comn for e Bonbern  Destoet of  Georgis (20000
B fwrmw. ganh, ascounts. pov/sileside Bulvfilensbra_guide pad.pdf

332 Mamdbook for Small Business Chapeer /I Subchapier V¥ Fimeniees, LS Deparimess of Justice
Executive Odfice Tow | b Sieras Trusioes, 10, (200,
meMmmmm_m_Wm
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335 MLER. v. Bikdisco and Rilducn, 465 LS, 513 {1984) dobrogond by Bankruplcy Amondmenis
and Federal Judpeship Act of 1982, Pub, L. Mo, 33-353, n, 10, § 54000 5 S 333, 390 (sodified s
UELLSC & 11035 Pa Depl. of Pob, Wellere v. Davengont, 446 LS. 532 (1990 (adrogatad by Crime
Conmgl Act of 1950, Pub, L. Mo, Iﬂl-ﬁﬂ'.i 3103, 0 S ATEY, 905 UY, v, Mond: 'H'||I:lﬂl'. 1 0
3000 LS. A0 {1952} (abropated by Bankrupcy Refoms Act of 1994, Pob. L hoo 100354, e 1, § 103,
D0 Simt. o N065, 4007 (codiBed at || LLEC. § 1067); Fidl Fin. Services, bnc. v, Fink, S22 LS. 200 {199E)
{abrepaied by Bankruploy Abuse Prevention and Copsumer Frotection Act of 2005, Pub, L. Mo, 1058,
Bl ML § 1222, 0 0% Sear 28, 1946 doosifiog at |1 LULS.C. § 54T I WEN

136, See REMo § TNI000 (10T

337, Raren Cnosa, Preserving o Fraah Stord for the Tedividoal Debior: The Cone for Narmow
Covmitraction of the U Crrphip dmendwpnry, 115 UL Pa L BRIV, 53, 60 (1986

338 Conn, Mar Bank v, Gesmaon, 303 LS, 24%, 253554 {1992} see alre Hanfoed Undererien Ins,
Co v, Unbon Plamiers Basle, Mo, S10005 1, & (2000, 115, v. Bon Pair Enterprises, Inc., 489 U5 234,
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Dtherwise, significam policy issues exist where creditors lose the meenbive 0
lend frecly or at low retes, while debtors are crippled by high-interest rases and
limited acoess tocredit. ™ Sich a stricture om credit will have a simultancously lorge
impact on the ecobomy as consurmers wre forced 1o spend within their means,
lemiting thie flow of commerce. ™ Additionally, stricter construction of such a vital
aspect of daily lifie reduces the incentive 1o negotiate.™' As creditors are no longer
incentivized to negotiate with debtors for reduced or reaffirmed debas, the debtors
are foreed to fight their way out of debt in bankmupicy which crentes substantial
financial burdens on already insolvent businesses and consumers.

B The Jacksontan Alternative; Treat Jevie as if it Never Happened

There 13 a substantial panmern of disobedicnce within the bankruptey
commumnity, as they ignore the directions and rulings of the Supreme Court and
instead carry on business as if the court bad made a mere recommendation rather
than a ruling.*** The lines of demarcation are clear among other federal courts, there
15  well-defined hicrarchy procecding from the distrct cowrt up to the circuit cowrt
and ending with the Supreme Court as the ultimate arbiter.™ However, the line is
blurred with respect to bankruptey couns, they are not Artiche 11 courts and do oot
fit within the traditional hierarchy ™ Bankruptcy courts tend to observe stare
decisis, however, they usually view decisions by counts outside of their circuit as
merely persuasive without any binding suthority.** Requiring bankrupicy courts
o blindly follow the precedent set by district courts is a terrible policy.™
Bankruptey courts exist because they are the expens in the field, they have

339, Samuel Bentolily, Marcel Janaen & Gabricl Jimonez, When Crelir Dviex Lip: dob Losses In e
Gnrae Recerrion, 16 ) 0F THE EUROFEAN EC0oa ASS" W, 650, 653 (201 7); see mino Peter 1. Leo, T Cowe
Jor “Cramdem - Eliminating the Proctical and mingical Barlers w0 Puse ongage Modification,
1A 1 Ml Bus. L. BEev. 257, 2635 (2000) (explaming @at bankrupicy escoumpes modification by
beniers]

L. Samucl Bentolila, Mancel Jansen & Giabeiel limenez, When Credit Oriex Up: Job Lossed In Tha
Gread Recesrion, 16 1. OF THE EURORIAK ECON, Ass's 830, 655 201 TL

M. Geoss, suprn node 137,

M1 tw e Romans, 3150 BH. 276 {Bankr. E.D. La. 2008, Sev cfra Singermam, Pasl and Aveon, Paal,
O Procedienty and Bankrasesy Court Independence: is o Bonbrupecy St Bound by o Decision of a
Simpie Piarvicl Court Judpe im a MalidJudpe Districe?, 22 ABI Resmal 1 (2003). CF. Firar of America
Huank v, Gelar (In re Gayloel, 123 BUR. 236 (Bankr EDMick. 19511 fn re Fallareaod, 413 B.R 655,
641 (Bankr S0 Tex. 2004 See also. be re Silverman, 616 F.3d 1001, 1003 & 2 (Sth Cir. 2010) (Even
the couris who have desermined that 3 baskngiey court (8 bound by disinict cown decisions within e
same district have made wch 8 determination anly with reagect 10 published decissons within the
dissrict. )

M. Peul Smpoman & Paul Aveea, OF Precedme end Boniuphcy Cound fadepesdience: i a
Bankrupicy Court Bownd by @ Decivion af o Single Disirice Comart Judge e o Middi-Jodpe Ditreict?, 22
ABI Fesgrnal 1 (2003}

44, keifley | Beookner, Sankrupisy Courty and Stare Decisds: The Nrad for Reitrwcmuring, 27 U,
Bca 4, L. REFORM 313, 326 {1595). ~The Soprome Court has taught thet sy gras of authority given
b ihe baskrapesy couns . must be exemised withim the confines of B Banknpicy Code.™ Movthern
Pipeline Comtruction Co. v Moratkon Pipe Line G, 458 1,50 50, 77 n. 28 {1982) {quotag Crowell v,
Hemvow, 205 LIS 2251 (193200

S

b Singemman, o sole 343



AMERICAN BANKRUPTCY INSTITUTE

ko, 1] Arather One Kites the st 111

experience with the strengths and weaknesses of the system and have experience
applying the nuanced bankruptcy rales. ™’

Bankruptcy courts are nod alone in their disregand for Supremse Count decisions,
contrary to comimon beliel there is no correlation betwean the unanimity of the court
and lower court treatment of the Supreme Court decision.™®  Rather, evidence
indicates that lower couns are more likely to agree with and wphold Supreme Court
decisions on palicy grounds rather than on factual or legal grounds.™® As an
example of the bankruptey court’s reluctance to adopt the directions of the Supreme
Court, the Bankruptey Court and Secend Circuit in fo re Anderson decided contrany
to the Supreme Cowrt's decision that the arbitration of the debtor’s automatic stay
claim would not necessarily jeopardize or inherently conflict with the Bankmapey
Code.™ Bankruptey courts regulasly ignore Supreme Court decisions and instead
determine what rate they will use in a cramdown contrary o the Supreme Court's
direction on the matter, !

Bankrupley courts are reluctant 1o ignore Supreme Court and ather higher court
decisions becouse they dislike bemg overturmed and fear some of the socinl sigma
and repercussions that may eccur.®  Considerable time and cffont go into their
decisions and since they ane the expens in their field, overturning a decision withour
any change in stabviory awthority or circumsiance is an arrogant disregard for ibe
role and practice of bankmuptey. Bankreptey courts are often deeply involved in the
negotiation and planning invelved in restructuning and have firss-hand keowledge
of the available facts which puts thern in the best position 1o promode an ongoing
dialog between creditors and the debtor.™  As a result, the decision by a court
without that experience fo overturn o remand a decision cresles a oonservalive
emitude toward interpretation and application of the law,

Instead, according 19 the Supreme Court in Stern v Marshall, bankruptey
courts, while in possession of stlatutery authoerity to adjudicate the claims and issues
that come before them, do not have the constinetional authority because that
suthority is reserved under Article [1** The Supreme Couwrt explained that
bankruptey courts could only hear cases that include core procecdings which are
those that arise in & bankrapecy case or under Tithe 11, ie. the Bankruprcy Code ¥
There is no such thing as a “care™ procesding thay does not arise under Titke 11 or

MT, Cryrewski v, Jevec Holding Corp., 137 8 Co, 973 (2007) (Thomas, J., Dissenting) (stating gt
the izt wonld greatly benefit from the views of additonal counts on this guestion in sddmen to s full
adversary hearing before & bankrupicy comt befoes sddpesting the issue ).

L. Charbes A. Jolmeon, Power Court Beocrons fe Seprewss Cownt Deciclone A (uonhionhe
Evamimtbn, Amoncan Jernal of Political Scimee, Vel 23, Mo, 4, 791, 80203 (1979). This sudy 18
partcularly relovast hevause ol ook plade praor 1o e Supreme Coun Cade Selecton Aot The &2
changed pagnificantly increased the menber of cases published sad reliad on by lower couns, 55 i made
it rrecre o il to sceriace efFecis off Supreme Cour deciion on krwer oot
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in a Tithe 11 case.* Further, the list of core proceedings in § 157(b)(2) of Title 28
of the United States Code serves as an example (o illustrate what consttsies a core
proceeding.™  Section 157, among other examples, identifies “counterclaims by
the estate against persons filing claims agams? the estate™ as being within the
bankruptey court's core jurisdiction.”™  Accordingly, it seems that since the
bankrupicy court is the expert in bankruptcy and the Supreme Court has dirccted
them to practice enly what they know, the Supreme Court would be wise to rely on
the experience of the bankruptcy court that it views as an expert in the matter of

Y.

Following the above reasoning. o structured dismissal as a bankraptcy specific
1oal, should be adjsdicated according te the bankruptcy court's established practice
and rules.*® Bankruptcy courts should continwe 10 act as expens in the field of
bankruptcy while rendering decisions on their cases. Only after there is substantial
disngreement between the circuits and Congress has not resolved an issue should
the Supreme Court step in. As such, hankmaptey practitioners should ignore the
Supreme Court since the Court has limdted experience with bankrupicy law, 50
bankngey courts would be better suited to 1gnore the ill-informed rulings of the
Supreme Court. [n the words of Andrew Jackson, the Court has made its decision
now et it enforce it And so bankruptcy courts could follow the example of
President Jackson and ignore the ruling in Jevie where the circumstances of the case
and equity dermand it

C. Return of Supreme Court Harmonization.

The Supreme Court should overtum Jirvie and provide clear guidance about the
relationship between extrajudicial solutions, specifically that as & freely negotiated
contract a structared dismissal falls outside the scope of the Bankruptcy Code. ™
The majerity opinion recognized that it might cause substantial harm through fis
decision.™ They recognized that changes in the bargaining power of different
classes of creditors existed outside of bankruptey and would not end with structared
dismiszals. "™ The concems mJevic alss incliaded the fsk that they would upset the
balance of settlements in bankrupicies, potentially reducing the amount and creating

I5E i 476
387 Ad ardtd
15H. El=n Roosenblum, Steem v Morahall - Shaking Beskrupiey Junindiencs o b3 Core?, Jooos Day
Publications (20017, btk Uwewew poncsdany eom'en/ing ghis 201 108 isiem-v-rmarshal’- i-shiking -

bankmnupicy-parisdiction-te-its-core. Thit 18 another example of the Supreme Courl imvolving il m a
matter that i1 doss ool pnderstand And because of its uninformed opinion it uponds the practice ad
policy of an srea of lyw where over $52,000,000.000 in deftt is dischagod vearly, This doess 't include
the hillhons mvelved n comporats resiroctaring and reaffinmed consumer debie See Table BAPCHA
X —Baakrupley Abuse Prevestion and Comnsumer Prosection Aot {BAPCPA) (December 31, 200E),
Bittp i wewer, s ourts. powsiies/delfault iles/data_tableabapepa_2a 1331 2008, pdf
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162, This would be & roium % a policy of the Sepeese Court where they would take up cascs that
cuused splits among Sircuils o resuleed i conbentions of dEwcondant nelings by boaer condild on 8 single
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more expensive litigation™ The court freely acknowledged that a priority-
skipping dismiszal might be in the best interest of the parties, however, it would mo1
permit such 2 100] to exist even if it were rarely used ™ As Justice Thomas said in
his dissent, the Supreme Court could benefit from the experience of bankruptcy
courts and should not have taken up this appeal without lesting some of the more
complicated and troublesomie issuses work themselves out. ™ Under his reasoning,
il appears be would be willing to readdress Jevic, or at least the issue within,
ence a clear circuit dizagreement existed regarding priosity skipping.

In the past, the Supreme Court often resolved issuss of mierpretation and
application of the law to provide a predictable legal landscape, ™ However, in
recent years the court has taken a more political approach to the caees it akes up,
rather than removing the shadows and ambiguities of the law, it sclects cases that
reflect political isswes of the day.”™ Given the limited number of cases that the
Court can hear in a given year, its decision to avoid circnit splits demonstrates &
depanure from a bongstanding, albeit unstated, policy of the court.”™ The Coumn has
taken up some recent bankruptcy-related circuit splits, focusing on student loan
discharge and good fzith as a defense to the discharge injunction.™  As such it is
well within the Court’s power to take up the Jevic tssue once agaim, as it dogs not
make any particular habit of svoiding bankreploy-related cases,

The Court may also reverss its previous decision, as it has done on severl
occasions,”™ The court explains that it docs so hesitantly, for good reason, it is the
highest cour in the land and so what it says is binding on lower courts.™ However,
when the court creates bad law or circumstances change, the court freely reverses
itgell. *"* When it does change its mind on an issue, such a change has a tremendous
impact ™ Regarding Sevie the Court should grant certioran 1o restore negotianion
1 its pre-Jewic satas as the catalyvst 1o shomer banknupteies,

ps Jd
168 id
6T ke at 988 {Thomas, I,

I6E M at 987 -5E [ Thomas, 1.,
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VIIL.  ComCLusioN: WEGOTIATION IN THE PAST AND FUTURE.

The change in priority from the conventional rules that bankruptey courts had
ohserved for years prior to Jevic substantially decreased the effectiveness and
bargaining imperative that existed in bankrupiey."”” Once the Court established that
unsecured creditors could not negotiate for better posiioning in a structured
dismissal, one of the key tools in bankruptcy dissppeared. ™ If creditors are 10 face
the same ireament in and out of bankruptey, then there is much less incentive o
work with the debtor and other creditors o end the bankrupicy quickly. They will
receive virtually pennies on the dollar in either circumstance.’™ Jevie applied the
Bankruptcy Code and applied & priority scheme where one did not exist, which in
tumn prevented one of the essential parts of a structured dismissal. Tt ensured that
creditors could not negotiate 10 release their claim against the debtor if the debtor’s
case was dismissed from its bankruptcy filing, instead, the same rules that spplied
in bankruptcy applied outside of bankruptcy which defears the purpose of a
structured dismissal and creditor release of claims. As such the coums or Congress
should take action 1o fix the prioriy issues crented by Jevic, doing so would ensure
that negotiation remains a valid and integral part of the bankruptcy process,

3TT. Lipaon, supra mose 191,
17k, Coyrewska v. Jevic Holding Corp., 137 5. Co 573, 9B6-R7 (2017}

179, Tabb, supra nodo &.
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. OVERVIEW

There is little controversy that, upon confirmation of a chapter 11 plan, the
federal U.S. Bankruptcy Code (the “Code”) allows the release of claims
held by the debtor or the estate against other non-debtor parties who con-
tributed to the reorganization (§ 1123(b)(3)). See, e.g., Comm. of Unse-
cured Creditors of Tower Auto. v. Debtors & Debtors in Possession (In re
Tower Auto. Inc.), 241 F.R.D. 162 (S.D.N.Y. 2006) (laying out several
factors for the court to consider in determining whether a debtor release is
fair and equitable to the estate).

However, “third-party releases,” which seek to extinguish claims held
by non-debtor third parties against other non-debtor third parties, tell a
different story. Such releases attract more scrutiny and judicial review, but
are also prevalent in plans of reorganizations and serve as valuable tools
during negotiation.

The increased scrutiny and debate around third-party releases arise
from how such releases may allow non-debtor third parties (the “Released
Parties”) to benefit from the chapter 11 process without having to file for
bankruptcy or otherwise operate through the safeguards of the Code.
Typically, debtors wish to provide such releases to incentivize Released
Parties to settle claims, support the plan, provide funding, or otherwise
contribute to the reorganization. Debtors also provide releases to parties
that may later assert post-confirmation indemnification claims against the
debtors. Numerous permutations of third-party releases are available,
including variations based on: (1) the Released Parties”; (2) which parties
are deemed to grant the third-party release and how such parties are
notified; (3) the breadth and types of claims released (i.e., claims arising
before or during the chapter 11 case); and (4) what kind of contribution
from those receiving the release is deemed sufficient to justify releases.

Accordingly, non-debtors may effectively receive a bankruptcy dis-
charge from other non-debtors, sometimes without affirmative consent
from those providing the release. This reality no doubt exacerbates the
tension between the goals of the Code (i.e., to relieve debtors) and the
equitable goals of the court and corporate regulatory laws (i.e., to seek
accountability and achieve maximum investor recovery from the debtor
and related parties). The tension is amplified by how broadly third-party

2. The “Released Parties” are often defined broadly and may include, in addition to
the debtors: direct or indirect equity holders of the debtors, the DIP agent, any indenture
and prepetition trustees, members of any lender or debtholder committees, the
committee of unsecured creditors and its members, any other funding entities, and
related professionals, predecessors, successors, and assigns.

3
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releases can be written. For example, a third-party release may seek to
discharge the Released Parties, as they are defined in the plan, from any
and all claims, obligations, and liabilities by any creditor who vote to accept
the plan, who are presumed to accept the plan, who reject the plan, or who
abstain from voting but who do not affirmatively opt out of the third-party
releases on their ballots. See, e.g., Joint Plan of Reorganization of Indianapolis
Downs, as confirmed by In re Indianapolis Downs, 486 B.R. 286 (Bankr.
D. Del. 2013).

This article discusses three major points that practitioners must keep
in mind when drafting third-party releases in order to ensure a smooth path
to plan confirmation. First, how does the particular federal court of appeals
or court within the circuit interpret the Code with respect to third-party
releases? Second, has the court of appeals or court within the circuit
addressed subject matter jurisdiction with respect to third party releases?
Finally, under what circumstances has the court (or particular judge) found
consent or a lack thereof on the part of the releasing party?

Moreover, debtors can provide further clarity and comfort by relying
on exculpation provisions, in addition to and separate from third-party
releases. Whereas third-party releases contemplate the release of pre-
confirmation claims held by a non-debtor against another non-debtor, excul-
pation provisions release claims held by both debtors and non-debtors
against professionals and other fiduciaries related to the bankruptcy case.
Exculpations are generally limited to reasonable acts and conduct —
including post-petition conduct — related to the bankruptcy, and are more
routinely approved by courts.

Il. CIRCUITS ARE SPLIT ON WHETHER THE BANKRUPTCY
CODE PERMITS THIRD-PARTY RELEASES

Two sections of the Code are the subject of ongoing disagreement among
circuit courts as to how these two statutes interact with respect to the
permissibility of third-party releases:

o Section 524(e) of the Code provides that the “discharge of a debt of
a debtor does not affect the liability of any other entity on, or the
property of any other entity for, such debt.”

o Section 105(a) states that a bankruptcy court “may issue any order,
process, or judgment that is necessary or appropriate to carry out the
provisions of this title.”

Interpretations of the interplay between sections 524(e) and 105(a) of
the Code group roughly, on one hand, by those circuit courts that do not

4
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permit third-party releases except under narrow circumstances (the “Non-
Permissive Circuits,” comprising the Fifth, Ninth, and Tenth Circuits) and,
on the other, those circuit courts that permit third-party releases when
certain factors are met (the “Permissive Circuits,” comprising the Second,
Third, Fourth, Sixth, Seventh, and Eleventh Circuits, with lower court deci-
sions in the First and Eighth Circuits agreeing with the permissive view).

A. Non-Permissive Circuits

The Fifth, Ninth, and Tenth Circuits take the minority view, inter-
preting the specific language of section 524(e) as a bar to discharging
non-debtor liabilities, including those contemplated by third-party
releases, and a limitation on the court’s general equitable powers under
section 105(a).

i.  Fifth Circuit

The Fifth Circuit has traditionally held that a bankruptcy court
does not have authority to issue and enforce third-party releases. See
In re Pac. Lumber Co., 584 F.3d 229, 252—53 (5th Cir. 2009) (find-
ing that the fresh start provided debtors under § 524(e) is not intended
to absolve non-debtors from negligent conduct occurring during the
course of the bankruptcy); In re Patriot Place, Ltd., 486 B.R. 773,
822 (Bankr. W.D. Tex. 2013) (“The Fifth Circuit takes a very
restrictive approach to non-debtor releases in bankruptcy cases ...
non-consensual, non-debtor releases in bankruptcy proceedings in
[the Fifth Circuit] have been ‘explicitly prohibited,’ this circuit has
‘firmly pronounced its opposition to such releases,” and the ‘Bank-
ruptcy Code precludes non-consensual, non-debtor releases.” )
(quoting In re Vitro S.A.B. de CV, 701 F.3d 1031, 1051-53, 1054—
55, 1058-89 (5th Cir. 2012)). The Pacific Lumber opinion expressly
declined to adopt the more lenient approach taken in the Permissive
Circuits, observing that, not only do the other circuits conflict with
Fifth Circuit precedent, cases in other circuits concerned ‘“global
settlements of mass claims against the debtors and co-liable par-
ties.” 582 F.3d at 252. The Fifth Circuit found further support for its
position with the addition of section 524(g) under the Bankruptcy
Reform Act of 1994. Section 524(g) permitted the court, when
specific conditions are met, to issue an injunction enjoining other
parties from bringing claims against a trust established specifically
to assume the liabilities of a debtor in connection with damages
caused by asbestos. See id. (finding that section 524(g) “suggests
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non-debtor releases are most appropriate as a method to channel
mass claims toward a specific pool of assets™) (citing MacArthur
Co. v. Johns—Manville Corp., 837 F.2d 89, 90 (2d Cir.1988)).

ii.  Ninth Circuit

The Ninth Circuit has also read section 524(e) to preclude the
approval of third-party releases. See In re Lowenschuss, 67 F.3d
1394, 1401-02 (9™ Cir. 1995) (striking down a global release that
broadly released the debtor and related third parties from all claims,
reasoning that “the specific provisions of section 524 displace the
court’s equitable powers under section 105 to order the permanent
relief [against a non-debtor] sought by [the debtor].”) (quoting In re
Am. Hardwoods, Inc., 885 F.2d 621, 625-26 (9th Cir. 1989)). As in
the Fifth Circuit, the Ninth Circuit recognized the exception in
section 524(g) for releases granted in asbestos-related bankruptcies.
See id. at 1402 n.6 (finding section 524(g) to be a narrow exception
“specifically designed to apply in asbestos cases only, where there
is a trust mechanism and the debtor can prove, among other things,
that it is likely to be subject to future asbestos claims”).

In a more recent case, the Ninth Circuit extended Lowenschuss
to prohibit even temporary, post-confirmation injunctions against a
third-party creditor’s right to collect from another non-debtor. See
In re Regatta Bay, LLC, 2009 WL 5730501, at *4 (D. Ariz. Oct. 30,
2009) (reversing bankruptcy court and finding that a post-confirmation
injunction included in the reorganization plan that prohibited, for
five years, the collection by a third party of debt from other non-
debtors was not permitted because such injunction “affect[ed] the
liability,” in contravention of section 524(¢), of the non-debtors who
hoped to obtain the injunction); see also In re Am. Hardwoods, Inc.,
885 F.2d 621, 624-27 (9th Cir.1989) (prohibiting permanent post-
confirmation injunctions, i.e., a “discharge,” meant to protect non-
debtors from third-party creditors, but allowing preliminary and
temporary injunctions for third-party creditors from enforcing judg-
ment against non-debtors prior to confirmation of a plan, and clar-
ifying that section 105 also “permits the court to issue both preliminary
and permanent injunctions after confirmation of a plan to protect the
debtor and [the estate]”).
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iii. Tenth Circuit

The leading case in the Tenth Circuit is In re Western Real Estate
Fund, Inc., which involves a complicated set of facts that are key
to understanding the current Tenth Circuit position on third-party
releases. 922 F.2d 592 (10th Cir. 1990).

In Western Real Estate, the debtor, Landing Diversified Proper-
ties, I (“LDP”), hired an attorney, Abel, under a retainer agreement
to pursue a pre-petition litigation against the Public Service Com-
pany of Oklahoma (“PSO”) after two transformers maintained by
PSO exploded and damaged an LDP facility. Abel was able to
obtain a $3 million settlement offer and secured his contractual
attorneys’ fees by filing an attorneys’ lien under state law. LDP then
filed for chapter 11 bankruptcy and Abel filed a proof of claim for
attorneys’ fees. LDP also initiated an adversary proceeding against
a bank that held the mortgage against the damaged LDP facility
from the PSO explosion. Abel’s proof of claim was consolidated
into this adversary proceeding. In the adversary proceeding, LDP
rejected the retainer agreement with Abel pursuant to section 365 of
the Code and a portion of Abel’s fees remained unsatisfied due to
LDP’s bankruptcy. In the meantime, the pre-petition litigation
between LDP and PSO settled, with LDP agreeing to indemnify
PSO should PSO be held liable to Abel for any part of the attorneys’
fees. Abel filed suit against PSO in state court to recover what
remains of the fees left unsatisfied under the retainer agreement.
However, the bankruptcy court granted an injunction that enjoined
Abel from further prosecution, including post-confirmation, of his
state action against PSO in order to prevent Abel from getting a
second bite at the apple on his fees. On appeal, the Tenth Circuit
rejected the validity of the bankruptcy court’s injunction, finding
that, while a temporary injunction in order to facilitate the confir-
mation of LDP’s plan may have been warranted, a permanent injunc-
tion was inappropriate. In permanently enjoining Abel’s action
against PSO, “the bankruptcy court, in essence, discharged PSO’s
liability to Abel under state lien law just as it discharged LDP’s
contractual debt to Abel under federal bankruptcy law.” Id. at 600.
The Tenth Circuit reasoned that the existence of section 524(e)
means that Congress did not intend to extend the same benefits of
discharge to third parties as it did to debtors.

Western Real Estate has not been meaningfully challenged in
the Tenth Circuit Court of Appeals and continues to represent the
general proposition that the Tenth Circuit prohibits non-debtor releases

7
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of any type. However, at least one district court case distinguished
this case on the basis that Western Real Estate is limited in scope
to those cases where confirmation of a plan would serve to bar liti-
gation against non-debtors for the remainder of the discharged
debt. See In re Midway Gold US, Inc., 575 B.R. 475, 505 (Bankr. D.
Colo. 2017).

The Midway Gold court read the word “such” in section 524(e)
to mean that section 524(e) is only intended to govern the debt of
the debtor being discharged (and any remaining portions of “such”
debt should the third party not receive the full amount from the
debtor). Therefore, section 524(e) does not refer to independent
obligations of other entities not subject to the discharge. The court
stated that, under section 524(e), “even if a debt is discharged as to
the debtor in a Chapter 11 plan, a creditor can still seek to collect
that debt from a non-filing co-debtor, guarantor or obligor.” /d. In
other words, “Western Real Estate is limited to cases where a
Chapter 11 plan provides, contrary to § 524(e), for the release of or
injunction on claims against a non-debtor, such as a co-debtor or a
guarantor, with respect to an obligation jointly owed with the debtor
where the non-debtor has not submitted itself to the bankruptcy
process.” Id.

Midway Gold declined to adopt a specific test or set of factors
to use in approving third-party releases, but stated that there is not
an absolute ban on third-party releases. Rather, “due consideration
should be given” to the factors that other circuits use, including non-
exclusive guiding principles: (1) whether a release is appropriate
and permissible should be determined “on a case-by-case basis™; (2)
the court “must parse out exactly who is releasing whom for what”
and distinguish between the debtors’ release of non-debtors and
third parties’ release of non-debtors; (3) the court must find the
release to be “necessary for the reorganization and appropriately
tailored to apply only to claims arising out of or in connection with
the reorganization itself; and (4) should not provide non-debtors
with “blanket immunity for all times, transgressions and omissions
and may not include immunity from gross negligence or willful
misconduct.” Id. at 506. However, the third-party releases in ques-
tion did not ultimately pass muster because the court found them so
broad that it lacked subject matter jurisdiction — a subject discussed
in more detail below. See id. at 516-21.
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B. Permissive Circuits

The Permissive Circuits do not find section 524(e) to be an abso-
lute bar to third-party releases. Rather, these circuit courts, in holding
the majority view, tend to read section 524(e) as “a saving clause; it
limits the operation of other parts of the bankruptcy code and preserves
rights that might otherwise be construed as lost after the reorganiza-
tion.” In re Airadigm Comms., Inc., 19 F.3d 640, 656 (7th Cir. 2008).
Courts subscribing to this majority view also cite the “broad anthority”
granted to bankruptcy courts under section 105(a) to “reorder creditor-
debtor relations needed to achieve a successful reorganization.” In re
Dow Corning Corp., 280 F.3d 648, 656 (6™ Cir. 2002).

Within the Permissive Circuits, certain factors must be present for
third-party releases to be approved. Such factors vary among the cir-
cuits, and the general consensus is that third-party releases must be
granted sparingly and with prudence. See In re Seaside Eng’g &
Surveying, Inc., 780 F.3d 1070, 1078 (11th Cir. 2015) (holding that
releases are permitted but “ought not to be issued lightly, and should
be reserved for those unusual cases in which such an order is necessary
for the success of the reorganization, and only in situations in which
such an order is fair and equitable under all the facts and circum-
stances”); Nat’l Heritage Found., Inc. v. Highbourne Found., 760 F.3d
344, 347-50 (4th Cir. 2014); Behrmann v. Nat’l Heritage Found., 663
F.3d 704, 712 (4th Cir. 2011) (holding that involuntary releases should
be imposed “cautiously and infrequently”); Dow Corning. 280 F.3d at
658 (“Because such an injunction is a dramatic measure to be used
cautiously, we follow those circuits that have held that enjoining a non-
consenting creditor’s claim is only appropriate in “unusual circum-
stances”); In re Metromedia Fiber Network, Inc., 416 F.3d 136, 143
(2d Cir. 2005) (holding that a “nondebtor release in a plan of reor-
ganization should not be approved absent the finding that truly unusual
circumstances render the release terms important to the success of
the plan”).

i Courts in the First and Eighth Circuits: Master
Mortgage Factors

Bankruptcy courts within the First and Eighth Circuit consider
five, non-exclusive and non-conjunctive factors from In re Master

Mortg. Inv. Fund, Inc., 168 B.R. 930 (Bankr. W.D. Mo. 1994). These
Master Mortgage factors are:
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e There is an identity of interest between debtor and third party
(usually an indemnity relationship) such that a suit against the
third party is a suit against the debtor.

e The non-debtor has contributed substantial assets to the
reorganization.

e The release (or “injunction,” as it may be termed) is essential to
the reorganization’s success. Without it, there is little likelihood
of success.

e A substantial majority of creditors agree to such release, and
specifically, the impacted class(es) have voted “overwhelm-
ingly” to accept the proposed plan treatment.

e The plan provides a mechanism for payment of all or substan-
tially all, of the claims of the class(es) affected by the release.

Master Mortg., 168 B.R. at 935 (finding “[n]o court has set out a
rigid ‘factor test’” to be applied in every case, and the five factors
are neither exclusive nor conjunctive); see also In re Mahoney
Hawkes, LLP, 289 B.R. 285, 299-303 (Bankr. D. Mass. 2002)
(adopting the Master Mortgage multi-factor test to determine neces-
sity for non-debtor third-party injunctions, but finding plan pro-
visions did not satisfy factors warranting issuance of permanent
injunction); In re U.S. Fidelis, Inc., 481 B.R. 503, 519 (Bankr. E.D.
Mo. 2012) (finding Master Mortgage requirements fulfilled).

ii. Third Circuit: Hallmarks from Continental Airlines +
Master Mortgage Factors

While the Third Circuit has not adopted a specific test for when
such releases are appropriate, the Third Circuit nevertheless looks
for the “hallmarks of permissible non-consensual releases — fair-
ness, necessity to the reorganization, and specific factual findings to
support these conclusions.” In re Continental Airlines, 203 F.3d 203
(3rd Cir. 2000).

In determining the fairness and necessity of releases, courts
within the Third Circuit have used the Master Mortgage factors as
“guideposts” that may be instructive to the court. In re Millennium
Lab Holdings II, LLC, 591 B.R. 559 (D. Del. 2018) (noting that the
Master Mortgage factors, while helpful guideposts, are not control-
ling); see also In re Washington Mutual, 442 B.R. 314 (Bankr. D.
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Del. 2011) (considering Master Mortgage factors); In re Zenith Elecs.
Corp., 241 B.R. 92 (Bankr. D. Del. 1999) (same).

Most recently, in In re Takata Corp., the court found that
proposed third-party releases satisfied the five factors of Master
Mortgages, emphasizing that the case presents “extraordinary cir-
cumstances” involving the “largest consumer recall in history” (for
defective airbags). Case No. 17-11375, Hearing Transcript at 173-74
(Dkt. No. 2109-3) (Bankr. D. Del. Feb. 16, 2018).

iii.  Fourth, Sixth and Eleventh Circuits: Dow Corning
Factors (i.e., Master Mortgages Plus)

The Sixth Circuit has followed Second Circuit logic in finding
that third-party releases should be appropriate only in “unusual
circumstances. Dow Corning Corp., 280 F.3d at 658 (citing In re
Drexel Burnham Lambert Group, Inc., 960 F.2d 285, 293 (2nd
Cir.1992); In re A.H. Robins Co., 880 F.2d 694, 702 (4th Cir. 1989);
MacArthur v. Johns—Manville, Corp., 837 F.2d 89, 93-94 (2nd
Cir.1988)).

To determine whether such “unusual circumstances” are pre-
sent, the Sixth Circuit has adopted a seven-factor test that is more
stringent than what is applied in the First, Third and Eighth Circuits.
See id. These are also referred to as the Dow Corning factors, and
incorporate the five Master Mortgage tactors (plus two others). /d.

Accordingly, when the following seven Dow Corning factors
are present, the bankruptcy court may enjoin a non-consenting
creditor’s claims against a non-debtor:

(1) There is an identity of interests between the debtor and the third-
party, usually an indemnity relationship, such that a suit against
the non-debtor is, in essence, a suit against the debtor or will
deplete the assets of the estate;

(2) The non-debtor has contributed substantial assets to the
reorganization;

(3) The injunction is essential to reorganization, namely, the reor-
ganization hinges on the debtor being free from indirect suits
against parties who would have indemnity or contribution
claims against the debtor;

(4) The impacted class, or classes, has overwhelmingly voted to
accept the plan;
11
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(5) The plan provides a mechanism to pay for all, or substantially
all, of the class or classes affected by the injunction;

(6) The plan provides an opportunity for those claimants who choose
not to settle to recover in full; and

(7) The bankruptcy court made a record of specific factual findings
that support its conclusions.

See id.

The Fourth and Eleventh Circuits follow the Dow Corning fac-
tors as well, but apply them more flexibly and in a more case-
specific way than the Sixth Circuit.

The Fourth Circuit has held that a debtor does not have to
demonstrate that every Dow Corning factor weighs in its favor. See
Highbourne Foundation, 760 F.3d at 352. Furthermore, third-party
releases should only be approved “cautiously and infrequently.” 1d.
(denying a third party release provision after an analysis of each of
the Dow Corning factors).

In the Eleventh Circuit, the Dow Corning factors should be
considered a “nonexclusive list of considerations” and “should be
applied flexibly,” with bankruptcy courts retaining discretion to
determine which of the factors will be relevant in each case. In re
Seaside Eng’g & Surveying, Inc., 780 F.3d at 1079. Echoing the
Fourth Circuit, the Eleventh Circuit also stressed that such releases
should be used “cautiously and infrequently, and only where essen-
tial, fair, and equitable.” /d. (quoting In re Munford, 97 F.3d 449, 455
(11th Cir. 1996)).

iv. Second and Seventh Circuits: Facts-Intensive Inquiry

Courts in the Second and Seventh Circuits do not adhere to spe-
cific tests or factors, but recognize that unique circumstances must
be in place for third-party releases to be approved and that the court
must approve such releases only after a fact-intensive inquiry. See
Metromedia, 416 F.3d at 142-146; Airadigm, 519 F.3d at 657.

The Second Circuit has held: “A nondebtor release in a plan of
reorganization should not be approved absent the finding that truly
unusual circumstances render the release terms important to the
success of the plan” and where the scope of the release is necessary
to the plan. Metromedia, 416 F.3d at 143. Metromedia cautioned
that a third-party release is a “device that lends itself to abuse”
because a non-debtor can shield itself from liability to third parties
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through the release and “in effect, it may operate as a bankruptcy
discharge arranged without a filing and without the safeguards of
the Code.” See id. at 142.

The Metromedia opinion continued by listing five types of
instances where third-party releases have been approved and which
could act as guidance for courts when considering approving a third-
party release:

e  Where the estate received substantial consideration.

e Where the enjoined claims were “channeled” to a settlement
fund.

e Where the enjoined claims would indirectly impact debtor’s
reorganization “by way of indemnity or contribution.”

e  Where the plan otherwise provided for the full payment of the
enjoined claims.

e  Where the affected creditors consent.

Id. (internal citations omitted). In the latest case in the Second Cir-
cuit to discuss Metromedia in depth, the Bankruptcy Court for the
Southern District of New York emphasized the extraordinary nature
imposing involuntary releases on third parties and explained that
“the teaching of Metromedia is that releases should be given only
when they are an important part of a reorganization.” In re Aegean
Marine Petroleum Network Inc., 599 B.R. 717, 727 (Bankr. S.D.N.Y.
2019) (J. Wiles).

Likewise, the Seventh Circuit has held that a “natural reading
of [§ 524(e)] does not foreclose a third-party release from a credi-
tor’s claims.” Airadigm, 519 F.3d at 656 (citing Specialty Equip-
ment, 3 F.3d 1043, 1046—47 (7™ Cir. 1993) (“while section 524(e)
has generally been interpreted to preclude the discharge of guaran-
tors, the statute does not by its specific words preclude all releases
that are accepted and confirmed as an integral part of a reorgani-
zation.”)). Indeed, the “residual authority” permitted under § 105(a)
permits bankruptcy courts to release third parties from liability to
participating creditors if the release is “appropriate” and not incon-
sistent with any other provision of the Code. Airadigm, 519 F.3d
at 657.

Thus, in the Seventh Circuit, whether a release is appropriate is
a fact-intensive inquiry and dependent on the nature of the reor-
ganization, and only where the release “was necessary for the
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reorganization and appropriately tailored” to claims, “arising out of
or in connection with the reorganization itself, and does not include
“willful misconduct.” Airadigm, 519 F.3d at 657 (internal quota-
tions omitted).

lll. RECENT CASES SIGNAL DISAGREEMENT OVER WHETHER
BANKRUPTCY COURTS HAVE SUBJECT MATTER
JURISDICTION OVER THIRD-PARTY RELEASES

28 U.S.C. § 1334(b) provides: “[T]he district courts shall have original but
not exclusive jurisdiction of all civil proceedings arising under title 11, or
arising in or related to cases under title 11.” Accordingly, district courts
have the authority to refer to bankruptcy courts any or all cases “arising
under title 11 or arising in or related to a case under title 11.” 28 U.S.C.
§ 157(a). Furthermore, “[b]ankruptcy judges may hear and determine all
cases under title 11 and all core proceedings arising under title 11, or
arising in a case under title 11, referred under [28 U.S.C. § 157(a)], and
may enter appropriate orders and judgments.” 28 U.S.C. § 157(b)(1).

Proceedings “arising under” the Code assert a cause of action created
by the Code. Proceedings “arising in” a bankruptcy case are those that
could not exist outside of a bankruptcy case, but that are not causes of
action created by the Code. Proceedings are “related to” a bankruptcy case
where the proceeding could have been commenced in federal or state court
independently of the bankruptcy case, but the outcome of that proceeding
could conceivably have an effect on the bankruptcy estate.

Accordingly, releases related to “arising under” claims are usually
uncontroversial because they clearly relate to the bankruptcy. On the other
hand, a few key decisions in the last few years have used “arising in” and
“related to” subject matter jurisdiction to block certain third-party releases
that were particularly broad in scope. See In re Midway Gold US, Inc., 575
B.R. 475 (Bankr. D. Colo. 2017); In re SunEdison, Inc., 576 B.R. 453
(Bankr. S.D.N.Y. 2017). Another 2017 opinion, In re Millennium Lab
Holdings, complicated the issue by finding that third-party releases are
indeed part of a bankruptcy courts” arising in” and “arising under” juris-
diction. 575 B.R. 252 (Bankr. D. Del. 2017).

A. Inre Midway Gold

As described above, the Midway Gold court did not find a blanket
statutory prohibition on third-party releases as long as they satisfy
certain factors and are distinct from the particular type of third-party
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release carved out by Western Real Estate. However, the court ulti-
mately barred the third-party releases on the basis of subject matter
jurisdiction due to their particularly broad nature.

In Midway Gold, a mining company sought confirmation of a
chapter 11 plan containing broad third-party releases that would have
forever released, waived, and discharged the Released Parties, as
defined in the plan, from “all causes of actions and claims, debts and
obligations based in whole or in part upon any act or omission, transac-
tion, or other occurrence or circumstances existing or taking place on
or after the Petition Date but prior to or on the Effective Date in any
way related to the Debtors, the Chapter 11 Cases or the Plan.” Midway
Gold, 575 B.R. at 516.

The court found that third-party claims are not cases “brought
under” the Code because the third parties are not debtors in the bank-
ruptcy case. Id. at 518. Such claims also do not strictly “arise under”
the Code because the “[causes of action] being released . . . are not
limited to causes of action under the Bankruptcy Code, such as avoid-
ance actions.” Id. The debtors argued that the releases arise in the
bankruptcy case because they are limited to post-petition claims, but
the court did not find this compelling because the actual language
provides for the release of claims “existing or taking place on or after
the Petition Date,” which would include pre-petition claims in exist-
ence on the Petition Date. /d.

Moreover, the court found no “arising in” jurisdiction even though
the court has subject matter jurisdiction over chapter 11 cases pursuant
to 28 U.S.C. § 157(a) and even though the “confirmation of plans” are
expressly determined to be “core proceedings,” which the court may
hear and determine on a final basis, pursuant to 28 U.S.C. § 157(b)(2)(L).
Specifically, the court found “arising in” jurisdiction objectionable
because the court “cannot permit third-party non-debtors to bootstrap
their disputes into a bankruptcy case in this fashion.” Midway Gold,
575 B.R. at 519. There must be an independent statutory basis or risk
acquiring “infinite jurisdiction.” Id. (“If proceedings over which the
Court has no independent jurisdiction could be metamorphisized/sic/
into proceedings within the Court’s jurisdiction by simply including
their release in a proposed plan [and using section 105(a) as authority
for approving such a release], this Court could acquire infinite jurisdic-
tion.”) (internal quotation omitted).

Likewise, “related to” jurisdiction does not extend to “controver-
sies between third-party creditors which do not involve the debtor or
his property unless the court cannot complete administrative duties
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without resolving the controversy.” Id. (quoting In re Gardner, 913
F.2d 1515, 1518 (10th Cir. 1990)). The court noted that a non-debtor
released party’s financial contribution to the proposed chapter 11 plan
was “insufficient alone” for the court to “exercise “related to” juris-
diction even if the success of the plan depends on releases given in
exchange for certain contributions and settlements. /d.

B. In re SunEdison

Following on the heels of Midway Gold, the Bankruptcy Court for
the Southern District of New York also found that certain, particularly
broad third-party releases in SunEdison lacked “related to” subject
matter jurisdiction. 576 B.R. 453 (Bankr. S.D.N.Y. 2017)

In SunEdison, the third-party releases included past and future
claims against an expansive list of third parties and also extended to a
list of unidentified current and former affiliates, employees, and advi-
sors of the identified released third parties. /d. at 456-57. None of the
affected claimholders objected to the releases but the court questioned
their validity sua sponte and reserved its decision on that issue while
confirming the plan. /d. at 455. After supplemental briefing, the court
found the third-party releases were non-consensual (discussed in more
detail below) and that the bankruptcy court only had limited jurisdic-
tion to grant broad third-party releases. /d. at 461-64. Specifically, the
court lacked “related to” subject matter jurisdiction over third-party
claims that would not give rise to contribution or indemnification
against the debtor’s estate. Id. at 462-63.

In its analysis, the court asserted that whether jurisdiction exists
rests on whether the outcome of the non-debtor’s claim has a “con-
ceivable effect” on the estate for purposes of a bankruptcy court’s
“related to” jurisdiction. /d. There is such a “conceivable effect” where
a third-party claim “may give rise to a potential indemnification or
contribution claim against the estate. /d. However, the court found that
the third-party release in the case went far beyond any indemnification
obligation that the debtors contend support the release, as the release
sought to extinguish claims that “relate in any way to the Debtors or
their bankruptcy cases and that arose from the beginning of time to an
unspecified date in the future when the Effective Date occurs.” Id. at
463. The court also noted that the release would have been granted to
parties far beyond those with potential indemnification claims against
the debtor and included professionals retained by the debtors, the
creditors’ committee and its members as well as any underwriters,
arrangers, or placement agents in respect of the second lien senior
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notes and many other unidentifiable Released Parties, such as a variety
of advisors and other professionals, just to name a few. /d. Addition-
ally, the court noted, as did Midway Gold, that financial contribution
to the estate by the release, without more, is not sufficient to confer
subject matter jurisdiction. /d. at 451.

However, the judges in the Bankruptcy Court for the Southern
District of New York have not uniformly adopted such an approach —
another judge within the Bankruptcy Court for the Southern District of
New York (Judge Chapman) has explicitly declined to apply the rea-
soning on jurisdiction in SunEdison (Judge Bernstein), stating that “every
case is different.” See Transcript of Hearing at 26, In re Cumulus Media
Inc., et al., No. 17-13381 (Bankr. S.D.N.Y. Feb. 8, 2018) [D.I. 434].

C. In re Millennium Lab Holdings

In this case, a laboratory testing company filed a pre-packed chap-
ter 11 plan with a broad third-party release that released common law
fraud and RICO claims against the debtor’s former equity holders (the
releases were in exchange for a $325 million cash infusion to fund the
reorganization). In re Millennium Lab Holdings II, LLC, 575 B.R. 252
(Bankr. D. Del. Oct. 3, 2017), aff’d 591 B.R. 559 (D. Del. Sept. 21,
2018). The releases were opposed by certain creditors, including Voya,
which held 5.8% of Millennium’s debt. Voya argued that the bank-
ruptcy court did not have authority to grant the releases pursuant to the
Supreme Court’s 2011 ruling in Stern v. Marshall, 564 U.S. 462 (2011).

In Stern, the Supreme Court considered whether a bankruptcy court,
as a non-Article III court, had the authority to enter final judgment on
a state-law governed counterclaim brought by a debtor in bankruptcy
court against a counterclaimant. This decision was unique because the
counterclaim fell within one of the enumerated categories of “core
proceedings” that a bankruptcy court traditionally had jurisdiction over,
pursuant to 28 U.S.C. § 157(b)(2). To resolve this issue, the Supreme
Court announced a test for whether a bankruptcy judge can enter a final
order on a trustee’s counterclaim. Stern, 564 U.S. at 499 (“Congress
may not bypass Article III simply because a proceeding may have
some bearing on a bankruptcy case; the question is whether the action
at issue stems from the bankruptcy itself or would necessarily be
resolved in the claims allowance process™). The claim-at-issue failed
this test and therefore, the bankruptcy court did not have authority over
the counterclaim.
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Wielding Stern, Voya argued that granting the third-party releases

would be tantamount to adjudicating a state-law claim. The court
rejected Voya’s argument, holding that:

The bankruptcy court has jurisdiction to grant the release because
“core proceedings” arise under or arise in title 11. See 28 U.S.C.
§ 157(b)(1). In turn, “confirmations of plans,” including the con-
firmation of third-party releases within those plans, is an enumer-
ated core proceeding. See 28 U.S.C. § 157(b)(2); Millennium Lab I,
575 B.R. at 271. Thus, the third-party releases must merely meet
the federal standards used by the Third Circuit. Id. at 271-72
(examining the Continental hallmarks and Master Mortgage factors,
discussed above). “An order confirming a plan with releases,
therefore, does not rule on the merits of the state law claims being
released.” Id. at 272.

Furthermore, the adjudication of third-party releases does not
violate a bankruptcy court’s constitutional authority under Stern
because Stern is, at its broadest, limited to the proposition that “a
bankruptcy judge cannot enter a final judgment on all state law
claims, all common law causes of action or all causes of action
under state law.” Id. at 268-69. Furthermore, a bankruptcy judge’s
final order on a core issue that may merely have a preclusive effect
on a third-party lawsuit does not violate Stern. Id. at 276.

Additionally, the bankruptcy court noted that adopting the Voya
interpretation would dramatically change the division of labor
between the bankruptcy and district courts. Id. at 285-86 (listing
several instances where a district court would be compelled to
enter a final order approving a debtor’s requested relief, including
“any § 363 sale of assets in which a purchaser seeks to be free of
successor liability—which is every § 363 sale of assets,” and find-
ing, as a result, that “there is ample room for gamesmanship by
both debtors and creditors in the bankruptcy context” should Voya’s
argument succeed).

Cases since Midway Gold, SunEdison, and Millennium Lab show

that courts remain very unsettled as to how such jurisdictional issues
affect a bankruptcy court’s ability to grant a third-party release. Com-

pare In re Kirwan Olffices S.a.r.l., 592 B.R. 489, 503 (S.D.N.Y. 2018)

(affirming the bankruptcy court’s decision, and rejecting an objecting
shareholder’s argument that “an involuntary release of non-debtor,
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third-party claim always falls outside a bankruptcy court’s core juris-
diction.”); Aegean Marine, 599 B.R. at 723 (highlighting the extraor-
dinary nature of granting third-party releases and, with respect to
jurisdiction, noting that (i) statutory authority only gives bankruptcy
courts subject matter jurisdiction over “civil proceedings” but when
third-party releases are proposed, there is rarely any “proceeding”
pending at all; and (i1) that a court also needs personal jurisdiction over
relevant parties and formal service of process is required); Transcript
of Bench Decision Regarding Confirmation Hearing at 13, /n re ARO
Liquidation, Inc. (Aeropostale), No. 16-11275 (Bankr. S.D.N.Y. Mar. 28,
2018) [D.I. 1752] (addressing objection on basis of subject matter
jurisdiction by concluding that the intent of the plan was to limit
released claims to those relating to debtors and directing the debtors to
include “clarifying language” to avoid capturing unrelated claims).

In sum, objecting parties have tried various and different approaches
to challenge a bankruptcy court’s jurisdiction over third-party releases.
SunEdison and Midway Gold both involved particularly broad releases,
which made those plans vulnerable to challenged based on “arising in”
and “related to” jurisdiction. On the other hand, Millennium Lab
addressed whether granting the release would violate its constitutional
authority under Stern. The divergent approaches of Midway Gold and
Millennium Lab also illustrate two opposing concerns: The Midway
Gold court worried that broad third-party releases could lead to the
court acquiring “infinite jurisdiction,” such that any party could “boot-
strap” their claim into the bankruptcy case by placing a release in the
proposed plan, Midway Gold, 575 B.R. at 519, while the Millennium
Lab court emphasized that adopting Voya’s interpretation of Stern
would “dramatically change the division of labor between the bank-
ruptcy and district courts,” Millennium Lab II, 575 B.R. at 285-86.

IV. COURTS MAY REQUIRE ACTUAL OR DEEMED CONSENT TO
APPROVE THIRD-PARTY RELEASES

Finally, one of the other issues courts opine on in adjudicating third-party
releases is whether creditors can be seen to have provided actual or deemed
consent to release the claim(s) at issue.

Courts have traditionally granted third-party releases only to those
creditors who affirmatively consent by voting in favor of the plan and not
opting out of the third-party releases. See In re Washington Mutual, Inc.,
442 B.R. 314, 355 (Bankr. D. Del. 2011) (“[T]he Court concludes that the
opt out mechanism is not sufficient to support the third party releases
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anyway, particularly with respect to parties who do not return a ballot (or
are not entitled to vote in the first place)”). . . . [f]ailing to return a ballot
is not a sufficient manifestation of consent to a third party release.”); In re
Chassix Holdings, Inc., 533 B.R. 64, 81 (Bankr. S.D.N.Y. 2015) (J. Wiles)
(finding that creditors who vote in favor and those who rejected the Plan
but still opted in, clearly consented; however, creditors who abstained or
were deemed to reject cannot have consented because “charging all inac-
tive creditors with full knowledge of the scope and implications of the
proposed third party releases, and implying a ‘consent’ to the third party
releases based on the creditors’ inaction, is simply not realistic or fair, and
would stretch the meaning of ‘consent’ beyond the breaking point.”). In
other words, courts traditionally did not find sufficient consent to a third-
party release from unimpaired creditors who did not vote (i.e., do not
return a ballot), voters who abstained, and voters who rejected a plan
(unless they affirmatively opted in).

The Office of the U.S. Trustee routinely files objections to plans that
do not include affirmative acts of consent for a class of creditors giving
third-party releases, and generally prefers an opt-in mechanism. In certain
cases, they have not opposed an opt-out option. However, courts —
prominently, those in the Second and Third Circuits — have shown signs
of shifting away from the traditional view and courts in recent years have
allowed third-party releases that affect voters who do not show affirmative
consent given that certain conditions are met. See, e.g., In re Orchard
Acquisition Co., et al., No. 17-12914 (Bankr. D. Del. Jan. 23, 2018) (find-
ing notice sent to unimpaired creditors about opting out was sufficient
where there were no objections); ARO Liquidation, No. 16-11275 (Bankr.
S.D.N.Y. Mar. 28, 2018) (finding notice and an opportunity to opt out
would be sufficient to find consent for unimpaired creditors); Indianapolis
Downs, 486 B.R. 286 (Bankr. D. Del. 2013) (finding detailed instructions
on opportunity to opt out sufficient); In re Spansion, Inc., 426 B.R. 114
(Bankr. D. Del. 2010) (noting no unimpaired creditor had objected to the
plan); In re DBSD N. Am., Inc., 419 B.R. 179 (Bankr. S.D.N.Y. 2009)
(finding warning on disclosure statement or ballot that a failure to vote
against the plan constituted consent was sufficient);

Judicial opinions on what constitutes consent continue to differ widely
and, as shown below, can even differ between judges within the same court-
house. Opinions may vary generally or can vary based on the particulars of
a case and the form of the notice or opt-in/opt-out mechanism on the ballot.
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A. Unimpaired Creditors

Recent opinions generally allow third-party releases with respect
to such unimpaired creditors if other factors are present, such as no
objections from unimpaired creditors or if reasonable consideration
was received. See Transcript of Hearing at 17-18, In re Orchard Acqui-
sition Co., et al., No. 17-12914 (Bankr. D. Del. Jan. 23, 2018) [D.I. 160]
(where unimpaired creditors received a notice stating that they must
file an objection in order to opt out of the third-party release and in the
face of objections from the U.S. Trustee that the notice was insuffi-
cient, the court ruled that the release was consensual, emphasizing that
there were no objections from any type of creditor and that this silence
constituted consent, and expressing concern that if the release was
denied, the entire plan might “unravel”); Spansion, 426 B.R. at 144
(Bankr. D. Del. 2010) (overruling the U.S. Trustee’s objection that
unimpaired classes needed an opportunity to take affirmative action,
such as fill out a ballot and use an opt-out mechanism, noting that no
unimpaired creditor had objected to the plan). Decisions have also
found consent where unimpaired creditors were given the opportunity
to opt out. See United States Trustee’s Objection to Confirmation at 2,
In re Orchard Acquisition Co., et al., No. 17-12914 (Bankr. D. Del.
Jan. 11, 2018) [D.I. 126]; Transcript of Bench Decision Regarding
Confirmation Hearing at 30-31, ARO Liquidation, No. 16-11275 [D.I.
1752] (stating that unimpaired creditors who are deemed to accept
should be provided with a notice of non-voting status and an oppor-
tunity to opt out of certain third-party releases).

Another judge in the Bankruptcy Court for the Southern District
of New York has taken a less rule-based approach, finding that third-
party releases affecting unimpaired creditors can be approved, but only
to the extent that one of three limiting instances pertaining to any third-
party release was satisfied: in cases where (1) any affected party con-
sented or were deemed to have done so through its ability to “check
the box” on the ballots (including parties who voted in favor and those
who voted to reject but failed to opt out); (ii) claims would trigger
indemnification or contribution claims against the debtors and impact
reorganization; and (iii) parties provided substantial consideration or
concessions to the reorganization. See In re Genco Ship. & Trading
Ltd., 513 B.R. 233, 271-72 (Bankr. S.D.N.Y. 2014) (J. Lane).
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B. Deemed Rejected Creditors

Courts generally do not allow third-party releases to apply to those
entities not receiving any distribution under a plan. See Indianapolis
Downs, 486 B.R. at 304. However, judges in the Bankruptcy Court for
the Southern District of New York have suggested that third-party
releases of deemed rejected creditors may be allowed if they are given
the opportunity for an affirmative act, such as through an opt-in mecha-
nism. See Transcript of Bench Decision Regarding Confirmation Hear-
ing at 31, ARO Liquidation, No. 16-11275 (Bankr. S.D.N.Y. Mar. 28,
2018) [D.I. 1752] (stating that certain holders of claims whose treat-
ment changed from some recovery to no recovery should be provided
with a notice of non-voting status and the option to opt in because those
who don’t receive recoveries under a plan often don’t carefully analyze
the solicitation materials); Chassix, 533 B.R. at 81 (finding that credi-
tors who are deemed to reject the Plan generally found to be deemed to
reject third-party releases in the absence of an affirmative act, such as
an “opt in” mechanism); In re Chemtura Corp., 439 B.R. 561, 609—
613 (Bankr. S.D.N.Y. 2010).

C. Impaired Voters

Impaired voters include those who vote to accept the plan, vote to
reject the plan, or who are entitled to vote but nevertheless abstain. In
the case of third-party releases, such voters may often be given the chance
to opt out of the releases on their ballots, and courts are often called to
adjudicate consent over those impaired voters who did not opt out.

There currently is a shift from the more traditional approach towards
allowing deemed acceptance of abstaining or rejecting voters who do
not opt out if there is adequate notice on the ballot or disclosure state-
ment. See Indianapolis Downs, 486 B.R. at 306 (“As for those impaired
creditors who abstained from voting on the Plan, or who voted to reject
the Plan and did not otherwise opt out of the releases, the record
reflects these parties were provided detailed instructions on how to opt
out, and had the opportunity to do so by marking their ballots. . . .
[u]nder these circumstances, the Third Party Releases may be properly
characterized as consensual and will be approved.”); DBSD N. Am.,
419 B.R. at 218 (Bankr. S.D.N.Y. 2009) (finding consent when a dis-
closure statement or voting ballot warned that a failure to vote against
the Plan would be deemed consent to the third-party releases); In re
Calpine Corp., 2007 WL 4565223, at *10 (Bankr. S.D.N.Y. Dec. 19,
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2007) (“Ballots explicitly stated that a vote to accept the Plan or absten-
tion from voting without opting out of the releases each constitutes an
acceptance and assent to the releases set forth in the Plan . . . [D]ue and
adequate notice [were given].”).

However, a closer examination of just the decisions of the Bank-
ruptcy Court for the Southern District of New York shows a difference
of opinion among the judges themselves. Judge Chapman has even
acknowledged that “there are judges in this building” that hold differ-
ent views with respect to the propriety of third-party releases and their
consent requirements. Transcript of Confirmation Hearing at 33-34, In
re Nine West Holdings Inc., No. 18-10947 (Bankr. S.D.N.Y. Feb. 26,
2019) [D.I. 1311] (approving broad third-party release over the U.S.
Trustee’s objections that the case did not meet the “only in rare cases”
standard in Metromedia due to unique components of the case).

For instance, Judge Lane has found that opt-out and opt-in mecha-
nisms may be tailored to the treatment of specific classes. See Tran-
script of Bench Decision Regarding Confirmation Hearing at 31, ARO
Liquidation, No. 16-11275 [D.I. 1752] (finding that those unimpaired
and deemed to accept should be provided with notice of non-voting
status and opportunity to opt out; those deemed to reject due to
amendments in the Plan should be given notice of non-voting status
and opportunity to opt in; and those deemed to reject but who pre-
viously had notice, should be deemed to consent to the third-party
releases unless they are able to and do exercise the opportunity to opt
out). Still others like Judge Drain generally approve third-party releases
if they satisfy the Metromedia standards, even if there is no opt-out or
opt-in mechanism on the ballots nor a conspicuous notice. See In re
Delphi Corp., No. 05-44481, 2009 WL 2482146, at *19 (Bankr.
S.D.N.Y. July 30, 2009).

V. CONCLUSION AND PRACTICE POINTS

Third-party releases must be drafted with particular care in any chapter 11
plan. Such releases can take numerous forms and permutations, and con-
sent can be obtained through several mechanisms during the voting pro-
cess. As this article demonstrates, the courts can adopt a wide range of
standards in considering whether to approve third-party releases, how they
view subject matter jurisdiction over third-party releases, and the type of
consent from certain voters that would prove sufficient. Even as a number
of cases in recent years exhibit a softening towards the permission of third-
party releases, still other judges have warned against these tidings of
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leniency. See, e.g., Aegean Marine, 599 B.R. 726-27 (J. Wiles) (“Third-
party releases are not a merit badge that somebody gets in return for mak-
ing a positive contribution to a restructuring. They are not a participation
trophy, and they are not a gold star for doing a good job. . . . [Rather,]
[n]onconsensual releases are not supposed to be granted unless barring a
particular claim is important in order to accomplish a particular feature of
the restructuring.”); see also Memorandum Decision Supplementing Order
Denying Motion to Approve the Debtors’ Disclosure Statement at 25-26,
In re FirstEnergy Solutions Corp., et al., No. 18-50757 (Bankr. N.D. Oh.
Aug. 29,2019) [D.I. 3135] (refusing approval of broad third-party releases
for not satisfying Dow Corning factors and stating that the court “shares
the reservations expressed by [Judge Wiles in] Aegean Marine” regarding
the “increasingly cavalier” attitude of debtors towards third-party releases,
“as if they were a routine request, not an exceptional one”).

Thus, in crafting third-party releases and in consideration of the three
major issues described herein, practitioners should, first and foremost,
always research the particular judge that will be considering confirmation
of the plan, paying attention to how permissive they are towards third-
party releases, what standards they apply, and their view, if any, on subject
matter jurisdiction. With respect to consent, it is best practice to give
conspicuous and clear notice to both non-voters and voters, and to consider
the use of opt-in or opt-out provisions in appropriate circumstances. Gen-
erally, plan confirmation will be easier to facilitate if it can be shown that
those receiving releases gave substantial consideration such that the con-
sideration was necessary to the chapter 11 plan. Finally, practitioners must
consider the relation of the releases and of the Released Parties to the
bankruptcy case — a court may determine it does not have jurisdiction to
approve broad releases that are not sufficiently related to the bankruptcy
case and/or do not have an effect on the bankruptcy estate.
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Consensual Third-Party Releases

Under § 1141

An Emerging Analytical Framework

increase in litigation over what constitutes “con-

sent” to third-party releases contained in a chap-
ter 11 plan. To demonstrate consent, plan propo-
nents typically rely on an opt-out mechanism: Each
stakeholder receives an opt-out form that enables it
to be carved out of the proposed third-party release
contained in the plan.

If notice was adequate and the third-party release
was conspicuously disclosed, a majority of courts
have concluded that a stakeholder who does not sub-
mit a completed opt-out form is deemed to have con-
sented to the third-party release. However, a growing
number of courts have recently held that this opt-out
structure is not a sufficient manifestation of consent
to bind parties that fail to return an opt-out form.

Recently, in In re Emerge Energy Services LP, a
judge in the U.S. Bankruptcy Court for the District of
Delaware joined this growing group of courts requir-
ing a more affirmative expression of consent than a
failure to return an opt-out form.? Relying on state
law contract principles, the Emerge court reasoned
that failure to submit an opt-out form did not consti-
tute consent to the plan’s third-party release because
creditors and interest-holders had no duty to speak.’
The upshot of this position is that silence cannot be
construed as consent unless there is a duty to speak.

Just a few months later, on April 2, 2020, in
In re Melinta Therapeutics Inc., a different bank-
ruptcy judge in the District of Delaware disagreed
with Emerge and found the debtors’ § 1141 argu-
ment “more compelling ... than the contractual
argument” relied on in Emerge.* While Melinta
adopted the majority position, it did so based on
a unique rationale: The court concluded that it is
improper to rely upon state contract law in answer-
ing the third-party consent question without con-
sidering § 1141° (a Bankruptcy Code section that
Emerge did not discuss).

Section 1141(a) provides that the “provisions of
a confirmed plan bind,” among others, “any creditor,
equity security holder, or general partner in the debt-

In recent years, there has been a noticeable

The views expressed herein are solely those of the authors and not necessarily the views
of Skadden, Arps, Slate, Meagher & Flom LLP or its clients.

Case No. 19-11563 (KBO), 2019 WL 7634308 (Bankr. D. Del. Dec. 5. 2019).

Id. at *18.

Case No. 19-12748 (LSS) (Bankr. D. Del. 2019).

See In re Melinta Therapeutics Inc., No. 19-12748 (LSS) (Bankr. D. Del. April 2, 2020),
Confirmation Hr.'g Tr. 120:1-14 (“Melinta Confirmation Tr.”). All section references
herein are to title 11 of the U.S. Code.
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or ... whether or not” such claim or interest “is impaired
under the plan” and “whether or not [such parties have]
accepted the plan.” This Code section provides the
source of the duty to speak and imposes on all parties-
in-interest the duty to object. Notably, this argument,
which provides a cogent rebuttal to the minority posi-
tion, is just “emerging [in the] case law.” This article
discusses Emerge and the primary decision it relies
upon, then briefly explains why the growing minority
position on third-party release consent is unpersuasive
because it does not consider § 1141 in its analysis.

The Minority Position: Ability to Opt
Out Is Insufficient to Imply Gonsent

Emerge marks the most recent published deci-
sion holding that a stakeholder’s failure to return
an opt-out form is insufficient to imply consent to a
plan’s third-party release. Acknowledging that the
court’s position was in the “minority amongst the
judges” in Delaware, the court determined that in
order to imply consent from nonresponsive creditors
and equityholders, a debtor must show under “basic
contract principles that the Court may construe
silence as acceptance.” To find that such a stake-
holder consented to a third-party release, the court
must find “with certainty that those failing to return
a ballot or Opt-Out Form did so intentionally.”®
Even though the debtors clearly notified stakehold-
ers of the implications of the failure to submit an
opt-out form, the court determined that there could
be other explanations for this failure unrelated to an
intent to provide a release, such as “[c]arelessness,
inattentiveness or [a] mistake.”

In reaching this conclusion, the court expressly
relied on the reasoning of In re SunEdison Inc.”
Relying on New York contract law, the SunEdison
court determined that a non-voting releasor’s silence
did not constitute implied consent to the plan’s third-
party release." An offeror cannot transform an “offer-
ee’s silence into acceptance when the offeree does not

6 Melinta Confirmation Tr. 120:6-7.

7 In re Emerge Energy Servs. LP, No. 19-11563 (KBO), 2019 WL 7634308, at *18 (Bankr.
D. Del. Dec. 5, 2019) (citing Restatement (Second) of Contracts § 19 (Am. Law Inst. 1981)).

8 Id.

9 /d

10 576 B.R. 453 (Bankr. S.D.N.Y. 2017).

11 In re SunEdison, 576 B.R. at 460.

continued on page 47
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requires a finding of a “sound business purpose” for approval
of transactions outside the ordinary course of business.?' The
vendor “must (1) be in a position to cease providing goods or
services to the debtor because it is not a party to a contract
with the debtor; and (2) refuse to provide goods and services
unless its pre-petition claim remains unpaid.”? Next, payments
to critical vendors must leave creditors “at least as well off as
they were before.”” In considering the foregoing standard in
the critical vendor context, Judge Hoffman observed:
The Court concludes that requiring proof on a vendor-
by-vendor basis is not required by the Bankruptcy
Code and would be detrimental to the interests of the
Debtors’ estates and creditors, including the unse-
cured creditors. In fact, the [objectors’] approach
likely would result in the Debtors’ paying more to
their critical vendors than they will pay if the Motion
is approved. That is, requiring evidence on a vendor-
by-vendor basis would drain value from the bank-
ruptcy estate to the detriment of all creditors. This is
true for several reasons. For one, in order to provide
particular evidence that each critical vendor would
fail to do business with the Debtors, what are the
Debtors to do? Ask their creditors if they will cease
doing business with them if they do not pay their pre-
petition claims? If asked, most creditors will certainly
say “yes,” increasing the amount of critical-vendor
payments [that] the Debtors would make. As the
court stated in Windstream, “the reason [the debt-
ors have] only paid 12 [creditors under the interim
critical-vendors order] to date is because [the others]
haven’t asked. [The Debtors are] only going to deal
with them if they do ask. You want them to pay a
blank check for the full amount.” Windstream, Tr. of
Hrg. at 92; see also id. at 106-07 (noting that this
approach would create a “run on the bank”). And if
the Motion is not approved, are the Debtors to wait
until the critical moment when the creditors inform
the Debtors that they are soon to be cut off, filing
motions on an emergency basis each time this hap-

21 Murray, 613 B.R. at 450 (quoting Stephens Indus. Inc. v. McClung, 789 F.2d 386, 390 (6th Cir. 1986)).
22 [d. at 451 (citing, e.g., Kmart, 359 F.3d at 872-73).
23 ld. at 452.

pens? On top of all that, are the Debtors, by filing
a list of “critical vendors” and providing evidence
regarding why each vendor is critical, to deprive
themselves of any leverage they have in negotiations
with the vendors? Such an approach would not only
increase the costs incurred by the Debtors’ estates for
professional fees, but also would increase the risk of
harm to the Debtors’ business.”

Similarly, the district court in Windstream agreed with
Judge Drain that evidence of “a formal refusal” was “imprac-
tical.”® In so noting, the district court observed that a cred-
itor-by-creditor determination of a “formal refusal” would
harm the bankruptcy estate because it would be unduly time-
and resource-consuming and would adversely impact the
estates’ leverage in negotiations, which would ultimately do
harm to the entire estate.”

As Judge Drain noted, requiring evidence of critical-ven-
dor status on a creditor-by-creditor basis would create the
“type of disruption” that critical-vendor motions are intended
to prevent.”” It would, in many cases, result in unnecessary
costs, expenses and distractions, or worse: require multiple
additional emergency motions that may, or may not, prove
to be timely .

Conclusion

In certain respects, the Windstream and Murray deci-
sions are not noteworthy insofar as they reflect what has
become routine practice in chapter 11 cases in New York
and Delaware. Nevertheless, they are important to bank-
ruptcy courts, practitioners and chapter 11 debtors, because
they provide (1) persuasive support for the proposition that
evidence on a creditor-by-creditor basis is not necessary for
approval of a critical-vendor motion; and (2) precedent to
justify established practices that can be used as a road map to
consider, formulate and implement critical-vendor protocols
and, if necessary, payments.

24 /d. at 453-54.

25 See Windstream, 614 B.R. at 452, 458, n.10.

26 Id. at 458, n.10.

27 See Hr'g Tr., In re Windstream Holdings Inc., Case No. 19-22312 (RDD) (Bankr. S.D.N.Y. April 16, 2020),
ECF No. 1457 at 104:11-116:17; 108:15-109:17.

28 Murray, 613 B.R. at 455.

News at 11: GConsensual Third-Party Releases Under § 1141

from page 22

intend to accept the offer.”'” Thus, “the offeror cannot ordinar-
ily force the other party into a contract by saying, ‘If I do not
hear from you by next Tuesday, I shall assume you accept.””"
The court emphasized that under New York law, “[a]bsent a
duty to speak, silence does not constitute consent.”™*

Section 1141’°s Impact on the Question
of Consent

Emerge and SunEdison improperly rely on state contract
law without considering § 1141 and bankruptcy law’s import

12 /d. at 458 (citation omitted).
13 /d. (citation omitted).
14 [d. (citation omitted).
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on the question of consent. A chapter 11 plan is not simply an
ordinary contract governed by state law contract principles.
Indeed, chapter 11 plans differ from traditional contracts in
important ways.

Only the proponents of the plan actually sign the plan; yet
the plan, which is often referred to as a “super contract,” can
bind potentially thousands of non-signatories."” The ultimate
terms of a plan are also not predicated on the foundational
elements of a contract: offer and acceptance. A plan, in many
ways, is not an “offer” in the contractual sense; if it was, it

15 See In re Montgomery Ward Holdings Corp., 306 B.R. 489, 495 (Bankr. D. Del. 2004) (observing that
confirmed plan is “a legally binding agreement”).

continued on page 48
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from page 47

would turn contract law on its head because a party remains
bound by the plan even if it “rejects” the offer (i.e., the plan)
by (1) voting against the plan and (2) objecting to the plan.

Unlike ordinary contracts, the source of a plan’s binding
effect on parties-in-interest is not based on mutual assent,
but rather is supplied by the Bankruptcy Code and from prin-
ciples of claim preclusion. As succinctly highlighted in In re
Frontier Insurance Group Inc.:

References to chapter 11 plans as contracts or agree-

ments — while useful for purposes of interpreting

plans ... — are only by analogy, however. The binding
effect of a chapter 11 plan is in fact premised on stat-
utory and common law claim preclusion. That is, for
the debtor, its creditors and holders of interests, the
chapter 11 plan is the crucible by which the parties’
claims and rights in property dealt with by the plan

are transformed and governed post-confirmation — a

“super-contract” — not because it is signed by all of

the parties with claims against the debtor and holders

of interests affected by the plan who participated in

the case, but because of applicable provisions of the

Bankruptcy Code and principles of res judicata.'®

Thus, while consulting state law contract principles might
provide some guidance on the interpretation of plan provisions,
state law sheds little light on the binding nature of a confirmed
plan upon all parties-in-interest under § 1141. Section 1141(a)
binds holders of claims and interests to a plan’s provisions,
including a third-party release contained therein.

In particular, § 1141(a) provides that “the provisions of a
confirmed plan bind” the debtor, any entity acquiring prop-
erty under the plan, and any creditor of, or equity security
holder in, the debtor."” This subsection is also binding wheth-
er or not such parties’ claims are “impaired under the plan ...
[or such parties have] accepted the plan.”"® Thus, “[t]he con-
firmation order binds the world to the extent [that] the plan
touches the debtor, its rights, assets or obligations as of the
confirmation date.”" A chapter 11 plan binds a party — even
if such party does not file a claim, receive a distribution or
retain any interest in the debtor.”

A confirmation order also operates as a final judgment.?* A
confirmation order “is a judgment in rem — a determination of
the debtor’s status as a chapter 11 debtor — and is binding upon
all parties-in-interest, whether or not they have appeared to contest
entry of the order.”” Consequently, the confirmation order serves
as res judicata as to any issues that were or could have been raised
at the confirmation hearing.” For these reasons, a party must file
an objection if it disagrees with its treatment under a plan.

16 585 B.R. 685, 693 (Bankr. S.D.N.Y. 2018) (emphasis added), aff'd, 598 B.R. 87 (S.D.N.Y. 2019).

1711 U.8.C. § 1141(a).

18 /d.

19 8 Collier on Bankruptcy 9] 1141.02[4] (16th ed. 2019).

20 See, e.g., In re Platinum Oil Props. LLC, 465 B.R. 621, 638 (Bankr. D.N.M. 2011) (“A confirmed
Chapter 11 plan is binding on all parties described in 11 U.S.C. § 1141(a) who received proper notice....
In fact, confirmation binds creditors and other parties-in-interest, even if those parties have not accepted
the plan ... ‘even if it had a different understanding of [the plan’s terms] or did not realize their effect.”
(quoting /n re K.D. Co. Inc., 254 B.R. 480, 491 (B.A.P. 10th Cir. 2000)).

21 See Silverman v. Tracar SA (In re Am. Preferred Prescription Inc.), 255 F.3d 87, 92 (2d Cir. 2001).

22 8 Collier on Bankruptcy  1141.02[4] (16th ed. 2019).

23 See Iberiabank v. Geisen (In re FFS Data Inc.), 776 F.3d 1299, 1306 (11th Cir. 2015).
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Relying on § 1141 and the foregoing bankruptcy prin-
ciples, in In re Tops Holding Il Corp. the court disagreed
with the reasoning of SunEdison.** In bankruptcy, silence can
be deemed consent because § 1141(a) provides the “source
of the duty to speak.”” Bankruptcy law does not require a
party’s affirmative consent or signature for a plan to be bind-
ing. As the court highlighted in Tops, a chapter 11 plan “is a
super contract to which thousands of parties don’t sign,” yet
it is still binding upon all those parties.”® Ultimately, the Tops
court determined that § 1141(a) provided “the source for the
deemed consent” and held that the opt-out mechanism was
more than sufficient to imply consent.”

Section 1141 Arrives in Delaware

In Melinta, the court was faced with an objection from
the Office of the U.S. Trustee to the debtors’ opt-out mech-
anism. Relying on Emerge, the U.S. Trustee argued that
the opt-out was insufficient to imply consent to the plan’s
third-party release. The debtors contended that Emerge, and
the minority position generally, fails to account for (1) the
bankruptcy overlay to the consent analysis; (2) the fact that
all parties-in-interest have a duty to speak under § 1141;
and (3) the binding nature of a confirmed chapter 11 plan
on all parties-in-interest. With lack of due process being the
limited exception, no party would contend (given that it is
hornbook bankruptcy law) that a debtor’s stakeholders must
affirmatively agree to be bound by a chapter 11 plan before
it becomes binding. But that is what the U.S. Trustee and the
minority position are effectively espousing: excusing stake-
holders from being bound by a chapter 11 plan because they
did not perform some overt act of consent.

Overruling the U.S. Trustee’s objection, the court con-
cluded that § 1141 requires creditors to “speak up and object
to release provisions, like they need to [for] other provi-
sions.””® Acknowledging that analyzing consent under § 1141
was a newly emerging argument, the court remarked that it
found the argument “more compelling than the contractual
argument” that is “found in Emerge ... and SunEdison.”*
Notably, the court further observed that “until [it] hear[s]
a real response to the [§] 1141 argument, that is where [the
court’s] thinking is” with respect to consent in the third-par-
ty-release context.”

24 See In re Tops Holding Il Corp., No. 18-22279 (RDD) (Bankr. S.D.N.Y. Nov. 9, 2018), Confirmation Hr.'g.
Tr. 73:8-13 (Court: “So | believe those two cases [Chassix and SunEdison) clearly do not stand for the
general proposition, which would be inconsistent with substantial circuit level case law, including in the
Second Circuit, as well as Section 1141, 1141(a)’s and (c)’s plain language, that a plan is binding, if one
does not object, let alone if one does not opt-out.”).

25 Id. at 36:10-17.

26 Id. at 48:4-6.

27 Id. at 39:18-19.

28 Melinta Confirmation Tr. 120:10-14.

29 [d. at 120:8-10.

30 /d. at 120:4-5.

31 /d. at 120:10-14. At the confirmation hearing in Melinta, the court raised an interesting question as to
why, if the § 1141 reasoning is the correct manner of approaching the consent question, a debtor needs
an opt-out mechanism. /d. at 63:8-15. Under § 1141, an opt-out mechanism is unnecessary to imply
consent. The § 1141 rationale stands for the proposition that stakeholders must object to demonstrate
their lack of consent. As a practical matter, however, the opt-out structure has been widely accepted by
courts and is the customary mechanism relied upon by debtors. Counsel for debtors will therefore likely
continue to use the opt-out structure until the § 1141 argument gains further traction.
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Conclusion

Unlike under state contract law, in federal bankruptcy
court a plan proponent can say, “If I do not hear from you
by next Tuesday, I shall assume you accept.” Adding a
bankruptcy gloss to the deemed-consent analysis is the
correct manner in which the issue should be analyzed.
When you add that bankruptcy gloss, § 1141 and bank-
ruptcy law jurisprudence also teach that consent in chap-
ter 11 should be determined by whether a duly noticed
party-in-interest objects.” Indeed, this is precisely how
consent is construed under § 363(f)(2) when a debtor is
seeking to sell assets free and clear:** “Consent pursuant

32 In re SunEdison, 576 B.R. at 458 (citation omitted).

33 See Confirmation Hr.’g. Tr. 62:10-14, In re Gibson Brands, No. 18-11025 (CSS) (Bankr. D. Del.
October 2018) (“I have ruled numerous times that ‘check the box’ isn’t required for a creditor to be
deemed — to have been deemed to consent to something, that it's sufficient to say, here’s your
notice, this is what's going to happen and if you don’t object, you'll have been deemed to consent.”);
In re VER Techs. Holdco LLC, No. 18-10834 (KG) (Bankr. D. Del. July 26, 2018) (confirming plan with
third-party releases that required parties-in-interest to file formal objections to plan to be excluded as
releasing parties).

3411 U.S.C. § 363(f)(2) (“The trustee may sell property ... free and clear of any interest in such property of
an entity ... only if such entity consents.”); see FutureSource LLC v. Reuters Ltd., 312 F.3d 281, 285-86
(7th Cir. 2002) (“It is true that the Bankruptcy Code limits the conditions under which an interest can be
extinguished by a bankruptcy sale, but one of those conditions is the consent of the interest-holder, and
lack of objection (provided of course there is notice) counts as consent.”).

to section 363(f)(2) [might] be satisfied where an entity
has not objected to a sale.”

If a party does not want to be bound by a plan’s third-
party release, such a party should be required to file an objec-
tion just like other stakeholders who disagree with their plan
treatment.* By filing an objection, the third-party release
becomes nonconsensual, and accordingly, the objecting party
must be carved out of the release (which would be mandatory
in those jurisdictions prohibiting nonconsensual third-party
releases),” or the debtor must make a substantial evidentiary
showing that the release is fair and necessary.’® Absent an
objection, however, the releasing stakeholder is deemed to
have consented to the third-party release.”

35 In re GSC Inc., 453 B.R. 132, 183 (Bankr. S.D.N.Y. 2011).

36 See In re U.S. Fidelis Inc., 481 B.R. 503, 517 (Bankr. E.D. Mo. 2012) (“If a creditor wants to preserve his
right to object to confirmation, on whatever ground[s], he must file an objection. If he does not file an
objection, he generally cannot complain about the results of the confirmation proceeding — even if he
voted to reject the plan.”).

37 See In re Pac. Lumber Co., 584 F.3d 229 (5th Cir. 2009); In re Lowenschuss, 67 F.3d 1394 (9th Cir.
1995); In re W. Real Estate Fund Inc., 922 F.2d 592 (10th Cir. 1990).

38 See In re Cont'l Airlines Inc., 203 F.3d 203, 214 (3d Cir. 2000); see also In re Metromedia Fiber Network
Inc., 416 F.3d 136, 142-43 (2d Cir. 2005).

39 See 8 Collier on Bankruptcy 9 1141.02[5][b] (“The failure to file an objection to confirmation of a
plan with the bankruptcy court may be a sufficient manifestation of consent for purposes of a third-
party release.”).

Ground Tenant Lease Rejection and Survival of Subordinate Interests

from page 25

The Fifth Circuit addressed the specific issue of the effect
of rejection of a ground lease on a ground lease mortgage in
the Matter of Austin Development Co.* Hon. Edith Jones
held that rejection of a ground lease does not cause a rescis-
sion of the lease nor cause the mortgageholder to lose what-
ever rights it had under the terms of the ground lease. Judge
Jones said that despite the rejection, the subordinate interests
were not extinguished; whatever state law contractual rights
they had vis-a-vis the ground lessor remained intact.

The rights flowing to the mortgagee in Austin were not
found in a separate nondisturbance agreement, but rather
were embedded in the ground lease itself and provided rights
that were “similar to those found in nondisturbance agree-
ments.” This made the mortgagee a third-party beneficiary
of the ground lease.” Because of the lack of privity, Judge
Jones had to decide whether the rejection extinguished those
rights found in the lease itself.

Judge Jones examined the body of case law that had
equated rejection with termination, and found it wanting.
She rejected the argument that the obligation of a tenant to
“surrender” the premises after a deemed rejection meant
that the lease was terminated. The rejection as termina-
tion view would make rejection of a lease an “avoidance”
power, not merely a breach of contract. She found no leg-
islative or policy basis for such a view, which she saw as
working a forfeiture on the rights of subordinate holders,
among other issues.

She also held that the notion that the tenant’s rejection
of a lease could extinguish the rights of a secured party in
that the lease was arguably “unconstitutional” — a point
that should not be ignored.”” Given that the mortgagee had

20 19 F.3d 1077 (5th Cir. 1994), cert denied, 513 U.S. 874 (1994).
21 Austin, 19 F.3d 1080.
22 Id. at 1081.
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agreed to a subordinate position, and that under state law a
foreclosure by a senior encumbrance extinguishes a junior
encumbrance, this constitutional concern seems unfounded.

Judge Jones held that whatever rights the mortgage lend-
er had would have to be resolved in state court, and that her
ruling meant only that such rights were preserved — what-
ever they may be.” This view is not accepted by all courts
and seems to overlook the requirement to “surrender” the
real property.*

Does Mission Product Gontrol in the
Context of Leasehold Rejection? If So, Don’t
the Parties Just Return to State Court?

The Supreme Court’s decision in Mission Product
Holdings Inc.v. Tempnology LLC” seems, at first, to be more
in keeping with Austin Development. The Court confirmed
that rejection is not an avoidance power, but simply a deci-
sion not to assume, simply a breach of contract that gives
rise to a damage claim: “For the reasons stated above, we
hold that under Section 365, a debtor’s rejection of an execu-
tory contract in bankruptcy has the same effect as a breach
outside bankruptcy. Such an act cannot rescind rights that
the contract previously granted. Here, that construction of
Section 365 means that the debtor/licensor’s rejection cannot
revoke the trademark license.”

23 Id. at 1084.

24 In re Collins, 2019 WL 103774 at *3 (Bankr. E.D.N.C. 2019) (“With the deemed rejection of the Lease,
§ 365(d)(4) requires that the Debtors immediately surrender the Property ... without the need for relief
from the automatic stay and eviction proceedings under state law [because] pursuant to the Constitution’s
Bankruptcy Clause, the Bankruptcy’s Code requirement for i turnover of idential real
property following rejection of lease pre-empts state law regarding landlord-tenant relations.”).

25139 S. Ct. 1652 (2019).

26 Id. at 1666.

continued on page 50
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Reports of the Demise of Gifting Chapter 11 Plans Are an Exaggeration
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In Hargreaves v. Nuverra Environmental Solutions Inc. (In re Nuverra Environmental Solutions Inc.), 590 B.R. 75 (D. Del. 2018),
the U.S. District Court for the District of Delaware affirmed a bankruptcy court order confirming a nonconsensual chapter
11 plan that included "gifted" consideration from a senior secured creditor to fund unequal distributions to two separate
classes of unsecured creditors. The court also ruled that, even though the appeal was equitably moot, the plan's separate
classification and differing treatment of unsecured noteholders and trade creditors: (i) did not unfairly discriminate
between, or improperly classify, the two unsecured classes because there was a rational basis for the classification
scheme; and (ii) were "fair and equitable" because they did not constitute "vertical gifting" that violated applicable
precedent and they promoted the debtor's reorganization.

In so ruling, the district court dispelled speculation that the U.S. Supreme Court's 2017 decision in Czyzewski v. Jevic
Holding Corp. concerning "structured dismissals" might presage an end to all kinds of gifting chapter 11 plans. Because the
district court's Nuverra ruling has been appealed, the U.S. Court of Appeals for the Third Circuit may soon have yet another
opportunity to weigh in on gifting chapter 11 plans.

Classification of Claims and Interests Under a Chapter 11 Plan

Section 1122 of the Bankruptcy Code provides that, except with respect to a class of "administrative convenience" claims
(i.e., relatively small unsecured claims, such as trade claims below a certain dollar amount), a plan may place a claim or
interest in a particular class "only if such claim or interest is substantially similar to the claims or interests of such class."
The statute, however, does not define "substantially similar."

This task was left to the courts. They have relied largely upon past practice under the former Bankruptcy Act and
lawmakers' statements in connection with the enactment of the Bankruptcy Code that indicate that the term should be
construed to mean similar in legal character or effect as a claim against the debtor's assets or as an interest in the debtor.
See Collier on Bankruptcy € 1122.03 (16th ed. 2018) (citing cases). Thus, for example, interests, such as stock, may not be
classified together with claims, such as trade or bond debt, because the relationship between the debtor and its creditors,
who assume credit risk but not enterprise risk, is fundamentally different from the relationship between the debtor and its
stockholders, who undertake enterprise risk as investors. In addition, secured claims cannot be placed in the same class as
unsecured claims, because a secured creditor has recourse to collateral to satisfy its debt in the event of nonpayment.

Cramdown Confirmation of a Chapter 11 Plan

Section 1129(a) of the Bankruptcy Code requires, among other things, that for a plan to be confirmable, each class of
claims or interests must either accept the plan or not be "impaired." However, "cramdown" confirmation is possible in the
absence of acceptance by impaired classes under section 1129(b) if all of the other plan requirements are satisfied and the
plan: (i) "does not discriminate unfairly"; and (ii) is "fair and equitable" with respect to each class of claims or interests that
is impaired under, and has not accepted, the plan.

Unfair Discrimination

The Bankruptcy Code provides no definition of "unfair discrimination." As noted by a leading commentator, "Courts have
struggled to give the unfair discrimination test an objective standard." Collier on Bankruptcy 4 1129.03 (16th ed. 2018).

https://www.jonesday.com/en/insights/2018/12/reports-of-the-demise-of-gifting-chapter-11-plans 17
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Nevertheless, most courts agree that the purpose underlying the requirement is to "ensure[ ] that a dissenting class will
receive value equal to the value given to all other similarly situated classes." In re Johns-Manville Corp., 68 B.R. 618, 636
(Bankr. S.D.N.Y. 1986), aff'd, 78 B.R. 407 (S.D.N.Y. 1987), aff'd, 843 F.2d 636 (2d Cir. 1988); accord In re SunEdison, Inc., 575
B.R. 220 (Bankr. S.D.N.Y. 2017); In re 20 Bayard Views, LLC, 445 B.R. 83 (Bankr. E.D.N.Y. 2011).

Several courts have adopted some form of the unfair discrimination test (the "Markell test") articulated by Bruce A. Markell
in his article A New Perspective on Unfair Discrimination in Chapter 11,72 Am. Bankr. L.J. 227, 249 (1998). See, e.g., Law
Debenture Trust Co. of New York v. Tribune Media Co. (In re Tribune Media Co.), 587 B.R. 606, 618 (D. Del. 2018); In re
Armstrong World Indus., Inc., 348 B.R. 111 (D. Del. 2006); In re Quay Corp., Inc., 372 B.R. 378 (Bankr. N.D. Ill. 2007); In re
Exide Techs., 303 B.R. 48 (Bankr. D. Del. 2003). The Markell test was first applied by a bankruptcy court in In re Dow Corning
Corp., 244 B.R. 705 (Bankr. E.D. Mich. 1999), aff'd in relevant part, 255 B.R. 445 (E.D. Mich. 2000), aff'd in part and remanded,
280 F.3d 648 (6th Cir. 2002).

Under the Markell test, a rebuttable presumption that a plan unfairly discriminates will arise when the following elements
exist:

"

(1) a dissenting class; (2) another class of the same priority; and (3) a
difference in the plan's treatment of the two classes that results in either (a) a
materially lower percentage recovery for the dissenting class (measured in
terms of the net present value of all payments), or (b) regardless of
percentage recovery, an allocation under the plan of materially greater risk to
the dissenting class in connection with its proposed distribution.

Id. at 702. The burden then lies with the plan proponent to rebut the presumption by demonstrating that "outside of
bankruptcy, the dissenting class would similarly receive less than the class receiving a greater recovery, or that the alleged
preferred class had infused new value into the reorganization which offset its gain." Id.

Fair and Equitable

Section 1129(b)(2) of the Bankruptcy Code specifies what is necessary for a plan to be "fair and equitable" with respect to

secured claims, unsecured claims, and interests. With respect to a class of unsecured creditors, the plan must provide that
either: (i) holders of claims in the rejecting class will receive value, as of the effective date, equal to the allowed amount of

their claims; or (i) holders of claims or interests in a more junior class will not receive or retain any property under the plan
on account of their claims or interests. The "fair and equitable" requirement as to unsecured creditors thus includes a form
of the "absolute priority rule," which implicates the Bankruptcy Code's priority-of-distribution scheme.

The Bankruptcy Code's Distribution Scheme

The Bankruptcy Code recognizes a secured creditor's interest in estate property only to the extent that the value of the
underlying collateral is equal to, or greater than, the face amount of the indebtedness. If this is not the case, the creditor will
hold a secured claim in the amount of the collateral value and an unsecured claim for the deficiency. Applicable
nonbankruptcy law and any agreements between the debtor and its secured creditors (or among such creditors) generally
determine the relative priority of secured claims. However, if certain requirements are met, the Bankruptcy Code provides
for the creation of priming liens superior to pre-existing liens in connection with financing extended to a debtor during a
bankruptcy case.

The priority treatment of certain types of unsecured claims is specified in section 507(a) of the Bankruptcy Code. Priorities
are afforded to a wide variety of unsecured claims, including specified categories and (in some cases) amounts of
domestic support obligations, administrative expenses, employee wages, and taxes.

https://www.jonesday.com/en/insights/2018/12/reports-of-the-demise-of-gifting-chapter-11-plans 217
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In a chapter 7 case, the order of distribution of unencumbered bankruptcy estate assets is determined by section 726 of
the Bankruptcy Code. This order ranges from payments on claims in the order of priority specified in section 507(a), which
have the highest ranking, to payment of any residual assets to the debtor, which has the lowest. Distributions are to be
made pro rata to claimants of equal ranking within each of the six categories of claims specified in section 726. If
claimants in a higher category of distribution receive less than full payment of their claims, lower-category claimants are to
receive no distributions.

In a chapter 11 case, the plan determines the treatment of secured and unsecured claims (as well as equity interests) in
accordance with the provisions of the Bankruptcy Code. As noted, if a creditor does not consent to impairment of its claim
under a plan and votes to reject the plan, the bankruptcy court may confirm the plan only under certain specified
conditions. Among these conditions are the following: (i) the creditor must receive at least as much under the plan as it
would receive in a chapter 7 case (section 1129(a)(7)), a requirement that incorporates the priority and distribution
schemes delineated in sections 507(a) and 726; and (ii) the plan must be "fair and equitable" (i.e., the plan satisfies the
absolute priority rule).

Class "Gifting" Under Chapter 11 Plans

A matter of considerable debate concerning section 1129(b)'s "fair and equitable” mandate is whether the provision allows
a class of senior creditors voluntarily to "gift" a portion of its recovery under a chapter 11 plan to a junior class of creditors
or equity holders, while an intermediate class does not receive payment in full. This is sometimes referred to as "vertical
gifting" or "class skipping."

In approving senior-class gifting, some courts rely on the First Circuit's ruling in Official Unsecured Creditors' Comm. v. Stern
(In re SPM Manufacturing Corp.), 984 F.2d 1305 (1st Cir. 1993). In SPM, the First Circuit upheld the validity of a "sharing
agreement” under which a substantially undersecured first-priority secured creditor in an administratively insolvent,
converted chapter 7 case agreed to gift a portion of the proceeds of the sale of its collateral to general unsecured creditors
even though priority tax claims were not paid. Reasoning that the lender was otherwise entitled to the entire amount of any
proceeds of the sale of the debtor's assets, the court wrote that "[w]hile the debtor and the trustee are not allowed to pay
nonpriority creditors ahead of priority creditors . . ., creditors are generally free to do whatever they wish with the
bankruptcy dividends they receive, including to share them with other creditors.”

Even though SPM was a chapter 7 case, some courts have cited the ruling as authority for confirming a nonconsensual
chapter 11 plan in which a senior secured creditor assigns a portion of its recovery to creditors (or shareholders) who
would otherwise receive nothing by operation of section 1129(b) and the Bankruptcy Code's priority scheme. Seeg, e.g., In re
MCorp. Financial, Inc., 160 B.R. 941 (S.D. Tex. 1993); In re Journal Register Co., 407 B.R. 520 (Bankr. S.D.N.Y. 2009); In re
World Health Alternatives, Inc., 344 B.R. 291 (Bankr. D. Del. 2006); In re Union Fin. Servs. Grp., 303 B.R. 390 (Bankr. E.D. Mo.
2003); In re Genesis Health Ventures, Inc., 266 B.R. 591 (Bankr. D. Del. 2001).

Other courts have rejected SPM and the gifting doctrine as being contrary to both the Bankruptcy Code and notions of
fairness. See, e.g., DISH Network Corp. v. DBSD N. Am., Inc. (In re DBSD N. Am., Inc.), 634 F.3d 79 (2d Cir. 2011) (ruling that a
class-skipping gift made by an undersecured creditor to old equity under a plan violated the absolute priority rule, but
declining to determine whether the creditor, after receiving a distribution under the plan, could in turn distribute a portion of
that recovery to old equity "outside the plan").

In In re Armstrong World Indus., Inc., 432 F.3d 507 (3d Cir. 2005), the Third Circuit affirmed an order denying confirmation of
a chapter 11 plan under which equity holders would receive warrants waived by one class of unsecured creditors even
though another class of unsecured creditors received less than full payment. According to the Third Circuit, if the
distribution scheme proposed in the debtor's plan were permitted, it "would encourage parties to impermissibly sidestep
the carefully crafted strictures of the Bankruptcy Code, and would undermine Congress's intention to give unsecured
creditors bargaining power in this context." However, the Third Circuit did not categorically reject the gifting doctrine.
Rather, as noted by the court in World Health Alternatives, 344 B.R. at 299, "Armstrong distinguished, but did not disapprove
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of," the gifting doctrine because it left open the possibility that gifts by a senior class under a plan might pass muster under
other circumstances.

Settlements, Structured Dismissals, and Jevic

Most rulings construing the "fair and equitable" requirement in section 1129(b) involve proposals under a chapter 11 plan
providing for the distribution of value to junior creditors without paying more senior creditors in full. Even so, the dictates of
the absolute priority rule must be considered in other related contexts as well. For example, in Motorola, Inc. v. Official
Comm. of Unsecured Creditors (In re Iridium Operating LLC), 478 F.3d 452 (2d Cir. 2007), the Second Circuit ruled that the
most important consideration in determining whether the court should approve a pre-chapter 11 plan settlement of
disputed claims as being "fair and equitable" is whether the terms of the settlement comply with the Bankruptcy Code's
distribution scheme. In remanding a proposed "gifting" settlement to the bankruptcy court for further factual findings, the
Second Circuit reserved the question of whether the gifting doctrine "could ever apply to Chapter 11 settlements." The
Second Circuit, however, rejected a per se rule invalidating the practice, such as that adopted by the Fifth Circuit in United
States v. AWECO, Inc. (In re AWECO, Inc.), 725 F.2d 293 (5th Cir. 1984).

Because of the significant time and costs associated with confirming a liquidating chapter 11 plan or converting the case
to chapter 7 following the sale of substantially all of a debtor's assets under section 363(b) of the Bankruptcy Code,
"structured dismissals" of chapter 11 cases have become a popular mechanism for concluding liquidating chapter 11
cases. A structured dismissal is conditioned upon certain elements agreed to in advance by stakeholders and then
approved by the court, as distinguished from an unconditional dismissal of the chapter 11 case ordered by the court under
section 1112(b). One such structured dismissal reached the U.S. Supreme Court on appeal from the Jevic bankruptcy case.

In In re Jevic Holding Corp., 787 F.3d 173 (3d Cir. 2015), the Third Circuit ruled that "absent a showing that a structured
dismissal has been contrived to evade the procedural protections and safeguards of the plan confirmation or conversion
processes, a bankruptcy court has discretion to order such a disposition.” The court also held that "bankruptcy courts may
approve settlements that deviate from the priority scheme of [the Bankruptcy Code]," but only if the court has "specific and
credible grounds" to justify the deviation. The Third Circuit affirmed approval of a structured dismissal of a chapter 11 case
that incorporated a settlement under which unsecured creditors would receive a distribution from secured creditors’
collateral, but certain holders of priority wage claims would receive nothing. According to the court, "dire circumstances”
justified the remedy—the debtor had no prospect of confirming a plan, and conversion of the case to chapter 7 would mean
that only secured creditors would recover anything.

The U.S. Supreme Court reversed in Czyzewski v. Jevic Holding Corp., 137 S. Ct. 973 (2017). By a vote of 6-2, the Court held
that, without the consent of affected creditors, bankruptcy courts may not approve "structured dismissals" providing for
distributions that "deviate from the basic priority rules that apply under the primary mechanisms the [Bankruptcy] Code
establishes for final distributions of estate value in business bankruptcies."

The Court distinguished cases where courts have approved interim settlements that distributed estate assets in violation of
the priority rules, such as Iridium, from Jevic, which involved final distributions pursuant to a structured dismissal. The
Court found that Iridium "does not state or suggest that the Code authorizes nonconsensual departures from ordinary
priority rules in the context of a dismissal—which is the final distribution of estate value—and in the absence of any further
unresolved bankruptcy issues." In this sense, the Court explained, the situation in Iridium is similar to certain "first-day"
orders, where courts have allowed for, among other things, payments ahead of secured and priority creditors to employees
for prepetition wages or to "critical vendors" on account of their prepetition invoices. However, the Court noted that "in such
instances one can generally find significant Code-related objectives that the priority-violating distributions serve." By
contrast, the Court explained, the structured dismissal in Jevic served no such objectives—it did not benefit disfavored
creditors by preserving the debtor as a going concern in order for the debtor to possibly emerge under a confirmable plan
of reorganization.

Nevertheless, the Court wrote, "We express no view about the legality of structured dismissals in general."

https://www.jonesday.com/en/insights/2018/12/reports-of-the-demise-of-gifting-chapter-11-plans 417

172



AMERICAN BANKRUPTCY INSTITUTE

6/7/22, 3:16 PM Reports of the Demise of Gifting Chapter 11 Plans Are an Exaggeration | Insights | Jones Day

At least one court has invoked Jevic in refusing to approve a settlement involving distributions in violation of the
Bankruptcy Code's priority scheme. See In re Fryar, 570 B.R. 602 (Bankr. E.D. Tenn. 2017). Until Nuverra, however, no court
had addressed whether a gifting chapter 11 plan is categorically prohibited by the Supreme Court's ruling in Jevic.

Nuverra

Nuverra Environmental Solutions, Inc., and certain affiliates (collectively, "NES") filed a prepackaged chapter 11 case on
May 1, 2017, in the District of Delaware with $500 million in secured debt and a value of approximately $300 million. NES's
chapter 11 plan proposed a secured debt-for-equity swap as well as distributions to unsecured creditors consisting of: (i) a
combination of new stock and cash to unsecured noteholders amounting to a 4 to 6 percent recovery; and (ii)
reinstatement and payment in full of trade and certain other business-related unsecured claims (collectively, "trade
claims"). Senior secured creditors agreed to fund all payments to unsecured creditors, which otherwise would receive
nothing under the plan.

The unsecured noteholder class voted to reject the plan. An unsecured noteholder (“Hargreaves") objected to confirmation,
arguing that: (i) the plan's proposed treatment of the dissenting unsecured noteholder class was not "fair and equitable,’
because the plan distributed less value to that class than to the trade claim class; and (ii) the plan's classification scheme
was improper.

The bankruptcy court overruled the objection and confirmed the plan. The court determined that separate classification of
the noteholder claims and the trade claims was reasonable, because trade creditors were critical to the success of
reorganized NES. In addition, the court ruled that, although the disparate treatment of the classes gave rise to a rebuttable
presumption of unfair discrimination, that presumption had been rebutted because the noteholder class was "indisputably
out of the money and not, otherwise, entitled to any distribution under the [B]ankruptcy [Clode's priority scheme[] and . . .
the proposed classification and treatment of the unsecured creditors fosters a reorganization of these debtors." The court
also held that the plan satisfied the absolute priority rule, because the secured creditors' "gift" was not from estate property.

Hargreaves appealed the confirmation order to the district court. The bankruptcy court denied his request to stay the
confirmation order beyond the 10-day period specified in the order, finding that he was unlikely to succeed on the merits
and would not suffer irreparable harm absent a stay.

The District Court's Ruling

The district court affirmed. As an initial matter, the court ruled that the appeal was equitably moot. The judge-fashioned
remedy of "equitable mootness" bars adjudication of an appeal when a comprehensive change of circumstances has
occurred such that it would be inequitable for a reviewing court to address the merits of the appeal. In bankruptcy cases,
appellees often invoke equitable mootness as a basis for precluding appellate review of an order confirming a chapter 11
plan. Seg, e.g., In re LCI Holding Company, Inc., 802 F.3d 547, 554 (3d Cir. 2015) (stating that the doctrine "comes into play in
bankruptcy (so far as we know, its only playground) after a plan of reorganization is approved" and ruling that equitable
mootness would not cut off the authority to hear an appeal outside the plan context).

In Nuverra, the district court concluded that NES had "substantially consummated" its chapter 11 plan and that the relief
sought by Hargreaves—equal distributions to noteholders and trade creditors—would "require undoing the [p]lan" and
necessarily result in harm to third parties. Specifically, the court noted, "disgorgement would require the clawback, not only
of cash payments made to hundreds of individual creditors, but also the clawback of stock that is trading on the national
stock exchange, and may now be held by third parties who purchased these securities in the ordinary course."

In addition, the district court addressed the merits of the appeal. It ruled that NES's chapter 11 plan did not unfairly
discriminate between the trade creditor and noteholder classes and that the plan's classification scheme was permissible.

Considering the Markell test for unfair discrimination, the court noted that: (i) the Third Circuit has not mandated that the
test be applied in determining whether a plan discriminates unfairly; and (ii) the test does not address a situation in which
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the disparately treated classes are to receive distributions provided solely by means of a senior-class gift.

Even so, the district court concluded that the bankruptcy court did not err in applying the test. Specifically, the district court
found no fault in the bankruptcy court's holdings that: (i) the presumption of unfair discrimination had been rebutted
because the noteholder class was not otherwise entitled to any distribution under the Bankruptcy Code's priority scheme;
and (i) the plan's treatment of the trade creditor class fostered NES's reorganization. Because Hargreaves and his class
were not entitled to any distribution in the first place, the court wrote, "providing a greater distribution to a different class of
unsecured creditors does not alter the distribution” to which the noteholder class was entitled.

In so ruling, the district court distinguished between vertical and horizontal gifting. It explained that gifting in a manner that
skips over an intermediate junior class of dissenting creditors—vertical gifting—violates the absolute priority rule. By
contrast, horizontal gifting "concerns unequal gifts by a secured creditor to two classes of junior creditors." Only the former,
the district court emphasized, is foreclosed by Third Circuit precedent, whereas horizontal gifting was expressly sanctioned
by the bankruptcy courts in General Health Ventures and World Health Alternatives and is not foreclosed by the Third
Circuit's ruling in Armstrong.

According to the court, nearly all of the cases cited by Hargreaves involved vertical gifting, and the only decision finding
horizontal gifting invalid—In re Sentry Operating Co. of Texas, 264 B.R. 850 (Bankr. S.D. Tex. 2001)—was both nonbinding
and distinguishable. In Sentry, the Nuverra district court explained, the court held that a plan under which a secured creditor
gifted funds to pay trade creditor claims, but provided only a de minimis distribution to other unsecured creditors, unfairly
discriminated because of conflicts of interest—the debtors' competitor controlled the secured creditor, and the secured
creditor's corporate parent conducted substantial business with the trade creditors.

Finally, the district court ruled that separate classification of the trade and noteholder claims in NES's chapter 11 plan was
permissible, because there was a rational basis for the classification. The court noted that numerous courts permit the
practice "on the grounds that such claims have different legal attributes" (citing In re Coram Healthcare Corp., 315 B.R. 321
(Bankr. D. Del. 2004)). According to the district court, the evidentiary record supported the bankruptcy court's conclusion
that separate classification: (i) fostered NES's reorganization; (ii) was not arbitrary or fraudulent; and (iii) was necessary to
preserve what little trade credit NES still had, because NES's businesses typically operated in smaller towns with limited
vendors and because failing to pay any vendor accordingly would likely tarnish NES's reputation and harm relationships
with other current or potential vendors.

Outlook

Senior-class gifting is an important tool for building consensus on the terms of a confirmable chapter 11 plan. Nuverra
indicates that horizontal gifting is still alive and well, at least under the facts involved, because it offends neither Third
Circuit precedent nor the Supreme Court's prohibition of final distributions that violate the Bankruptcy Code's priority
scheme. The harder question—i.e., the validity of vertical gifting or other distributions (interim or final) that run afoul of the
Bankruptcy Code's priority scheme but serve a valid reorganizational purpose or another "Code-related objective"—remains
for another day. Hargreaves appealed the district court's ruling on September 19, 2018. Thus, the Third Circuit may have yet
another opportunity to weigh in on gifting chapter 11 plans.

Another key takeaway from Nuverra is the principle that separate classification and treatment of different groups of general
unsecured creditors, even where separate classification of such creditors creates an accepting impaired class needed for
cramdown confirmation, violates neither section 1122 nor 1129(b)(2) so long as the plan proponent can articulate a
rational basis for separate classification and show that it promotes reorganization.

A version of this article was previously published in The Bankruptcy Strategist. It has been reprinted here with permission.

Jones Day publications should not be construed as legal advice on any specific facts or circumstances. The contents are
intended for general information purposes only and may not be quoted or referred to in any other publication or proceeding
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Confirmation of a Chapter 11 plan generally requires the consent of each impaired
class of creditors. A debtor can “cramdown” a plan over creditor dissent, however,
as long as at least one class of impaired claims accepts the plan. This can be
difficult when a dissenting secured creditor’'s unsecured deficiency claim is large
enough to act as a “blocking position.” To prevent a dissenting secured creditor
from vetoing acceptance by the unsecured creditors class, and thus confirmation,
debtors routinely attempt to classify the dissenting secured creditor’s unsecured
deficiency claim separately from the class of general unsecured creditors. In these
cases, secured creditors routinely oppose confirmation and argue that the debtor
gerrymandered the acceptance of the unsecured class by separately classifying
the deficiency claim in a class of its own. Depending on the circumstances, such
objections enjoy a varying degree of success. Rather than following this pattern,
Tara Retail Group attempted something else—it simply did not bifurcate the
secured creditor’s claim into secured and undersecured portions—instead it kept

the entire claim in its own class. Can this work?
Background

In Tara Retail Group, LLC, the Debtor owned and operated The Crossings Mall—a
multi-tenant commercial property. Public access to the property was originally
limited to a single bridge that spanned over a creek. In June 2016, significant
rainfall caused debris and water to accumulate at the bridge and the creek
overflowed its banks and flooded bordering properties before washing away the
bridge. After the flood, the Debtor’s tenants were unable to operate, and rents
eventually stopped. When the Debtor was unable to service its debt, its principal
creditor and mortgagee Comm2013 filed a civil action against the Debtor and
sought to appoint a receiver. This lawsuit precipitated the Debtor’s bankruptcy

filing.
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to reorganize Its tinancial attairs while the Comm20 13 plan sought to liquidate
the Debtor’s property. Both plans gained acceptance by the voting creditors, but
Comm2013 objected to the Debtor’s plan arguing that the plan improperly
classified its entire (under)secured claim as one class and thus separated its
deficiency claim from the general unsecured class. Comm2013 argued that the
Debtor’s plan was therefore unconfirmable as a matter of bankruptcy law because
it gerrymandered classes of unsecured claims to obtain at least one consenting,

impaired class.
Discussion

Bankruptcy Code Section 506(a) provides that an undersecured creditor’s claim is
bifurcated into a secured claim in an amount equal to the value of the collateral
and an unsecured deficiency claim for the balance of the debt. The deficiency
claim is typically placed in the general unsecured class. However, because
acceptance of a plan requires the affirmative vote of the holders of two-thirds of
the dollar amount of claims, a dissenting creditor with a large enough claim may
have a veto power preventing the unsecured class from accepting the plan.
Without an accepting impaired class, there can be no cramdown and a plan

cannot be confirmed.

In Tara, had the Debtor bifurcated Comm2013’s undersecured claim and
classified the deficiency claim with the other unsecured claims, Comm2013’s

rejection of the plan would have prevented confirmation.

Rather than separately classifying Comm2013’s deficiency claim, the Debtor put
Comm2013’s claim in its entirety, both the secured and unsecured portions, in
one class. Thus, although Comm2013 voted to reject the plan, the acceptance by

the unsecured class was used to cramdown the plan on Comm2013.

The court rejected Comm2013’s gerrymandering objection to the Debtor’s plan.
Since the Debtor did not propose to bifurcate the claim, the court did not see any
issue preventing confirmation. While the court agreed with Comm2013 that
Section 506(a) involves the determination of a creditor’s secured interest, it found
that it has no bearing on proposed plan treatment, classification, or confirmation.
The court further held that there is no requirement in the Bankruptcy Code that a

plan proponent treat an undersecured creditor in a bifurcated fashion.
Conclusion

While the Bankruptcy Code provides a debtor with some flexibility in classifying
claims, it requires that substantially similar claims be treated alike. Courts
generally ask whether a separately classified unsecured claim is substantially

similar to other unsecured claims. If it is, the claim cannot be separately
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to gerrymander votes to gain acceptance of a plan have been generally
unsuccessful. The court’s opinion in Tara raises the question, however, whether a
debtor can skip bifurcation and confine a dissenting undersecured creditor’s claim
to one class, containing both the secured and deficiency portions of its claim, to
reach the same result. Comm2013 appealed the bankruptcy opinion. Secured

creditors should follow further developments with interest.
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Plan Proponents Beware of “Death Trap”
Traps in Chapter 11 Plans and Disclosure
Statements

By Katharina Earle on December 22, 2016

A topic that receives relatively little attention is the practice of plan proponents to include
“death trap” provisions in chapter 11 plans. A death trap provision can provide for a
distribution, or a larger distribution, to an impaired class in exchange for a favorable vote on
the plan. Although such a provision can be an extremely useful tool in achieving
confirmation of a Chapter 11 plan, courts are reluctant to approve such provisions if they
deviate from a certain standard, forcing the parties back to the drawing board and causing

them to incur significant costs and delays in connection with the plan confirmation process.

Pursuant to 11 U.S.C § 1129 of the Bankruptcy Code, a court may only confirm a plan if, among
other things, each class of claims or interests (a) accepts the plan or (b) is not impaired
under the plan. §1129(a)(8). If the requirements of § 1129(a)(8) are not met, the plan may be
“crammed down” on an impaired class that does not accept the plan, but only under the
condition that the plan does not “discriminate unfairly, and is fair and equitable, with respect
to each class of claims or interests that is impaired under, and has not accepted, the plan.” §
1129(b).

Cramdown hearings can be costly and time-consuming. In order to prevent a cramdown
fight, a plan proponent may include in the plan a “death trap” provision that will incentivize
an impaired class to vote for the plan by providing a distribution, or a larger distribution than
it otherwise would receive. Courts tend to approve disclosure statements and plans that

contain such provisions if certain criteria are met.
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For example, in In re Zenith Elecs. Corp., Judge Walrath overruled the objection of the equity
committee with respect to the treatment of certain bondholders under the plan. 241 B.R. 92,
105 (Bankr. D. Del. 1999). The plan contained a provision that provided for bondholders to
receive nothing if they voted against the plan, but for a pro rata distribution of $50 million of
new 8.19% Senior Debentures if they voted for the plan. /d. The equity committee asserted
that such a treatment was unfair because, under the valuation conducted in that case, if
correct, bondholders would not receive anything. /d. In addition, the equity committee
argued that the plan was unfair because it did not provide for a similar treatment of
shareholders. /d. Judge Walrath disagreed holding that “[t]here is no prohibition in the
Code against a Plan proponent offering different treatment to a class depending on
whether it votes to accept or reject the Plan.” /d. (citing In re Drexel Burnham Lambert
Group, Inc., 140 B.R. 347, 350 (Bankr. S.D.N.Y. 1992). The Court continued explaining that such
a disparate treatment can be justified in that it can save the plan proponent the “expense
and uncertainty of a cramdown fight” which, in turn, furthers the Bankruptcy Code’s overall
policy of “fostering consensual plans of reorganization....” Id.; see also In re MPM Silicones,
LLC, No.14-22503-RDD, 2014 WL 4637175 (Bankr. S.D.N.Y. Sept. 17, 2014) (explaining that
“[s]uch fish-or-cut-bait, death-trap, or toggle provisions have long been customary in
Chapter 11 plans.... [they] offer a choice to avoid the expense and, more importantly, the
uncertainty of a contested cramdown hearing.”).

Courts, however, tend to disapprove death trap provisions if they deviate from the standard
articulated by Zenith and other courts. For example, in In re Mcorp Fin., Inc., the court
rejected a “death trap” provision that not only implicated the treatment of one class under
the plan, but also the treatment of other classes. 137 B.R. 219, 236 (Bankr. S.D. Tex. 1992). In
that case, the plan provided for a possible distribution to all equity classes (Classes 15, 16, and
17) in the event Class 15 voted for the plan. /d. However, Class 15 voted against the plan. id.
The Court held that the inclusion of the provision resulted in the plan not being confirmable
because it was unfair, not equitable, and resulted in unfair discrimination, especially because
“Classes 16 and 17 not only lost any possible distributions, but also the right to vote
effectively, since they could not know until after [class 15] had cast its vote (due on the same
date as that of all other claimants) ... what their own status was.” /d.

More recently, the issue arose during the disclosure statement hearing in the Molycorp
bankruptcy. Molycorp, the United States’ only rare earth miner, filed for bankruptcy
protection in 2015 and sought approval of its disclosure statement. The disclosure
statement and the proposed plan contained broad releases of current and former directors

and officers of Molycorp and also a “death trap” provision that provided as follows:

https://www.csbankruptcyblog.com/2016/12/articles/bankruptcy/plan-proponents-beware-death-trap-traps-chapter-11-plans-disclosure-statements/ 2/4



AMERICAN BANKRUPTCY INSTITUTE

6/7/22, 6:30 PM Plan Proponents Beware of “Death Trap” Traps in Chapter 11 Plans and Disclosure Statements | Bankruptcy & Restructuring Law
If the Entire Company Sale Trigger does not occur, the [Accepting GUC Distribution, will]
be shared Pro Rata among the Holders of General Unsecured Claims in Class 5A who do
not opt out of the Third Party Releases, if (a) Class 5A votes to accept the Plan and (b)
none of (1) the Creditors' Committee or any of its members, (ii) the Ad Hoc Group of 10%
Noteholders or any of its members or (iii) the 10% Notes Indenture Trustee objects to the
Plan.

Calling the inclusion of the provision “unprecedented and impermissible,” the Creditors’
Committee argued that this issue is “not only a confirmation issue, [but also] a voting issue
[that] must be addressed at the disclosure statement hearing.” The Creditors’ Committee
asserted that the provision deviates from the standard set forth by Zenith and other courts
because the provisions that have passed muster in those cases “have been conditioned
solely on a class voting to reject, not on whether a fiduciary or a creditor in a different class
filed an objection to a plan.” In addition, the Creditors’ Committee asserted that the
provision “attempts to shield the D&O Releases from any objections.” The United States
Trustee argued that “this plan is patently non-confirmable because the collective effect of
the deathtrap and the third-party release provisions is to muzzle the creditors and the
fiduciaries from exercising their rights, and it should not be approved.” The United States
Trustee noted that “[t]here is no democratic process involved” and that “[n]othing could be
more fundamentally unfair or inequitable than provisions like this, that tell the creditors, you
better vote for the plan or you get nothing.” At the disclosure statement hearing in January
2016, Judge Sontchi agreed ruling that the “deathtrap based on the objection is
unacceptable.” Calling the proposal “ridiculous,” Judge Sontchi said to Oaktree’s attorney “I'd
rather you not give them anything than you squash the rights of fiduciaries . .. [y]Jou are
trying to shut the committee — you're trying to put the committee in an impossible
situation, where they have — if they object to — on a legitimate basis, [where] everybody has
voted yes, they are robbing their constituency of a recovery.” With respect to the releases,
the Court noted that they are a “confirmation issue” and that “they're fine for disclosure

statement purposes.”

While a “death trap” provision can be, and often is, an important and useful tool in
preventing time consuming and expensive cramdown fights, practitioners should be
cautious in proposing provisions that deviate from the standards articulated by Zenith and
other courts. In particular, courts have shown hostility to death trap provisions that (1)
condition the recovery of multiple classes upon the vote of one class and (2) that limit the

proper exercise of fiduciary duties.
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Plan v. Code Impairment

Keystone Gas Gathering, L.L.C. v. Ad Hoc Comm _(In re Ultra Petroleum), 943 F.3d 758, 763
(5th Cir. 2019)

Debtor oil companies became solvent due the sudden increase in oil prices after filing. As
a result, debtors were able to treat certain creditors unimpaired. At issue were postpetition
interest and a makewhole premium that the creditors demanded in order to be considered
unimpaired.

The bankruptcy court held that since the creditors were entitled to all they would receive
under state law, the creditors were impaired under the plan—even if the plan was merely
incorporating the Code’s disallowance of postpetition interest and makewholes. The Fifth Circuit
overruled, holding that the plan must impair—i.e., a creditor is not impaired if the impairment is
merely the result of the plan incorporating Code provisions that limit the claim of the creditor.

Consensual Third Party Releases

In re Avianca Holdings Sociedad Andonima, 632 B.R. 124, 129 (Bankr. S.D.N.Y. 2021)

The debtor proposed a disclosure statement that included in its definition of “Releasing
Parties” (1) unimpaired creditors that do not opt out and (2) creditors entitled to vote who do not
opt out regardless of whether they vote to reject or do not vote at all. The United States Trustee
objected, arguing that consent to the releases “should be demonstrated through an unequivocal
opt-in procedure.”

The court overruled the objection, noting that this is consistent with Supreme Court
authority in the context of class action releases, and quoting Judge Chapman in In re Cumulus
Media Inc., No. 17-13381 (Bankr. S.D.N.Y. Feb. 1, 2018): “Inaction is action under appropriate
circumstances. When someone is clearly and squarely told if you fail to act your rights will be
affected, that person is then given information that puts them on notice that they need to do
something or else. That's not a trap.”

The court also held that the opt-out procedure was binding on creditors who abstained:
“If a creditor with a right to vote is sent a ballot that clearly explains that the ballot must be
returned and the opt-out box checked if the creditor elects not to approve the third-party release,
the release is effective as to that creditor.”
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Plan Confirmation Tactics

Gifting and Gerrymandering: /n re Mallinckrodt PLC, No. 20-12522 (JTD) (Bankr. D. Del.
Feb. 3, 2022)

The debtors faced gifting and gerrymandering challenges.
Gifting

A class of guaranteed unsecured noteholders made a horizontal gift to a class of trade
claims while leaving unpaid a class of general unsecured claims that was divided into several
sub-classes. Claimants in one of the sub-classes argued that they suffered unfair discrimination
because the gift resulted in the trade creditors receiving a 100% recovery with the other
unsecured sub-class receiving far less.

The court dismissed this argument, noting that both classes “are only receiving more than
the de minimis recovery to which they are entitled because another creditor group is allocating
its recoveries to fund the distributions. Without the gift . . . [the intermediate class] gets next to
nothing. The fact that [the trade claims class] gets a greater gift than [the intermediate class] does
no harm to [the intermediate class] claimants.”

The court explained that distributions to trade claims have no impact on distributions to
other unsecured claims because unsecured creditors are entitled to nothing under the Code’s
priority scheme, and if the trade creditors did not receive the increased recovery, the surplus
would simply revert to the secured creditors, not the other unsecured creditors.

Gerrymandering

Three creditors brought classification challenges. The court sided with the debtors,
finding that all three were done in furtherance of legitimate business reasons.

Trade Creditors

The court held that it was reasonable to separate trade creditors—those with whom
Debtors have a go-forward business relationship and provide goods and services necessary for
Debtors’ continued operations”—from non-trade creditors with whom debtors do not wish to
continue their relationship.

Encouraging Settlement

The court held that the debtors reasonably separated unsecured claims because they “are
different in nature (ranging from funded debt to contingent litigation claims, environmental
claims, and non-supporting trade claims), sit at different Debtors, and the holders of such claims
are separately represented;” thus making it more difficult to provide each class with its own
bargained-for settlement had they been classified together.
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Debt Structuring Rights

The court held that the debtor permissibly separated unsecured notes with equal rights
and priority because they have different legal entitlements: (1) one class of notes is guaranteed
by an additional 60 other debtor entities, and (2) they have different structuring rights, leading to
different pre-bankruptcy entitlements.

Gerrymandering: /n re Platinum Corral, No. 21-00833-JNC (Bankr. E.D.N.C. Jan. 13, 2022)

The debtor in this case had separated the general unsecured claims of an insider—the
CEO—from the rest of the general unsecured claims, primarily consisting of unpaid trade debt
and lease rejection claims; the former to be satisfied with 100% equity interest in the reorganized
debtor, and the latter to receive quarterly pro rata distributions for 60 months.

The court noted that it evaluates separation of similar claims—whether through the lens
of manipulative gerrymandering, fair and equitable treatment, or unfair discrimination—under
the same four-pronged standard:

(1) whether there is a reasonable basis for the proposed discrimination;

(2) whether the plan can be confirmed without the discrimination;

(3) whether the discrimination is proposed in good faith; and

(4) whether the discriminatory treatment results in a material prejudicial result to the
class discriminated against.

In its analysis, the court also noted that “[s]eparate classification ‘is permissible if the
debtor can offer any reason which will withstand scrutiny.’”

In holding that the separation was permissible, the court noted that it was made in good
faith and that the following were “ample business plan reasons to divide non-insider trade debt
and insider note debt:”

e The trade and lease claims were incurred in the ordinary course of the debtor’s

operations, whereas the insider’s claim arose from a long term note

e The trade and lease claimants had different expectations when deciding to engage

with the debtor as compared to the separately classified insider

o [If classified together, the insider claims would receive two dollars for every one

received by the other allowed unsecured creditors

e The trade and lease claimants are ineligible to exchange debt for equity because the

franchisor made it clear it would veto them as new members

e There is no indication that any non-insider claimant is actually interested in becoming

an equity holder

e The insider claimant is primarily concerned with protecting new equity
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Death Traps: /n re Affordable Auto Repair, Inc., No. 6:19-bk-18367-MW (Bankr. C.D. Cal.
Sep. 2, 2020)

The plan provided for the treatment of individual claimants in a class of general
unsecured claims as follows:

1. Ifthey vote to accept, they are paid 8 percent of their claims over 36 months at 4
percent per annum interest

2. If they vote to reject, they are paid 4 percent of their claims with no interest, the
payment to be made in one lump sum in the 48th month

3. [Ifthey abstain, they are treated the same as those who vote to accept, provided
that the class as a whole accepts

The court did not decide whether the death trap was permissible because the issue was
not ripe. But the court acknowledged that numerous cases have held death traps to be
permissible because “there is a valid and legitimate business purpose for the disparate
treatment.” The court noted, however, that those plans generally reward an entire class with
better treatment upon plan acceptance than the entire class would if it rejects, and the plan at
issue treated accepting creditors more favorably than dissenting creditors, even if the entire class
votes to reject.

The court also hinted that, although not ripe for decision, it may have the power to
designate votes of the accepting creditors under such a plan if it is found that the debtor proposed
the death trap provisions in bad faith: i.e., the debtor created “a structure intended and designed
to facilitate vote-buying through impermissible coercion rising to the level of bad faith on the
Debtor's part.”
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Faculty

Kathryn A. Coleman is a partner in Hughes Hubbard & Reed LLP’s New York office, co-chairs the
firm’s Corporate Reorganization & Bankruptcy practice and sits on the firm’s Executive Committee.
She has handled a wide range of chapter 11 representations and other high-stakes insolvency-related
matters in her more than 30 years in practice, including dealing with “bet-the-company” litigation
claims such as trade secret and RICO cases, nationwide DOJ investigations, chapter 11 restructur-
ings for U.S. and non-U.S. companies, cross-border insolvency matters, out-of-court restructurings,
acquisitions and investments. Her clients include chapter 11 debtors, special committees of boards
of directors, DIP lenders, equity sponsors, traditional and nontraditional secured lenders, unsecured
creditors (both official committees and significant creditors for their own account), and financial and
strategic buyers. Ms. Coleman is experienced in advising management and boards of directors on
corporate governance, fiduciary duty and D&O insurance matters. She has advised clients on, and
litigated at the trial and appellate levels, the significant legal issues inherent in modern restructuring
and financial practice, including contested plan confirmations, prepackaged plans, credit bidding,
exclusivity, debtor-in-possession financings, valuation, adequate protection of security interests, the
ability to collaterally attack orders of the bankruptcy court and cash collateral usage. She also has
experience litigating venue, remand, removal and stay issues, and has represented recovery trustees
dealing with myriad post-confirmation issues and litigation. Ms. Coleman is a Fellow of the Ameri-
can College of Bankruptcy, and she serves on ABI’s Board of Directors and co-chairs its annual
Complex Financial Restructuring Program. She frequently speaks on bankruptcy law and distressed
investing, participating in programs sponsored by the Practising Law Institute, ABI, the Turnaround
Management Association, the ARA, The M&A Advisor, the New York City Bar Association, the
California Continuing Education of the Bar and the American Bar Association. She also serves on
the Steering Committee of the NYC Bankruptcy Assistance Project and has twice been named to
Lawdragon’s list of 500 Leading U.S. Bankruptcy & Restructuring Lawyers. Ms. Coleman was
named a 2018 Bankruptcy MVP by Law360 and one of the 100 Most Influential Women in Business
by the San Francisco Business Times. She is ranked by Chambers USA as a leading restructuring
lawyer and was designated a leading lawyer in bankruptcy in The Best Lawyers in America, and her
expertise in cross-border insolvency was noted in the /F'LR 500 and in PLC’s Cross-Border Restruc-
turing and Insolvency Handbook. Ms. Coleman graduated magna cum laude from Pomona College
and received her J.D. from Boalt Hall School of Law (U.C. Berkeley), subsequently clerking for
Hon. C. Martin Pence, U.S. District Judge for the District of Hawaii.

Dennis F. Dunne is a partner with Milbank, Tweed, Hadley & McCloy LLP in New York and a
member of the firm’s Global Executive Committee. He is also practice group leader of the firm’s
Financial Restructuring Group, and he represents companies and creditors in reorganization cases
and out-of-court workouts, acquirors of financially distressed companies, providers of financing,
and boards of directors of public and private companies. Mr. Dunne plays a leadership role in these
matters, frequently as counsel to companies or official and unofficial committees representing key
creditor constituencies, such as bondholders, agents for lender syndicates, and large debt or equity-
holders. He also regularly represents private-equity funds, hedge funds and other financial institu-
tions acquiring control positions in financially distressed companies, both in and out of court. In
addition, Mr. Dunne assists prospective providers of debtor-in-possession financing in structuring,
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structures and documents exchange and tender offers, and regularly advises boards of directors of
public companies on corporate governance and fiduciary duty matters in the restructuring context.
His engagements have ranged across a wide array of industries, including automotive, airline, ap-
parel, cable and broadcasting, chemical, construction, gaming, health care, housing, infrastructure,
manufacturing, pharmaceutical, energy, retail, shipping, telecommunications and textiles. Mr. Dunne
is a Fellow and currently the Second Circuit Regent in the American College of Bankruptcy, and he
frequently speaks on restructuring and related topics at conferences around the country. He is also
a Fellow in the International Insolvency Institute, and has been elected as conferee to the National
Bankruptcy Conference (NBC). Mr. Dunne is a co-author of Collier on Bankruptcy and co-authored
a chapter titled, “Evaluating strategic debt buybacks: How to pursue effective de-leveraging strate-
gies” in Navigating Today's Environment: The Directors’ and Officers’ Guide to Restructuring. He
is a frequent speaker at conferences sponsored by ABI and the National Conference of Bankruptcy
Judges. Mr. Dunne has been listed in the K&A4 Register of the Leading Bankruptcy and Financial
Restructuring Lawyers and Financial Advisors in the United States, as well as in Chambers Global,
Chambers USA, The World's Leading Lawyers for Business, Lawdragon 500 and The Best Lawyers
in America, and he was listed as one of Turnarounds & Workouts’ “Top Restructuring Lawyers”
of 2008, 2011 and 2014. He received his B.A. from Williams College and his J.D. from New York
University School of Law.

Randall S. Eisenberg, CTP, CPA is a managing director at AlixPartners LLP in New York, where
he guides large companies through successful complex transformations and turnarounds in both an
advisory and interim-management capacity. He has more than 25 years of experience advising senior
management teams, boards of directors, equity sponsors and creditor constituents in the transforma-
tion of stagnant or underperforming companies, providing a broad range of services emphasizing
the implementation of sound business practices that focus on rebuilding shareholder and stakeholder
value. Recent situations where he has taken a leadership role include Caesars Entertainment Operat-
ing Group, Momentive Performance Materials, Rotech Healthcare and Select Staffing. Mr. Eisenberg
is a Fellow of both the American College of Bankruptcy and the International Insolvency Institute,
and an ABI member. A regular speaker and author on the topics of transformations and turnarounds,
Mr. Eisenberg holds a Master’s in management from Northwestern University’s Kellogg School of
Management.

Ira L. Herman is a partner with Blank Rome LLP in its New York office, where he concentrates
his practice on distressed public debt issues, secured and unsecured loans, cross-border insolvency
matters, distressed M&A and corporate governance. He regularly advises clients, including lenders,
on the management of bankruptcy risk in their transactions, asset-dispositions and distressed M&A.
He also regularly counsels indenture trustees regarding defaulted public debt issues and lenders and
others regarding intercreditor and related issues. Mr. Herman provides advice on the debtors’ side,
counseling financially distressed entities and their management on restructuring challenges pertain-
ing to corporate governance issues. As a court-appointed mediator, he has been able to facilitate the
resolution of controversies involving U.S. and non-U.S. parties concerning bankruptcy and com-
mercial law issues. In 2017, Mr. Herman was appointed to the Bankruptcy Law360 editorial advisory
board. He also authored “Anticipating and Managing Bankruptcy Risk,” a series of articles prepared
for the Financial Restructuring & Bankruptcy module of Lexis Practice Advisor, and chapter 28, ti-
tled “Bankruptcy,” in the treatise Negotiating and Drafting Office Leases (2017 Law Journal Press).
Mr. Herman received his B.A. in political science cum laude from Yeshiva University in 1979, where
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he served as editor-in-chief of The Polis, a political science journal, and his J.D. cum laude with dis-
tinction from Boston University School of Law in 1982, where he served as an editor of the Boston
University International Law Journal.

Samuel S. Kohn is a partner in the New York office of Dorsey & Whitney LLP and practices in the
area of business reorganizations, including complex chapter 11 cases and out-of-court restructur-
ings. He represents large corporate debtors, creditors’ committees, secured lenders, distressed-asset-
acquirers, investment funds and banks. His experience spans a broad range of industries, including
airlines, municipalities, health care, retail, real estate, food, financial services, energy, telecommuni-
cations, entertainment, manufacturing and shipping. Mr. Kohn has been involved in virtually every
major municipal restructuring in recent memory, both in and out of court, including the chapter 9
cases of Detroit and Jefferson County, Ala. In addition, he has represented major creditors in out-of-
court restructurings of municipalities, including municipal debt issued by Harrisburg, Pa., Scranton,
Pa., Atlantic City, N.J., and Hartford, Conn. Mr. Kohn has authored numerous articles and is a fre-
quent panelist on issues relating to municipal restructurings. Prior to becoming a lawyer, he was a
Certified Public Accountant in the State of New York and founded and managed his own accounting
firm. Mr. Kohn received his B.A. from City University of New York, Queens College and his J.D.
cum laude from Brooklyn Law School.

Paul D. Leake is a partner and global co-head of Skadden, Arps, Slate, Meagher & Flom LLP’s cor-
porate restructuring practice in New York. He focuses on advising U.S. and transnational businesses
on chapter 11 reorganizations, out-of-court restructurings, secured financings, debtor-in-possession
loans, distressed acquisitions and sales, and investments in troubled companies. Mr. Leake has led
high-profile restructurings in most major industries, including retail, health care, oil and gas, ship-
ping, mining, airlines, energy, publishing, telecom, satellite communications and real estate. He
previously served as head of the corporate restructuring and reorganization practice at another large
global law firm. Mr. Leake has represented ad hoc noteholder and official unsecured creditor com-
mittees, senior secured lenders and lender groups, and investment funds and strategic investors in
substantial, high-profile distressed M&A transactions. He is regularly listed in rankings of leading
restructuring lawyers in the U.S. and globally, including Chambers USA, Chambers Global, The
Legal 500, K&A Restructuring Register, IFLR1000, The Best Lawyers in America and Turnarounds
& Workouts. He has published and lectured extensively on U.S. and transnational insolvency mat-
ters. Mr. Leake is a member of the board of directors of Her Justice, a nonprofit organization that
supports women living in poverty in New York City by recruiting and mentoring volunteer lawyers
to provide free legal help to address individual and systemic legal barriers. He also is ABI’s Vice
President-Publications and a Fellow of the American College of Bankruptcy. Mr. Leake received his
B.A. from Amherst College in 1985 and his J.D. from Columbia University in 1988.

Brett H. Miller is a partner in the Business Reorganization & Restructuring Department of Willkie
Farr & Gallagher LLP in New York and co-chairs its Creditor Rights practice. His clients include
official and ad hoc creditors’ committees, bank groups, individual lenders, court-appointed fidu-
ciaries, debtors, and investors that focus on distressed situations. Mr. Miller advises on chapter 11
cases, out-of-court restructurings, bankruptcy-related acquisitions, cross-border insolvency matters,
bankruptcy-related litigation, and insolvency-sensitive transactions. He has represented parties in
restructurings in industries such as real estate, transportation, retail, manufacturing, food service, oil
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and gas, and media. Mr. Miller is a Fellow of the American College of Bankruptcy and is listed as
a leading lawyer for Bankruptcy & Restructuring in Chambers Global, Chambers USA and Legal
500 US. He has been recognized by Law360 as an “MVP” of the bankruptcy bar, and Turnarounds
& Workouts named him an “Outstanding Restructuring Lawyer.” Mr. Miller received his B.A. from
Columbia University in 1988 and his J.D. from Georgetown University Law Center in 1991.

Hon. Christopher S. Sontchi is a U.S. Bankruptcy Judge for the District of Delaware in Wilming-
ton, initially appointed in 2006, and he recently completed a term as the court’s Chief Judge. He
was recently appointed as an International Judge of the Singapore International Commercial Court,
effective upon his upcoming retirement. Judge Sontchi is a frequent speaker in the U.S. and abroad
on issues relating to corporate reorganizations, and he is a Lecturer in Law at The University of Chi-
cago Law School. In addition, he has taught corporate bankruptcy to international judges through the
auspices of the World Bank and INSOL International. Judge Sontchi is a member of the International
Insolvency Institute, Judicial Insolvency Network, National Conference of Bankruptcy Judges, ABI
and INSOL International. He was recently appointed to the International Advisory Council of the
Singapore Global Restructuring Initiative and the Founders’ Committee of The University of Chi-
cago Law School’s Center on Law and Finance. Judge Sontchi has testified before Congress on the
safe harbors for financial contracts, and has published articles on creditors’ committees, valuation,
asset sales and safe harbors. Prior to his appointment, he was in private practice, representing a wide
variety of nationally based enterprises with diverse interests in most of the larger chapter 11 reorga-
nization proceedings filed in Delaware. Judge Sontchi served on the ABI Commission to Study the
Reform of Chapter 11°s Financial Contracts, Derivatives and Safe Harbors Committee and testified
on safe harbors for financial contracts before the Subcommittee on Regulatory Reform, Commercial
and Antitrust Law of the House Committee on the Judiciary. Following law school, Judge Sontchi
clerked for Hon. Joseph T. Walsh in the Delaware Supreme Court. He received his B.A. Phi Beta
Kappa with distinction in political science from the University of North Carolina at Chapel Hill and
his J.D. from the University of Chicago Law School.



