J

AMERICAN BANKRUPTCY

OURNAL

INSTITUTE

The Essential Resource for Today’s Busy Insolvency Professional

Commission to Explore Overhauling Chapter 11

Contributing Editor:

Robert J. Keach

Bernstein Shur; Portland, Maine
rkeach@bernsteinshur.com

Also Written by:

Albert Togut

Togut, Segal & Segal LLP; New York
altogut@teamtogut.com

Editor’s Note: This new column focuses
on sections of the Bankruptcy Code and
Rules that may be in need of improve-
ment. Those interested in contributing
for this column can contact Howard
Brod Brownstein at howard @brown-
steincorp.com for more information.

t has been more than 30 years since
Ithe enactment of the Bankruptcy

Code, and there is a growing view
that the current law needs an overhaul.
This need was identified at “Chapter 11
at the Crossroads: Does Reorganization
Need Reform?,” a 2009 ABI-sponsored
event billed as a “symposium on the
past, present and future of U.S. corporate
restructuring.” Out of the symposium
came a consensus that there is a need to
reform chapter 11, and that it needs to be
reformed now.'
Agreeing on the spe-
cifics of reform is the
next, more difficult
step. ABI President
Geoff Berman
(Development
Specialists Inc.;
Los Angeles) has
addressed the forma-
tion of a “commis-
sion” to study the
current law and to recommend chang-
es—a “Chapter 11 at the Crossroads:
Part IL,” if you will. In his inaugural
address during the 2011 Annual Spring
Meeting, he said:
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1 The work of the symposium is memorialized at “Chapter 11 at
the Crossroads: Does Reorganization Need Reform?, Transcript of
Proceedings,” available online at www.abiworld.org (“transcript”). See
also Robert J. Keach, Robert M. Fishman, Melissa Kibler Knoll, Reginald
W. Jackson and John D. Penn, “Legislative Symposium Roundtable:
Chapter 11 at the Crossroads: Does Reorganization Need Reform?,” 18
Am. Bankr. Inst. L. Rev. 365 (Spring 2010) (“roundtable”).
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Today’s typical case is expedited
and does not resemble a classic
reorganization: one in which
a distressed company can find
protection in the safe harbor of
Chapter 11, dispose of unprofit-
able parts of the business, sta-
bilize what remains, operate
for a short time to see that the
core business can be profitable,

Problems in

propose a plan based upon the

smaller, profitable core business,

restructure its balance sheet pur-
suant to a Chapter 11 plan, and
emerge as a healthy, albeit small-

er, business enterprise. Instead

of that classic Chapter 11 model,

today we see quick sales to new

owners driven by creditor inter-
ests or an outright liquidation.

That current law needs updating was
recognized in the opening panel of the
2009 symposium, which consisted of
many of the “founding fathers” of the
1978 Code. The group revealed that the
1978 Code, at passage, was expected to
have a “shelf life” of, at best, 40 or so
years. As panelist Rich Levin (Cravath,
Swaine & Moore LLP; New York) said:

The politics are very different,

but there’s also something else

that’s very different. And here
again, I’ll ask Bob [Feidler] if
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he won’t agree
with me that
at the time in
78, we said we
need to revise
the bankruptcy
laws because
the entire under-
lying credit
economy in the
business world
had changed dramatically in the
40 years since the 1938 Chandler
Act. At the same time, we said
we knew that there would need
to be a bankruptcy reform act of
2018, 40 years hence, because
the entire credit economy and
business world would change
again. Now, it’s changed dra-

the Code

matically in 30 years, and I think
we’re at that point, and leave
aside the political compromise,
which will have to be made to get
anything through Congress; the
point is that the system needs to
be rethought. It’s done very well
keeping up with the dramatic
changes in the underlying busi-
ness and credit economy, but it’s
stretched dramatically, and law-
yers and business people have
learned how to use it. Both credi-
tors and debtors have learned
how to use it. Although they’ve
been able to use it to accomplish
things like GM, Chrysler and
CIT, which might be traditional
fast, prepackaged reorganizations
without even bending the Code a
little bit, it’s not designed for the
current economy, and it needs to
be rethought.

2 Transcript at p. 17.
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Arguably, the best quality of the
1978 Bankruptcy Code was that the
statute offered a balance between cred-
itor and debtor interests, establishing
what was often described as a “level
playing field” for restructurings. When
first enacted, the Bankruptcy Code
arguably served the interests of all
those impacted by a debtor in distress
including employees, the surrounding
community, the public interest and
the creditor interests but it did so in
a flexible way that balanced all inter-
ests while meeting the debtor’s goal
of succeeding in saving its business.
However, as the 2009 symposium pan-
elists noted, the world changed, as did
the 1978 Code.

While the Bankruptcy Code was
developed in an era when the biggest
employers were manufacturers, the
biggest employers today are service
companies such as retailers and tech-
nology-driven enterprises. Many of the
remaining American manufacturers are
less dependent on hard assets and more
dependent on contracts.

Since the Code’s enactment, there
has been an explosion in the use of
secured credit, placing secured debt
at all levels of the capital structure
and trumping any long-term reorga-
nization for the benefit of existing
shareholders. The unparalled expan-
sion of distressed-debt markets and
claims trading has made chapter 11 a
financial and takeover play, minimiz-
ing the debtor’s ability to control its
own destiny. Debtors are more often
multinational companies with interna-
tional law implications. Indeed, these
are just a few of the factors driving
the need for change, as pointed out by
Levin, who said:

You can’t go back to the future.

The world doesn’t work as it

did in ’78. It’s not a question of

amendments; it’s not a question

of adjusting this or that; it’s a

question of, okay, we’re in a very

different world now—Ilet’s start
from scratch and write something
that makes sense for this world.’

Further, as Prof. David Epstein
(University of Richmond Law School;
Richmond, Va.) has noted, we have
learned from the lessons of the past, and
can apply them to the new environment:

But in a sense that’s back to

the future because in a sense

that is conceptually what had

to be done in 1978 and in the

3 Jd.at.p.39.

Chandler Act before that.

We’ve all acknowledged this

lesson of history. The world

does change, and absent a

meaningful Bankruptcy Code,

what’s going to happen is that

all of the leverage is with the

holders of the debtor, with the

secured creditors. If you’re

going to have any kind of a

“balance,” to use one of the

[words] that we started with,

Congress has to recreate that

balance every 30 or 40 years.*

The 2009 symposium panelists
generally agreed that some parts of
the Bankruptcy Abuse Prevention
and Consumer Protection Act of
2005 (BAPCPA), such as the short-
ened time to assume or reject leases
and the creation of new administra-
tive claims, went too far and hindered
restructurings; derivative safe harbors
were far too broad and needed to be
at least curtailed;’ and changes needed
to be made to make it easier to access
credit, given the overleveraged bal-
ance sheets so common among today’s
debtor entities. While support for
retaining the basic debtor-in-posses-
sion model was strong, some tweaking
was suggested, including the possible
limited use of monitors or similar per-
sons, and examining the role of the
creditors’ committee, given the preva-
lence of claims trading. An examina-
tion of possible additional safeguards
when all of the assets are sold in a
§ 363 sale was also suggested.

The ubiquitous and expansive use
of secured credit is a primary chal-
lenge to the traditional reorganiza-
tion regime. How can reorganization
be financed when there is little or no
apparent equity in the assets? In the
case of overleveraged balance sheets,
how are employee, tort claimant and
trade creditor interests to be protected,
or at least recognized, much less equity
interests? An examination of priorities,
adequate protection, surcharge and
other factors may be in order.

The 2009 symposium was simply the
latest group to explore possible change.
Before it, the National Bankruptcy
Review Commission suggested chang-
es, most of which never found their way
into legislation.® The Select Advisory
Committee on Business Reorganization
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5 As Fishman noted, discussing the panel on safe harbors, “everybody on
this panel conceded that these Bankruptcy Code sections are definitions
and applications run amok.” Roundtable at p. 375.

6 see Report of the National Bankruptcy Review Commission, Oct. 20,
1997, Volume I.

(SABRE), a special committee of the
ABA’s Section on Business Law, issued
reports in 2001 and 2004, respectively,
proposing changes to the bankruptcy
laws designed to reduce the time and
cost of chapter 11.” Many of those pro-
posals warrant reconsideration. There is
also a considerable body of scholarship
in law reviews, journals and papers on
the subject of—and need for—reform
that needs to be evaluated.® Changes in
practice suggest areas of exploration.
For example, should the Code recog-
nize now-routine practices, such as
“first-day” motions, and set guidelines
for them? Court decisions have raised
additional issues for examination. For
example, recent opinions in the Second
and Third Circuits have sparked intense
debate on the continued efficacy of
the absolute-priority rule. Other deci-
sions suggest possible needed fixes in
the cramdown provisions and other key
Code sections.

ABI is the logical organization to do
this work for two fundamental reasons.
First, it is not a political organization,
but rather is unbiased, and thus has no
interest other than intellectual honesty
and an open process. Second, its more
than 13,000 members represent all seg-
ments of bankruptcy practice, including
practitioners who advise small, mid-
size and large enterprises. Given ABI’s
30-year nonpartisan tradition, the com-
mission will be a forum for all voices
and points of view.

Geoff Berman has tasked the
authors of this article to assist him in
selecting a working group of the “best
and the brightest” from among chapter
11 practitioners, academics, bankers
and perhaps Congress to study possible
business bankruptcy law reforms, espe-
cially where there is clear consensus,
and to identify possible choices and
options, even where finding consensus
proves elusive. The commission will
hold hearings nationwide to hear and
collect data and opinions on various
issues. It will also solicit and accept
written submissions on selected issues.
ABI’s “commissioners” will also dis-
cuss, debate and search for consensus
for change. The final result will be a
comprehensive report, part blueprint

7 Karen M. Gebbia-Pinetti (reporter), “First Report of the Select Advisory
Committee on Business Reorganization,” 57 Bus. Law. 163 (November
2001); Gebbia-Pinetti, “Second Report of the Select Advisory Committee
of Business Reorganization,” 60 Bus. Law. 277 (November 2004).

8 Among the many articles, see Harvey R. Miller and Shai Y. Waisman,
“Does Chapter 11 Reorganization Remain a Viable Option for Distressed
Businesses for the Twenty-First Century?,” 78 Am. Bankr. L. J. 153
(Spring 2004); Miller and Waisman, “Is Chapter 11 Bankrupt?,” 47
B.C.L. Rev. 129 (December 2005); George W. Kuney, “Hijacking Chapter
11,” 21 Emory Bankr. Dev. J. 19 (2004).

44 Canal Center Plaza, Suite 400 e Alexandria, VA 22314 e (703) 739-0800 e Fax (703) 739-1060 e www.abiworld.org



for reform and part catalog of open
issues and current options, to be con-
sidered in updating the bankruptcy
laws. If the commission succeeds, its
work will lead to reform legislation,
but legislation fully informed by the
careful and thorough process of the
commission, and the input of the entire
insolvency community.

The new ABI commission will
endeavor to do the work that Congress
will require to change the law. It is
expected that this will be a multi-year
effort that will involve ABI’s best and
brightest. The 2009 symposium helped
bring the issues of today’s environment
to the forefront of the insolvency com-
munity’s attention once again, and one
thing is clear: The time to start address-
ing those issues is now. H

Reprinted with permission from the ABI
Journal, Vol. XXX, No. 5, June 2011.

The American Bankruptcy Institute is a
multi-disciplinary, nonpartisan organization
devoted to bankruptcy issues. ABI has
more than 13,000 members, representing
all facets of the insolvency field. For more
information, visit ABI World at www.
abiworld.org.
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