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From the Back CoverThe Sixty Years' War for the Great Lakes contains twenty essays
concerning not only military and naval operations, but also the political, economic, social, and
cultural interactions of individuals and groups during the struggle to control the great freshwater
lakes and rivers between the Ohio Valley and the Canadian Shield. Contributing scholars
represent a wide variety of disciplines and institutional affiliations from the United States,
Canada, and Great Britain. Collectively, these important essays delineate the common thread,
weaving together the series of wars for the North American heartland that stretched from 1754
to 1814. The war for the Great Lakes was not merely a sideshow in a broader, worldwide
struggle for empire, independence, self-determination, and territory. Rather, it was a single war,
a regional conflict waged to establish hegemony within the area, forcing interactions that divided
the Great Lakes nationally and ethnically for the two centuries that followed. Among the varied
topics are discussions of the impact of disease upon the Natives' military power and culture; the
importance of the French familial and commercial interactions with the British and Indians; the
emergence of intercultural cooperation in a region too often characterized as constantly at war;
and the internal struggles by Native Americans to present a united front against European
intrusion. Other scholars examine economic, political, and idealogical responses to the
American Revolution; detailed accounts of military struggles, the Gnadenhutten massacre, and
analyses of Indian and naval involvement in the War of 1812.About the AuthorDavid Skaggs is
Professor Emeritus of History, Bowling Green State University. He is the author and co-author of
numerous books, including A Signal Victory: The Lake Erie Campaign, 1812-1813 and War on
the Great LakesLarry L. Nelson teaches at Firelands College and is the author of Men of
Patriotism, Courage and Enterprise: Fort Meigs and the War of 1812 and A Man of Distinction
Among Them: Alexander McKee and the Ohio Frontier.
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bankruptcy law is a domain with identifiable and coherent boundaries. In The Elements of
Bankruptcy, I offer an introduction to this world for lawyers and others who want to understand
bankruptcy’s fundamental rules and principles. My ambition is to show that modern bankruptcy
law is at once rich, interesting, and accessible. This edition reflects the state of the law as of
June 2014.The first three chapters chart the landscape. Chapter 1 explores both the substantive
provisions of the Bankruptcy Code and the procedural rules that govern bankruptcy cases.
Chapter 2 looks at the rights of the individual debtor in bankruptcy. Bankruptcy law gives the
individual a fresh start: the “honest but unfortunate” debtor over-whelmed by debt can file a
bankruptcy petition and walk away with the right to enjoy future income free from past debt.
Ensuring that such individuals enjoy a fresh start while preventing those able to repay their debts
from abusing the system introduces considerable complexity into the law.Chapter 3 examines
the absolute priority rule, the basic principle of corporate reorganizations. Corporations enter
into bankruptcy for reasons different from those of individuals. Corporations already have limited
liability under state law: when a corporation fails, its share-holders are not liable to the



corporation or its creditors. By reorganizing under Chapter 11 of the Bankruptcy Code, an ailing
but otherwise strong business replaces its existing capital structure with a sensible one that
better reflects the condition in which it finds itself. The corporation, like the individual, discharges
old debts through bankruptcy, but the reasons for doing so have nothing to do with protecting
flesh-and-blood human beings from their creditors.The different legal problems of financially
troubled individuals and corporations are adjudicated in the same place—bankruptcy court—not
only for historical reasons but also because they present similar administrative difficulties. In
both situations, one needs to hold creditors2at bay while sorting through the debtor’s affairs,
gathering the assets, ascertaining the liabilities, determining wrongdoing (if any), and
authoritatively establishing who gets what. The remaining chapters in this book focus on the way
in which this process works.Chapter 4 examines how rights originating outside of bankruptcy are
treated inside of bankruptcy. For the most part, a creditor’s claim in bankruptcy turns on what the
creditor had outside bankruptcy. Chapter 5 shows how the Bankruptcy Code ensures that the
debtor’s assets available to creditors outside of bankruptcy are available to them inside of
bankruptcy as well. Chapter 6 completes our examination of the basic rights and obligations of
the debtor and those with whom it has dealt by examining executory contracts. An executory
contract is one in which each party owes obligations to the other. Hence, it is at once a liability
and an asset.A debtor may not transfer assets while insolvent unless it receives reasonably
equivalent value in return, nor may it engage in other activities whose principal effect is to thwart
creditors’ ability to be repaid. This basic principle of fraudulent conveyance law, thus stated, is
uncontroversial, but its effects are far reaching. Fraudulent conveyance law and the related
issues of equitable subordination and substantive consolidation are the subject of chapter 7.
Chapter 8 examines the law of voidable preferences. When bankruptcy is on the horizon, a
debtor is no longer free to choose which creditors to pay. Existing preference law implements
this idea through a complicated mixture of rules and standards.When a bankruptcy petition is
filed, creditors must cease their efforts to collect payment, but the debtor must continue to deal
with the rest of the world as before. The Bankruptcy Code tries to achieve both ends through the
automatic stay, which is the subject of chapter 9. Chapter 10 explores the dynamics of small and
large Chapter 11 cases. Most Chapter 11 petitions are filed by small corporations; the challenge
in these cases is not to preserve an ongoing business but to facilitate an entrepreneur’s
transition from one business to another. The corporation is the entity that formally files the
petition, but the entrepreneur who owns it is the central focus. Large Chapter 11 cases, in
contrast, are few in number but contain the vast bulk of the total assets in bankruptcy. In these
cases, the business has an identity distinct from those who run it, and Chapter 11 allows the
financially distressed company to obtain a new capital structure in a process akin to a merger or
acquisition outside of bankruptcy. The book’s final two chapters look at the process of creating
and confirming a plan of reorganization.3This idea for this book grew out of my fruitful
collaboration with Thomas Jackson, who introduced me to bankruptcy law when I was a student.
The first edition took shape while I was giving a series of seminars at the law firm of



Sonnenschein, Nath, and Rosenthal in the early 1990s. I have continued to learn from long
conversations with many splendid judges and lawyers, including Tom Ambro, Frank
Easterbrook, Robert Gerber, Barbara Hauser, Richard Levin, Harvey Miller, Sally Neely, Chris
Sontchi, Ronald Trost, and Eugene Wedoff. Work with a number of colleagues, especially Barry
Adler, Donald Bernstein, Tony Casey, Edward Morrison, and Robert Rasmussen, has helped me
with this, the sixth edition. Jessica Arett, Justin Mecurio, and Michael Turkel provided fine
research assistance, and Ashlee Garcia proved a most able copyeditor. Finally, I am grateful for
the research support of the John M. Olin Fund.vContentsIntroductionChapter 1: A Road Map
to Bankruptcy LawChapter 2: The Individual Debtor and the Fresh StartChapter 3: Corporate
Reorganizations and the Absolute Priority RuleChapter 4: Claims Against the EstateChapter 5:
Property of the Estate and the Strong-Arm PowersChapter 6: Executory ContractsChapter 7:
Fraudulent Conveyances and Related DoctrinesChapter 8: PreferencesChapter 9: The
Automatic StayChapter 10: The Dynamics of Chapter 11Chapter 11: Forming the Plan of
ReorganizationChapter 12: Confirming the Plan of ReorganizationIndex4CHAPTER ONEA
Road Map to Bankruptcy LawThe Structure of the Bankruptcy CodeThe word bankruptcy
derives from the medieval Italian custom of breaking the benches of a banker or merchant who
absconded and left creditors unpaid. As the roots of the word suggest, the first English
bankruptcy statutes were directed at merchant debtors, and they were viciously punitive. Indeed,
their harsh character prompted one delegate to the Constitutional Convention in Philadelphia in
1787 to oppose granting Congress the power to enact uniform bankruptcy laws. Under English
law, uncooperative bankrupts were at risk of being hanged, and the Convention delegate feared
that Congress might follow suit. For modern lawyers, the very incongruity of bankruptcy and the
death penalty suggests, correctly, that bankruptcy law not be linked too closely with its
seventeenth- and eighteenth-century English counterparts. We will do better by focusing on the
law as it is today and turning to the history of bankruptcy law when appropriate.The Bankruptcy
Code is embodied in Title 11 of the United States Code. Although easily located, bankruptcy law
remains a common law discipline in which a lawyer must reason by analogy and constantly be
aware of general principles. Bankruptcy law is neither mechanical in its application nor narrow in
the range of problems it confronts. A client in bankruptcy can face every legal problem that a
person can face outside of bankruptcy.Bankruptcy law is built on nonbankruptcy law; as a result,
the bankruptcy lawyer must understand both the applicable nonbankruptcy law and the ways in
which bankruptcy law may change it. An example will help to illustrate this point. Suppose you
represent a computer hardware manufacturer that has a patented process for making computer
chips. Your client discovers that a competitor is using its process and that the competitor has
also filed a bankruptcy petition. You need to know how the patent would be enforced outside of
bankruptcy, and then look at how bankruptcy changes both the underlying right and the manner
in which it can be vindicated.This task is not as formidable as it might seem. Bankruptcy law
changes nonbankruptcy law only when the purposes of bankruptcy5require it. Ensuring flesh-
and-blood individuals a fresh start requires such a change, but surprisingly little else does. In the



absence of a specific bankruptcy provision to the contrary, bankruptcy takes non-bankruptcy
rights as it finds them. Only the procedures change, and these change only to solve the
particular problems bankruptcy is designed to address. The Bankruptcy Code thus works
against the background of nonbankruptcy law. A general mandate, reinforced by 28 U.S.C. §959,
requires that the trustee act in accordance with applicable nonbankruptcy law. A trustee enjoys
the right to use property under §363, but the trustee must act consistently with applicable non-
bankruptcy law. The trustee cannot use the debtor’s chemistry laboratory to manufacture
cocaine, nor may the trustee dump toxic waste on the debtor’s property, not because of anything
in the Bankruptcy Code, but simply because these activities are illegal outside of
bankruptcy.The Supreme Court set forth this principle in Butner v. United States:Congress has
generally left the determination of property rights in the assets of a bankrupt’s estate to state law.
Property interests are created and defined by state law. Unless some federal interest requires a
different result, there is no reason why such interests should be analyzed differently simply
because an interested party is involved in a bankruptcy proceeding.1Butner thus allows us to
draw from a complicated statute a single organizing principle. Knowing the outcome under
nonbankruptcy law can go a long way toward understanding the problem in bankruptcy. When a
litigant seeks an outcome different from the one that would hold outside of bankruptcy, the
bankruptcy judge will likely ask the litigant to identify the part of the Bankruptcy Code that
compels the departure.We can begin with a sketch of the basic structure of the Bankruptcy
Code. The 1978 Bankruptcy Reform Act restructured the bankruptcy courts and bankruptcy
procedure. The substantive provisions of the 1978 Act put in place the Bankruptcy Code, which
constitutes Title 11 of the United States Code. It has been amended periodically. The most
sweeping change, enacted in 2005, added considerable complexity to the Bankruptcy Code, but
its basic structure and principles remain6intact. Like other titles of the United States Code, Title
11 is divided into chapters. Chapters 1, 3, and 5 contain provisions that generally apply to all
bankruptcy cases. The remaining chapters set out different procedures for distinct kinds of
bankruptcy cases. Chapter 15 sets out the principles needed to facilitate cross-border
insolvencies, the rules needed when a debtor in the United States has assets in another country,
or when a foreign debtor has assets here.The United States Trustee is responsible for
overseeing the administration of bankruptcy cases. The United States Trustee should ensure
that cases do not languish in bankruptcy court, a fate not uncommon when the stakes are small
and no single creditor has the incentive to investigate the debtor. This job is important not only to
protect the general creditors but also to ferret out fraud, which often contributes to business
failure. In large Chapter 11 cases, the United States Trustee casts a long shadow as well. The
United States Trustee appoints the creditors’ committee and often appears as a party in
interest.Chapter 1 provides definitions (§101), tells us which parts of the Code apply to which
kinds of cases (§103), and sets out eligibility requirements for each kind of bankruptcy case
(§109). Chapter 1 also contains what appears to be a broad grant of power to the bankruptcy
judge. Bankruptcy was originally in the province of the Chancellor, and §105 reflects these



equitable origins. It grants the bankruptcy judge the power to “issue any order, process or
judgment that is necessary or appropriate to carry out the provisions” of the Bankruptcy Code.
But the section confers no independent powers on the judge. The power that a judge enjoys
under §105 must derive ultimately from some other provision of the Bankruptcy Code.2 Lawyers
who advance an argument that relies solely on §105 should expect to lose. The Bankruptcy
Code does not “constitute a roving commission to do equity.”3The heart of any code lies in its
definitional section, and the definitions in §101 are the focal point of many disputes. The
definitions of creditor and claim, for example, will play a central role in the bankruptcy of a
business that faces mass tort liability. Suppose a7business sells a product that causes harm
many years later. Whether the business can deal with its tort liability in bankruptcy turns on
whether these future victims are considered creditors and whether they have “claims” within the
meaning of §101.Section 101 also introduces us to the language of modern bankruptcy practice.
It tells us, for instance, that the person whom a bankruptcy case concerns is a debtor. A person
or a corporation in bankruptcy is no longer called a bankrupt. Although that word retains some
currency among lay people, among bankruptcy lawyers it sounds old-fashioned and precious.
Section 101 defines most of the terms that apply throughout the Bankruptcy Code, but not all.
One of the most important definitions in the Bankruptcy Code, that of notice and a hearing, is
found in §102, which nominally deals with rules of construction.Many provisions in the
Bankruptcy Code allow actions to take place after notice and a hearing. One should not,
however, assume that everyone must receive actual notice or that a hearing is required in every
instance. Section 102 tells us that we need to give only “such notice as is appropriate in the
particular circumstances.” Moreover, if no party requests a hearing or if a court finds there is
insufficient time to have one, an actual hearing is not necessary. Over the years, a body of
learning has developed around who needs to be notified at each stage and the consequences
that follow if they are not.4 As in many other contexts, the basic principles in bankruptcy track
those outside. Most analyses begin with the observation of the Supreme Court in Mullane v.
Central Hanover Bank & Trust Company:5An elementary and fundamental requirement of due
process in any proceeding which is to be accorded finality is notice reasonably calculated, under
all the circumstances, to apprise interested parties of the pendency of the action and afford
them an opportunity to present their objections.One section that is easy to miss is §104, which
provides for indexing of many of the dollar thresholds elsewhere in the Bankruptcy Code. These
thresholds are changed every three years through administrative regulation to reflect the
consumer price index. Under §109, for instance, individuals wishing to file under Chapter 13 can
have no more than a specified amount in unsecured claims. Section 109 also8sets out who can
take advantage of various chapters of the Bankruptcy Code.Section 109 is as good a place as
any to see how the Bankruptcy Code works. To know whether a limited liability company may be
a debtor under Chapter 11, one looks first to §109(d). It states that to be a debtor under Chapter
11, one must qualify as a debtor under Chapter 7. Section 109(b) excludes some “persons” from
Chapter 7, but does not mention limited liability companies. This brings us to §109(a). It tells us



that a debtor can enjoy the benefits of bankruptcy only if it is a “person.” Section 101 tells us that
“person” as used in the Bankruptcy Code includes a corporation. Section 101 goes on to define
a corporation. It extends considerably beyond entities that are called corporations under state
law, and its language is broad enough to include a limited liability company. Hence, a limited
liability company can file for bankruptcy. It is a “corporation,” and a corporation is a “person,” and
persons, unless specifically excluded, can file bankruptcy petitions.There is no explicit
requirement that an individual or business be in financial distress or insolvent before filing for
bankruptcy. Section 101 of the Bankruptcy Code defines insolvency as the condition that exists
when a debtor’s liabilities fairly discounted exceed its assets, but insolvency itself is not a
prerequisite for bankruptcy for individuals or for corporations. Indeed, there is a negative
inference that can be drawn from §109(c). It specifies that a municipality must be insolvent to file
a Chapter 9 petition. The absence of any mention of insolvency in other parts of §109 creates
the negative inference that other debtors need not be insolvent to be eligible for bankruptcy.The
absence of such an explicit requirement makes sense. Suppose a corporation has assets of
$100, ordinary debt of $49, and a 50–50 chance of losing a lawsuit that would expose it to an
additional $100 of liability. It is technically solvent: it has liabilities, fairly discounted, of $99 and
assets of $100. Nevertheless, its ordinary creditors may recognize that there is a 50–50 chance
they will not be paid. Hence, they will be restless and may trigger the kind of destructive race to
assets that a bankruptcy proceeding can prevent.6Moreover, insolvency may not be easy to
measure at the outset of the case. When confronting the question whether a debtor can be put
into bankruptcy involuntarily, the Bankruptcy Code uses a different9measure of financial
distress. Creditors can put a debtor in bankruptcy involuntarily only if the debtor is unable to pay
debts as they become due. This benchmark is much easier to apply than an insolvency
measure, and it overlaps with it substantially. Most loans include terms that accelerate a debtor’s
obligations under circumstances when it is likely that the debtor’s liabilities exceed its assets.
When the second condition exists, the first tends to follow. At one time, we distinguished
between these two benchmarks of financial distress by calling the first (excess of liabilities over
assets) “insolvency in the bankruptcy sense” and the second (inability to pay debts as they
become due) “insolvency in the equity sense.”None of this, however, should suggest that those
in good financial health make use of bankruptcy law. Bankruptcy law tracks nonbankruptcy law,
and a solvent debtor must pay all its creditors 100 cents on the dollar. When an opportunity for
abuse exists (when, for example, bankruptcy’s procedures offer a way to force a favorable
settlement of an irritating antitrust suit or allow a solvent debtor to cap liabilities to its landlord),
courts are likely to dismiss the case on the ground that it was filed in bad faith.7 The Butner
principle—the idea that bankruptcy law should respect nonbankruptcy entitlements unless a
particular bankruptcy policy is being vindicated—limits the number of such cases.Chapter 3 of
the Bankruptcy Code deals with case administration. Sections 301 through 307 tell us how a
bankruptcy case begins. Sections 321 through 331 set out the rules governing those who
administer the bankruptcy estate. The court must issue an order before the debtor can hire



lawyers or other professionals. Under §329 attorneys must file a statement with the court
showing how much they will be compensated and the source of the compensation, even if they
do not ask the debtor for payment. In addition, Rule 2014 requires that lawyers disclose all their
connections with the debtor, creditors, any other parties in interest, and their accountants. Such
disclosure is needed to satisfy §327(a), which requires that the debtor’s attorneys be
disinterested.The disinterestedness requirement complicates the job of any lawyer who wants to
continue representing a corporate client after it files a bankruptcy petition. If a business owes its
lawyer anything for services10provided before the petition, the lawyer may not be able to
represent the business in the bankruptcy proceeding. By virtue of being owed money, the lawyer
is a creditor within the meaning of §101, and hence may no longer be disinterested. Similarly, a
lawyer who is paid for services already rendered outside the ordinary course of business within
90 days before the filing of the petition may be subject to a voidable preference attack, and this
may also keep the lawyer from being disinterested. A lawyer who represents any of the
corporation’s directors or shareholders personally may not be able to represent the corporation
in bankruptcy. A lawyer who sits on the corporation’s board, or who has partners who sit on the
board, may also fail to meet this requirement.Even if a lawyer herself has had no previous
relationship with the debtor or creditors, she must ensure that none of her associates or partners
has worked for them, either. Although a lawyer is not disqualified solely because of past
representation of a creditor, see §327(c), determining when a lawyer is disqualified is not always
easy. Here, as elsewhere in bankruptcy, it is often useful to begin with the nonbankruptcy
baseline. In this instance, however, even identifying that baseline is difficult. Nonbankruptcy
conflicts rules turn on whether one is representing a client in a transaction or in ongoing
litigation. In bankruptcy, much of what goes on is negotiation, but litigation with almost any party
is possible.In all events, disclosure must be full. When a court finds that a lawyer is not
disinterested or has failed to make proper disclosure, it can disqualify the lawyer, disallow fees,
and force the lawyer to bear the expenses of any investigation triggered by the failure to
disclose. One court imposed a $1 million sanction for nondisclosure notwithstanding a finding
that the firm had done its work well. Indeed, in the same opinion the court found the firm’s work
so crucial to the reorganization that it wanted the firm to continue working on the case.8
Nondisclosure can, in the extreme case, trigger the criminal sanctions imposed by 18 U.S.C.
§152(3) for knowingly and fraudulently making a false declaration in a bankruptcy case.911The
duty to disclose is an ongoing one. Suppose you discover while representing a debtor that some
of its directors have perpetrated a fraud. You now must investigate all the directors, including
ones that are independent. At this point, you have to find out whether any of your partners or
associates has done work for the principal employers of these directors. You have a potential
conflict if you must lead an investigation of someone who is a senior officer of a major client.
Sensitivity to such issues varies across different judicial districts and even among judges within
the same district. This is an area in which all lawyers, but particularly young lawyers, need to be
especially vigilant.In a Chapter 7 case, the provisions of §321 through §331 must be read in



conjunction with §701 through §705. The principal officer in a Chapter 7 case is the bankruptcy
trustee. The trustee acts as the representative of the bankruptcy estate and is charged with
managing the assets of the debtor and protecting the rights of creditors and others. The trustee,
for example, has the power to bring actions the debtor could have brought outside of bankruptcy.
Similarly, in a Chapter 11 case, the provisions of §321 through §331 must be read in conjunction
with §1101 through §1109. For example, in Chapter 11 cases there is usually no trustee; instead,
under §1107 the debtor in possession takes on the duties and responsibilities of the trustee.
Bankruptcy Code provisions authorizing the trustee to take certain actions apply with equal force
to the debtor in possession. In the case of a corporation, the old managers of the debtor
corporation act as debtor in possession. Thus, when §363 authorizes the trustee to use, lease,
or sell assets of the estate in the ordinary course of business without first obtaining court
approval, it is also authorizing the debtor in possession to do the same. Sometimes the
creditors’ committee or other party asks to take actions nominally reserved to the trustee when
no trustee in appointed. The debtor in possession may lack the incentive to pursue such actions,
especially if they are against an insider. The Bankruptcy Code does not address this question
explicitly, but most courts have concluded that the bankruptcy court has the power to authorize
such actions in appropriate cases.10Sections 341 through 350 set out a number of basic
procedures. One of the crucial moments in the life of a bankruptcy case is the initial meeting of
creditors that §341 requires. In a Chapter 7 case, for12example, the creditors elect a trustee
during the §341 meeting. They also decide, under §705(a), whether to form a creditors’
committee to monitor the course of the case. The bankruptcy judge is forbidden from attending
the §341 meeting. Under the 1898 Bankruptcy Act, bankruptcy judges became closely involved
in the administration of the bankruptcy case. Many thought that this involvement prevented them
from having the degree of detachment needed to decide disputes between the parties. Since
1978, however, increasing concerns about the length of many bankruptcy cases have led to a
number of changes, principally in §105, to expedite cases. Bankruptcy judges must, for
example, hold such status conferences as are necessary to further the expeditious and
economical resolution of the case. Bankruptcy judges, however, are not reverting to their earlier
roles as much as they are adopting the case management practices that have become common-
place in federal district courts.Because even the simplest bankruptcy cases take time, rules are
necessary to allow the trustee (and the debtor in possession) to act and to keep the creditors
from taking matters into their own hands. These rules are largely the province of §361 through
§366. By far the most important of these sections is §362, which imposes an automatic stay on
all creditors. It requires creditors to cease all debt collection efforts the moment a petition is filed.
The automatic stay looms so large that it is easy to forget that the stay is simply a presumption.
The court can lift the stay whenever a creditor shows that there is cause or that its interest is
inadequately protected. Moreover, a court has the power under §105 to stay actions that do not
come within the scope of §362 as long as a policy embraced in some other part of the
Bankruptcy Code justifies it. Sections 363 and 364 authorize the trustee (and hence the debtor



in possession in Chapter 11 cases) to sell, use, and lease property and to borrow money. When
these transactions fall outside the ordinary course of business, however, the Bankruptcy Code
requires notice and a hearing and may impose other requirements as well.A crucial step in any
bankruptcy case is to identify the claims against the debtor and the assets owned by the debtor.
Chapter 5 of the Bankruptcy Code tells us how to go about doing this. Sections 501 through 510
focus on claims against the estate. Among other things, this part of the Bankruptcy Code
embraces the idea that the general creditors must bear the costs the debtor incurs during the
course of the bankruptcy case. Under §507(a)(1), these costs are paid off first, and the
remainder is divided among the general creditors. These costs,13called administrative expense
claims, include the expenses of the bankruptcy proceeding proper and those of running the
business in the meantime.This assumption underlying administrative expenses—that
bankruptcy is run for the benefit of general creditors—is at times out of step with current
practice. Many large businesses enter Chapter 11 with insufficient resources to pay secured
creditors in full. The costs of administering the case must necessarily come from the secured
creditors. The trustee enjoys a limited ability to charge the assets under §506(c), but it is more
common for the secured creditor to allow the expenses of administration to be “carved out” of its
collateral. The exact shape of the carve out in each case is negotiated at the start of the case as
part of the cash collateral order or the debtor-in-possession financing agreement.11Section 506
addresses the rights of a creditor who has properly perfected a security interest in collateral.
(Perfection has a singular meaning in bankruptcy. To have a perfected interest a creditor must
ordinarily give the world notice of the property claim. A mortgagee must typically record its
interest in the local real estate records. A creditor with a security interest in personal property
must typically file a financing statement in the secretary of state’s office.) Outside of bankruptcy,
a creditor with a properly perfected security interest in collateral is entitled to be paid to the
extent of the value of the collateral before other creditors. As a general matter, properly
perfected secured creditors beat (or, to use the words lawyers commonly employ, prime or
trump) the rights of general creditors in bankruptcy as well. The secured creditor, however, has a
right to priority only to the extent of the value of its collateral. It may not be able to take
possession of the collateral itself. If the collateral is worth more than the amount of the debt (that
is, if the creditor is oversecured), the creditor has a secured claim equal to the amount of the
debt. In addition, §506(b) allows the creditor to enjoy interest on its claim during bankruptcy and
also to be paid any reasonable expenses it incurs. The oversecured creditor, however, must
have obliged the debtor to pay for the expenses in the security agreement.1214If the collateral is
worth less than the amount of the debt (that is, if the claim is undersecured), the claim is
bifurcated under §506(a). The creditor has a secured claim equal to the value of the collateral
and an unsecured claim for the difference. It also has rights against particular assets by virtue of
its security interest in those assets. In a simple Chapter 7 liquidation, the security interest—the
lien—may simply pass through bankruptcy.Suppose a bank lends a debtor $100 and takes a
security interest in a piece of real property that the debtor owns. A subsequent recession causes



the property value to drop to $25, and the debtor files a Chapter 7 petition. Because the debt
exceeds the value of the land, the trustee cannot possibly benefit the general creditors by
keeping the property. The trustee may therefore give the property back (or abandon it, to use the
language of §554) to the debtor. The Bankruptcy Code provides that the debtor’s personal
liability to the bank and all other creditors is discharged. The bank, however, remains free to
foreclose on the land once it is in the debtor’s hands because the lien survives (or passes
through) bankruptcy. The doctrine of lien pass-through was first set out in Long v. Bullard.13 The
scope of this principle of lien pass-through, however, is more limited than it might appear
because of special treatment provided for liens in Chapters 11 and 13.Sections 541 through 560
establish what assets the estate has. These provisions are built on the central idea that one
must begin with the set of rights and obligations that exist outside of bankruptcy and then
identify specific bankruptcy policies that require departing from the nonbankruptcy baseline.
Section 541 defines the central concept of the property of the estate. The trustee (or the debtor
in possession) is charged with assembling the assets that are available to meet the creditors’
claims and then distributing them. These assets, called the property of the estate, form the
bankruptcy estate. Section 541 draws a sharp distinction between individuals and corporations.
The future income of individuals does not become property of the estate, while the future
income of a corporation does. Drawing this distinction is a crucial feature of bankruptcy’s fresh
start for individual debtors, and it is the focus of the next chapter of this book.In many cases,
property to which the creditors of a debtor are entitled is property to which a third party lays
claim. In these cases, the trustee may have to bring an action to vindicate the creditors’ right
to15the property. If the debtor itself could have brought the cause of action, the property is
deemed property of the estate under §541. In other cases, the trustee must exercise one of the
so-called avoiding powers. Section 544(a) is the “strong arm” power of the trustee. Using it the
trustee may, for example, set aside unperfected security interests. A creditor who takes collateral
may not be able to take the collateral in bankruptcy if it has failed to record its interest through a
public filing.The avoiding powers also allow the trustee to set aside fraudulent conveyances, a
power creditors generally enjoy outside of bankruptcy. These include transfers made and
obligations incurred for less than reasonably equivalent value while the debtor was insolvent and
those done with the intent to hinder, delay, or defraud creditors. §548. Such transactions include
not only instances of outright fraud but also those that bear “badges of fraud,” indicia suggesting
that the transactions had no legitimate business purpose and were aimed instead at thwarting
the creditors’ ability to be repaid. Another provision allows the trustee to set aside transfers that
were made to a creditor on the eve of bankruptcy. §547. This policy against preferential transfers
prevents creditors from racing to the assets when they know bankruptcy is on the horizon.The
general provisions of the Bankruptcy Code in Chapters 1, 3, and 5 are not perfectly organized. A
number of provisions could well have been placed elsewhere. Section 108, for example, gives
the trustee a grace period for taking certain actions. Because the consequences of failing to take
action often turn on whether the automatic stay is implicated, this provision is best read in



conjunction with §362. Section 365, which deals with executory contracts, is perhaps the
provision most conspicuously out of place. Executory contracts inherently involve mutual rights
and obligations between a debtor and a third party. They are best seen as combinations of
claims and assets. Executory contracts are claims against the estate because they give a third
party rights against the debtor. They are simultaneously assets of the estate because they give
the debtor rights against a third party. Because both claims and assets fall within the ambit of
Chapter 5 of the Bankruptcy Code, the section on executory contracts belongs there. The failure
to put §365 in the correct place should not, in principle, affect how it is interpreted, but its faulty
positioning may have compounded the difficulties lawyers and judges have faced in applying it
consistently.The remaining chapters in Title 11 set out the different kinds of bankruptcy cases.
Chapter 9 is reserved for municipalities. Under §101, municipality means “any political
subdivision or public agency or16instrumentality of a State.” In addition to cities and towns,
debtors in Chapter 9 may include water and power districts. Chapter 9 has not been widely used
since the Great Depression, but the bankruptcy filing by the city of Detroit in 2013 may be the
harbinger of a new era as municipalities confront the enormous pension burdens and other
obligations owed to their workers.Municipal bankruptcies have a dynamic entirely different from
other types. The substantive provisions of Chapter 9 are largely the same, but the rights of
creditors against a municipality depart strikingly from their rights against ordinary creditors.
Outside of bankruptcy, the law typically provides that the assets that might have value, such as
the town hall or the fire trucks, are not owned by the city itself, but rather held in trust by the city
for the benefit of its citizens. Creditors cannot look to these assets for payment, but must instead
look to the tax revenues of the city. Reaching these is notoriously hard. As Justice Frank-furter
famously observed:The principal asset of a municipality is its taxing power and that, unlike an
asset of a private corporation, cannot be available for distribution. An unsecured municipal
security is therefore merely a draft on the good faith of a municipality in exercising its taxing
power.14Even apart from the willingness of a municipality to exercise it, the taxing power is itself
limited. If taxes rise too much relative to those elsewhere, citizens will simply leave. There is a
natural ceiling on the amount that can be raised to pay debts in addition to what is needed to
provide basic municipal services. This ceiling is likely to be especially low in a city such as
Detroit where the population has declined precipitously. It is not obvious how it can support its
existing infrastructure, quite apart from its debt burden. Such constraints provide the backdrop
against which Chapter 9 operates.To confirm a Chapter 9 plan, the court must find that the plan
complies with many of the same standards as a plan under Chapter 11, but because of the
different rights creditors have against the municipality under nonbankruptcy law, they have
acquired a different gloss. The requirement that the plan be “fair and equitable” requires
complying with the absolute priority rule in Chapter 11, but in the context of municipal
bankruptcy, it requires instead that “the payments provided17for in the plan of composition are
all that the [municipality] is reasonably able to pay in the circumstances.”15The provisions of
Chapter 9 are neither long nor complicated. Section 901 identifies the general provisions of the



Bankruptcy Code that apply. Most significantly, §1113 does not apply in Chapter 9 cases.
Hence, a municipality in Chapter 9 has correspondingly more freedom to reject collective
bargaining agreements than a corporation in Chapter 11.16 The interaction between federal
bankruptcy law and non-bankruptcy state law, such as the state’s laws governing a
municipality’s pension obligations, remains largely unexplored.Chapter 15 provides firms whose
business is centered in another jurisdiction with a way to sort out their rights in this country in
conjunction with an insolvency proceeding in another jurisdiction. It is based on the Model Law
on Cross Border Insolvency. It allows a foreign proceeding to extend its reach and take
advantage of the automatic stay and gain control of assets located in the United States. The
provisions are largely procedural, and many of the substantive consequences of cross-border
insolvencies remain largely unchartered.17 The bankruptcy court has the power to grant
“appropriate relief” at the request of the foreign representative, taking into account the general
principles of comity. §1507. Bankruptcy judges are willing to defer to the substantive insolvency
law of other jurisdictions.18 There are, however, limits. In a recent case, for example, the court
refused to respect a plan that was confirmed under Mexican law under dubious circumstances.
Among other things, it released third party non-debtors from liability in a way that inured to the
benefit of the insiders promoting the plan. Such a plan would emphatically not be allowed under
domestic law.19Individuals and corporations can usually choose to file under one of several
different chapters. An individual debtor will most often choose Chapter 7 or Chapter 13. An
ordinary corporation can file either a Chapter 7 petition or a Chapter 11 petition. The kind of
bankruptcy petition that is brought depends on the goals of the person filing the18petition. The
court, however, enjoys a broad power to convert a case brought under one chapter into a case
brought under another. Moreover, under §706(a) the debtor can convert a case that creditors file
under Chapter 7 to one under Chapter 11.As we shall discover below in chapter 2, Chapter 7
tries to distinguish the honest but unfortunate flesh-and-blood debtors from those who can repay
their debts or whose use of Chapter 7 would be abusive. An individual who is hopelessly in debt
with only a modest income needs a fresh start. She should be able to file a Chapter 7
bankruptcy petition, give up nonexempt assets, and walk away from prebankruptcy obligations.
Someone who makes enough to repay creditors a substantial sum should not be able to use
bankruptcy to escape her obligations. Section 707(b) implements a “means test” that attempts to
distinguish the two types of debtors from one another. Section 727 gives the honest but
unfortunate debtor a discharge. Because future income of an individual does not become
property of the estate under §541, the effect of §727 is to give the individual debtor the right to
enjoy future income free of creditors’ claims.Section 726 sets out how the debtor’s property is
divided among the creditors, but this section and others dealing with the administration of the
estate in Chapter 7 often have little relevance in the case of the individual debtor. Individuals
who file for bankruptcy typically have few unencumbered hard assets. Their largest asset is their
human capital, their ability to earn money in the future. The principal policy choice is deciding
which debtors should be able to enjoy their future earnings free of the claims of



creditors.Chapter 13 also provides individuals with a substantive fresh start, but it takes a
different shape. It is useful for debtors who are not eligible for Chapter 7 or who have substantial
assets. Chapter 13 allows an individual to keep all assets, but in return the debtor must create a
plan under which creditors receive as much out of the debtor’s future income as they would have
received had the debtor filed under Chapter 7.Like individuals, corporations may file under
Chapter 7. In many cases, a corporation finds itself in Chapter 7 only after first having tried
unsuccessfully to reorganize under Chapter 11. See §1112(b). These cases have nothing to do
with giving an individual a fresh start. Chapter 7 offers no discharge to a corporation. In a typical
corporate Chapter 7 case, the business has ceased its operations or will cease them in short
order. Any assets remaining after the secured creditors take their collateral usually go to the tax
collector, who enjoys a special19priority under §507(a)(8). The purpose of allowing corporations
to file Chapter 7 petitions is not to give ordinary general creditors assets but to assure creditors
that there is nothing worth pursuing. A Chapter 7 petition is the easiest way for corporate
managers, who are being constantly harassed, to convince a corporation’s creditors that the
corporation has no assets and lawsuits are pointless. The bankruptcy process can offer scrutiny
of the debtor’s overall health not otherwise available to individual creditors.Liquidation under
Chapter 7 does not require that all the assets be broken up and sold piecemeal. To the contrary,
the trustee is obliged to sell the assets for as much as possible, and sometimes this means
selling the assets together as a going concern. In practice, however, operating businesses rarely
file Chapter 7 petitions. Those in control of the corporation outside of bankruptcy usually want to
retain that control in bankruptcy. Chapter 11 allows the retention of control, while Chapter 7
requires the appointment of a trustee to manage the affairs of the business.It is worth noting that
the creditors of large corporations exercise considerable control outside of bankruptcy when the
business becomes financially distressed, and they retain much of this control inside of
bankruptcy. Indeed, the existing managers are often sufficiently beholden to them that major
creditors typically do not demand the appointment of a trustee in Chapter 11 even when the
presence of fraud, such as we saw in Enron or WorldCom, gives them an unequivocal right to do
so.Chapter 11 is the vehicle designed to straighten out the affairs of corporations in financial
distress. When the corporation cannot continue as a going concern, Chapter 11 provides a
mechanism for shutting it down and sorting out its financial affairs in a coherent way. Chapter 11
is better suited than Chapter 7 for corporations that are dissolving when there are problems
beyond the simple sale of assets. Consider the following case. Apart from a secured creditor that
has repossessed its collateral, the only other creditor is the Internal Revenue Service, which is
owed Federal Insurance Contributions Act (FICA) and withholding taxes. The owner-managers
of the business are personally (and potentially criminally) liable for these taxes, and they have
filed Chapter 11 petitions as well. (Individuals are eligible for Chapter 11 relief, but apart from
cases in which the debtor’s affairs are tied up with those of a business, Chapter 13 or Chapter 7
is a more attractive place to resolve their financial problems.) We need to sort out who is going
to pay what and on what schedule. In such situations,20Chapter 11 is often the forum of choice



for both the debtors and the IRS. If no one asks for the case to be dismissed or converted, the
court is unlikely to do so.In many large bankruptcy cases, the petition is filed because the
bankruptcy forum provides a straightforward way to sell the business as a going concern.
Chapter 11 allows such sales and gives buyers confidence that they will acquire clean title.
Finally, Chapter 11 provides a forum for a business that will be kept in intact but needs a new
capital structure. Past misfortunes may have left it unable to meet its obligations, but its assets
are being put to their best use. By scaling back the business’s fixed obligations the creditors as a
group are left better off.Chapter 11 replaced Chapters X, XI, and XII of the old Bankruptcy Act.
(The convention is to use Roman numerals for chapters of the 1898 Act and Arabic numerals for
those of the 1978 Code.) In Chapter 11, the debtor in possession rather than the trustee
ordinarily continues to run the business. When the debtor is a substantial operating company
with a decent chance of surviving as a going concern, enough may be at stake so that the
general creditors play an active role. In many Chapter 11 cases, however, the capital structure
consists of two or more layers of secured debt. In the absence of any unencumbered assets
(such as avoidance actions), the general creditors are likely to play only a small role, if any.In
theory, the United States Trustee chooses a committee of creditors at the start of every Chapter
11 case, but the committee is active only in cases in which enough is at stake. Section 1102(b)
suggests that the creditors’ committee consist of creditors who hold the seven largest claims
and are willing to serve. In practice, however, the United States Trustee often attempts to find a
“representative” creditors’ committee, and §1102(a)(4) allows a small business to insist on
becoming a member if its claim against the debtor is large enough to put its own survival at risk.
The creditors’ committee in Chapter 11 may also consist of the members of a committee
organized by creditors before the case begins, if that committee is fairly chosen and represents
the different kinds of claims that exist. The United States Trustee thus often looks well beyond
the seven largest creditors because they may look more like each other than the class of general
creditors as a whole. In the largest cases, there may be multiple committees of creditors as well
as a committee of the equityholders.Serving on a creditors’ committee can be a mixed blessing.
Doing so ensures that one is close to the action and knows what is going on.21But one may
receive information that the debtor considers confidential, and this may interfere with a creditor’s
ability to act (such as its ability to sell its claim or buy additional ones). Moreover, service on the
committee is time consuming. Creditors’ committees in Chapter 11 cases (unlike committees in
Chapter 7) can retain professionals such as lawyers and accountants, and the cost of hiring
them is an administrative expense entitled to priority under §507. The creditors themselves,
however, are not compensated for their efforts. Moreover, as a member of the committee, a
creditor is charged with looking out not only for its own interests but also for those of the other
general creditors. Creditors who actively participate in the case may be subject to disclosure
obligations even if they are not members of an official committee.20Section 1104 allows the
court to appoint an examiner, who may be given the powers of the trustee; the United States
Trustee chooses the examiner, subject to court approval. An examiner may be retained simply to



mediate between the various factions. Examiners are sometimes appointed to investigate
whether the debtor should bring a cause of action (such as a fraudulent conveyance action
against shareholders) that the debtor in possession might not pursue as vigorously because of
its conflict of interest. Such investigations can be enormously expensive and risk duplicating
work already done or that will be done subsequently when the action is brought. But they can
also lead to substantial recoveries for creditors. In the bankruptcy of Enron, for example, the
examiner’s investigation cost nearly $100 million and occupied dozens of lawyers and
professionals for nearly two years, but the ensuing settlements exceeded $1 billion.One of the
debtor’s most important rights in Chapter 11 is its exclusive right to propose a plan of
reorganization for the first 120 days after the filing of the petition. The court may extend this
period for up to 18 months. If the debtor does propose a plan, it has another 60 days to secure
its acceptance under §1121(c)(3). When exclusivity expires, any party in interest can file a plan.
If more than one plan meets all the rules of Chapter 11, then §1129(c) directs the bankruptcy
judge to consider the “preferences of creditors and equity security holders in determining which
plan to confirm.” Terminating the exclusivity period22can lead to the proposal and eventual
confirmation of a liquidating plan of reorganization. From the perspective of a secured creditor,
terminating exclusivity in such a case has the same effect as lifting the automatic
stay.Recognizing that they lack the ability to gather detailed information about a business’s
operations, bankruptcy judges try to ensure that sensible decisions are made about the debtor’s
assets by establishing clear benchmarks and taking decisive action when the debtor fails to
meet them. At the start of the case, the principal lender may ask that the stay be lifted so it can
foreclose on the collateral. The debtor’s managers might argue that the stay should continue
because the business can be sold as a going concern to another company. The bankruptcy
judge might turn down the secured creditor’s lift-stay motion but rule that the motion will be
granted six weeks hence if no buyer appears in the interim.The Chapter 11 debtor spends much
of its time negotiating with its postbankruptcy suppliers of goods, services, and capital
equipment. Chapter 11 provides a forum for the renegotiation of leases, contracts, and labor
agreements. Sometimes, the negotiations are indistinguishable from those that take place
outside of bankruptcy. Rules ensure that the third party possesses rights that correspond as
closely as possible to the rights it would have enjoyed outside of bankruptcy. The rules in §1110
governing aircraft leases are a good example. In other situations, Chapter 11 provides rules that
enhance the debtor’s bargaining position dramatically relative to the nonbankruptcy baseline.
Under such rules, creditors benefit at the expense of third parties relative to the nonbankruptcy
baseline. The treatment of collective bargaining agreements under §1113 is a telling example.
Negotiations in bankruptcy, however, all tend to have the same effect on the operations of the
business going forward. The business that reorganizes in Chapter 11 successfully leaves with a
new set of contracts under which it is paying something like the market price for its labor, capital,
and material. If a business cannot compete effectively under these circumstances, it is unlikely
to survive in a market economy.Sections 1122 through 1129 establish the structure for



negotiations among creditors. These sections set out the procedural rights of all the players and
their substantive rights in the event they fail to reach agreement. These various rights, the most
important of which are in §1129, embody a general principle known as the absolute priority rule.
This rule tries to ensure that creditors in bankruptcy are paid according to their nonbankruptcy
priorities. The debtor’s ability to impose a23plan over the creditors’ objection by satisfying the
absolute priority rule is known aptly as the debtor’s cramdown power.Sections 1141 through
1146 govern the discharge of old claims and the implementation of the reorganization plan. Just
as the discharge provision of §727 in the case of the individual debtor had to be read in
conjunction with the exclusion of individual income from property of the estate under §541, the
discharge provision in §1141 must be read in conjunction with the absolute priority rule.
Together, the discharge of debt and the absolute priority rule implement the central aim of
Chapter 11. They ensure that businesses worth keeping intact remain so, despite the incentives
each creditor has to look out for its own interest rather than the collective interest of all the
creditors.The Bankruptcy ForumThe Bankruptcy Code is designed so that the debtor’s affairs
can be sorted out in a single forum. Unlike a federal court sitting in a diversity case, the
bankruptcy court has nationwide jurisdiction. Even a creditor who does not have the minimum
contacts with California to make it amenable to suit in state court must still file its claim in the
bankruptcy court in California if the debtor has chosen to file its petition there.21 Proper venue
for filing a bankruptcy petition includes state of incorporation.22 Because many large
businesses are incorporated under or have an affiliate incorporated under Delaware or New York
law, large bankruptcy cases are often filed there.A number of constraints prevent the goal of a
single forum from being fully realized. Article III of the U.S. Constitution limits what bankruptcy
judges can do given that they do not have life tenure. The jury trial right in the Seventh
Amendment limits the ability to resolve disputes expeditiously. The sovereign immunity a state
enjoys under the Eleventh Amendment might limit the bankruptcy court’s power to resolve
disputes when the state is asserting its rights as a creditor. Let us look at each of these
constitutional limitations more closely.In eighteenth-century England, the Chancellor appointed
commissioners to do much of the work of gathering and administering a bankruptcy estate.
Because they were not judges, what these commissioners did cannot be considered an exercise
of the judicial power.24Modern bankruptcy judges likewise oversee the administration of the
bankruptcy estate. They do not enjoy lifelong appointments and cannot exercise “judicial power”
within the meaning of Article III.23 Disappointed litigants have a right to de novo review in the
district courts for matters that are not central to the administration of the bankruptcy case.The
Seventh Amendment requires that the right to a jury trial be preserved in federal court for suits at
common law when the amount in controversy exceeds $20. Many of the questions in a
bankruptcy case, including whether a particular person has a claim against the debtor, would be
the basis of suits at common law if brought outside of bankruptcy. It does not follow, however,
that all such claims give rise to a right to a jury trial. A bankruptcy court is a court of equity, and it
has the right to use “chancery methods” to decide matters that are central to the bankruptcy



process.24 Other actions, such as fraudulent conveyance suits against third parties, retain their
common law character and must be tried by jury unless both parties consent to have the judge
decide the dispute.25 Under 28 U.S.C. §157(e), if a right to a jury trial exists, the bankruptcy
judge may conduct the trial only by special designation of the district judge and only if the parties
again give their express consent.The Constitution affects the forum in which bankruptcy
disputes are tried in a third way. A state can also appear as a simple creditor. For example, it may
allege that the debtor owes sales taxes. Alternatively, the debtor may argue that a provision of
the Bankruptcy Code, such as §1146, entitles it to a refund of taxes it has already paid. A state is
ordinarily immune from suit under the Eleventh Amendment and ordinarily restricts the ability of
a litigant to bring it into a forum of its choosing. This limitation, however, matters less than it
might seem. Congress’s power to enact uniform bankruptcy laws significantly limits the scope of
sovereign immunity.26While it may not be possible to resolve the debtor’s affairs in a single
forum, most of what we shall study plays out in the bankruptcy court and is subject only to
appellate review. It is useful to spend some25time to see how the rules of procedure bring this
about, despite the limitations outlined above.Federal district courts have original and exclusive
jurisdiction over all “cases” under Title 11.27 The entire process the bankruptcy petition triggers
is considered a “case” and thus may be filed only in a federal district court (as opposed to, say, a
state court). Section 1334 also gives the district courts original (but not exclusive) jurisdiction
over all “civil proceedings” arising under Title 11 or arising in or related to cases under Title 11. A
controversy such as a fraudulent conveyance action that takes place in the course of settling a
debtor’s affairs is considered a “proceeding.”Bankruptcy jurisdiction can extend to parties who
are neither creditors nor debtors when the dispute is related to a case under Title 11. The reach
of related jurisdiction has been broadly defined. Courts sometimes ask simply “whether the
outcome of the proceeding could conceivably have any effect upon the estate being
administered in bankruptcy.”28 Courts, however, will typically find that the power does not
extend to matters that might lead the losing party to seek indemnification from the debtor.29 A
claim that a creditor has against a guarantor of the debtor that would have no impact on the
estate is an example of an action that falls outside the jurisdictional reach of §1334.Bankruptcy
courts are adjuncts of the district courts, and §1334 must be read in conjunction with §157(a) of
Title 28. Section 157 allows the district court to “refer” any or all bankruptcy cases to bankruptcy
judges. It also provides that the district court may refer any or all proceedings arising under the
Bankruptcy Code, or arising in or related to a bankruptcy case, to bankruptcy judges. In all
district courts this practice is firmly institutionalized. Bankruptcy petitions are, as a practical
matter, filed in the bankruptcy courts. The purpose of this circumlocution is to ensure that the
dictates of Article III are satisfied. The bankruptcy judge is not acting autonomously and is not
exercising judicial power because the bankruptcy judge is merely an adjunct to the district court.
Just as a court of equity can appoint a special master,26the reasoning goes, the district court
can choose to delegate bankruptcy cases to bankruptcy judges.The idea that the district courts
have jurisdiction over bankruptcy cases and proceedings is not entirely a formal fiction. Although



everything is routinely referred to the bankruptcy courts, §157(d) gives the district judge the
power to withdraw the reference in any particular case or proceeding, in whole or in part, for
cause. The district court can act either on its own motion or on a timely motion of any party.
Although district courts rarely want to hear bankruptcy disputes, they have withdrawn the
reference in some important cases.Withdrawal of the reference is mandatory after a timely
motion when “resolution of the proceeding requires consideration of both Title 11 and other laws
of the United States regulating organizations or activities affecting interstate commerce.”
§157(d). This provision has been read narrowly, as it must be, given that so many disputes in a
bankruptcy case involve consideration of federal laws that affect interstate commerce. Courts
frequently use a substantial-and-material test: withdrawal is mandatory only when the issues
presented require a significant interpretation of federal laws, not when what is presented is the
straightforward application of federal law to a particular set of facts. A difficult controversy
involving the reach of a complex statute is potentially a subject of mandatory withdrawal, but
even then the district court may remand to the bankruptcy court for submission of proposed
findings of fact and conclusions of law under §157(c)(1).Once a case is referred to a bankruptcy
judge, many decisions are subject only to appellate review by the district court. Section 157 tells
us that bankruptcy judges “may hear and determine all cases under the Bankruptcy Code”
referred to them, subject to appellate review under 28 U.S.C. §158. Case is used in the technical
sense here and refers only to the process that begins with the bankruptcy petition. Individual
disputes arise during the debtor’s course through bankruptcy are proceedings. When these
proceedings are central to the administration of the case (or, to use the term in Title 28, when
they are core), the bankruptcy judge is again subject only to appellate review. Core proceedings
include confirmation of plans, matters concerning the administration of the estate, and the
allowance or disallowance of claims against the estate.Section 157(b)(2) contains a list of core
proceedings, but this list is neither exhaustive nor entirely accurate. As the Supreme Court made
clear in Stern v. Marshall, some proceedings §157(b)(2) defines as “core” require de novo review
by an Article III judge nevertheless.27These include counterclaims against third parties and may
also include fraudulent conveyance actions. In such situations, the bankruptcy court can, as with
noncore matters, make proposed findings of fact and conclusions of law that the district court
then reviews de novo.30Section 157(c)(2) allows the court to refer a proceeding to the
bankruptcy judge with the consent of the parties, subject to the review provided in §158. Under
28 U.S.C. §158(a), the district courts “have jurisdiction to hear appeals … from final judgments,
orders, and decrees” of the bankruptcy court. Consent is routine in large cases heard by highly
respected bankruptcy judges. As long as consent suffices to cure the bankruptcy judge’s
inability to exercise the “judicial power,” the problems posed by cases such as Stern v. Marshall
largely disappear.The language of §158(a) introduces a complication. It grants district judges
“jurisdiction” to hear “appeals.” This language implies that bankruptcy judges possess original
jurisdiction. It is a matter of hornbook law, however, that parties cannot create subject matter
jurisdiction by consent. The consequences go beyond the interests of the parties themselves.



State courts must obey the decisions of a judge with jurisdiction. A court with jurisdiction can
issue writs of execution and call upon the coercive hand of the state to enforce its orders. Parties
can agree to arbitration, but the arbitrator’s decision is just so much talk until it is docketed in the
district court.Those who defend the status quo argue that subject matter jurisdiction resides at
all times in the district court under §1334. The bankruptcy judge acts under the aegis of the
district court. Its orders are in essence decisions of the district court. The distinction between the
bankruptcy court’s docket and the district court’s docket is entirely formal. The former is merely
part of the later.The courts of appeals have jurisdiction to hear appeals from final decisions,
judgments, orders, and decrees under 28 U.S.C. §158(d). Determining a final judgment for
purposes of 28 U.S.C. §158(d) has proven difficult. Suppose there is a final judgment in the
bankruptcy court, and the district court hears the appeal and remands to the bankruptcy court.
Courts are divided on whether an appeal can be taken to the court of appeals. Section 158(d)
does not tell us explicitly whether it is sufficient that the bankruptcy judge’s decision be final or
whether28the district court’s decision must be final as well. Most courts recognize that a district
court’s order generally is not final if it remands the dispute to the bankruptcy court and requires
the bankruptcy court to make factual findings or exercise its discretion.31 Some courts, however,
have found that bankruptcy requires a more relaxed standard of finality than ordinary federal civil
litigation.32The uncertainty in the meaning of finality in §158(d) can put lawyers in the awkward
position of having to choose between appealing a decision that may prove to be interlocutory or
waiving the right altogether if it later proves to have been a final order. Section 158(d), however,
does not displace the ordinary rules governing appeals from the district court, and §1292(b)
mitigates this problem to some extent. This section allows a court of appeals, in its discretion, to
review an interlocutory order, provided the district judge finds that at issue is a controlling
question of law as to which there is substantial ground for difference of opinion and that an
immediate appeal may materially advance the ultimate termination of the litigation.33This review
of appellate review of bankruptcy court decisions, however, is somewhat misleading. Appellate
review takes time, and most of the important decisions in a bankruptcy case—whether the
business should be shut down or whether the managers should be given another month to turn
the operation around—are time sensitive and thus essentially unreviewable. How long to wait
before taking action becomes a moot point well before the appellate court can hear the case.
When a bankruptcy court confirms a plan, those who object may enjoy little appellate review as
a practical matter. Even if there are significant issues in doubt, a court may require appellants to
post a bond in order to obtain a stay.34 And if there is no stay, there may be no easy way to
unscramble things after the fact. While the issue is not formally moot, it may have become
“equitably moot” as a court can fashion no meaningful relief.3529The practical effect of all this is
to grant the bankruptcy judge enormous power. From the perspective of financial institutions that
have done business with the debtor in the past and expect to continue to do business with it,
Chapter 11 is an attractive venue only if the decisions of the bankruptcy judge are predictable.
For this reason among others, Delaware and the Southern District of New York have become the



venue of choice for many large corporations in bankruptcy.The Bankruptcy Rules establish the
procedures used in the bankruptcy courts. They do not change the substantive rules of the
Bankruptcy Code, but they do affect how the issues are shaped. For example, they distinguish
the types of hearings that take place before the bankruptcy judge. One type of hearing, called an
adversary proceeding, is conducted under much the same rules as any other civil dispute. Many
sections of the Federal Rules of Civil Procedure that govern pleading, joinder, depositions,
interrogatories, and summary judgment have been incorporated into the bankruptcy rules
governing adversary proceedings. In Chapter 11 cases, the typical adversary proceeding is a
preference or fraudulent conveyance action. For individuals in Chapter 7, an adversary
proceeding usually concerns the dischargeability of a particular debt.Whenever an actual
dispute before the bankruptcy court is not an adversary proceeding, it is a contested matter.
Among the most common is a motion to lift the automatic stay. The procedures for contested
matters are more streamlined and are set out in Bankruptcy Rule 9014. For example, no
response is required in a contested matter unless the court orders an answer to a motion. The
court, however, has the power to invoke the more elaborate rules for adversary proceedings in
contested matters when appropriate.Bankruptcy courts also have the inherent power under
§105 to impose sanctions in order to maintain control of their courtrooms and of their dockets.36
Moreover, Rule 11 or its counterpart under the Bankruptcy Rules, Rule 9011, is available at
every stage of bankruptcy litigation. In addition, §362(k) of the Bankruptcy Code explicitly
grants30the bankruptcy court the power to award actual and punitive damages to an individual
injured by any violation of the automatic stay.37Other Insolvency ForumsThe layperson often
equates bankruptcy with business failure. Bankruptcy, however, is only a small part of the story.
Hundreds of thousands of businesses close their door every year. Some have no creditors or
owe them nothing. In other cases, creditors walk away without invoking any legal proceeding at
all. In the vast majority of cases in which a business encounters financial distress and seeks
legal relief, state law remedies prove adequate. For many small businesses, a state law
procedure known as an assignment for the benefit of creditors provides a means of selling the
assets of a business cheaply and quickly. In some jurisdictions, these take place without judicial
over-sight. They are especially useful when the business is small and those running the
business can work and deal effectively with the senior lender. (Indeed, in many cases, the senior
lender is the higher bidder at the sale and keeps the existing managers on.)Even for large
businesses, bankruptcy often proves a costly option that parties want to avoid if they can. In
many instances, restructurings or sales are possible outside of bankruptcy. By the time large
firms encounter difficulties, the players are investors who specialize in holding distressed debt.
There may be few enough so that a deal among them is possible. The fate awaiting each in
bankruptcy if they fail to reach a deal forms the backdrop for these negotiations.In a number of
cases, the deal struck has enough loose ends that there is a pre-arranged bankruptcy in which
the bankruptcy judge puts her blessing on whatever deal is reached. Understanding what
bankruptcy judges are and are not willing to do is again essential.Those trained in bankruptcy



are sometimes called upon to work in wholly unfamiliar territory. Transnational cases arise in
which the bankruptcy system of a foreign jurisdiction come into play. A large business may have
domestic subsidiaries that are subject to entirely different insolvency regimes, such as insurance
companies or banks. During the financial crisis in 2008, bankruptcy professionals were heavily
engaged in the bankruptcy of Lehman Brothers, but they were31equally involved in the
restructuring of AIG, as well as Fannie Mae and Freddie Mac.Part of the skill of the bankruptcy
lawyer is being able to master such new environments quickly. Title II of Dodd-Frank (known as
the “Orderly Liquidation Authority”) was passed in response to the failure of Lehman Brothers. It
is an effort to forge a statutory regime that combines elements of both banking regulation and
Chapter 11. As it is new, every lawyer confronting it finds herself in new terrain.At first blush, the
Orderly Liquidation Authority is utterly alien. The necessity for government intervention and the
adaptation of a mechanism used for failed banks introduces new terminology and, more
importantly, a new decisionmaker. While traditional bankruptcy law reflects a balance of power in
which the debtor in possession, the creditors’ committee, the lender that is financing the
reorganization, and the bankruptcy judge play discrete roles, this regime concentrates power in
a single entity, the FDIC. The almost complete absence of a judge is especially striking. The
FDIC’s powers in this new domain largely track its longstanding powers with respect to
commercial banks under the Federal Deposit Insurance Act (FDIA).Nevertheless, the
mechanics of the new receivership process incorporate basic bankruptcy principles. They
effectively permit reorganization as well as liquidation, debtor-in-possession financing, asset
sales free and clear of existing liens, claw-back of prepetition fraudulent and preferential
transfers, and safe harbors for financial contracts. It is possible—indeed essential—for the
bankruptcy lawyer called upon to navigate this world to find her
way._____________________________1 Butner v. United States, 440 U.S. 48, 55 (1979).2
See, e.g., Law v. Siegel, 134 S. Ct. 1188 (2014). (In rejecting an argument based on §105, the
Court observed, “We have long held that whatever equitable powers remain in the bankruptcy
courts must and can only be exercised within the confines of the Bankruptcy Code.”) (internal
quotation marks omitted).3 United States v. Sutton, 786 F.2d 1305 (5th Cir. 1986).4 See, e.g.,
Fogel v. Zell, 221 F.3d 955 (7th Cir. 2000).5 339 U.S. 306, 314 (1950).6 See In re Johns-
Manville, 36 Bankr. 727 (Bankr. S.D.N.Y. 1984).7 See In re Integrated Telecom Express, Inc., 384
F.3d 108 (3d Cir. 2004); In re SGL Carbon Corp., 200 F.3d 154 (3d Cir. 1999).8 See In re Leslie
Fay Companies, 175 Bankr. 525 (Bankr. S.D.N.Y. 1994). For a general discussion of the law, see
In re Gluth Bros. Constr., 459 Bankr. 351 (Bankr. N.D. Ill. 2011).9 United States v. Gellene, 182
F.3d 578 (7th Cir. 1999) (lawyer at prominent New York firm sentenced to 15 months in prison for
failing to disclose his firm’s representation of a major secured creditor in another matter).10 See,
e.g., In re Cybergenics, 330 F.3d 548 (3d Cir. 2003) (en banc). But see In re Fox, 305 Bankr. 912
(Bankr. App. 10th Cir. 2004).11 Richard B. Levin, Almost All You Ever Wanted to Know About
Carve Out, 76 Am. Bankr. L.J. 445, 458 (2002).12 See United States v. Ron Pair Enterprises,
489 U.S. 235 (1989).13 117 U.S. 617 (1886).14 Faitoute Iron & Steel Co. v. City of Asbury Park,



316 U.S. 502, 509 (1942).15 Lorber v. Vista Irrigation, 127 F.2d 628, 639 (9th Cir. 1942).16 See
In re City of Vallejo, 403 Bankr. 72 (Bankr. E.D. Cal. 2009).17 See, e.g., In re Bear Stearns High-
Grade Structured Credit Strategies Master Fund, LTD, 389 Bankr. 325 (S.D.N.Y. 2008).18 See,
e.g., In re Sino-Forest Corporation, 501 Bankr. 655 (Bankr. S.D.N.Y. 2013); In re Metcalfe &
Mansfield Alternative Investments, 421 Bankr. 685 (Bankr. S.D.N.Y. 2010).19 See, e.g., In re
Vitro S.A.B. de C.V., 701 F.3d 1031 (5th Cir. 2012).20 See In re Northwest Airlines Corp., 363
Bankr. 704 (Bankr. S.D.N.Y. 2007). Recent changes to Bankruptcy Rule 2019 set out disclosure
obligations of unofficial committees, but this rule does not limit the disclosures that the
bankruptcy judge may require.21 See Harder v. Desert Breezes Master Association, 192 Bankr.
47 (N.D.N.Y. 1996).22 See 28 U.S.C. §1408.23 See Stern v. Marshall, 131 S. Ct. 2594 (2011);
Northern Pipeline Construction Co. v. Marathon Pipe Line Co., 458 U.S. 50 (1982).24 See Barton
v. Barbour, 104 U.S. 126, 134 (1881).25 Granfinanciera v. Nordberg, 492 U.S. 33 (1989).26 See
Central Virginia Community College v. Katz, 546 U.S. 356 (2006).27 28 U.S.C. §1334.28 Kelley
v. Nodine, 783 F.2d 626, 634 (6th Cir. 1986). See Lindsey v. O’Brien (In re Dow Corning Corp.),
86 F.3d 482 (6th Cir. 1996).29 See In re Federal-Mogul Global, Inc., 282 Bankr. 301 (Bank. D.
Del. 2002).30 See Executive Benefits Insurance Agency v. Arkison (In re Bellingham Insurance
Agency, Inc.), — U.S. — (2014).31 See, e.g., In re XMH Corp., 647 F.3d 690 (7th Cir. 2011).32
See Buncher Co. v. Official Committee of Unsecured Creditors, 229 F.3d 245, 250 (3d Cir.
2000).33 Connecticut National Bank v. Germain, 503 U.S. 249 (1992).34 See, e.g., ACC
Bondholder Group v. Adelphia Communications Corp., 361 Bankr. 337 (S.D.N.Y. 2007).35
Appellate courts, however, may be showing greater reluctance to apply the doctrine of equitable
mootness. See, e.g., Bank of New York Trust Co. v. Official Unsecured Creditors’ Committee (In
re Pacific Lumber Co.), 584 F.3d 229 (5th Cir. 2009); Search Market Direct, Inc. v. Jubber (In re
Paige), 584 F.3d 1327 (10th Cir. 2009).36 See United States v. Mourad, 289 F.3d 174 (1st Cir.
2002); In re Volpert, 110 F.3d 494 (7th Cir. 1997).37 Courts, however, are divided on whether
“individual” in this context means only human beings. See In re APF Co., 264 Bankr. 344 (Bankr.
D. Del. 2001).32CHAPTER TWOThe Individual Debtor and the Fresh StartCreditor Remedies
and Debtor RightsIn our society, extensions of credit are woven into the fabric of everyday life.
We become indebted to the electric company every time we turn on a light switch. We routinely
use a credit card to buy a cup of coffee. Few of us could pay for our education or buy a house if
credit were not readily available. But borrowing carries with it the risk that we shall not be able to
repay what we owe. A person might be stricken with a catastrophic illness or lose a well-paying
job and be unable to cut back on expenses before being overwhelmed by debt. Families with
incomes of $30,000 a year, no matter how well intentioned, are not going to be able to pay off
$100,000 in debt. They have no assets beyond clothes, a wedding ring, and some household
furniture. There are many honest, decent individuals who through improvidence or bad luck end
up owing their creditors more than they can ever repay.For more than a century, our laws have
granted such individuals a fresh start. They can file a bankruptcy petition, discharge their debts,
and start over again. More than a million individuals file bankruptcy petitions each year. The



overwhelming majority of these cases are short, uncomplicated affairs. The debtors never
appear in court, no creditor objects, and the court clerk is the only one who ever sees the file.
The system provides enormous benefits to the “honest but unfortunate debtor”1 while imposing
only a small cost on creditors. Having a debt you are owed discharged matters relatively little if
there is almost no chance you are going to be repaid anyway. You are better off having the
debtor’s affairs subjected to scrutiny by a trustee and walking away.EDITORIAL
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#41435946iiiFor Walter J. BlumiiiFor Walter J. Blum1INTRODUCTIONModern bankruptcy law is
a domain with identifiable and coherent boundaries. In The Elements of Bankruptcy, I offer an
introduction to this world for lawyers and others who want to understand bankruptcy’s
fundamental rules and principles. My ambition is to show that modern bankruptcy law is at once
rich, interesting, and accessible. This edition reflects the state of the law as of June 2014.The
first three chapters chart the landscape. Chapter 1 explores both the substantive provisions of
the Bankruptcy Code and the procedural rules that govern bankruptcy cases. Chapter 2 looks at
the rights of the individual debtor in bankruptcy. Bankruptcy law gives the individual a fresh start:
the “honest but unfortunate” debtor over-whelmed by debt can file a bankruptcy petition and
walk away with the right to enjoy future income free from past debt. Ensuring that such
individuals enjoy a fresh start while preventing those able to repay their debts from abusing the
system introduces considerable complexity into the law.Chapter 3 examines the absolute priority
rule, the basic principle of corporate reorganizations. Corporations enter into bankruptcy for
reasons different from those of individuals. Corporations already have limited liability under state
law: when a corporation fails, its share-holders are not liable to the corporation or its creditors.
By reorganizing under Chapter 11 of the Bankruptcy Code, an ailing but otherwise strong
business replaces its existing capital structure with a sensible one that better reflects the
condition in which it finds itself. The corporation, like the individual, discharges old debts through
bankruptcy, but the reasons for doing so have nothing to do with protecting flesh-and-blood
human beings from their creditors.The different legal problems of financially troubled individuals
and corporations are adjudicated in the same place—bankruptcy court—not only for historical
reasons but also because they present similar administrative difficulties. In both situations, one
needs to hold creditors2at bay while sorting through the debtor’s affairs, gathering the assets,
ascertaining the liabilities, determining wrongdoing (if any), and authoritatively establishing who
gets what. The remaining chapters in this book focus on the way in which this process
works.Chapter 4 examines how rights originating outside of bankruptcy are treated inside of
bankruptcy. For the most part, a creditor’s claim in bankruptcy turns on what the creditor had



outside bankruptcy. Chapter 5 shows how the Bankruptcy Code ensures that the debtor’s assets
available to creditors outside of bankruptcy are available to them inside of bankruptcy as well.
Chapter 6 completes our examination of the basic rights and obligations of the debtor and those
with whom it has dealt by examining executory contracts. An executory contract is one in which
each party owes obligations to the other. Hence, it is at once a liability and an asset.A debtor
may not transfer assets while insolvent unless it receives reasonably equivalent value in return,
nor may it engage in other activities whose principal effect is to thwart creditors’ ability to be
repaid. This basic principle of fraudulent conveyance law, thus stated, is uncontroversial, but its
effects are far reaching. Fraudulent conveyance law and the related issues of equitable
subordination and substantive consolidation are the subject of chapter 7. Chapter 8 examines
the law of voidable preferences. When bankruptcy is on the horizon, a debtor is no longer free to
choose which creditors to pay. Existing preference law implements this idea through a
complicated mixture of rules and standards.When a bankruptcy petition is filed, creditors must
cease their efforts to collect payment, but the debtor must continue to deal with the rest of the
world as before. The Bankruptcy Code tries to achieve both ends through the automatic stay,
which is the subject of chapter 9. Chapter 10 explores the dynamics of small and large Chapter
11 cases. Most Chapter 11 petitions are filed by small corporations; the challenge in these cases
is not to preserve an ongoing business but to facilitate an entrepreneur’s transition from one
business to another. The corporation is the entity that formally files the petition, but the
entrepreneur who owns it is the central focus. Large Chapter 11 cases, in contrast, are few in
number but contain the vast bulk of the total assets in bankruptcy. In these cases, the business
has an identity distinct from those who run it, and Chapter 11 allows the financially distressed
company to obtain a new capital structure in a process akin to a merger or acquisition outside of
bankruptcy. The book’s final two chapters look at the process of creating and confirming a plan
of reorganization.3This idea for this book grew out of my fruitful collaboration with Thomas
Jackson, who introduced me to bankruptcy law when I was a student. The first edition took
shape while I was giving a series of seminars at the law firm of Sonnenschein, Nath, and
Rosenthal in the early 1990s. I have continued to learn from long conversations with many
splendid judges and lawyers, including Tom Ambro, Frank Easterbrook, Robert Gerber, Barbara
Hauser, Richard Levin, Harvey Miller, Sally Neely, Chris Sontchi, Ronald Trost, and Eugene
Wedoff. Work with a number of colleagues, especially Barry Adler, Donald Bernstein, Tony
Casey, Edward Morrison, and Robert Rasmussen, has helped me with this, the sixth edition.
Jessica Arett, Justin Mecurio, and Michael Turkel provided fine research assistance, and Ashlee
Garcia proved a most able copyeditor. Finally, I am grateful for the research support of the John
M. Olin Fund.1INTRODUCTIONModern bankruptcy law is a domain with identifiable and
coherent boundaries. In The Elements of Bankruptcy, I offer an introduction to this world for
lawyers and others who want to understand bankruptcy’s fundamental rules and principles. My
ambition is to show that modern bankruptcy law is at once rich, interesting, and accessible. This
edition reflects the state of the law as of June 2014.The first three chapters chart the landscape.



Chapter 1 explores both the substantive provisions of the Bankruptcy Code and the procedural
rules that govern bankruptcy cases. Chapter 2 looks at the rights of the individual debtor in
bankruptcy. Bankruptcy law gives the individual a fresh start: the “honest but unfortunate” debtor
over-whelmed by debt can file a bankruptcy petition and walk away with the right to enjoy future
income free from past debt. Ensuring that such individuals enjoy a fresh start while preventing
those able to repay their debts from abusing the system introduces considerable complexity into
the law.Chapter 3 examines the absolute priority rule, the basic principle of corporate
reorganizations. Corporations enter into bankruptcy for reasons different from those of
individuals. Corporations already have limited liability under state law: when a corporation fails,
its share-holders are not liable to the corporation or its creditors. By reorganizing under Chapter
11 of the Bankruptcy Code, an ailing but otherwise strong business replaces its existing capital
structure with a sensible one that better reflects the condition in which it finds itself. The
corporation, like the individual, discharges old debts through bankruptcy, but the reasons for
doing so have nothing to do with protecting flesh-and-blood human beings from their
creditors.The different legal problems of financially troubled individuals and corporations are
adjudicated in the same place—bankruptcy court—not only for historical reasons but also
because they present similar administrative difficulties. In both situations, one needs to hold
creditors 2at bay while sorting through the debtor’s affairs, gathering the assets, ascertaining the
liabilities, determining wrongdoing (if any), and authoritatively establishing who gets what. The
remaining chapters in this book focus on the way in which this process works.Chapter 4
examines how rights originating outside of bankruptcy are treated inside of bankruptcy. For the
most part, a creditor’s claim in bankruptcy turns on what the creditor had outside bankruptcy.
Chapter 5 shows how the Bankruptcy Code ensures that the debtor’s assets available to
creditors outside of bankruptcy are available to them inside of bankruptcy as well. Chapter 6
completes our examination of the basic rights and obligations of the debtor and those with
whom it has dealt by examining executory contracts. An executory contract is one in which each
party owes obligations to the other. Hence, it is at once a liability and an asset.A debtor may not
transfer assets while insolvent unless it receives reasonably equivalent value in return, nor may it
engage in other activities whose principal effect is to thwart creditors’ ability to be repaid. This
basic principle of fraudulent conveyance law, thus stated, is uncontroversial, but its effects are
far reaching. Fraudulent conveyance law and the related issues of equitable subordination and
substantive consolidation are the subject of chapter 7. Chapter 8 examines the law of voidable
preferences. When bankruptcy is on the horizon, a debtor is no longer free to choose which
creditors to pay. Existing preference law implements this idea through a complicated mixture of
rules and standards.When a bankruptcy petition is filed, creditors must cease their efforts to
collect payment, but the debtor must continue to deal with the rest of the world as before. The
Bankruptcy Code tries to achieve both ends through the automatic stay, which is the subject of
chapter 9. Chapter 10 explores the dynamics of small and large Chapter 11 cases. Most Chapter
11 petitions are filed by small corporations; the challenge in these cases is not to preserve an



ongoing business but to facilitate an entrepreneur’s transition from one business to another. The
corporation is the entity that formally files the petition, but the entrepreneur who owns it is the
central focus. Large Chapter 11 cases, in contrast, are few in number but contain the vast bulk of
the total assets in bankruptcy. In these cases, the business has an identity distinct from those
who run it, and Chapter 11 allows the financially distressed company to obtain a new capital
structure in a process akin to a merger or acquisition outside of bankruptcy. The book’s final two
chapters look at the process of creating and confirming a plan of reorganization.3This idea for
this book grew out of my fruitful collaboration with Thomas Jackson, who introduced me to
bankruptcy law when I was a student. The first edition took shape while I was giving a series of
seminars at the law firm of Sonnenschein, Nath, and Rosenthal in the early 1990s. I have
continued to learn from long conversations with many splendid judges and lawyers, including
Tom Ambro, Frank Easterbrook, Robert Gerber, Barbara Hauser, Richard Levin, Harvey Miller,
Sally Neely, Chris Sontchi, Ronald Trost, and Eugene Wedoff. Work with a number of
colleagues, especially Barry Adler, Donald Bernstein, Tony Casey, Edward Morrison, and Robert
Rasmussen, has helped me with this, the sixth edition. Jessica Arett, Justin Mecurio, and
Michael Turkel provided fine research assistance, and Ashlee Garcia proved a most able
copyeditor. Finally, I am grateful for the research support of the John M. Olin
Fund.vContentsIntroductionChapter 1: A Road Map to Bankruptcy LawChapter 2: The
Individual Debtor and the Fresh StartChapter 3: Corporate Reorganizations and the Absolute
Priority RuleChapter 4: Claims Against the EstateChapter 5: Property of the Estate and the
Strong-Arm PowersChapter 6: Executory ContractsChapter 7: Fraudulent Conveyances and
Related DoctrinesChapter 8: PreferencesChapter 9: The Automatic StayChapter 10: The
Dynamics of Chapter 11Chapter 11: Forming the Plan of ReorganizationChapter 12:
Confirming the Plan of ReorganizationIndexvContentsIntroductionChapter 1: A Road Map to
Bankruptcy LawChapter 2: The Individual Debtor and the Fresh StartChapter 3: Corporate
Reorganizations and the Absolute Priority RuleChapter 4: Claims Against the EstateChapter 5:
Property of the Estate and the Strong-Arm PowersChapter 6: Executory ContractsChapter 7:
Fraudulent Conveyances and Related DoctrinesChapter 8: PreferencesChapter 9: The
Automatic StayChapter 10: The Dynamics of Chapter 11Chapter 11: Forming the Plan of
ReorganizationChapter 12: Confirming the Plan of ReorganizationIndex4CHAPTER ONEA
Road Map to Bankruptcy LawThe Structure of the Bankruptcy CodeThe word bankruptcy
derives from the medieval Italian custom of breaking the benches of a banker or merchant who
absconded and left creditors unpaid. As the roots of the word suggest, the first English
bankruptcy statutes were directed at merchant debtors, and they were viciously punitive. Indeed,
their harsh character prompted one delegate to the Constitutional Convention in Philadelphia in
1787 to oppose granting Congress the power to enact uniform bankruptcy laws. Under English
law, uncooperative bankrupts were at risk of being hanged, and the Convention delegate feared
that Congress might follow suit. For modern lawyers, the very incongruity of bankruptcy and the
death penalty suggests, correctly, that bankruptcy law not be linked too closely with its



seventeenth- and eighteenth-century English counterparts. We will do better by focusing on the
law as it is today and turning to the history of bankruptcy law when appropriate.The Bankruptcy
Code is embodied in Title 11 of the United States Code. Although easily located, bankruptcy law
remains a common law discipline in which a lawyer must reason by analogy and constantly be
aware of general principles. Bankruptcy law is neither mechanical in its application nor narrow in
the range of problems it confronts. A client in bankruptcy can face every legal problem that a
person can face outside of bankruptcy.Bankruptcy law is built on nonbankruptcy law; as a result,
the bankruptcy lawyer must understand both the applicable nonbankruptcy law and the ways in
which bankruptcy law may change it. An example will help to illustrate this point. Suppose you
represent a computer hardware manufacturer that has a patented process for making computer
chips. Your client discovers that a competitor is using its process and that the competitor has
also filed a bankruptcy petition. You need to know how the patent would be enforced outside of
bankruptcy, and then look at how bankruptcy changes both the underlying right and the manner
in which it can be vindicated.This task is not as formidable as it might seem. Bankruptcy law
changes nonbankruptcy law only when the purposes of bankruptcy5require it. Ensuring flesh-
and-blood individuals a fresh start requires such a change, but surprisingly little else does. In the
absence of a specific bankruptcy provision to the contrary, bankruptcy takes non-bankruptcy
rights as it finds them. Only the procedures change, and these change only to solve the
particular problems bankruptcy is designed to address. The Bankruptcy Code thus works
against the background of nonbankruptcy law. A general mandate, reinforced by 28 U.S.C. §959,
requires that the trustee act in accordance with applicable nonbankruptcy law. A trustee enjoys
the right to use property under §363, but the trustee must act consistently with applicable non-
bankruptcy law. The trustee cannot use the debtor’s chemistry laboratory to manufacture
cocaine, nor may the trustee dump toxic waste on the debtor’s property, not because of anything
in the Bankruptcy Code, but simply because these activities are illegal outside of
bankruptcy.The Supreme Court set forth this principle in Butner v. United States:Congress has
generally left the determination of property rights in the assets of a bankrupt’s estate to state law.
Property interests are created and defined by state law. Unless some federal interest requires a
different result, there is no reason why such interests should be analyzed differently simply
because an interested party is involved in a bankruptcy proceeding.1Butner thus allows us to
draw from a complicated statute a single organizing principle. Knowing the outcome under
nonbankruptcy law can go a long way toward understanding the problem in bankruptcy. When a
litigant seeks an outcome different from the one that would hold outside of bankruptcy, the
bankruptcy judge will likely ask the litigant to identify the part of the Bankruptcy Code that
compels the departure.We can begin with a sketch of the basic structure of the Bankruptcy
Code. The 1978 Bankruptcy Reform Act restructured the bankruptcy courts and bankruptcy
procedure. The substantive provisions of the 1978 Act put in place the Bankruptcy Code, which
constitutes Title 11 of the United States Code. It has been amended periodically. The most
sweeping change, enacted in 2005, added considerable complexity to the Bankruptcy Code, but



its basic structure and principles remain6intact. Like other titles of the United States Code, Title
11 is divided into chapters. Chapters 1, 3, and 5 contain provisions that generally apply to all
bankruptcy cases. The remaining chapters set out different procedures for distinct kinds of
bankruptcy cases. Chapter 15 sets out the principles needed to facilitate cross-border
insolvencies, the rules needed when a debtor in the United States has assets in another country,
or when a foreign debtor has assets here.The United States Trustee is responsible for
overseeing the administration of bankruptcy cases. The United States Trustee should ensure
that cases do not languish in bankruptcy court, a fate not uncommon when the stakes are small
and no single creditor has the incentive to investigate the debtor. This job is important not only to
protect the general creditors but also to ferret out fraud, which often contributes to business
failure. In large Chapter 11 cases, the United States Trustee casts a long shadow as well. The
United States Trustee appoints the creditors’ committee and often appears as a party in
interest.Chapter 1 provides definitions (§101), tells us which parts of the Code apply to which
kinds of cases (§103), and sets out eligibility requirements for each kind of bankruptcy case
(§109). Chapter 1 also contains what appears to be a broad grant of power to the bankruptcy
judge. Bankruptcy was originally in the province of the Chancellor, and §105 reflects these
equitable origins. It grants the bankruptcy judge the power to “issue any order, process or
judgment that is necessary or appropriate to carry out the provisions” of the Bankruptcy Code.
But the section confers no independent powers on the judge. The power that a judge enjoys
under §105 must derive ultimately from some other provision of the Bankruptcy Code.2 Lawyers
who advance an argument that relies solely on §105 should expect to lose. The Bankruptcy
Code does not “constitute a roving commission to do equity.”3The heart of any code lies in its
definitional section, and the definitions in §101 are the focal point of many disputes. The
definitions of creditor and claim, for example, will play a central role in the bankruptcy of a
business that faces mass tort liability. Suppose a7business sells a product that causes harm
many years later. Whether the business can deal with its tort liability in bankruptcy turns on
whether these future victims are considered creditors and whether they have “claims” within the
meaning of §101.Section 101 also introduces us to the language of modern bankruptcy practice.
It tells us, for instance, that the person whom a bankruptcy case concerns is a debtor. A person
or a corporation in bankruptcy is no longer called a bankrupt. Although that word retains some
currency among lay people, among bankruptcy lawyers it sounds old-fashioned and precious.
Section 101 defines most of the terms that apply throughout the Bankruptcy Code, but not all.
One of the most important definitions in the Bankruptcy Code, that of notice and a hearing, is
found in §102, which nominally deals with rules of construction.Many provisions in the
Bankruptcy Code allow actions to take place after notice and a hearing. One should not,
however, assume that everyone must receive actual notice or that a hearing is required in every
instance. Section 102 tells us that we need to give only “such notice as is appropriate in the
particular circumstances.” Moreover, if no party requests a hearing or if a court finds there is
insufficient time to have one, an actual hearing is not necessary. Over the years, a body of



learning has developed around who needs to be notified at each stage and the consequences
that follow if they are not.4 As in many other contexts, the basic principles in bankruptcy track
those outside. Most analyses begin with the observation of the Supreme Court in Mullane v.
Central Hanover Bank & Trust Company:5An elementary and fundamental requirement of due
process in any proceeding which is to be accorded finality is notice reasonably calculated, under
all the circumstances, to apprise interested parties of the pendency of the action and afford
them an opportunity to present their objections.One section that is easy to miss is §104, which
provides for indexing of many of the dollar thresholds elsewhere in the Bankruptcy Code. These
thresholds are changed every three years through administrative regulation to reflect the
consumer price index. Under §109, for instance, individuals wishing to file under Chapter 13 can
have no more than a specified amount in unsecured claims. Section 109 also8sets out who can
take advantage of various chapters of the Bankruptcy Code.Section 109 is as good a place as
any to see how the Bankruptcy Code works. To know whether a limited liability company may be
a debtor under Chapter 11, one looks first to §109(d). It states that to be a debtor under Chapter
11, one must qualify as a debtor under Chapter 7. Section 109(b) excludes some “persons” from
Chapter 7, but does not mention limited liability companies. This brings us to §109(a). It tells us
that a debtor can enjoy the benefits of bankruptcy only if it is a “person.” Section 101 tells us that
“person” as used in the Bankruptcy Code includes a corporation. Section 101 goes on to define
a corporation. It extends considerably beyond entities that are called corporations under state
law, and its language is broad enough to include a limited liability company. Hence, a limited
liability company can file for bankruptcy. It is a “corporation,” and a corporation is a “person,” and
persons, unless specifically excluded, can file bankruptcy petitions.There is no explicit
requirement that an individual or business be in financial distress or insolvent before filing for
bankruptcy. Section 101 of the Bankruptcy Code defines insolvency as the condition that exists
when a debtor’s liabilities fairly discounted exceed its assets, but insolvency itself is not a
prerequisite for bankruptcy for individuals or for corporations. Indeed, there is a negative
inference that can be drawn from §109(c). It specifies that a municipality must be insolvent to file
a Chapter 9 petition. The absence of any mention of insolvency in other parts of §109 creates
the negative inference that other debtors need not be insolvent to be eligible for bankruptcy.The
absence of such an explicit requirement makes sense. Suppose a corporation has assets of
$100, ordinary debt of $49, and a 50–50 chance of losing a lawsuit that would expose it to an
additional $100 of liability. It is technically solvent: it has liabilities, fairly discounted, of $99 and
assets of $100. Nevertheless, its ordinary creditors may recognize that there is a 50–50 chance
they will not be paid. Hence, they will be restless and may trigger the kind of destructive race to
assets that a bankruptcy proceeding can prevent.6Moreover, insolvency may not be easy to
measure at the outset of the case. When confronting the question whether a debtor can be put
into bankruptcy involuntarily, the Bankruptcy Code uses a different9measure of financial
distress. Creditors can put a debtor in bankruptcy involuntarily only if the debtor is unable to pay
debts as they become due. This benchmark is much easier to apply than an insolvency



measure, and it overlaps with it substantially. Most loans include terms that accelerate a debtor’s
obligations under circumstances when it is likely that the debtor’s liabilities exceed its assets.
When the second condition exists, the first tends to follow. At one time, we distinguished
between these two benchmarks of financial distress by calling the first (excess of liabilities over
assets) “insolvency in the bankruptcy sense” and the second (inability to pay debts as they
become due) “insolvency in the equity sense.”None of this, however, should suggest that those
in good financial health make use of bankruptcy law. Bankruptcy law tracks nonbankruptcy law,
and a solvent debtor must pay all its creditors 100 cents on the dollar. When an opportunity for
abuse exists (when, for example, bankruptcy’s procedures offer a way to force a favorable
settlement of an irritating antitrust suit or allow a solvent debtor to cap liabilities to its landlord),
courts are likely to dismiss the case on the ground that it was filed in bad faith.7 The Butner
principle—the idea that bankruptcy law should respect nonbankruptcy entitlements unless a
particular bankruptcy policy is being vindicated—limits the number of such cases.Chapter 3 of
the Bankruptcy Code deals with case administration. Sections 301 through 307 tell us how a
bankruptcy case begins. Sections 321 through 331 set out the rules governing those who
administer the bankruptcy estate. The court must issue an order before the debtor can hire
lawyers or other professionals. Under §329 attorneys must file a statement with the court
showing how much they will be compensated and the source of the compensation, even if they
do not ask the debtor for payment. In addition, Rule 2014 requires that lawyers disclose all their
connections with the debtor, creditors, any other parties in interest, and their accountants. Such
disclosure is needed to satisfy §327(a), which requires that the debtor’s attorneys be
disinterested.The disinterestedness requirement complicates the job of any lawyer who wants to
continue representing a corporate client after it files a bankruptcy petition. If a business owes its
lawyer anything for services10provided before the petition, the lawyer may not be able to
represent the business in the bankruptcy proceeding. By virtue of being owed money, the lawyer
is a creditor within the meaning of §101, and hence may no longer be disinterested. Similarly, a
lawyer who is paid for services already rendered outside the ordinary course of business within
90 days before the filing of the petition may be subject to a voidable preference attack, and this
may also keep the lawyer from being disinterested. A lawyer who represents any of the
corporation’s directors or shareholders personally may not be able to represent the corporation
in bankruptcy. A lawyer who sits on the corporation’s board, or who has partners who sit on the
board, may also fail to meet this requirement.Even if a lawyer herself has had no previous
relationship with the debtor or creditors, she must ensure that none of her associates or partners
has worked for them, either. Although a lawyer is not disqualified solely because of past
representation of a creditor, see §327(c), determining when a lawyer is disqualified is not always
easy. Here, as elsewhere in bankruptcy, it is often useful to begin with the nonbankruptcy
baseline. In this instance, however, even identifying that baseline is difficult. Nonbankruptcy
conflicts rules turn on whether one is representing a client in a transaction or in ongoing
litigation. In bankruptcy, much of what goes on is negotiation, but litigation with almost any party



is possible.In all events, disclosure must be full. When a court finds that a lawyer is not
disinterested or has failed to make proper disclosure, it can disqualify the lawyer, disallow fees,
and force the lawyer to bear the expenses of any investigation triggered by the failure to
disclose. One court imposed a $1 million sanction for nondisclosure notwithstanding a finding
that the firm had done its work well. Indeed, in the same opinion the court found the firm’s work
so crucial to the reorganization that it wanted the firm to continue working on the case.8
Nondisclosure can, in the extreme case, trigger the criminal sanctions imposed by 18 U.S.C.
§152(3) for knowingly and fraudulently making a false declaration in a bankruptcy case.911The
duty to disclose is an ongoing one. Suppose you discover while representing a debtor that some
of its directors have perpetrated a fraud. You now must investigate all the directors, including
ones that are independent. At this point, you have to find out whether any of your partners or
associates has done work for the principal employers of these directors. You have a potential
conflict if you must lead an investigation of someone who is a senior officer of a major client.
Sensitivity to such issues varies across different judicial districts and even among judges within
the same district. This is an area in which all lawyers, but particularly young lawyers, need to be
especially vigilant.In a Chapter 7 case, the provisions of §321 through §331 must be read in
conjunction with §701 through §705. The principal officer in a Chapter 7 case is the bankruptcy
trustee. The trustee acts as the representative of the bankruptcy estate and is charged with
managing the assets of the debtor and protecting the rights of creditors and others. The trustee,
for example, has the power to bring actions the debtor could have brought outside of bankruptcy.
Similarly, in a Chapter 11 case, the provisions of §321 through §331 must be read in conjunction
with §1101 through §1109. For example, in Chapter 11 cases there is usually no trustee; instead,
under §1107 the debtor in possession takes on the duties and responsibilities of the trustee.
Bankruptcy Code provisions authorizing the trustee to take certain actions apply with equal force
to the debtor in possession. In the case of a corporation, the old managers of the debtor
corporation act as debtor in possession. Thus, when §363 authorizes the trustee to use, lease,
or sell assets of the estate in the ordinary course of business without first obtaining court
approval, it is also authorizing the debtor in possession to do the same. Sometimes the
creditors’ committee or other party asks to take actions nominally reserved to the trustee when
no trustee in appointed. The debtor in possession may lack the incentive to pursue such actions,
especially if they are against an insider. The Bankruptcy Code does not address this question
explicitly, but most courts have concluded that the bankruptcy court has the power to authorize
such actions in appropriate cases.10Sections 341 through 350 set out a number of basic
procedures. One of the crucial moments in the life of a bankruptcy case is the initial meeting of
creditors that §341 requires. In a Chapter 7 case, for12example, the creditors elect a trustee
during the §341 meeting. They also decide, under §705(a), whether to form a creditors’
committee to monitor the course of the case. The bankruptcy judge is forbidden from attending
the §341 meeting. Under the 1898 Bankruptcy Act, bankruptcy judges became closely involved
in the administration of the bankruptcy case. Many thought that this involvement prevented them



from having the degree of detachment needed to decide disputes between the parties. Since
1978, however, increasing concerns about the length of many bankruptcy cases have led to a
number of changes, principally in §105, to expedite cases. Bankruptcy judges must, for
example, hold such status conferences as are necessary to further the expeditious and
economical resolution of the case. Bankruptcy judges, however, are not reverting to their earlier
roles as much as they are adopting the case management practices that have become common-
place in federal district courts.Because even the simplest bankruptcy cases take time, rules are
necessary to allow the trustee (and the debtor in possession) to act and to keep the creditors
from taking matters into their own hands. These rules are largely the province of §361 through
§366. By far the most important of these sections is §362, which imposes an automatic stay on
all creditors. It requires creditors to cease all debt collection efforts the moment a petition is filed.
The automatic stay looms so large that it is easy to forget that the stay is simply a presumption.
The court can lift the stay whenever a creditor shows that there is cause or that its interest is
inadequately protected. Moreover, a court has the power under §105 to stay actions that do not
come within the scope of §362 as long as a policy embraced in some other part of the
Bankruptcy Code justifies it. Sections 363 and 364 authorize the trustee (and hence the debtor
in possession in Chapter 11 cases) to sell, use, and lease property and to borrow money. When
these transactions fall outside the ordinary course of business, however, the Bankruptcy Code
requires notice and a hearing and may impose other requirements as well.A crucial step in any
bankruptcy case is to identify the claims against the debtor and the assets owned by the debtor.
Chapter 5 of the Bankruptcy Code tells us how to go about doing this. Sections 501 through 510
focus on claims against the estate. Among other things, this part of the Bankruptcy Code
embraces the idea that the general creditors must bear the costs the debtor incurs during the
course of the bankruptcy case. Under §507(a)(1), these costs are paid off first, and the
remainder is divided among the general creditors. These costs,13called administrative expense
claims, include the expenses of the bankruptcy proceeding proper and those of running the
business in the meantime.This assumption underlying administrative expenses—that
bankruptcy is run for the benefit of general creditors—is at times out of step with current
practice. Many large businesses enter Chapter 11 with insufficient resources to pay secured
creditors in full. The costs of administering the case must necessarily come from the secured
creditors. The trustee enjoys a limited ability to charge the assets under §506(c), but it is more
common for the secured creditor to allow the expenses of administration to be “carved out” of its
collateral. The exact shape of the carve out in each case is negotiated at the start of the case as
part of the cash collateral order or the debtor-in-possession financing agreement.11Section 506
addresses the rights of a creditor who has properly perfected a security interest in collateral.
(Perfection has a singular meaning in bankruptcy. To have a perfected interest a creditor must
ordinarily give the world notice of the property claim. A mortgagee must typically record its
interest in the local real estate records. A creditor with a security interest in personal property
must typically file a financing statement in the secretary of state’s office.) Outside of bankruptcy,



a creditor with a properly perfected security interest in collateral is entitled to be paid to the
extent of the value of the collateral before other creditors. As a general matter, properly
perfected secured creditors beat (or, to use the words lawyers commonly employ, prime or
trump) the rights of general creditors in bankruptcy as well. The secured creditor, however, has a
right to priority only to the extent of the value of its collateral. It may not be able to take
possession of the collateral itself. If the collateral is worth more than the amount of the debt (that
is, if the creditor is oversecured), the creditor has a secured claim equal to the amount of the
debt. In addition, §506(b) allows the creditor to enjoy interest on its claim during bankruptcy and
also to be paid any reasonable expenses it incurs. The oversecured creditor, however, must
have obliged the debtor to pay for the expenses in the security agreement.1214If the collateral is
worth less than the amount of the debt (that is, if the claim is undersecured), the claim is
bifurcated under §506(a). The creditor has a secured claim equal to the value of the collateral
and an unsecured claim for the difference. It also has rights against particular assets by virtue of
its security interest in those assets. In a simple Chapter 7 liquidation, the security interest—the
lien—may simply pass through bankruptcy.Suppose a bank lends a debtor $100 and takes a
security interest in a piece of real property that the debtor owns. A subsequent recession causes
the property value to drop to $25, and the debtor files a Chapter 7 petition. Because the debt
exceeds the value of the land, the trustee cannot possibly benefit the general creditors by
keeping the property. The trustee may therefore give the property back (or abandon it, to use the
language of §554) to the debtor. The Bankruptcy Code provides that the debtor’s personal
liability to the bank and all other creditors is discharged. The bank, however, remains free to
foreclose on the land once it is in the debtor’s hands because the lien survives (or passes
through) bankruptcy. The doctrine of lien pass-through was first set out in Long v. Bullard.13 The
scope of this principle of lien pass-through, however, is more limited than it might appear
because of special treatment provided for liens in Chapters 11 and 13.Sections 541 through 560
establish what assets the estate has. These provisions are built on the central idea that one
must begin with the set of rights and obligations that exist outside of bankruptcy and then
identify specific bankruptcy policies that require departing from the nonbankruptcy baseline.
Section 541 defines the central concept of the property of the estate. The trustee (or the debtor
in possession) is charged with assembling the assets that are available to meet the creditors’
claims and then distributing them. These assets, called the property of the estate, form the
bankruptcy estate. Section 541 draws a sharp distinction between individuals and corporations.
The future income of individuals does not become property of the estate, while the future
income of a corporation does. Drawing this distinction is a crucial feature of bankruptcy’s fresh
start for individual debtors, and it is the focus of the next chapter of this book.In many cases,
property to which the creditors of a debtor are entitled is property to which a third party lays
claim. In these cases, the trustee may have to bring an action to vindicate the creditors’ right
to15the property. If the debtor itself could have brought the cause of action, the property is
deemed property of the estate under §541. In other cases, the trustee must exercise one of the



so-called avoiding powers. Section 544(a) is the “strong arm” power of the trustee. Using it the
trustee may, for example, set aside unperfected security interests. A creditor who takes collateral
may not be able to take the collateral in bankruptcy if it has failed to record its interest through a
public filing.The avoiding powers also allow the trustee to set aside fraudulent conveyances, a
power creditors generally enjoy outside of bankruptcy. These include transfers made and
obligations incurred for less than reasonably equivalent value while the debtor was insolvent and
those done with the intent to hinder, delay, or defraud creditors. §548. Such transactions include
not only instances of outright fraud but also those that bear “badges of fraud,” indicia suggesting
that the transactions had no legitimate business purpose and were aimed instead at thwarting
the creditors’ ability to be repaid. Another provision allows the trustee to set aside transfers that
were made to a creditor on the eve of bankruptcy. §547. This policy against preferential transfers
prevents creditors from racing to the assets when they know bankruptcy is on the horizon.The
general provisions of the Bankruptcy Code in Chapters 1, 3, and 5 are not perfectly organized. A
number of provisions could well have been placed elsewhere. Section 108, for example, gives
the trustee a grace period for taking certain actions. Because the consequences of failing to take
action often turn on whether the automatic stay is implicated, this provision is best read in
conjunction with §362. Section 365, which deals with executory contracts, is perhaps the
provision most conspicuously out of place. Executory contracts inherently involve mutual rights
and obligations between a debtor and a third party. They are best seen as combinations of
claims and assets. Executory contracts are claims against the estate because they give a third
party rights against the debtor. They are simultaneously assets of the estate because they give
the debtor rights against a third party. Because both claims and assets fall within the ambit of
Chapter 5 of the Bankruptcy Code, the section on executory contracts belongs there. The failure
to put §365 in the correct place should not, in principle, affect how it is interpreted, but its faulty
positioning may have compounded the difficulties lawyers and judges have faced in applying it
consistently.The remaining chapters in Title 11 set out the different kinds of bankruptcy cases.
Chapter 9 is reserved for municipalities. Under §101, municipality means “any political
subdivision or public agency or16instrumentality of a State.” In addition to cities and towns,
debtors in Chapter 9 may include water and power districts. Chapter 9 has not been widely used
since the Great Depression, but the bankruptcy filing by the city of Detroit in 2013 may be the
harbinger of a new era as municipalities confront the enormous pension burdens and other
obligations owed to their workers.Municipal bankruptcies have a dynamic entirely different from
other types. The substantive provisions of Chapter 9 are largely the same, but the rights of
creditors against a municipality depart strikingly from their rights against ordinary creditors.
Outside of bankruptcy, the law typically provides that the assets that might have value, such as
the town hall or the fire trucks, are not owned by the city itself, but rather held in trust by the city
for the benefit of its citizens. Creditors cannot look to these assets for payment, but must instead
look to the tax revenues of the city. Reaching these is notoriously hard. As Justice Frank-furter
famously observed:The principal asset of a municipality is its taxing power and that, unlike an



asset of a private corporation, cannot be available for distribution. An unsecured municipal
security is therefore merely a draft on the good faith of a municipality in exercising its taxing
power.14Even apart from the willingness of a municipality to exercise it, the taxing power is itself
limited. If taxes rise too much relative to those elsewhere, citizens will simply leave. There is a
natural ceiling on the amount that can be raised to pay debts in addition to what is needed to
provide basic municipal services. This ceiling is likely to be especially low in a city such as
Detroit where the population has declined precipitously. It is not obvious how it can support its
existing infrastructure, quite apart from its debt burden. Such constraints provide the backdrop
against which Chapter 9 operates.To confirm a Chapter 9 plan, the court must find that the plan
complies with many of the same standards as a plan under Chapter 11, but because of the
different rights creditors have against the municipality under nonbankruptcy law, they have
acquired a different gloss. The requirement that the plan be “fair and equitable” requires
complying with the absolute priority rule in Chapter 11, but in the context of municipal
bankruptcy, it requires instead that “the payments provided17for in the plan of composition are
all that the [municipality] is reasonably able to pay in the circumstances.”15The provisions of
Chapter 9 are neither long nor complicated. Section 901 identifies the general provisions of the
Bankruptcy Code that apply. Most significantly, §1113 does not apply in Chapter 9 cases.
Hence, a municipality in Chapter 9 has correspondingly more freedom to reject collective
bargaining agreements than a corporation in Chapter 11.16 The interaction between federal
bankruptcy law and non-bankruptcy state law, such as the state’s laws governing a
municipality’s pension obligations, remains largely unexplored.Chapter 15 provides firms whose
business is centered in another jurisdiction with a way to sort out their rights in this country in
conjunction with an insolvency proceeding in another jurisdiction. It is based on the Model Law
on Cross Border Insolvency. It allows a foreign proceeding to extend its reach and take
advantage of the automatic stay and gain control of assets located in the United States. The
provisions are largely procedural, and many of the substantive consequences of cross-border
insolvencies remain largely unchartered.17 The bankruptcy court has the power to grant
“appropriate relief” at the request of the foreign representative, taking into account the general
principles of comity. §1507. Bankruptcy judges are willing to defer to the substantive insolvency
law of other jurisdictions.18 There are, however, limits. In a recent case, for example, the court
refused to respect a plan that was confirmed under Mexican law under dubious circumstances.
Among other things, it released third party non-debtors from liability in a way that inured to the
benefit of the insiders promoting the plan. Such a plan would emphatically not be allowed under
domestic law.19Individuals and corporations can usually choose to file under one of several
different chapters. An individual debtor will most often choose Chapter 7 or Chapter 13. An
ordinary corporation can file either a Chapter 7 petition or a Chapter 11 petition. The kind of
bankruptcy petition that is brought depends on the goals of the person filing the18petition. The
court, however, enjoys a broad power to convert a case brought under one chapter into a case
brought under another. Moreover, under §706(a) the debtor can convert a case that creditors file



under Chapter 7 to one under Chapter 11.As we shall discover below in chapter 2, Chapter 7
tries to distinguish the honest but unfortunate flesh-and-blood debtors from those who can repay
their debts or whose use of Chapter 7 would be abusive. An individual who is hopelessly in debt
with only a modest income needs a fresh start. She should be able to file a Chapter 7
bankruptcy petition, give up nonexempt assets, and walk away from prebankruptcy obligations.
Someone who makes enough to repay creditors a substantial sum should not be able to use
bankruptcy to escape her obligations. Section 707(b) implements a “means test” that attempts to
distinguish the two types of debtors from one another. Section 727 gives the honest but
unfortunate debtor a discharge. Because future income of an individual does not become
property of the estate under §541, the effect of §727 is to give the individual debtor the right to
enjoy future income free of creditors’ claims.Section 726 sets out how the debtor’s property is
divided among the creditors, but this section and others dealing with the administration of the
estate in Chapter 7 often have little relevance in the case of the individual debtor. Individuals
who file for bankruptcy typically have few unencumbered hard assets. Their largest asset is their
human capital, their ability to earn money in the future. The principal policy choice is deciding
which debtors should be able to enjoy their future earnings free of the claims of
creditors.Chapter 13 also provides individuals with a substantive fresh start, but it takes a
different shape. It is useful for debtors who are not eligible for Chapter 7 or who have substantial
assets. Chapter 13 allows an individual to keep all assets, but in return the debtor must create a
plan under which creditors receive as much out of the debtor’s future income as they would have
received had the debtor filed under Chapter 7.Like individuals, corporations may file under
Chapter 7. In many cases, a corporation finds itself in Chapter 7 only after first having tried
unsuccessfully to reorganize under Chapter 11. See §1112(b). These cases have nothing to do
with giving an individual a fresh start. Chapter 7 offers no discharge to a corporation. In a typical
corporate Chapter 7 case, the business has ceased its operations or will cease them in short
order. Any assets remaining after the secured creditors take their collateral usually go to the tax
collector, who enjoys a special19priority under §507(a)(8). The purpose of allowing corporations
to file Chapter 7 petitions is not to give ordinary general creditors assets but to assure creditors
that there is nothing worth pursuing. A Chapter 7 petition is the easiest way for corporate
managers, who are being constantly harassed, to convince a corporation’s creditors that the
corporation has no assets and lawsuits are pointless. The bankruptcy process can offer scrutiny
of the debtor’s overall health not otherwise available to individual creditors.Liquidation under
Chapter 7 does not require that all the assets be broken up and sold piecemeal. To the contrary,
the trustee is obliged to sell the assets for as much as possible, and sometimes this means
selling the assets together as a going concern. In practice, however, operating businesses rarely
file Chapter 7 petitions. Those in control of the corporation outside of bankruptcy usually want to
retain that control in bankruptcy. Chapter 11 allows the retention of control, while Chapter 7
requires the appointment of a trustee to manage the affairs of the business.It is worth noting that
the creditors of large corporations exercise considerable control outside of bankruptcy when the



business becomes financially distressed, and they retain much of this control inside of
bankruptcy. Indeed, the existing managers are often sufficiently beholden to them that major
creditors typically do not demand the appointment of a trustee in Chapter 11 even when the
presence of fraud, such as we saw in Enron or WorldCom, gives them an unequivocal right to do
so.Chapter 11 is the vehicle designed to straighten out the affairs of corporations in financial
distress. When the corporation cannot continue as a going concern, Chapter 11 provides a
mechanism for shutting it down and sorting out its financial affairs in a coherent way. Chapter 11
is better suited than Chapter 7 for corporations that are dissolving when there are problems
beyond the simple sale of assets. Consider the following case. Apart from a secured creditor that
has repossessed its collateral, the only other creditor is the Internal Revenue Service, which is
owed Federal Insurance Contributions Act (FICA) and withholding taxes. The owner-managers
of the business are personally (and potentially criminally) liable for these taxes, and they have
filed Chapter 11 petitions as well. (Individuals are eligible for Chapter 11 relief, but apart from
cases in which the debtor’s affairs are tied up with those of a business, Chapter 13 or Chapter 7
is a more attractive place to resolve their financial problems.) We need to sort out who is going
to pay what and on what schedule. In such situations,20Chapter 11 is often the forum of choice
for both the debtors and the IRS. If no one asks for the case to be dismissed or converted, the
court is unlikely to do so.In many large bankruptcy cases, the petition is filed because the
bankruptcy forum provides a straightforward way to sell the business as a going concern.
Chapter 11 allows such sales and gives buyers confidence that they will acquire clean title.
Finally, Chapter 11 provides a forum for a business that will be kept in intact but needs a new
capital structure. Past misfortunes may have left it unable to meet its obligations, but its assets
are being put to their best use. By scaling back the business’s fixed obligations the creditors as a
group are left better off.Chapter 11 replaced Chapters X, XI, and XII of the old Bankruptcy Act.
(The convention is to use Roman numerals for chapters of the 1898 Act and Arabic numerals for
those of the 1978 Code.) In Chapter 11, the debtor in possession rather than the trustee
ordinarily continues to run the business. When the debtor is a substantial operating company
with a decent chance of surviving as a going concern, enough may be at stake so that the
general creditors play an active role. In many Chapter 11 cases, however, the capital structure
consists of two or more layers of secured debt. In the absence of any unencumbered assets
(such as avoidance actions), the general creditors are likely to play only a small role, if any.In
theory, the United States Trustee chooses a committee of creditors at the start of every Chapter
11 case, but the committee is active only in cases in which enough is at stake. Section 1102(b)
suggests that the creditors’ committee consist of creditors who hold the seven largest claims
and are willing to serve. In practice, however, the United States Trustee often attempts to find a
“representative” creditors’ committee, and §1102(a)(4) allows a small business to insist on
becoming a member if its claim against the debtor is large enough to put its own survival at risk.
The creditors’ committee in Chapter 11 may also consist of the members of a committee
organized by creditors before the case begins, if that committee is fairly chosen and represents



the different kinds of claims that exist. The United States Trustee thus often looks well beyond
the seven largest creditors because they may look more like each other than the class of general
creditors as a whole. In the largest cases, there may be multiple committees of creditors as well
as a committee of the equityholders.Serving on a creditors’ committee can be a mixed blessing.
Doing so ensures that one is close to the action and knows what is going on.21But one may
receive information that the debtor considers confidential, and this may interfere with a creditor’s
ability to act (such as its ability to sell its claim or buy additional ones). Moreover, service on the
committee is time consuming. Creditors’ committees in Chapter 11 cases (unlike committees in
Chapter 7) can retain professionals such as lawyers and accountants, and the cost of hiring
them is an administrative expense entitled to priority under §507. The creditors themselves,
however, are not compensated for their efforts. Moreover, as a member of the committee, a
creditor is charged with looking out not only for its own interests but also for those of the other
general creditors. Creditors who actively participate in the case may be subject to disclosure
obligations even if they are not members of an official committee.20Section 1104 allows the
court to appoint an examiner, who may be given the powers of the trustee; the United States
Trustee chooses the examiner, subject to court approval. An examiner may be retained simply to
mediate between the various factions. Examiners are sometimes appointed to investigate
whether the debtor should bring a cause of action (such as a fraudulent conveyance action
against shareholders) that the debtor in possession might not pursue as vigorously because of
its conflict of interest. Such investigations can be enormously expensive and risk duplicating
work already done or that will be done subsequently when the action is brought. But they can
also lead to substantial recoveries for creditors. In the bankruptcy of Enron, for example, the
examiner’s investigation cost nearly $100 million and occupied dozens of lawyers and
professionals for nearly two years, but the ensuing settlements exceeded $1 billion.One of the
debtor’s most important rights in Chapter 11 is its exclusive right to propose a plan of
reorganization for the first 120 days after the filing of the petition. The court may extend this
period for up to 18 months. If the debtor does propose a plan, it has another 60 days to secure
its acceptance under §1121(c)(3). When exclusivity expires, any party in interest can file a plan.
If more than one plan meets all the rules of Chapter 11, then §1129(c) directs the bankruptcy
judge to consider the “preferences of creditors and equity security holders in determining which
plan to confirm.” Terminating the exclusivity period22can lead to the proposal and eventual
confirmation of a liquidating plan of reorganization. From the perspective of a secured creditor,
terminating exclusivity in such a case has the same effect as lifting the automatic
stay.Recognizing that they lack the ability to gather detailed information about a business’s
operations, bankruptcy judges try to ensure that sensible decisions are made about the debtor’s
assets by establishing clear benchmarks and taking decisive action when the debtor fails to
meet them. At the start of the case, the principal lender may ask that the stay be lifted so it can
foreclose on the collateral. The debtor’s managers might argue that the stay should continue
because the business can be sold as a going concern to another company. The bankruptcy



judge might turn down the secured creditor’s lift-stay motion but rule that the motion will be
granted six weeks hence if no buyer appears in the interim.The Chapter 11 debtor spends much
of its time negotiating with its postbankruptcy suppliers of goods, services, and capital
equipment. Chapter 11 provides a forum for the renegotiation of leases, contracts, and labor
agreements. Sometimes, the negotiations are indistinguishable from those that take place
outside of bankruptcy. Rules ensure that the third party possesses rights that correspond as
closely as possible to the rights it would have enjoyed outside of bankruptcy. The rules in §1110
governing aircraft leases are a good example. In other situations, Chapter 11 provides rules that
enhance the debtor’s bargaining position dramatically relative to the nonbankruptcy baseline.
Under such rules, creditors benefit at the expense of third parties relative to the nonbankruptcy
baseline. The treatment of collective bargaining agreements under §1113 is a telling example.
Negotiations in bankruptcy, however, all tend to have the same effect on the operations of the
business going forward. The business that reorganizes in Chapter 11 successfully leaves with a
new set of contracts under which it is paying something like the market price for its labor, capital,
and material. If a business cannot compete effectively under these circumstances, it is unlikely
to survive in a market economy.Sections 1122 through 1129 establish the structure for
negotiations among creditors. These sections set out the procedural rights of all the players and
their substantive rights in the event they fail to reach agreement. These various rights, the most
important of which are in §1129, embody a general principle known as the absolute priority rule.
This rule tries to ensure that creditors in bankruptcy are paid according to their nonbankruptcy
priorities. The debtor’s ability to impose a23plan over the creditors’ objection by satisfying the
absolute priority rule is known aptly as the debtor’s cramdown power.Sections 1141 through
1146 govern the discharge of old claims and the implementation of the reorganization plan. Just
as the discharge provision of §727 in the case of the individual debtor had to be read in
conjunction with the exclusion of individual income from property of the estate under §541, the
discharge provision in §1141 must be read in conjunction with the absolute priority rule.
Together, the discharge of debt and the absolute priority rule implement the central aim of
Chapter 11. They ensure that businesses worth keeping intact remain so, despite the incentives
each creditor has to look out for its own interest rather than the collective interest of all the
creditors.The Bankruptcy ForumThe Bankruptcy Code is designed so that the debtor’s affairs
can be sorted out in a single forum. Unlike a federal court sitting in a diversity case, the
bankruptcy court has nationwide jurisdiction. Even a creditor who does not have the minimum
contacts with California to make it amenable to suit in state court must still file its claim in the
bankruptcy court in California if the debtor has chosen to file its petition there.21 Proper venue
for filing a bankruptcy petition includes state of incorporation.22 Because many large
businesses are incorporated under or have an affiliate incorporated under Delaware or New York
law, large bankruptcy cases are often filed there.A number of constraints prevent the goal of a
single forum from being fully realized. Article III of the U.S. Constitution limits what bankruptcy
judges can do given that they do not have life tenure. The jury trial right in the Seventh



Amendment limits the ability to resolve disputes expeditiously. The sovereign immunity a state
enjoys under the Eleventh Amendment might limit the bankruptcy court’s power to resolve
disputes when the state is asserting its rights as a creditor. Let us look at each of these
constitutional limitations more closely.In eighteenth-century England, the Chancellor appointed
commissioners to do much of the work of gathering and administering a bankruptcy estate.
Because they were not judges, what these commissioners did cannot be considered an exercise
of the judicial power.24Modern bankruptcy judges likewise oversee the administration of the
bankruptcy estate. They do not enjoy lifelong appointments and cannot exercise “judicial power”
within the meaning of Article III.23 Disappointed litigants have a right to de novo review in the
district courts for matters that are not central to the administration of the bankruptcy case.The
Seventh Amendment requires that the right to a jury trial be preserved in federal court for suits at
common law when the amount in controversy exceeds $20. Many of the questions in a
bankruptcy case, including whether a particular person has a claim against the debtor, would be
the basis of suits at common law if brought outside of bankruptcy. It does not follow, however,
that all such claims give rise to a right to a jury trial. A bankruptcy court is a court of equity, and it
has the right to use “chancery methods” to decide matters that are central to the bankruptcy
process.24 Other actions, such as fraudulent conveyance suits against third parties, retain their
common law character and must be tried by jury unless both parties consent to have the judge
decide the dispute.25 Under 28 U.S.C. §157(e), if a right to a jury trial exists, the bankruptcy
judge may conduct the trial only by special designation of the district judge and only if the parties
again give their express consent.The Constitution affects the forum in which bankruptcy
disputes are tried in a third way. A state can also appear as a simple creditor. For example, it may
allege that the debtor owes sales taxes. Alternatively, the debtor may argue that a provision of
the Bankruptcy Code, such as §1146, entitles it to a refund of taxes it has already paid. A state is
ordinarily immune from suit under the Eleventh Amendment and ordinarily restricts the ability of
a litigant to bring it into a forum of its choosing. This limitation, however, matters less than it
might seem. Congress’s power to enact uniform bankruptcy laws significantly limits the scope of
sovereign immunity.26While it may not be possible to resolve the debtor’s affairs in a single
forum, most of what we shall study plays out in the bankruptcy court and is subject only to
appellate review. It is useful to spend some25time to see how the rules of procedure bring this
about, despite the limitations outlined above.Federal district courts have original and exclusive
jurisdiction over all “cases” under Title 11.27 The entire process the bankruptcy petition triggers
is considered a “case” and thus may be filed only in a federal district court (as opposed to, say, a
state court). Section 1334 also gives the district courts original (but not exclusive) jurisdiction
over all “civil proceedings” arising under Title 11 or arising in or related to cases under Title 11. A
controversy such as a fraudulent conveyance action that takes place in the course of settling a
debtor’s affairs is considered a “proceeding.”Bankruptcy jurisdiction can extend to parties who
are neither creditors nor debtors when the dispute is related to a case under Title 11. The reach
of related jurisdiction has been broadly defined. Courts sometimes ask simply “whether the



outcome of the proceeding could conceivably have any effect upon the estate being
administered in bankruptcy.”28 Courts, however, will typically find that the power does not
extend to matters that might lead the losing party to seek indemnification from the debtor.29 A
claim that a creditor has against a guarantor of the debtor that would have no impact on the
estate is an example of an action that falls outside the jurisdictional reach of §1334.Bankruptcy
courts are adjuncts of the district courts, and §1334 must be read in conjunction with §157(a) of
Title 28. Section 157 allows the district court to “refer” any or all bankruptcy cases to bankruptcy
judges. It also provides that the district court may refer any or all proceedings arising under the
Bankruptcy Code, or arising in or related to a bankruptcy case, to bankruptcy judges. In all
district courts this practice is firmly institutionalized. Bankruptcy petitions are, as a practical
matter, filed in the bankruptcy courts. The purpose of this circumlocution is to ensure that the
dictates of Article III are satisfied. The bankruptcy judge is not acting autonomously and is not
exercising judicial power because the bankruptcy judge is merely an adjunct to the district court.
Just as a court of equity can appoint a special master,26the reasoning goes, the district court
can choose to delegate bankruptcy cases to bankruptcy judges.The idea that the district courts
have jurisdiction over bankruptcy cases and proceedings is not entirely a formal fiction. Although
everything is routinely referred to the bankruptcy courts, §157(d) gives the district judge the
power to withdraw the reference in any particular case or proceeding, in whole or in part, for
cause. The district court can act either on its own motion or on a timely motion of any party.
Although district courts rarely want to hear bankruptcy disputes, they have withdrawn the
reference in some important cases.Withdrawal of the reference is mandatory after a timely
motion when “resolution of the proceeding requires consideration of both Title 11 and other laws
of the United States regulating organizations or activities affecting interstate commerce.”
§157(d). This provision has been read narrowly, as it must be, given that so many disputes in a
bankruptcy case involve consideration of federal laws that affect interstate commerce. Courts
frequently use a substantial-and-material test: withdrawal is mandatory only when the issues
presented require a significant interpretation of federal laws, not when what is presented is the
straightforward application of federal law to a particular set of facts. A difficult controversy
involving the reach of a complex statute is potentially a subject of mandatory withdrawal, but
even then the district court may remand to the bankruptcy court for submission of proposed
findings of fact and conclusions of law under §157(c)(1).Once a case is referred to a bankruptcy
judge, many decisions are subject only to appellate review by the district court. Section 157 tells
us that bankruptcy judges “may hear and determine all cases under the Bankruptcy Code”
referred to them, subject to appellate review under 28 U.S.C. §158. Case is used in the technical
sense here and refers only to the process that begins with the bankruptcy petition. Individual
disputes arise during the debtor’s course through bankruptcy are proceedings. When these
proceedings are central to the administration of the case (or, to use the term in Title 28, when
they are core), the bankruptcy judge is again subject only to appellate review. Core proceedings
include confirmation of plans, matters concerning the administration of the estate, and the



allowance or disallowance of claims against the estate.Section 157(b)(2) contains a list of core
proceedings, but this list is neither exhaustive nor entirely accurate. As the Supreme Court made
clear in Stern v. Marshall, some proceedings §157(b)(2) defines as “core” require de novo review
by an Article III judge nevertheless.27These include counterclaims against third parties and may
also include fraudulent conveyance actions. In such situations, the bankruptcy court can, as with
noncore matters, make proposed findings of fact and conclusions of law that the district court
then reviews de novo.30Section 157(c)(2) allows the court to refer a proceeding to the
bankruptcy judge with the consent of the parties, subject to the review provided in §158. Under
28 U.S.C. §158(a), the district courts “have jurisdiction to hear appeals … from final judgments,
orders, and decrees” of the bankruptcy court. Consent is routine in large cases heard by highly
respected bankruptcy judges. As long as consent suffices to cure the bankruptcy judge’s
inability to exercise the “judicial power,” the problems posed by cases such as Stern v. Marshall
largely disappear.The language of §158(a) introduces a complication. It grants district judges
“jurisdiction” to hear “appeals.” This language implies that bankruptcy judges possess original
jurisdiction. It is a matter of hornbook law, however, that parties cannot create subject matter
jurisdiction by consent. The consequences go beyond the interests of the parties themselves.
State courts must obey the decisions of a judge with jurisdiction. A court with jurisdiction can
issue writs of execution and call upon the coercive hand of the state to enforce its orders. Parties
can agree to arbitration, but the arbitrator’s decision is just so much talk until it is docketed in the
district court.Those who defend the status quo argue that subject matter jurisdiction resides at
all times in the district court under §1334. The bankruptcy judge acts under the aegis of the
district court. Its orders are in essence decisions of the district court. The distinction between the
bankruptcy court’s docket and the district court’s docket is entirely formal. The former is merely
part of the later.The courts of appeals have jurisdiction to hear appeals from final decisions,
judgments, orders, and decrees under 28 U.S.C. §158(d). Determining a final judgment for
purposes of 28 U.S.C. §158(d) has proven difficult. Suppose there is a final judgment in the
bankruptcy court, and the district court hears the appeal and remands to the bankruptcy court.
Courts are divided on whether an appeal can be taken to the court of appeals. Section 158(d)
does not tell us explicitly whether it is sufficient that the bankruptcy judge’s decision be final or
whether28the district court’s decision must be final as well. Most courts recognize that a district
court’s order generally is not final if it remands the dispute to the bankruptcy court and requires
the bankruptcy court to make factual findings or exercise its discretion.31 Some courts, however,
have found that bankruptcy requires a more relaxed standard of finality than ordinary federal civil
litigation.32The uncertainty in the meaning of finality in §158(d) can put lawyers in the awkward
position of having to choose between appealing a decision that may prove to be interlocutory or
waiving the right altogether if it later proves to have been a final order. Section 158(d), however,
does not displace the ordinary rules governing appeals from the district court, and §1292(b)
mitigates this problem to some extent. This section allows a court of appeals, in its discretion, to
review an interlocutory order, provided the district judge finds that at issue is a controlling



question of law as to which there is substantial ground for difference of opinion and that an
immediate appeal may materially advance the ultimate termination of the litigation.33This review
of appellate review of bankruptcy court decisions, however, is somewhat misleading. Appellate
review takes time, and most of the important decisions in a bankruptcy case—whether the
business should be shut down or whether the managers should be given another month to turn
the operation around—are time sensitive and thus essentially unreviewable. How long to wait
before taking action becomes a moot point well before the appellate court can hear the case.
When a bankruptcy court confirms a plan, those who object may enjoy little appellate review as
a practical matter. Even if there are significant issues in doubt, a court may require appellants to
post a bond in order to obtain a stay.34 And if there is no stay, there may be no easy way to
unscramble things after the fact. While the issue is not formally moot, it may have become
“equitably moot” as a court can fashion no meaningful relief.3529The practical effect of all this is
to grant the bankruptcy judge enormous power. From the perspective of financial institutions that
have done business with the debtor in the past and expect to continue to do business with it,
Chapter 11 is an attractive venue only if the decisions of the bankruptcy judge are predictable.
For this reason among others, Delaware and the Southern District of New York have become the
venue of choice for many large corporations in bankruptcy.The Bankruptcy Rules establish the
procedures used in the bankruptcy courts. They do not change the substantive rules of the
Bankruptcy Code, but they do affect how the issues are shaped. For example, they distinguish
the types of hearings that take place before the bankruptcy judge. One type of hearing, called an
adversary proceeding, is conducted under much the same rules as any other civil dispute. Many
sections of the Federal Rules of Civil Procedure that govern pleading, joinder, depositions,
interrogatories, and summary judgment have been incorporated into the bankruptcy rules
governing adversary proceedings. In Chapter 11 cases, the typical adversary proceeding is a
preference or fraudulent conveyance action. For individuals in Chapter 7, an adversary
proceeding usually concerns the dischargeability of a particular debt.Whenever an actual
dispute before the bankruptcy court is not an adversary proceeding, it is a contested matter.
Among the most common is a motion to lift the automatic stay. The procedures for contested
matters are more streamlined and are set out in Bankruptcy Rule 9014. For example, no
response is required in a contested matter unless the court orders an answer to a motion. The
court, however, has the power to invoke the more elaborate rules for adversary proceedings in
contested matters when appropriate.Bankruptcy courts also have the inherent power under
§105 to impose sanctions in order to maintain control of their courtrooms and of their dockets.36
Moreover, Rule 11 or its counterpart under the Bankruptcy Rules, Rule 9011, is available at
every stage of bankruptcy litigation. In addition, §362(k) of the Bankruptcy Code explicitly
grants30the bankruptcy court the power to award actual and punitive damages to an individual
injured by any violation of the automatic stay.37Other Insolvency ForumsThe layperson often
equates bankruptcy with business failure. Bankruptcy, however, is only a small part of the story.
Hundreds of thousands of businesses close their door every year. Some have no creditors or



owe them nothing. In other cases, creditors walk away without invoking any legal proceeding at
all. In the vast majority of cases in which a business encounters financial distress and seeks
legal relief, state law remedies prove adequate. For many small businesses, a state law
procedure known as an assignment for the benefit of creditors provides a means of selling the
assets of a business cheaply and quickly. In some jurisdictions, these take place without judicial
over-sight. They are especially useful when the business is small and those running the
business can work and deal effectively with the senior lender. (Indeed, in many cases, the senior
lender is the higher bidder at the sale and keeps the existing managers on.)Even for large
businesses, bankruptcy often proves a costly option that parties want to avoid if they can. In
many instances, restructurings or sales are possible outside of bankruptcy. By the time large
firms encounter difficulties, the players are investors who specialize in holding distressed debt.
There may be few enough so that a deal among them is possible. The fate awaiting each in
bankruptcy if they fail to reach a deal forms the backdrop for these negotiations.In a number of
cases, the deal struck has enough loose ends that there is a pre-arranged bankruptcy in which
the bankruptcy judge puts her blessing on whatever deal is reached. Understanding what
bankruptcy judges are and are not willing to do is again essential.Those trained in bankruptcy
are sometimes called upon to work in wholly unfamiliar territory. Transnational cases arise in
which the bankruptcy system of a foreign jurisdiction come into play. A large business may have
domestic subsidiaries that are subject to entirely different insolvency regimes, such as insurance
companies or banks. During the financial crisis in 2008, bankruptcy professionals were heavily
engaged in the bankruptcy of Lehman Brothers, but they were31equally involved in the
restructuring of AIG, as well as Fannie Mae and Freddie Mac.Part of the skill of the bankruptcy
lawyer is being able to master such new environments quickly. Title II of Dodd-Frank (known as
the “Orderly Liquidation Authority”) was passed in response to the failure of Lehman Brothers. It
is an effort to forge a statutory regime that combines elements of both banking regulation and
Chapter 11. As it is new, every lawyer confronting it finds herself in new terrain.At first blush, the
Orderly Liquidation Authority is utterly alien. The necessity for government intervention and the
adaptation of a mechanism used for failed banks introduces new terminology and, more
importantly, a new decisionmaker. While traditional bankruptcy law reflects a balance of power in
which the debtor in possession, the creditors’ committee, the lender that is financing the
reorganization, and the bankruptcy judge play discrete roles, this regime concentrates power in
a single entity, the FDIC. The almost complete absence of a judge is especially striking. The
FDIC’s powers in this new domain largely track its longstanding powers with respect to
commercial banks under the Federal Deposit Insurance Act (FDIA).Nevertheless, the
mechanics of the new receivership process incorporate basic bankruptcy principles. They
effectively permit reorganization as well as liquidation, debtor-in-possession financing, asset
sales free and clear of existing liens, claw-back of prepetition fraudulent and preferential
transfers, and safe harbors for financial contracts. It is possible—indeed essential—for the
bankruptcy lawyer called upon to navigate this world to find her
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D. Del. 2001).4CHAPTER ONEA Road Map to Bankruptcy LawThe Structure of the Bankruptcy
CodeThe word bankruptcy derives from the medieval Italian custom of breaking the benches of
a banker or merchant who absconded and left creditors unpaid. As the roots of the word
suggest, the first English bankruptcy statutes were directed at merchant debtors, and they were
viciously punitive. Indeed, their harsh character prompted one delegate to the Constitutional
Convention in Philadelphia in 1787 to oppose granting Congress the power to enact uniform
bankruptcy laws. Under English law, uncooperative bankrupts were at risk of being hanged, and
the Convention delegate feared that Congress might follow suit. For modern lawyers, the very
incongruity of bankruptcy and the death penalty suggests, correctly, that bankruptcy law not be
linked too closely with its seventeenth- and eighteenth-century English counterparts. We will do
better by focusing on the law as it is today and turning to the history of bankruptcy law when
appropriate.The Bankruptcy Code is embodied in Title 11 of the United States Code. Although
easily located, bankruptcy law remains a common law discipline in which a lawyer must reason
by analogy and constantly be aware of general principles. Bankruptcy law is neither mechanical
in its application nor narrow in the range of problems it confronts. A client in bankruptcy can face
every legal problem that a person can face outside of bankruptcy.Bankruptcy law is built on
nonbankruptcy law; as a result, the bankruptcy lawyer must understand both the applicable
nonbankruptcy law and the ways in which bankruptcy law may change it. An example will help to
illustrate this point. Suppose you represent a computer hardware manufacturer that has a
patented process for making computer chips. Your client discovers that a competitor is using its
process and that the competitor has also filed a bankruptcy petition. You need to know how the
patent would be enforced outside of bankruptcy, and then look at how bankruptcy changes both
the underlying right and the manner in which it can be vindicated.This task is not as formidable
as it might seem. Bankruptcy law changes nonbankruptcy law only when the purposes of
bankruptcy 5require it. Ensuring flesh-and-blood individuals a fresh start requires such a
change, but surprisingly little else does. In the absence of a specific bankruptcy provision to the
contrary, bankruptcy takes non-bankruptcy rights as it finds them. Only the procedures change,
and these change only to solve the particular problems bankruptcy is designed to address. The
Bankruptcy Code thus works against the background of nonbankruptcy law. A general mandate,
reinforced by 28 U.S.C. §959, requires that the trustee act in accordance with applicable
nonbankruptcy law. A trustee enjoys the right to use property under §363, but the trustee must
act consistently with applicable non-bankruptcy law. The trustee cannot use the debtor’s
chemistry laboratory to manufacture cocaine, nor may the trustee dump toxic waste on the
debtor’s property, not because of anything in the Bankruptcy Code, but simply because these
activities are illegal outside of bankruptcy.The Supreme Court set forth this principle in Butner v.
United States:Congress has generally left the determination of property rights in the assets of a



bankrupt’s estate to state law. Property interests are created and defined by state law. Unless
some federal interest requires a different result, there is no reason why such interests should be
analyzed differently simply because an interested party is involved in a bankruptcy
proceeding.1Butner thus allows us to draw from a complicated statute a single organizing
principle. Knowing the outcome under nonbankruptcy law can go a long way toward
understanding the problem in bankruptcy. When a litigant seeks an outcome different from the
one that would hold outside of bankruptcy, the bankruptcy judge will likely ask the litigant to
identify the part of the Bankruptcy Code that compels the departure.We can begin with a sketch
of the basic structure of the Bankruptcy Code. The 1978 Bankruptcy Reform Act restructured the
bankruptcy courts and bankruptcy procedure. The substantive provisions of the 1978 Act put in
place the Bankruptcy Code, which constitutes Title 11 of the United States Code. It has been
amended periodically. The most sweeping change, enacted in 2005, added considerable
complexity to the Bankruptcy Code, but its basic structure and principles remain 6intact. Like
other titles of the United States Code, Title 11 is divided into chapters. Chapters 1, 3, and 5
contain provisions that generally apply to all bankruptcy cases. The remaining chapters set out
different procedures for distinct kinds of bankruptcy cases. Chapter 15 sets out the principles
needed to facilitate cross-border insolvencies, the rules needed when a debtor in the United
States has assets in another country, or when a foreign debtor has assets here.The United
States Trustee is responsible for overseeing the administration of bankruptcy cases. The United
States Trustee should ensure that cases do not languish in bankruptcy court, a fate not
uncommon when the stakes are small and no single creditor has the incentive to investigate the
debtor. This job is important not only to protect the general creditors but also to ferret out fraud,
which often contributes to business failure. In large Chapter 11 cases, the United States Trustee
casts a long shadow as well. The United States Trustee appoints the creditors’ committee and
often appears as a party in interest.Chapter 1 provides definitions (§101), tells us which parts of
the Code apply to which kinds of cases (§103), and sets out eligibility requirements for each
kind of bankruptcy case (§109). Chapter 1 also contains what appears to be a broad grant of
power to the bankruptcy judge. Bankruptcy was originally in the province of the Chancellor, and
§105 reflects these equitable origins. It grants the bankruptcy judge the power to “issue any
order, process or judgment that is necessary or appropriate to carry out the provisions” of the
Bankruptcy Code. But the section confers no independent powers on the judge. The power that
a judge enjoys under §105 must derive ultimately from some other provision of the Bankruptcy
Code.2 Lawyers who advance an argument that relies solely on §105 should expect to lose. The
Bankruptcy Code does not “constitute a roving commission to do equity.”3The heart of any code
lies in its definitional section, and the definitions in §101 are the focal point of many disputes.
The definitions of creditor and claim, for example, will play a central role in the bankruptcy of a
business that faces mass tort liability. Suppose a 7business sells a product that causes harm
many years later. Whether the business can deal with its tort liability in bankruptcy turns on
whether these future victims are considered creditors and whether they have “claims” within the



meaning of §101.Section 101 also introduces us to the language of modern bankruptcy practice.
It tells us, for instance, that the person whom a bankruptcy case concerns is a debtor. A person
or a corporation in bankruptcy is no longer called a bankrupt. Although that word retains some
currency among lay people, among bankruptcy lawyers it sounds old-fashioned and precious.
Section 101 defines most of the terms that apply throughout the Bankruptcy Code, but not all.
One of the most important definitions in the Bankruptcy Code, that of notice and a hearing, is
found in §102, which nominally deals with rules of construction.Many provisions in the
Bankruptcy Code allow actions to take place after notice and a hearing. One should not,
however, assume that everyone must receive actual notice or that a hearing is required in every
instance. Section 102 tells us that we need to give only “such notice as is appropriate in the
particular circumstances.” Moreover, if no party requests a hearing or if a court finds there is
insufficient time to have one, an actual hearing is not necessary. Over the years, a body of
learning has developed around who needs to be notified at each stage and the consequences
that follow if they are not.4 As in many other contexts, the basic principles in bankruptcy track
those outside. Most analyses begin with the observation of the Supreme Court in Mullane v.
Central Hanover Bank & Trust Company:5An elementary and fundamental requirement of due
process in any proceeding which is to be accorded finality is notice reasonably calculated, under
all the circumstances, to apprise interested parties of the pendency of the action and afford
them an opportunity to present their objections.One section that is easy to miss is §104, which
provides for indexing of many of the dollar thresholds elsewhere in the Bankruptcy Code. These
thresholds are changed every three years through administrative regulation to reflect the
consumer price index. Under §109, for instance, individuals wishing to file under Chapter 13 can
have no more than a specified amount in unsecured claims. Section 109 also 8sets out who can
take advantage of various chapters of the Bankruptcy Code.Section 109 is as good a place as
any to see how the Bankruptcy Code works. To know whether a limited liability company may be
a debtor under Chapter 11, one looks first to §109(d). It states that to be a debtor under Chapter
11, one must qualify as a debtor under Chapter 7. Section 109(b) excludes some “persons” from
Chapter 7, but does not mention limited liability companies. This brings us to §109(a). It tells us
that a debtor can enjoy the benefits of bankruptcy only if it is a “person.” Section 101 tells us that
“person” as used in the Bankruptcy Code includes a corporation. Section 101 goes on to define
a corporation. It extends considerably beyond entities that are called corporations under state
law, and its language is broad enough to include a limited liability company. Hence, a limited
liability company can file for bankruptcy. It is a “corporation,” and a corporation is a “person,” and
persons, unless specifically excluded, can file bankruptcy petitions.There is no explicit
requirement that an individual or business be in financial distress or insolvent before filing for
bankruptcy. Section 101 of the Bankruptcy Code defines insolvency as the condition that exists
when a debtor’s liabilities fairly discounted exceed its assets, but insolvency itself is not a
prerequisite for bankruptcy for individuals or for corporations. Indeed, there is a negative
inference that can be drawn from §109(c). It specifies that a municipality must be insolvent to file



a Chapter 9 petition. The absence of any mention of insolvency in other parts of §109 creates
the negative inference that other debtors need not be insolvent to be eligible for bankruptcy.The
absence of such an explicit requirement makes sense. Suppose a corporation has assets of
$100, ordinary debt of $49, and a 50–50 chance of losing a lawsuit that would expose it to an
additional $100 of liability. It is technically solvent: it has liabilities, fairly discounted, of $99 and
assets of $100. Nevertheless, its ordinary creditors may recognize that there is a 50–50 chance
they will not be paid. Hence, they will be restless and may trigger the kind of destructive race to
assets that a bankruptcy proceeding can prevent.6Moreover, insolvency may not be easy to
measure at the outset of the case. When confronting the question whether a debtor can be put
into bankruptcy involuntarily, the Bankruptcy Code uses a different 9measure of financial
distress. Creditors can put a debtor in bankruptcy involuntarily only if the debtor is unable to pay
debts as they become due. This benchmark is much easier to apply than an insolvency
measure, and it overlaps with it substantially. Most loans include terms that accelerate a debtor’s
obligations under circumstances when it is likely that the debtor’s liabilities exceed its assets.
When the second condition exists, the first tends to follow. At one time, we distinguished
between these two benchmarks of financial distress by calling the first (excess of liabilities over
assets) “insolvency in the bankruptcy sense” and the second (inability to pay debts as they
become due) “insolvency in the equity sense.”None of this, however, should suggest that those
in good financial health make use of bankruptcy law. Bankruptcy law tracks nonbankruptcy law,
and a solvent debtor must pay all its creditors 100 cents on the dollar. When an opportunity for
abuse exists (when, for example, bankruptcy’s procedures offer a way to force a favorable
settlement of an irritating antitrust suit or allow a solvent debtor to cap liabilities to its landlord),
courts are likely to dismiss the case on the ground that it was filed in bad faith.7 The Butner
principle—the idea that bankruptcy law should respect nonbankruptcy entitlements unless a
particular bankruptcy policy is being vindicated—limits the number of such cases.Chapter 3 of
the Bankruptcy Code deals with case administration. Sections 301 through 307 tell us how a
bankruptcy case begins. Sections 321 through 331 set out the rules governing those who
administer the bankruptcy estate. The court must issue an order before the debtor can hire
lawyers or other professionals. Under §329 attorneys must file a statement with the court
showing how much they will be compensated and the source of the compensation, even if they
do not ask the debtor for payment. In addition, Rule 2014 requires that lawyers disclose all their
connections with the debtor, creditors, any other parties in interest, and their accountants. Such
disclosure is needed to satisfy §327(a), which requires that the debtor’s attorneys be
disinterested.The disinterestedness requirement complicates the job of any lawyer who wants to
continue representing a corporate client after it files a bankruptcy petition. If a business owes its
lawyer anything for services 10provided before the petition, the lawyer may not be able to
represent the business in the bankruptcy proceeding. By virtue of being owed money, the lawyer
is a creditor within the meaning of §101, and hence may no longer be disinterested. Similarly, a
lawyer who is paid for services already rendered outside the ordinary course of business within



90 days before the filing of the petition may be subject to a voidable preference attack, and this
may also keep the lawyer from being disinterested. A lawyer who represents any of the
corporation’s directors or shareholders personally may not be able to represent the corporation
in bankruptcy. A lawyer who sits on the corporation’s board, or who has partners who sit on the
board, may also fail to meet this requirement.Even if a lawyer herself has had no previous
relationship with the debtor or creditors, she must ensure that none of her associates or partners
has worked for them, either. Although a lawyer is not disqualified solely because of past
representation of a creditor, see §327(c), determining when a lawyer is disqualified is not always
easy. Here, as elsewhere in bankruptcy, it is often useful to begin with the nonbankruptcy
baseline. In this instance, however, even identifying that baseline is difficult. Nonbankruptcy
conflicts rules turn on whether one is representing a client in a transaction or in ongoing
litigation. In bankruptcy, much of what goes on is negotiation, but litigation with almost any party
is possible.In all events, disclosure must be full. When a court finds that a lawyer is not
disinterested or has failed to make proper disclosure, it can disqualify the lawyer, disallow fees,
and force the lawyer to bear the expenses of any investigation triggered by the failure to
disclose. One court imposed a $1 million sanction for nondisclosure notwithstanding a finding
that the firm had done its work well. Indeed, in the same opinion the court found the firm’s work
so crucial to the reorganization that it wanted the firm to continue working on the case.8
Nondisclosure can, in the extreme case, trigger the criminal sanctions imposed by 18 U.S.C.
§152(3) for knowingly and fraudulently making a false declaration in a bankruptcy case.911The
duty to disclose is an ongoing one. Suppose you discover while representing a debtor that some
of its directors have perpetrated a fraud. You now must investigate all the directors, including
ones that are independent. At this point, you have to find out whether any of your partners or
associates has done work for the principal employers of these directors. You have a potential
conflict if you must lead an investigation of someone who is a senior officer of a major client.
Sensitivity to such issues varies across different judicial districts and even among judges within
the same district. This is an area in which all lawyers, but particularly young lawyers, need to be
especially vigilant.In a Chapter 7 case, the provisions of §321 through §331 must be read in
conjunction with §701 through §705. The principal officer in a Chapter 7 case is the bankruptcy
trustee. The trustee acts as the representative of the bankruptcy estate and is charged with
managing the assets of the debtor and protecting the rights of creditors and others. The trustee,
for example, has the power to bring actions the debtor could have brought outside of bankruptcy.
Similarly, in a Chapter 11 case, the provisions of §321 through §331 must be read in conjunction
with §1101 through §1109. For example, in Chapter 11 cases there is usually no trustee; instead,
under §1107 the debtor in possession takes on the duties and responsibilities of the trustee.
Bankruptcy Code provisions authorizing the trustee to take certain actions apply with equal force
to the debtor in possession. In the case of a corporation, the old managers of the debtor
corporation act as debtor in possession. Thus, when §363 authorizes the trustee to use, lease,
or sell assets of the estate in the ordinary course of business without first obtaining court



approval, it is also authorizing the debtor in possession to do the same. Sometimes the
creditors’ committee or other party asks to take actions nominally reserved to the trustee when
no trustee in appointed. The debtor in possession may lack the incentive to pursue such actions,
especially if they are against an insider. The Bankruptcy Code does not address this question
explicitly, but most courts have concluded that the bankruptcy court has the power to authorize
such actions in appropriate cases.10Sections 341 through 350 set out a number of basic
procedures. One of the crucial moments in the life of a bankruptcy case is the initial meeting of
creditors that §341 requires. In a Chapter 7 case, for 12example, the creditors elect a trustee
during the §341 meeting. They also decide, under §705(a), whether to form a creditors’
committee to monitor the course of the case. The bankruptcy judge is forbidden from attending
the §341 meeting. Under the 1898 Bankruptcy Act, bankruptcy judges became closely involved
in the administration of the bankruptcy case. Many thought that this involvement prevented them
from having the degree of detachment needed to decide disputes between the parties. Since
1978, however, increasing concerns about the length of many bankruptcy cases have led to a
number of changes, principally in §105, to expedite cases. Bankruptcy judges must, for
example, hold such status conferences as are necessary to further the expeditious and
economical resolution of the case. Bankruptcy judges, however, are not reverting to their earlier
roles as much as they are adopting the case management practices that have become common-
place in federal district courts.Because even the simplest bankruptcy cases take time, rules are
necessary to allow the trustee (and the debtor in possession) to act and to keep the creditors
from taking matters into their own hands. These rules are largely the province of §361 through
§366. By far the most important of these sections is §362, which imposes an automatic stay on
all creditors. It requires creditors to cease all debt collection efforts the moment a petition is filed.
The automatic stay looms so large that it is easy to forget that the stay is simply a presumption.
The court can lift the stay whenever a creditor shows that there is cause or that its interest is
inadequately protected. Moreover, a court has the power under §105 to stay actions that do not
come within the scope of §362 as long as a policy embraced in some other part of the
Bankruptcy Code justifies it. Sections 363 and 364 authorize the trustee (and hence the debtor
in possession in Chapter 11 cases) to sell, use, and lease property and to borrow money. When
these transactions fall outside the ordinary course of business, however, the Bankruptcy Code
requires notice and a hearing and may impose other requirements as well.A crucial step in any
bankruptcy case is to identify the claims against the debtor and the assets owned by the debtor.
Chapter 5 of the Bankruptcy Code tells us how to go about doing this. Sections 501 through 510
focus on claims against the estate. Among other things, this part of the Bankruptcy Code
embraces the idea that the general creditors must bear the costs the debtor incurs during the
course of the bankruptcy case. Under §507(a)(1), these costs are paid off first, and the
remainder is divided among the general creditors. These costs, 13called administrative expense
claims, include the expenses of the bankruptcy proceeding proper and those of running the
business in the meantime.This assumption underlying administrative expenses—that



bankruptcy is run for the benefit of general creditors—is at times out of step with current
practice. Many large businesses enter Chapter 11 with insufficient resources to pay secured
creditors in full. The costs of administering the case must necessarily come from the secured
creditors. The trustee enjoys a limited ability to charge the assets under §506(c), but it is more
common for the secured creditor to allow the expenses of administration to be “carved out” of its
collateral. The exact shape of the carve out in each case is negotiated at the start of the case as
part of the cash collateral order or the debtor-in-possession financing agreement.11Section 506
addresses the rights of a creditor who has properly perfected a security interest in collateral.
(Perfection has a singular meaning in bankruptcy. To have a perfected interest a creditor must
ordinarily give the world notice of the property claim. A mortgagee must typically record its
interest in the local real estate records. A creditor with a security interest in personal property
must typically file a financing statement in the secretary of state’s office.) Outside of bankruptcy,
a creditor with a properly perfected security interest in collateral is entitled to be paid to the
extent of the value of the collateral before other creditors. As a general matter, properly
perfected secured creditors beat (or, to use the words lawyers commonly employ, prime or
trump) the rights of general creditors in bankruptcy as well. The secured creditor, however, has a
right to priority only to the extent of the value of its collateral. It may not be able to take
possession of the collateral itself. If the collateral is worth more than the amount of the debt (that
is, if the creditor is oversecured), the creditor has a secured claim equal to the amount of the
debt. In addition, §506(b) allows the creditor to enjoy interest on its claim during bankruptcy and
also to be paid any reasonable expenses it incurs. The oversecured creditor, however, must
have obliged the debtor to pay for the expenses in the security agreement.1214If the collateral is
worth less than the amount of the debt (that is, if the claim is undersecured), the claim is
bifurcated under §506(a). The creditor has a secured claim equal to the value of the collateral
and an unsecured claim for the difference. It also has rights against particular assets by virtue of
its security interest in those assets. In a simple Chapter 7 liquidation, the security interest—the
lien—may simply pass through bankruptcy.Suppose a bank lends a debtor $100 and takes a
security interest in a piece of real property that the debtor owns. A subsequent recession causes
the property value to drop to $25, and the debtor files a Chapter 7 petition. Because the debt
exceeds the value of the land, the trustee cannot possibly benefit the general creditors by
keeping the property. The trustee may therefore give the property back (or abandon it, to use the
language of §554) to the debtor. The Bankruptcy Code provides that the debtor’s personal
liability to the bank and all other creditors is discharged. The bank, however, remains free to
foreclose on the land once it is in the debtor’s hands because the lien survives (or passes
through) bankruptcy. The doctrine of lien pass-through was first set out in Long v. Bullard.13 The
scope of this principle of lien pass-through, however, is more limited than it might appear
because of special treatment provided for liens in Chapters 11 and 13.Sections 541 through 560
establish what assets the estate has. These provisions are built on the central idea that one
must begin with the set of rights and obligations that exist outside of bankruptcy and then



identify specific bankruptcy policies that require departing from the nonbankruptcy baseline.
Section 541 defines the central concept of the property of the estate. The trustee (or the debtor
in possession) is charged with assembling the assets that are available to meet the creditors’
claims and then distributing them. These assets, called the property of the estate, form the
bankruptcy estate. Section 541 draws a sharp distinction between individuals and corporations.
The future income of individuals does not become property of the estate, while the future
income of a corporation does. Drawing this distinction is a crucial feature of bankruptcy’s fresh
start for individual debtors, and it is the focus of the next chapter of this book.In many cases,
property to which the creditors of a debtor are entitled is property to which a third party lays
claim. In these cases, the trustee may have to bring an action to vindicate the creditors’ right to
15the property. If the debtor itself could have brought the cause of action, the property is
deemed property of the estate under §541. In other cases, the trustee must exercise one of the
so-called avoiding powers. Section 544(a) is the “strong arm” power of the trustee. Using it the
trustee may, for example, set aside unperfected security interests. A creditor who takes collateral
may not be able to take the collateral in bankruptcy if it has failed to record its interest through a
public filing.The avoiding powers also allow the trustee to set aside fraudulent conveyances, a
power creditors generally enjoy outside of bankruptcy. These include transfers made and
obligations incurred for less than reasonably equivalent value while the debtor was insolvent and
those done with the intent to hinder, delay, or defraud creditors. §548. Such transactions include
not only instances of outright fraud but also those that bear “badges of fraud,” indicia suggesting
that the transactions had no legitimate business purpose and were aimed instead at thwarting
the creditors’ ability to be repaid. Another provision allows the trustee to set aside transfers that
were made to a creditor on the eve of bankruptcy. §547. This policy against preferential transfers
prevents creditors from racing to the assets when they know bankruptcy is on the horizon.The
general provisions of the Bankruptcy Code in Chapters 1, 3, and 5 are not perfectly organized. A
number of provisions could well have been placed elsewhere. Section 108, for example, gives
the trustee a grace period for taking certain actions. Because the consequences of failing to take
action often turn on whether the automatic stay is implicated, this provision is best read in
conjunction with §362. Section 365, which deals with executory contracts, is perhaps the
provision most conspicuously out of place. Executory contracts inherently involve mutual rights
and obligations between a debtor and a third party. They are best seen as combinations of
claims and assets. Executory contracts are claims against the estate because they give a third
party rights against the debtor. They are simultaneously assets of the estate because they give
the debtor rights against a third party. Because both claims and assets fall within the ambit of
Chapter 5 of the Bankruptcy Code, the section on executory contracts belongs there. The failure
to put §365 in the correct place should not, in principle, affect how it is interpreted, but its faulty
positioning may have compounded the difficulties lawyers and judges have faced in applying it
consistently.The remaining chapters in Title 11 set out the different kinds of bankruptcy cases.
Chapter 9 is reserved for municipalities. Under §101, municipality means “any political



subdivision or public agency or 16instrumentality of a State.” In addition to cities and towns,
debtors in Chapter 9 may include water and power districts. Chapter 9 has not been widely used
since the Great Depression, but the bankruptcy filing by the city of Detroit in 2013 may be the
harbinger of a new era as municipalities confront the enormous pension burdens and other
obligations owed to their workers.Municipal bankruptcies have a dynamic entirely different from
other types. The substantive provisions of Chapter 9 are largely the same, but the rights of
creditors against a municipality depart strikingly from their rights against ordinary creditors.
Outside of bankruptcy, the law typically provides that the assets that might have value, such as
the town hall or the fire trucks, are not owned by the city itself, but rather held in trust by the city
for the benefit of its citizens. Creditors cannot look to these assets for payment, but must instead
look to the tax revenues of the city. Reaching these is notoriously hard. As Justice Frank-furter
famously observed:The principal asset of a municipality is its taxing power and that, unlike an
asset of a private corporation, cannot be available for distribution. An unsecured municipal
security is therefore merely a draft on the good faith of a municipality in exercising its taxing
power.14Even apart from the willingness of a municipality to exercise it, the taxing power is itself
limited. If taxes rise too much relative to those elsewhere, citizens will simply leave. There is a
natural ceiling on the amount that can be raised to pay debts in addition to what is needed to
provide basic municipal services. This ceiling is likely to be especially low in a city such as
Detroit where the population has declined precipitously. It is not obvious how it can support its
existing infrastructure, quite apart from its debt burden. Such constraints provide the backdrop
against which Chapter 9 operates.To confirm a Chapter 9 plan, the court must find that the plan
complies with many of the same standards as a plan under Chapter 11, but because of the
different rights creditors have against the municipality under nonbankruptcy law, they have
acquired a different gloss. The requirement that the plan be “fair and equitable” requires
complying with the absolute priority rule in Chapter 11, but in the context of municipal
bankruptcy, it requires instead that “the payments provided 17for in the plan of composition are
all that the [municipality] is reasonably able to pay in the circumstances.”15The provisions of
Chapter 9 are neither long nor complicated. Section 901 identifies the general provisions of the
Bankruptcy Code that apply. Most significantly, §1113 does not apply in Chapter 9 cases.
Hence, a municipality in Chapter 9 has correspondingly more freedom to reject collective
bargaining agreements than a corporation in Chapter 11.16 The interaction between federal
bankruptcy law and non-bankruptcy state law, such as the state’s laws governing a
municipality’s pension obligations, remains largely unexplored.Chapter 15 provides firms whose
business is centered in another jurisdiction with a way to sort out their rights in this country in
conjunction with an insolvency proceeding in another jurisdiction. It is based on the Model Law
on Cross Border Insolvency. It allows a foreign proceeding to extend its reach and take
advantage of the automatic stay and gain control of assets located in the United States. The
provisions are largely procedural, and many of the substantive consequences of cross-border
insolvencies remain largely unchartered.17 The bankruptcy court has the power to grant



“appropriate relief” at the request of the foreign representative, taking into account the general
principles of comity. §1507. Bankruptcy judges are willing to defer to the substantive insolvency
law of other jurisdictions.18 There are, however, limits. In a recent case, for example, the court
refused to respect a plan that was confirmed under Mexican law under dubious circumstances.
Among other things, it released third party non-debtors from liability in a way that inured to the
benefit of the insiders promoting the plan. Such a plan would emphatically not be allowed under
domestic law.19Individuals and corporations can usually choose to file under one of several
different chapters. An individual debtor will most often choose Chapter 7 or Chapter 13. An
ordinary corporation can file either a Chapter 7 petition or a Chapter 11 petition. The kind of
bankruptcy petition that is brought depends on the goals of the person filing the 18petition. The
court, however, enjoys a broad power to convert a case brought under one chapter into a case
brought under another. Moreover, under §706(a) the debtor can convert a case that creditors file
under Chapter 7 to one under Chapter 11.As we shall discover below in chapter 2, Chapter 7
tries to distinguish the honest but unfortunate flesh-and-blood debtors from those who can repay
their debts or whose use of Chapter 7 would be abusive. An individual who is hopelessly in debt
with only a modest income needs a fresh start. She should be able to file a Chapter 7
bankruptcy petition, give up nonexempt assets, and walk away from prebankruptcy obligations.
Someone who makes enough to repay creditors a substantial sum should not be able to use
bankruptcy to escape her obligations. Section 707(b) implements a “means test” that attempts to
distinguish the two types of debtors from one another. Section 727 gives the honest but
unfortunate debtor a discharge. Because future income of an individual does not become
property of the estate under §541, the effect of §727 is to give the individual debtor the right to
enjoy future income free of creditors’ claims.Section 726 sets out how the debtor’s property is
divided among the creditors, but this section and others dealing with the administration of the
estate in Chapter 7 often have little relevance in the case of the individual debtor. Individuals
who file for bankruptcy typically have few unencumbered hard assets. Their largest asset is their
human capital, their ability to earn money in the future. The principal policy choice is deciding
which debtors should be able to enjoy their future earnings free of the claims of
creditors.Chapter 13 also provides individuals with a substantive fresh start, but it takes a
different shape. It is useful for debtors who are not eligible for Chapter 7 or who have substantial
assets. Chapter 13 allows an individual to keep all assets, but in return the debtor must create a
plan under which creditors receive as much out of the debtor’s future income as they would have
received had the debtor filed under Chapter 7.Like individuals, corporations may file under
Chapter 7. In many cases, a corporation finds itself in Chapter 7 only after first having tried
unsuccessfully to reorganize under Chapter 11. See §1112(b). These cases have nothing to do
with giving an individual a fresh start. Chapter 7 offers no discharge to a corporation. In a typical
corporate Chapter 7 case, the business has ceased its operations or will cease them in short
order. Any assets remaining after the secured creditors take their collateral usually go to the tax
collector, who enjoys a special 19priority under §507(a)(8). The purpose of allowing



corporations to file Chapter 7 petitions is not to give ordinary general creditors assets but to
assure creditors that there is nothing worth pursuing. A Chapter 7 petition is the easiest way for
corporate managers, who are being constantly harassed, to convince a corporation’s creditors
that the corporation has no assets and lawsuits are pointless. The bankruptcy process can offer
scrutiny of the debtor’s overall health not otherwise available to individual creditors.Liquidation
under Chapter 7 does not require that all the assets be broken up and sold piecemeal. To the
contrary, the trustee is obliged to sell the assets for as much as possible, and sometimes this
means selling the assets together as a going concern. In practice, however, operating
businesses rarely file Chapter 7 petitions. Those in control of the corporation outside of
bankruptcy usually want to retain that control in bankruptcy. Chapter 11 allows the retention of
control, while Chapter 7 requires the appointment of a trustee to manage the affairs of the
business.It is worth noting that the creditors of large corporations exercise considerable control
outside of bankruptcy when the business becomes financially distressed, and they retain much
of this control inside of bankruptcy. Indeed, the existing managers are often sufficiently beholden
to them that major creditors typically do not demand the appointment of a trustee in Chapter 11
even when the presence of fraud, such as we saw in Enron or WorldCom, gives them an
unequivocal right to do so.Chapter 11 is the vehicle designed to straighten out the affairs of
corporations in financial distress. When the corporation cannot continue as a going concern,
Chapter 11 provides a mechanism for shutting it down and sorting out its financial affairs in a
coherent way. Chapter 11 is better suited than Chapter 7 for corporations that are dissolving
when there are problems beyond the simple sale of assets. Consider the following case. Apart
from a secured creditor that has repossessed its collateral, the only other creditor is the Internal
Revenue Service, which is owed Federal Insurance Contributions Act (FICA) and withholding
taxes. The owner-managers of the business are personally (and potentially criminally) liable for
these taxes, and they have filed Chapter 11 petitions as well. (Individuals are eligible for Chapter
11 relief, but apart from cases in which the debtor’s affairs are tied up with those of a business,
Chapter 13 or Chapter 7 is a more attractive place to resolve their financial problems.) We need
to sort out who is going to pay what and on what schedule. In such situations, 20Chapter 11 is
often the forum of choice for both the debtors and the IRS. If no one asks for the case to be
dismissed or converted, the court is unlikely to do so.In many large bankruptcy cases, the
petition is filed because the bankruptcy forum provides a straightforward way to sell the business
as a going concern. Chapter 11 allows such sales and gives buyers confidence that they will
acquire clean title. Finally, Chapter 11 provides a forum for a business that will be kept in intact
but needs a new capital structure. Past misfortunes may have left it unable to meet its
obligations, but its assets are being put to their best use. By scaling back the business’s fixed
obligations the creditors as a group are left better off.Chapter 11 replaced Chapters X, XI, and
XII of the old Bankruptcy Act. (The convention is to use Roman numerals for chapters of the
1898 Act and Arabic numerals for those of the 1978 Code.) In Chapter 11, the debtor in
possession rather than the trustee ordinarily continues to run the business. When the debtor is a



substantial operating company with a decent chance of surviving as a going concern, enough
may be at stake so that the general creditors play an active role. In many Chapter 11 cases,
however, the capital structure consists of two or more layers of secured debt. In the absence of
any unencumbered assets (such as avoidance actions), the general creditors are likely to play
only a small role, if any.In theory, the United States Trustee chooses a committee of creditors at
the start of every Chapter 11 case, but the committee is active only in cases in which enough is
at stake. Section 1102(b) suggests that the creditors’ committee consist of creditors who hold
the seven largest claims and are willing to serve. In practice, however, the United States Trustee
often attempts to find a “representative” creditors’ committee, and §1102(a)(4) allows a small
business to insist on becoming a member if its claim against the debtor is large enough to put its
own survival at risk. The creditors’ committee in Chapter 11 may also consist of the members of
a committee organized by creditors before the case begins, if that committee is fairly chosen and
represents the different kinds of claims that exist. The United States Trustee thus often looks well
beyond the seven largest creditors because they may look more like each other than the class of
general creditors as a whole. In the largest cases, there may be multiple committees of creditors
as well as a committee of the equityholders.Serving on a creditors’ committee can be a mixed
blessing. Doing so ensures that one is close to the action and knows what is going on. 21But
one may receive information that the debtor considers confidential, and this may interfere with a
creditor’s ability to act (such as its ability to sell its claim or buy additional ones). Moreover,
service on the committee is time consuming. Creditors’ committees in Chapter 11 cases (unlike
committees in Chapter 7) can retain professionals such as lawyers and accountants, and the
cost of hiring them is an administrative expense entitled to priority under §507. The creditors
themselves, however, are not compensated for their efforts. Moreover, as a member of the
committee, a creditor is charged with looking out not only for its own interests but also for those
of the other general creditors. Creditors who actively participate in the case may be subject to
disclosure obligations even if they are not members of an official committee.20Section 1104
allows the court to appoint an examiner, who may be given the powers of the trustee; the United
States Trustee chooses the examiner, subject to court approval. An examiner may be retained
simply to mediate between the various factions. Examiners are sometimes appointed to
investigate whether the debtor should bring a cause of action (such as a fraudulent conveyance
action against shareholders) that the debtor in possession might not pursue as vigorously
because of its conflict of interest. Such investigations can be enormously expensive and risk
duplicating work already done or that will be done subsequently when the action is brought. But
they can also lead to substantial recoveries for creditors. In the bankruptcy of Enron, for
example, the examiner’s investigation cost nearly $100 million and occupied dozens of lawyers
and professionals for nearly two years, but the ensuing settlements exceeded $1 billion.One of
the debtor’s most important rights in Chapter 11 is its exclusive right to propose a plan of
reorganization for the first 120 days after the filing of the petition. The court may extend this
period for up to 18 months. If the debtor does propose a plan, it has another 60 days to secure



its acceptance under §1121(c)(3). When exclusivity expires, any party in interest can file a plan.
If more than one plan meets all the rules of Chapter 11, then §1129(c) directs the bankruptcy
judge to consider the “preferences of creditors and equity security holders in determining which
plan to confirm.” Terminating the exclusivity period 22can lead to the proposal and eventual
confirmation of a liquidating plan of reorganization. From the perspective of a secured creditor,
terminating exclusivity in such a case has the same effect as lifting the automatic
stay.Recognizing that they lack the ability to gather detailed information about a business’s
operations, bankruptcy judges try to ensure that sensible decisions are made about the debtor’s
assets by establishing clear benchmarks and taking decisive action when the debtor fails to
meet them. At the start of the case, the principal lender may ask that the stay be lifted so it can
foreclose on the collateral. The debtor’s managers might argue that the stay should continue
because the business can be sold as a going concern to another company. The bankruptcy
judge might turn down the secured creditor’s lift-stay motion but rule that the motion will be
granted six weeks hence if no buyer appears in the interim.The Chapter 11 debtor spends much
of its time negotiating with its postbankruptcy suppliers of goods, services, and capital
equipment. Chapter 11 provides a forum for the renegotiation of leases, contracts, and labor
agreements. Sometimes, the negotiations are indistinguishable from those that take place
outside of bankruptcy. Rules ensure that the third party possesses rights that correspond as
closely as possible to the rights it would have enjoyed outside of bankruptcy. The rules in §1110
governing aircraft leases are a good example. In other situations, Chapter 11 provides rules that
enhance the debtor’s bargaining position dramatically relative to the nonbankruptcy baseline.
Under such rules, creditors benefit at the expense of third parties relative to the nonbankruptcy
baseline. The treatment of collective bargaining agreements under §1113 is a telling example.
Negotiations in bankruptcy, however, all tend to have the same effect on the operations of the
business going forward. The business that reorganizes in Chapter 11 successfully leaves with a
new set of contracts under which it is paying something like the market price for its labor, capital,
and material. If a business cannot compete effectively under these circumstances, it is unlikely
to survive in a market economy.Sections 1122 through 1129 establish the structure for
negotiations among creditors. These sections set out the procedural rights of all the players and
their substantive rights in the event they fail to reach agreement. These various rights, the most
important of which are in §1129, embody a general principle known as the absolute priority rule.
This rule tries to ensure that creditors in bankruptcy are paid according to their nonbankruptcy
priorities. The debtor’s ability to impose a 23plan over the creditors’ objection by satisfying the
absolute priority rule is known aptly as the debtor’s cramdown power.Sections 1141 through
1146 govern the discharge of old claims and the implementation of the reorganization plan. Just
as the discharge provision of §727 in the case of the individual debtor had to be read in
conjunction with the exclusion of individual income from property of the estate under §541, the
discharge provision in §1141 must be read in conjunction with the absolute priority rule.
Together, the discharge of debt and the absolute priority rule implement the central aim of



Chapter 11. They ensure that businesses worth keeping intact remain so, despite the incentives
each creditor has to look out for its own interest rather than the collective interest of all the
creditors.The Bankruptcy ForumThe Bankruptcy Code is designed so that the debtor’s affairs
can be sorted out in a single forum. Unlike a federal court sitting in a diversity case, the
bankruptcy court has nationwide jurisdiction. Even a creditor who does not have the minimum
contacts with California to make it amenable to suit in state court must still file its claim in the
bankruptcy court in California if the debtor has chosen to file its petition there.21 Proper venue
for filing a bankruptcy petition includes state of incorporation.22 Because many large
businesses are incorporated under or have an affiliate incorporated under Delaware or New York
law, large bankruptcy cases are often filed there.A number of constraints prevent the goal of a
single forum from being fully realized. Article III of the U.S. Constitution limits what bankruptcy
judges can do given that they do not have life tenure. The jury trial right in the Seventh
Amendment limits the ability to resolve disputes expeditiously. The sovereign immunity a state
enjoys under the Eleventh Amendment might limit the bankruptcy court’s power to resolve
disputes when the state is asserting its rights as a creditor. Let us look at each of these
constitutional limitations more closely.In eighteenth-century England, the Chancellor appointed
commissioners to do much of the work of gathering and administering a bankruptcy estate.
Because they were not judges, what these commissioners did cannot be considered an exercise
of the judicial power. 24Modern bankruptcy judges likewise oversee the administration of the
bankruptcy estate. They do not enjoy lifelong appointments and cannot exercise “judicial power”
within the meaning of Article III.23 Disappointed litigants have a right to de novo review in the
district courts for matters that are not central to the administration of the bankruptcy case.The
Seventh Amendment requires that the right to a jury trial be preserved in federal court for suits at
common law when the amount in controversy exceeds $20. Many of the questions in a
bankruptcy case, including whether a particular person has a claim against the debtor, would be
the basis of suits at common law if brought outside of bankruptcy. It does not follow, however,
that all such claims give rise to a right to a jury trial. A bankruptcy court is a court of equity, and it
has the right to use “chancery methods” to decide matters that are central to the bankruptcy
process.24 Other actions, such as fraudulent conveyance suits against third parties, retain their
common law character and must be tried by jury unless both parties consent to have the judge
decide the dispute.25 Under 28 U.S.C. §157(e), if a right to a jury trial exists, the bankruptcy
judge may conduct the trial only by special designation of the district judge and only if the parties
again give their express consent.The Constitution affects the forum in which bankruptcy
disputes are tried in a third way. A state can also appear as a simple creditor. For example, it may
allege that the debtor owes sales taxes. Alternatively, the debtor may argue that a provision of
the Bankruptcy Code, such as §1146, entitles it to a refund of taxes it has already paid. A state is
ordinarily immune from suit under the Eleventh Amendment and ordinarily restricts the ability of
a litigant to bring it into a forum of its choosing. This limitation, however, matters less than it
might seem. Congress’s power to enact uniform bankruptcy laws significantly limits the scope of



sovereign immunity.26While it may not be possible to resolve the debtor’s affairs in a single
forum, most of what we shall study plays out in the bankruptcy court and is subject only to
appellate review. It is useful to spend some 25time to see how the rules of procedure bring this
about, despite the limitations outlined above.Federal district courts have original and exclusive
jurisdiction over all “cases” under Title 11.27 The entire process the bankruptcy petition triggers
is considered a “case” and thus may be filed only in a federal district court (as opposed to, say, a
state court). Section 1334 also gives the district courts original (but not exclusive) jurisdiction
over all “civil proceedings” arising under Title 11 or arising in or related to cases under Title 11. A
controversy such as a fraudulent conveyance action that takes place in the course of settling a
debtor’s affairs is considered a “proceeding.”Bankruptcy jurisdiction can extend to parties who
are neither creditors nor debtors when the dispute is related to a case under Title 11. The reach
of related jurisdiction has been broadly defined. Courts sometimes ask simply “whether the
outcome of the proceeding could conceivably have any effect upon the estate being
administered in bankruptcy.”28 Courts, however, will typically find that the power does not
extend to matters that might lead the losing party to seek indemnification from the debtor.29 A
claim that a creditor has against a guarantor of the debtor that would have no impact on the
estate is an example of an action that falls outside the jurisdictional reach of §1334.Bankruptcy
courts are adjuncts of the district courts, and §1334 must be read in conjunction with §157(a) of
Title 28. Section 157 allows the district court to “refer” any or all bankruptcy cases to bankruptcy
judges. It also provides that the district court may refer any or all proceedings arising under the
Bankruptcy Code, or arising in or related to a bankruptcy case, to bankruptcy judges. In all
district courts this practice is firmly institutionalized. Bankruptcy petitions are, as a practical
matter, filed in the bankruptcy courts. The purpose of this circumlocution is to ensure that the
dictates of Article III are satisfied. The bankruptcy judge is not acting autonomously and is not
exercising judicial power because the bankruptcy judge is merely an adjunct to the district court.
Just as a court of equity can appoint a special master, 26the reasoning goes, the district court
can choose to delegate bankruptcy cases to bankruptcy judges.The idea that the district courts
have jurisdiction over bankruptcy cases and proceedings is not entirely a formal fiction. Although
everything is routinely referred to the bankruptcy courts, §157(d) gives the district judge the
power to withdraw the reference in any particular case or proceeding, in whole or in part, for
cause. The district court can act either on its own motion or on a timely motion of any party.
Although district courts rarely want to hear bankruptcy disputes, they have withdrawn the
reference in some important cases.Withdrawal of the reference is mandatory after a timely
motion when “resolution of the proceeding requires consideration of both Title 11 and other laws
of the United States regulating organizations or activities affecting interstate commerce.”
§157(d). This provision has been read narrowly, as it must be, given that so many disputes in a
bankruptcy case involve consideration of federal laws that affect interstate commerce. Courts
frequently use a substantial-and-material test: withdrawal is mandatory only when the issues
presented require a significant interpretation of federal laws, not when what is presented is the



straightforward application of federal law to a particular set of facts. A difficult controversy
involving the reach of a complex statute is potentially a subject of mandatory withdrawal, but
even then the district court may remand to the bankruptcy court for submission of proposed
findings of fact and conclusions of law under §157(c)(1).Once a case is referred to a bankruptcy
judge, many decisions are subject only to appellate review by the district court. Section 157 tells
us that bankruptcy judges “may hear and determine all cases under the Bankruptcy Code”
referred to them, subject to appellate review under 28 U.S.C. §158. Case is used in the technical
sense here and refers only to the process that begins with the bankruptcy petition. Individual
disputes arise during the debtor’s course through bankruptcy are proceedings. When these
proceedings are central to the administration of the case (or, to use the term in Title 28, when
they are core), the bankruptcy judge is again subject only to appellate review. Core proceedings
include confirmation of plans, matters concerning the administration of the estate, and the
allowance or disallowance of claims against the estate.Section 157(b)(2) contains a list of core
proceedings, but this list is neither exhaustive nor entirely accurate. As the Supreme Court made
clear in Stern v. Marshall, some proceedings §157(b)(2) defines as “core” require de novo review
by an Article III judge nevertheless. 27These include counterclaims against third parties and may
also include fraudulent conveyance actions. In such situations, the bankruptcy court can, as with
noncore matters, make proposed findings of fact and conclusions of law that the district court
then reviews de novo.30Section 157(c)(2) allows the court to refer a proceeding to the
bankruptcy judge with the consent of the parties, subject to the review provided in §158. Under
28 U.S.C. §158(a), the district courts “have jurisdiction to hear appeals … from final judgments,
orders, and decrees” of the bankruptcy court. Consent is routine in large cases heard by highly
respected bankruptcy judges. As long as consent suffices to cure the bankruptcy judge’s
inability to exercise the “judicial power,” the problems posed by cases such as Stern v. Marshall
largely disappear.The language of §158(a) introduces a complication. It grants district judges
“jurisdiction” to hear “appeals.” This language implies that bankruptcy judges possess original
jurisdiction. It is a matter of hornbook law, however, that parties cannot create subject matter
jurisdiction by consent. The consequences go beyond the interests of the parties themselves.
State courts must obey the decisions of a judge with jurisdiction. A court with jurisdiction can
issue writs of execution and call upon the coercive hand of the state to enforce its orders. Parties
can agree to arbitration, but the arbitrator’s decision is just so much talk until it is docketed in the
district court.Those who defend the status quo argue that subject matter jurisdiction resides at
all times in the district court under §1334. The bankruptcy judge acts under the aegis of the
district court. Its orders are in essence decisions of the district court. The distinction between the
bankruptcy court’s docket and the district court’s docket is entirely formal. The former is merely
part of the later.The courts of appeals have jurisdiction to hear appeals from final decisions,
judgments, orders, and decrees under 28 U.S.C. §158(d). Determining a final judgment for
purposes of 28 U.S.C. §158(d) has proven difficult. Suppose there is a final judgment in the
bankruptcy court, and the district court hears the appeal and remands to the bankruptcy court.



Courts are divided on whether an appeal can be taken to the court of appeals. Section 158(d)
does not tell us explicitly whether it is sufficient that the bankruptcy judge’s decision be final or
whether 28the district court’s decision must be final as well. Most courts recognize that a district
court’s order generally is not final if it remands the dispute to the bankruptcy court and requires
the bankruptcy court to make factual findings or exercise its discretion.31 Some courts, however,
have found that bankruptcy requires a more relaxed standard of finality than ordinary federal civil
litigation.32The uncertainty in the meaning of finality in §158(d) can put lawyers in the awkward
position of having to choose between appealing a decision that may prove to be interlocutory or
waiving the right altogether if it later proves to have been a final order. Section 158(d), however,
does not displace the ordinary rules governing appeals from the district court, and §1292(b)
mitigates this problem to some extent. This section allows a court of appeals, in its discretion, to
review an interlocutory order, provided the district judge finds that at issue is a controlling
question of law as to which there is substantial ground for difference of opinion and that an
immediate appeal may materially advance the ultimate termination of the litigation.33This review
of appellate review of bankruptcy court decisions, however, is somewhat misleading. Appellate
review takes time, and most of the important decisions in a bankruptcy case—whether the
business should be shut down or whether the managers should be given another month to turn
the operation around—are time sensitive and thus essentially unreviewable. How long to wait
before taking action becomes a moot point well before the appellate court can hear the case.
When a bankruptcy court confirms a plan, those who object may enjoy little appellate review as
a practical matter. Even if there are significant issues in doubt, a court may require appellants to
post a bond in order to obtain a stay.34 And if there is no stay, there may be no easy way to
unscramble things after the fact. While the issue is not formally moot, it may have become
“equitably moot” as a court can fashion no meaningful relief.3529The practical effect of all this is
to grant the bankruptcy judge enormous power. From the perspective of financial institutions that
have done business with the debtor in the past and expect to continue to do business with it,
Chapter 11 is an attractive venue only if the decisions of the bankruptcy judge are predictable.
For this reason among others, Delaware and the Southern District of New York have become the
venue of choice for many large corporations in bankruptcy.The Bankruptcy Rules establish the
procedures used in the bankruptcy courts. They do not change the substantive rules of the
Bankruptcy Code, but they do affect how the issues are shaped. For example, they distinguish
the types of hearings that take place before the bankruptcy judge. One type of hearing, called an
adversary proceeding, is conducted under much the same rules as any other civil dispute. Many
sections of the Federal Rules of Civil Procedure that govern pleading, joinder, depositions,
interrogatories, and summary judgment have been incorporated into the bankruptcy rules
governing adversary proceedings. In Chapter 11 cases, the typical adversary proceeding is a
preference or fraudulent conveyance action. For individuals in Chapter 7, an adversary
proceeding usually concerns the dischargeability of a particular debt.Whenever an actual
dispute before the bankruptcy court is not an adversary proceeding, it is a contested matter.



Among the most common is a motion to lift the automatic stay. The procedures for contested
matters are more streamlined and are set out in Bankruptcy Rule 9014. For example, no
response is required in a contested matter unless the court orders an answer to a motion. The
court, however, has the power to invoke the more elaborate rules for adversary proceedings in
contested matters when appropriate.Bankruptcy courts also have the inherent power under
§105 to impose sanctions in order to maintain control of their courtrooms and of their dockets.36
Moreover, Rule 11 or its counterpart under the Bankruptcy Rules, Rule 9011, is available at
every stage of bankruptcy litigation. In addition, §362(k) of the Bankruptcy Code explicitly grants
30the bankruptcy court the power to award actual and punitive damages to an individual injured
by any violation of the automatic stay.37Other Insolvency ForumsThe layperson often equates
bankruptcy with business failure. Bankruptcy, however, is only a small part of the story. Hundreds
of thousands of businesses close their door every year. Some have no creditors or owe them
nothing. In other cases, creditors walk away without invoking any legal proceeding at all. In the
vast majority of cases in which a business encounters financial distress and seeks legal relief,
state law remedies prove adequate. For many small businesses, a state law procedure known as
an assignment for the benefit of creditors provides a means of selling the assets of a business
cheaply and quickly. In some jurisdictions, these take place without judicial over-sight. They are
especially useful when the business is small and those running the business can work and deal
effectively with the senior lender. (Indeed, in many cases, the senior lender is the higher bidder
at the sale and keeps the existing managers on.)Even for large businesses, bankruptcy often
proves a costly option that parties want to avoid if they can. In many instances, restructurings or
sales are possible outside of bankruptcy. By the time large firms encounter difficulties, the
players are investors who specialize in holding distressed debt. There may be few enough so
that a deal among them is possible. The fate awaiting each in bankruptcy if they fail to reach a
deal forms the backdrop for these negotiations.In a number of cases, the deal struck has
enough loose ends that there is a pre-arranged bankruptcy in which the bankruptcy judge puts
her blessing on whatever deal is reached. Understanding what bankruptcy judges are and are
not willing to do is again essential.Those trained in bankruptcy are sometimes called upon to
work in wholly unfamiliar territory. Transnational cases arise in which the bankruptcy system of a
foreign jurisdiction come into play. A large business may have domestic subsidiaries that are
subject to entirely different insolvency regimes, such as insurance companies or banks. During
the financial crisis in 2008, bankruptcy professionals were heavily engaged in the bankruptcy of
Lehman Brothers, but they were 31equally involved in the restructuring of AIG, as well as Fannie
Mae and Freddie Mac.Part of the skill of the bankruptcy lawyer is being able to master such new
environments quickly. Title II of Dodd-Frank (known as the “Orderly Liquidation Authority”) was
passed in response to the failure of Lehman Brothers. It is an effort to forge a statutory regime
that combines elements of both banking regulation and Chapter 11. As it is new, every lawyer
confronting it finds herself in new terrain.At first blush, the Orderly Liquidation Authority is utterly
alien. The necessity for government intervention and the adaptation of a mechanism used for



failed banks introduces new terminology and, more importantly, a new decisionmaker. While
traditional bankruptcy law reflects a balance of power in which the debtor in possession, the
creditors’ committee, the lender that is financing the reorganization, and the bankruptcy judge
play discrete roles, this regime concentrates power in a single entity, the FDIC. The almost
complete absence of a judge is especially striking. The FDIC’s powers in this new domain
largely track its longstanding powers with respect to commercial banks under the Federal
Deposit Insurance Act (FDIA).Nevertheless, the mechanics of the new receivership process
incorporate basic bankruptcy principles. They effectively permit reorganization as well as
liquidation, debtor-in-possession financing, asset sales free and clear of existing liens, claw-
back of prepetition fraudulent and preferential transfers, and safe harbors for financial contracts.
It is possible—indeed essential—for the bankruptcy lawyer called upon to navigate this world to
find her way._____________________________1 Butner v. United States, 440 U.S. 48, 55
(1979).2 See, e.g., Law v. Siegel, 134 S. Ct. 1188 (2014). (In rejecting an argument based on
§105, the Court observed, “We have long held that whatever equitable powers remain in the
bankruptcy courts must and can only be exercised within the confines of the Bankruptcy Code.”)
(internal quotation marks omitted).3 United States v. Sutton, 786 F.2d 1305 (5th Cir. 1986).4
See, e.g., Fogel v. Zell, 221 F.3d 955 (7th Cir. 2000).5 339 U.S. 306, 314 (1950).6 See In re
Johns-Manville, 36 Bankr. 727 (Bankr. S.D.N.Y. 1984).7 See In re Integrated Telecom Express,
Inc., 384 F.3d 108 (3d Cir. 2004); In re SGL Carbon Corp., 200 F.3d 154 (3d Cir. 1999).8 See In
re Leslie Fay Companies, 175 Bankr. 525 (Bankr. S.D.N.Y. 1994). For a general discussion of the
law, see In re Gluth Bros. Constr., 459 Bankr. 351 (Bankr. N.D. Ill. 2011).9 United States v.
Gellene, 182 F.3d 578 (7th Cir. 1999) (lawyer at prominent New York firm sentenced to 15
months in prison for failing to disclose his firm’s representation of a major secured creditor in
another matter).10 See, e.g., In re Cybergenics, 330 F.3d 548 (3d Cir. 2003) (en banc). But see
In re Fox, 305 Bankr. 912 (Bankr. App. 10th Cir. 2004).11 Richard B. Levin, Almost All You Ever
Wanted to Know About Carve Out, 76 Am. Bankr. L.J. 445, 458 (2002).12 See United States v.
Ron Pair Enterprises, 489 U.S. 235 (1989).13 117 U.S. 617 (1886).14 Faitoute Iron & Steel Co. v.
City of Asbury Park, 316 U.S. 502, 509 (1942).15 Lorber v. Vista Irrigation, 127 F.2d 628, 639
(9th Cir. 1942).16 See In re City of Vallejo, 403 Bankr. 72 (Bankr. E.D. Cal. 2009).17 See, e.g., In
re Bear Stearns High-Grade Structured Credit Strategies Master Fund, LTD, 389 Bankr. 325
(S.D.N.Y. 2008).18 See, e.g., In re Sino-Forest Corporation, 501 Bankr. 655 (Bankr. S.D.N.Y.
2013); In re Metcalfe & Mansfield Alternative Investments, 421 Bankr. 685 (Bankr. S.D.N.Y.
2010).19 See, e.g., In re Vitro S.A.B. de C.V., 701 F.3d 1031 (5th Cir. 2012).20 See In re
Northwest Airlines Corp., 363 Bankr. 704 (Bankr. S.D.N.Y. 2007). Recent changes to Bankruptcy
Rule 2019 set out disclosure obligations of unofficial committees, but this rule does not limit the
disclosures that the bankruptcy judge may require.21 See Harder v. Desert Breezes Master
Association, 192 Bankr. 47 (N.D.N.Y. 1996).22 See 28 U.S.C. §1408.23 See Stern v. Marshall,
131 S. Ct. 2594 (2011); Northern Pipeline Construction Co. v. Marathon Pipe Line Co., 458 U.S.
50 (1982).24 See Barton v. Barbour, 104 U.S. 126, 134 (1881).25 Granfinanciera v. Nordberg,



492 U.S. 33 (1989).26 See Central Virginia Community College v. Katz, 546 U.S. 356 (2006).27
28 U.S.C. §1334.28 Kelley v. Nodine, 783 F.2d 626, 634 (6th Cir. 1986). See Lindsey v. O’Brien
(In re Dow Corning Corp.), 86 F.3d 482 (6th Cir. 1996).29 See In re Federal-Mogul Global, Inc.,
282 Bankr. 301 (Bank. D. Del. 2002).30 See Executive Benefits Insurance Agency v. Arkison (In
re Bellingham Insurance Agency, Inc.), — U.S. — (2014).31 See, e.g., In re XMH Corp., 647 F.3d
690 (7th Cir. 2011).32 See Buncher Co. v. Official Committee of Unsecured Creditors, 229 F.3d
245, 250 (3d Cir. 2000).33 Connecticut National Bank v. Germain, 503 U.S. 249 (1992).34 See,
e.g., ACC Bondholder Group v. Adelphia Communications Corp., 361 Bankr. 337 (S.D.N.Y.
2007).35 Appellate courts, however, may be showing greater reluctance to apply the doctrine of
equitable mootness. See, e.g., Bank of New York Trust Co. v. Official Unsecured Creditors’
Committee (In re Pacific Lumber Co.), 584 F.3d 229 (5th Cir. 2009); Search Market Direct, Inc. v.
Jubber (In re Paige), 584 F.3d 1327 (10th Cir. 2009).36 See United States v. Mourad, 289 F.3d
174 (1st Cir. 2002); In re Volpert, 110 F.3d 494 (7th Cir. 1997).37 Courts, however, are divided on
whether “individual” in this context means only human beings. See In re APF Co., 264 Bankr. 344
(Bankr. D. Del. 2001).32CHAPTER TWOThe Individual Debtor and the Fresh StartCreditor
Remedies and Debtor RightsIn our society, extensions of credit are woven into the fabric of
everyday life. We become indebted to the electric company every time we turn on a light switch.
We routinely use a credit card to buy a cup of coffee. Few of us could pay for our education or
buy a house if credit were not readily available. But borrowing carries with it the risk that we shall
not be able to repay what we owe. A person might be stricken with a catastrophic illness or lose
a well-paying job and be unable to cut back on expenses before being overwhelmed by debt.
Families with incomes of $30,000 a year, no matter how well intentioned, are not going to be
able to pay off $100,000 in debt. They have no assets beyond clothes, a wedding ring, and some
household furniture. There are many honest, decent individuals who through improvidence or
bad luck end up owing their creditors more than they can ever repay.For more than a century,
our laws have granted such individuals a fresh start. They can file a bankruptcy petition,
discharge their debts, and start over again. More than a million individuals file bankruptcy
petitions each year. The overwhelming majority of these cases are short, uncomplicated affairs.
The debtors never appear in court, no creditor objects, and the court clerk is the only one who
ever sees the file. The system provides enormous benefits to the “honest but unfortunate
debtor”1 while imposing only a small cost on creditors. Having a debt you are owed discharged
matters relatively little if there is almost no chance you are going to be repaid anyway. You are
better off having the debtor’s affairs subjected to scrutiny by a trustee and walking
away.32CHAPTER TWOThe Individual Debtor and the Fresh StartCreditor Remedies and
Debtor RightsIn our society, extensions of credit are woven into the fabric of everyday life. We
become indebted to the electric company every time we turn on a light switch. We routinely use
a credit card to buy a cup of coffee. Few of us could pay for our education or buy a house if credit
were not readily available. But borrowing carries with it the risk that we shall not be able to repay
what we owe. A person might be stricken with a catastrophic illness or lose a well-paying job and



be unable to cut back on expenses before being overwhelmed by debt. Families with incomes of
$30,000 a year, no matter how well intentioned, are not going to be able to pay off $100,000 in
debt. They have no assets beyond clothes, a wedding ring, and some household furniture. There
are many honest, decent individuals who through improvidence or bad luck end up owing their
creditors more than they can ever repay.For more than a century, our laws have granted such
individuals a fresh start. They can file a bankruptcy petition, discharge their debts, and start over
again. More than a million individuals file bankruptcy petitions each year. The overwhelming
majority of these cases are short, uncomplicated affairs. The debtors never appear in court, no
creditor objects, and the court clerk is the only one who ever sees the file. The system provides
enormous benefits to the “honest but unfortunate debtor”1 while imposing only a small cost on
creditors. Having a debt you are owed discharged matters relatively little if there is almost no
chance you are going to be repaid anyway. You are better off having the debtor’s affairs
subjected to scrutiny by a trustee and walking away.
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Dave Anderson, “Perfect bankruptcy reference for a non-bankruptcy lawyer. I'm a tax lawyer who
sometimes needs to understand the basics of a bankruptcy rule. For example, in working on a
cancellation of debt issue, I recently realized I need to understand what bankruptcy lawyers
mean by saying a class of creditors is "impaired" or "unimpaired." This book is the perfect
solution -- in this example, it has a very nice 3 or 4 page discussion of the issue and some
conflicting court cases, and also explains the practical dynamics that come up because only an
"impaired" class can vote on whether the accept a plan of reorganization.A further practical
benefit is that citing (and even including a copy of a relevant discussion) from a standard but not
too complicated book like this -- as opposed to the gigantic "Collier on Bankruptcy" -- can be
quite persuasive to the other side. A related point is that Professor Baird is a highly respected
student of the bankruptcy process, making his views yet more persuasive.”

David, “Seriously so helpful!!!! If you are .... Seriously so helpful!!!! If you are using the Baird
book, definitely get this. It helps simplify the concepts and makes reading the casebook and
understanding the class way easier!”

Jojo, “Good but not perfect. Good, concise overview of bankruptcy law, but didn't map
completely onto my bankruptcy class so it wasn't as useful as it could have been. It also seems
like it could be better organized, but that might just be because I feel so lost in bankruptcy right
now.”

Cliente Ebook Library, “Five Stars. Really interesting book on some of the foundations of
bankruptcy”

Brian, “Good for bankruptcy law basics.. I am a paralegal and when the attorney I was working
for needed me to file a bankruptcy case I purchased this book. It was a good start, but I found
that I needed quite a bit more than the training provided. I needed a lot more experience drafting
petitions and training on bankruptcy software. I downloaded the trial version of best case
bankruptcy software and found out that I was still lost when actually preparing the petition. I
went on to get trained through 713training.com a bankruptcy training company. I am now self
employed just doing bankruptcies virtually for attorneys around the country thanks to that
training. I would recommend this book to anyone that needs the actual bankruptcy law training,
but in order to complete bankruptcy petitions I think you need a full training program.”
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