AMERICAN COLLEGE OF BANKRUPTCY

WASHINGTON, D.C.

MARCH 17, 2006

J. Ronald Trost

Cronin & Vris, LLP

380 Madison Avenue

24th Floor

New York, New York 10017

Prohibited or Authorized:  The Competing Views of Interpreting Chapter 11

[Ms. Holcome] “As you will see, Inspector [Benton-Smith], we’re just finishing our Saturday game of Scrabble.  It’s my turn to play and I have seven letters left.  My opponent has. . .

“Four, Madam.”

. . .“I’ve a feeling that there’s a seven letter word on my rack but I can’t get it.”  There was a pause while Miss Holcombe studied her tiles and began rearranging them on the rack.  Benton–Smith said quietly, “MEIOSIS1, madam.  The third line from the top on the right. . If you place it so that the second S is on the double over LACK, you get another twenty-two points for SLACK.  Then the M is on the double-letter square for six, and the seven-letter word is also on a double.”

Miss Holcombe made the calculations with surprising speed.  “Ninety-six in total, plus my two hundred and fifty-three.”  She turned to Roughtwood.  “I think that puts the result beyond cavil.  You take the score for your four away, Roughtwood, and what does that leave you with?”

“Two hundred and thirty-nine, madam, but I register an objection.  We have never said that help is permissible.  

“We’ve never said it isn’t.  We play by our own rules.  Whatever is not forbidden is allowable.  That is in accordance with the sound principle of English law that everything is permissible unless legally prohibited, compared with the practice in the mainland Europe where nothing is permitted unless legally sanctioned.”2
Why, you may ask, does Ms. Holcombe’s view on the rules of Scrabble have any relevance to bankruptcy law as practiced today? 

To justify her seeking help from Benton-Smith, Ms. Holcombe advanced her own Scrabble rule: Under English law, “everything is permissible unless legally prohibited” contrasted with the European Rule under which “nothing is permitted unless legally sanctioned”.

So, today, I propose to examine one issue: In looking for answers in the bankruptcy law as to what Chapter 11 permits, do we approach our inquiry by an interpretive rule that:

· Everything is permissible unless legally prohibited; or

· Nothing is permitted unless legally sanctioned.

A brief history of the evolution of the Bankruptcy Code
 is in order. Prior to the adoption of section 77B of the Bankruptcy Act of 1898, reorganizations of corporations were accomplished under federal equity receiverships.
 There were no rules other than what equity required in order to reorganize the business. Notwithstanding the Supreme Court’s pronouncement of the absolute priority rule in Northern Pacific Railway Company v. Boyd
, abuses continued and Congress ultimately enacted Chapters X, XI and XII providing for a set of standards for the reorganization of various forms of business entities.

Each of the reorganization chapters made applicable the first seven chapters of the Bankruptcy Act of 1898 but only to the extent that those chapters were not inconsistent with the reorganization chapter.

Moreover, in a seemingly innocuous little provision, section 2(a)(15)
, the predecessor of section 105(a) of the Bankruptcy Code, provided that the bankruptcy court could make “such orders…as may be necessary for the enforcement of the provisions of this Act.”

Given these two sets of bankruptcy authority in the Bankruptcy Act of 1898, it was a small step for the bankruptcy courts to override specific provisions of the first seven chapters of the 1898 Act when to enforce those provisions would result in serious harm to the business enterprise. Whether it be protection of telephone numbers, use of a secured creditors cash, the prevention of setoff, or the prevention of termination of leases, the bankruptcy courts exercised broad, sweeping powers without any criteria other than what was necessary to prevent liquidation of the debtor’s business.

Perhaps the clearest example of the use—or misuse—of this inherent equitable power to prevent liquidation of a business under bankruptcy protection was the little liquor store in Queens that could.
 In a familiar story, the liquor store could not pay its rent, the landlord filed an eviction proceeding in the state court, and the liquor store filed a Chapter XI proceeding to prevent eviction. The landlord argued that the bankruptcy clause in the lease entitled it to terminate the lease pursuant to the express provisions of the then bankruptcy law.
  The bankruptcy court conditionally enforced the bankruptcy clause, the district court reversed and the Court of Appeals of the Second Circuit affirmed the district court. The Second Circuit stated that the purpose of the Chapter XI was “to preserve a viable business enterprise where possible and especially when that will be in the best interests of creditors and … outside investors… Enforcement of the forfeiture . . . would destroy a now profitable debtor by depriving it of its most valuable asset—its location.” 
 

Sound familiar?

In 1972, in a famous law review article, Professor Paul Festersen of the Creighton Law School coined the term, The Doomsday Principle in Bankruptcy.
 Festersen, upon review of many cases in Chapters X and XI, developed the following hypothesis:

· The bankruptcy courts have all of the powers necessary to afford a debtor “whatever relief may be necessary or appropriate in the circumstances”;

· The exercise of these powers is “altogether discretionary”;

· The extent to which the courts will acknowledge these two points “will vary directly with the extent of the power exercised”; and

· The courts are becoming more disposed to exercise their powers in favor of the debtor and are more forthright in doing so”.

The bankruptcy courts assumed that they had the power, as courts of equity, to prevent doomsday for businesses seeking relief in the bankruptcy court, Festersen concluded. This led inexorably to a less than uniform system of bankruptcy laws: whether Doomsday could be avoided was, to a great extent, dependent on the choice of the forum and the inclination of the bankruptcy judge to avoid forfeiture.

So, Congress, for this, and many other reasons, decided to do something about it, and in 1970 the Commission on Bankruptcy Laws of the United States was created by Congressional Resolution.
 Amongst other matters, the Commission focused on the disparity amongst bankruptcy courts with respect to the proper exercise of the rehabilitative powers of the bankruptcy court. As a result, the Commission recommended that the Congress codify the Doomsday Powers, picking those that it thought were appropriate and the terms upon which they could be exercised, but rejecting the notion that the courts could do whatever was necessary to help distressed businesses.
 

As a result, Congress, in enacting the Bankruptcy Reform Act of 1978, our United States Bankruptcy Code, gave to debtors (and trustees), many administrative powers that were not specifically available in prior reorganization proceedings. For example, by statute, the reorganizing business was provided with the power to:

· Use a secured party’s collateral, including cash
;

· Borrow money by granting a lien senior to existing valid liens
;

· Sell property free and clear of a secured party’s valid liens
;

· Assume and assign leases notwithstanding the lessor’s right, under non-bankruptcy law, to terminate the lease upon bankruptcy
;

· In chapter 11, reinstate the terms and maturities of bonds and other credit instruments notwithstanding a provision in the contracts providing for acceleration upon the event of bankruptcy
; and,

· In chapter 11, void the acceleration provisions in debt instruments by providing the creditor with new securities equal to the amount of the creditor’s claim, the so-called cram down provision 
.

In granting to the estate these, and many other powers, the Congress did not enact a general doomsday principle. The statutory provisions are precise—and they have become even more so since 1978 with the enactment of many very specific amendments, e.g. section 1110
.

When Congress wanted to give the bankruptcy court flexibility it knew how to do it. The automatic stay could be vacated if the non-debtor party was given “adequate protection”; liens could be primed for new money if the secured party was given “adequate protection”; the debtor could use the secured party’s collateral, including cash, if the debtor provided “adequate protection”; and, a secured party’s claim could be modified if a creditor were given the ‘indubitable equivalent”
 of the value of its claim. And, one of the methods of providing adequate protection is by granting to the non-debtor party “such other relief . . . as will result in the realization by such entity of the indubitable equivalent…” of the party’s interest in its collateral.

That Congress meant to create a statute that meant what it said is evident in two other ways. First, section 103(a)
 made chapters 1, 3 and 5 of the Bankruptcy Code applicable in the reorganization chapters. Congress did not provide, as did prior law, that chapters 1, 3 and 5 would apply in reorganization chapter except to the extent they were inconsistent with reorganization—the first 3 chapters applied in reorganization cases--period. Second, in a clear departure from prior law, the Congress prohibited the Supreme Court from making Rules of Bankruptcy Procedure that were inconsistent with the Bankruptcy Code. Under the prior rule making authorization, former 28 U.S.C 2075 (1976), a Supreme Court bankruptcy rule superseded procedural provisions of the bankruptcy statute if the rule dealt with a matter that was one of “practice and procedure”. Not so after the passage of the 1978 Bankruptcy Code.
 Although there are few procedural provisions in the Code, when they are in the Code, the Supreme Court cannot override them even as to matters of practice and procedure.

But the bankruptcy bar and the bankruptcy bench did not uniformly accept the limited codification of the Doomsday Principle. Where there is a will there is a way. Conjuring up terms such as “The Doctrine of Necessity”
, or “bankruptcy courts have the authority to take steps not specifically authorized by the bankruptcy laws…where equity and substantial justice requires”
, bankruptcy courts were inundated with pleadings seeking extraordinary relief to prevent liquidation of businesses. Relief was sought in contravention of the plain meaning of statutory provisions in the Code or to supply a power or right when the Code was silent, because to do otherwise would mean the liquidation of the business.

And what was the source of that power to alter the rules proscribed by the Bankruptcy Code: Section 105(a).
 How many pleadings are filed relying upon section 105(a) as a ground to grant the relief requested?  It is almost form pleading; whatever section of the Code the movant relies upon, cite 105(a). If the Code says turn left, and to do so would result in the liquidation of the business, turn right. If there is no power to be found in the Code to grant extraordinary relief to prevent liquidation, section 105(a) supplies that missing power.

But the appellate courts have not been so eager to embrace Section 105(a) as a rehabilitation cure all.  Probably the most cited appellate court case limiting the scope of section 105(a) is Judge Alvin Rubin’s decision in United States v. Sutton, 786 F.2d 1305 (5th Cir.1986). In affirming a District Court decision reversing a bankruptcy court order allowing a Chapter 11 debtor a living allowance, Judge Rubin concluded, at 1308:

“While the bankruptcy courts have fashioned relief under section 105(a) in a variety of situations, the powers granted by that section may be exercised only in the manner consistent with the provisions of the Bankruptcy Code. The statute does not authorize the bankruptcy courts to create substantive rights that are otherwise unavailable under applicable law, or constitute a roving commission to do equity.”

There are literally hundreds of cases making this precise point.

Eighteen years later, Judge Easterbrook, in reversing an order under section 105(a) authorizing the payment of $300 million of pre petition unsecured debt in Kmart Corp,
 found no authority to deviate from the clear rules of the Bankruptcy Code on the priority of debt. He concluded, in rejecting the so-called doctrine of necessity as authority for those payments, 359 F. 3d at 871:

“A “doctrine of necessity” is just a fancy name for a power to depart from the Code. Although the courts in the days before bankruptcy law was codified wielded power to reorder priorities and pay particular creditors in the name of necessity [in railroad reorganizations]… today it is the Code rather than the norms of nineteenth century railroad reorganizations that must prevail. Today the Bankruptcy Code of 1978 supplies the rules. Congress did not in terms scuttle old common-law doctrines, because it did not need to: the Act curtailed, and then the Code replaced, the entire apparatus. Answers to contemporary issues must be found within the Code (or the legislative halls). Older doctrines may survive as glosses on ambiguous language enacted in 1978 or later, but not as free standing entitlements to trump the text.”

So, if Ms, Holcombe and Roughtwood were playing Bankruptcy instead of Scrabble in the 5th or 7th Circuits, Roughtwood, not Holcombe, would have won, because in those circuits “nothing is permitted unless legally sanctioned”, not “everything is permissible unless legally prohibited”.
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