
T
he current version of the U.S. 
Bankruptcy Code (the code),1 
which has been in effect since 
1978, has been the only fed-
eral bankruptcy law that most 

secured transactions and workout pro-
fessionals now in practice have ever 
needed to know. That may change in the 
not-too-distant future, however, if the 
American Bankruptcy Institute (ABI) 
has anything to say about it. The ABI 
has commenced an initiative, the goal 
of which is a modernization of the reor-
ganization provisions of Chapter 11 of 
the code. This project may dramatically 
affect many of the rights and remedies 
on which secured creditors now rely 
in bankruptcy.

Background

The U.S. Constitution expressly gives 
Congress the power to enact “uniform 
laws on the subject of Bankruptcies” 
throughout the United States.2 During 
the first century of the nation’s exis-
tence, Congress exercised this author-
ity in fits and starts, passing bankruptcy 
legislation in 1800, 1841 and 1867 and, in 
each instance, repealing the legislation 
shortly after enactment. The first federal 
statute intended to deal comprehensive-
ly with bankruptcy was the Bankruptcy 
Act of 1898, but, like its predecessors, 

even the 1898 Act lacked corporate reor-
ganization provisions. 

Nevertheless, the enormous growth 
of corporations and business trusts 
in the late 19th century generally, and 
the financial difficulties that railroads 
experienced in particular, showed that 
a procedure to rehabilitate distressed 
businesses under judicial protection 
was required. Courts sought to meet 
that need by using the common law to 
develop a system of equity receiverships 
that constituted the beginning of mod-
ern reorganization law.

Forty years later, the next expansive 
legislation, the Bankruptcy Act of 1938, 
was the first to codify corporate reor-
ganization provisions. Indeed, the 1938 
Act devoted not one but three separate 
chapters to the concept of reorganiz-
ing businesses—Chapter X, intended 
for the reorganization of large corpora-
tions; Chapter XI, intended for the relief 
of small debtors, whether or not incor-
porated; and Chapter XII, providing for 
real property arrangements by persons 
other than corporations.3 When the code 
replaced the 1938 Act in 1978, it merged 
the reorganization provisions of these 
three chapters into a new Chapter 11 
to provide a unified system for rehabili-
tating and reorganizing distressed busi-
nesses, large or small, public or private, 
in an effective and efficient manner. The 
code also adopted the concept of the 
debtor-in-possession (DIP), instituted 
procedures for DIP financing and use 

of cash collateral, prioritized and pro-
tected secured and unsecured creditors’ 
rights, and established countless other 
provisions and procedures familiar to 
today’s practitioners.

Nevertheless, the economic and com-
mercial landscape has changed enor-
mously since the code went into effect 
nearly 35 years ago. Among other things:

• Secured credit has grown consid-
erably as a method of financing ordi-
nary-course business operations and 
expansions, with prepetition lenders 
often taking “all asset” liens. Thus, if a 
borrower subsequently needs to enter 
Chapter 11, it has few, if any, unen-
cumbered assets available to serve as 
collateral for postpetition DIP financ-
ing. Accordingly, most DIP financing 
is now provided only by prepetition 
secured lenders.
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• It is usually the case that the prepe-
tition secured credit lines are fully 
advanced at the time a business enters 
Chapter 11, and since the lenders desire 
to preserve collateral value, they typi-
cally make very little liquidity available 
to the debtor under the DIP facility. Thus 
debtors today frequently have little work-
ing capital with which to finance their 
operations in bankruptcy. Consequently, 
especially since the credit crunch of 2008, 
lenders have required stricter covenant 
protections as a condition to providing 
DIP financing. In particular, businesses 
that enter bankruptcy now often have 
to agree with their secured lenders to 
sell themselves or their assets, or to file 
a plan of reorganization or liquidation, 
almost immediately upon filing. That 
way the lenders mitigate the risk that 
the debtor will remain in Chapter 11 for 
an extended period without adequate 
working capital.4

• U.S.-based manufacturing has 
declined precipitously, replaced by a 
high-tech and service economy in which 
business assets tend to be intangible 
and hard to monetize in bankruptcy 
rather than consisting of more easily-
marketed inventory, equipment, realty 
and other tangible property.

• Commerce and finance have gone 
global, and many businesses and finan-
cial institutions now have an intercon-
nected worldwide footprint.

• Many sophisticated financial instru-
ments and products (e.g., securitiza-
tions, swaps and other derivatives) that 
did not exist in 1978 have been devel-
oped and can have a huge bearing on 
a reorganization.

• Hedge funds and other investors 
interested in profiting from bankruptcy 
claims have become significant players 
in the reorganization world, and an enor-
mous secondary market in trading loans 
and bankruptcy claims has developed. 
This often results in fluid constituencies 
that affect negotiation dynamics and can 
turn bankruptcy courts into arenas for 
takeover contests.

• The code itself has become a politi-
cal battlefield on which competing credi-
tor constituencies exercise influence. 
It has been amended numerous times, 

most recently in 2005,5 in ways that 
prefer certain parties in interest at the 
expense of others and that, cumulative-
ly, have made Chapter 11 an increasingly 
inhospitable place for debtors.

Various bankruptcy professionals—
attorneys, financial advisors, turn-
around managers and others—who 
predominantly advise debtors have 
cited these changes and other devel-
opments as evidence that the code no 
longer facilitates the rehabilitation of 
businesses and needs to be modern-
ized again so it can serve its intended 
function. The ABI initiative is designed 
to do just that.

The ABI Commission

According to its website, the ABI is 
“the largest multi-disciplinary, non-
partisan organization dedicated to 
research and education on matters 
related to insolvency” and was found-
ed in 1982 “to provide Congress and 
the public with unbiased analysis of 
bankruptcy issues.” It claims a mem-
bership of more than 13,000 attorneys, 
auctioneers, bankers, judges, lenders, 
professors, turnaround specialists, 
accountants and other bankruptcy 
professionals.6 Last year, it constituted 
a 22-member “Commission to Study 
the Reform of Chapter 11.”

The commission’s stated purpose 
is to study and propose reforms to 
Chapter 11 and related statutory 
provisions that “will better balance 
the goals of effectuating the effective 
reorganization of business debtors—
with the attendant preservation and 
expansion of jobs—and the maximi-

zation and realization of asset values 
for all creditors and stakeholders.”7 
The commission has formed commit-
tees to study 13 discrete topics.8 It 
has conducted several “field hearings” 
at which various prominent senators, 
judges, bankruptcy attorneys, academ-
ics, bankers and other professionals 
have given oral and written testimony,9 
and seven more hearings are sched-
uled to be conducted by the end of 
2013. The commission aims to issue 
next year a consensus report and rec-
ommendations that will prompt Con-
gress to adopt conforming legislation 
in time to continue the 40-year cycle 
in which, like clockwork, federal reor-
ganization law historically has been 
overhauled comprehensively.

Is Secured Credit Being Targeted?

As is evident from the scope of the 
study topics, the commission is dealing 
with a wide range of business reorga-
nization issues that affect the secured 
creditor community only indirectly. For 
instance, one of the issues under evalu-
ation is whether the reorganization of 
small and medium-sized businesses 
should be conducted under a frame-
work separate from that applicable to 
large businesses, as was the case under 
Chapters X and XI of the 1938 Act.

Nevertheless, the effect of secured 
credit (both prepetition and postpeti-
tion) upon the reorganization process 
and the activities of loan market par-
ticipants (both loan originators and 
secondary market buyers and sellers, 
including hedge funds) clearly are mat-
ters that the commission believes are 
areas needing reform. The commis-
sion’s purpose statement declares 
that revision is required because of 
“the expansion of the use of secured 
credit, the growth of distressed-debt 
markets and other externalities that 
have affected the effectiveness of the 
current Bankruptcy Code.” A number 
of commission members and other wit-
nesses have testified in favor of curb-
ing long-standing rights of secured 
creditors that heretofore have been 
validated under the code. It has 
been suggested, for instance, that:
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• The U.S. Supreme Court’s recent 
decision in RadLAX Gateway Hotel v. 
Amalgamated Bank,10 which confirmed 
that secured creditors have the right 
under the code to credit-bid, should 
be overturned and that credit-bidding 
should be restricted;

• The provisions relating to sales under 
§363 of the code should be revised so as 
to “tax” or surcharge secured creditors 
for the benefit of the estate when their 
collateral is sold;

• Prepetition liens should exclude (or 
“carve-out”) some percentage of every 
dollar of realizable value for unsecured 
creditors;

• The pre-eminent status that secured 
creditors have under the code’s “abso-
lute priority” rule should be revisited in 
an effort to provide unsecured creditors 
with greater relief;

• In cases where collateral is sold, the 
secured creditors should not be permit-
ted to recover from the sale proceeds 
more than the liquidation value of the col-
lateral. If the sale generates “enterprise 
values” (as might occur in connection 
with the sale of the entire business, or 
a whole business line, of the debtor as 
an operating entity), this “going-concern 
surplus” would instead be available to 
the estate even if the liquidation value 
limitation leaves the secured creditors 
with a deficiency;

• DIP lenders should be prohibited 
from receiving all of the covenant pro-
tections that have become common 
in recent years (such as the debtor’s 
undertaking either to quickly sell itself 
or its assets, or to promptly file a plan 
of reorganization or liquidation);

• The “roll-up” of prepetition debt 
into the postpetition DIP financing, 
which is now common, should be reex-
amined; and

• The allowed amount of a secured 
claim purchased in the secondary market 
should be limited to the purchase price 
of the claim rather than its face amount.

The concern with which some com-
mission members and witnesses view 
secured credit is illustrated by commis-
sioner and law professor Kenneth Klee. 
He testified, in effect, that federal bank-

ruptcy law should upend the statutory 
secured transactions scheme set forth 
in article 9 of the Uniform Commercial 
Code, saying: “Just because commercial 
lawyers have crafted non-bankruptcy 
laws to favor secured creditors and to 
encourage securitization transactions 
does not mean that a business reorga-
nization law should respect those laws 
inviolate.” He also stated that other sys-
tems “facilitate the sale of secured credi-
tors’ collateral during bankruptcy free 
and clear of liens, and we should care-
fully consider the wisdom of adopting a 
similar approach,” thus suggesting that 
prepetition liens be made vulnerable to 
being stripped routinely in bankruptcy.11

The cochairs of the commission have 
denied that the commission is preju-
diced against secured lending.12 Not 
surprisingly, given the commission’s 
purpose statement and the revisions 
that numerous commissioners and wit-
nesses have suggested, however, many 
secured creditors remain skeptical. They 
are concerned that the ABI initiative is 
intended principally to restrict their 
rights significantly.13 Accordingly, sev-
eral industry groups whose members 
regularly originate or acquire secured 
debt, such as the Loan Syndications and 
Trading Association, the Commercial 
Finance Association and the Managed 
Funds Association, are mobilizing to 
protect against the erosion of the rights 
and remedies that secured parties and 
loan market participants currently enjoy 
in bankruptcy. These organizations are 
capable advocates; they are articulating 
forcefully that secured credit is impor-
tant for the economy and that restricting 
the bankruptcy rights of secured parties 
will make credit costlier and harder to 
obtain, especially for smaller or finan-
cially-troubled enterprises.14

Conclusion

It is too early to predict exactly what 
bankruptcy law revisions the commis-
sion will recommend, much less whether 
and to what extent Congress will adopt 
them. One need not be Sherlock Holmes, 
however, to see that the game is afoot. 
The commission doubtless will be mak-

ing proposals to modify the code in ways 
that will affect liens and the holders of 
secured claims significantly. Secured 
transactions practitioners will want to 
stay abreast of these developments.
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act went into effect:
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the relief of small debtors, incorporated and unincor-
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years revising the act omitted from it any formula for 
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bilitated under Chapter X and which under Chapter XI. 
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be reorganized under either chapter. Yet the two re-
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provide incompatible procedures and they appear to 
contemplate opposite results. They were drafted by 
different groups, with different objects, and according 
to different models.
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