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Claims & Opinions

CLUELESS ON CLASSIFICATION: TOWARD
REMOVING ARTIFICIAL LIMITS ON CHAPTER
11 CLAIM CLASSIFICATION

by
Bruce A. Markell*

1. INTRODUCTION

Confirming a plan of reorganization under chapter 11 of the Bank-
ruptcy Code! is daunting. A plan proponent? must affirmatively demon-

* Professor of Law, Indiana University School of Law—Bloomington. Portions of this article
appeared earlier as Chapter S in Critical Issues in Chapter 11 Bankruptcies, a publication to accom-
pany a seminar co-sponsored by the American Bar Association and the Chicago Chapter of the Fed-
eral Bar Association which occurred on May 26-27, 1994. Thanks to Douglass Boshkoff, Eva Saha
Daniel, and to Leah Lorber, each of whom read an earlier draft of this article. Errors which remain
are mine alone.

* Bankruptcy Reform Act of 1978, Pub. L. No. 95-598, 92 Stat. 2549 (codified at 11 U.S.C.
§§ 101-1330), as amended by Bankruptcy Amendments and Federal Judgeship Act of 1984, Pub. L.
No. 98-353, 98 Stat. 333 (codified as amended in various sections of 11 U.S.C. and 28 U.S.C.);
Bankruptcy Judges, United States Trustees and Family Farmer Bankruptcy Act of 1986, Pub. L. No.
99-554, 100 Stat. 3114 (codified as amended in various sections of 11 U.S.C. and 28 U.S.C.); Retiree
Benefits Bankruptcy Protection Act of 1988, Pub. L. No. 100-334, 102 Stat. 610 (codified as amended
in various sections of 11 U.S.C.); Omnibus Budget Reconciliation Act of 1990, Pub. L. No. 101-508,
104 Stat. 1388 (codified as amended in various sections of 11 U.S.C.); Criminal Victims Protection
Act of 1990, Pub. L. No. 101-581, 104 Stat. 2865 (codified as amended in various sections of 11
U.S.C.); Crime Control Act of 1990, Pub. L. No. 101-647, 104 Stat. 4789 (codified as amended in
various sections of 11 U.S.C. and 28 U.S.C.); Judicial Improvements Act of 1990, Pub. L. No. 101-
650, 104 Stat. 5089 (codified as amended in various sections of 11 U.S.C. and 28 U.S.C.); and,
Treasury, Postal Service and General Government Appropriations Act of 1990, Pub. L. No. 101-509,
104 Stat, 1389 (codified as amended in various sections of 28 U.S.C.); Department of Commerce
Justice, and State, the Judiciary, and Related Agencies Appropriations Act of 1994, Pub. L. No. 103-
121, 107 Stat. 1153 (codified as amended in various sections of 28 U.S.C.); and Bankruptcy Reform
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strate that it has met all thirteen requirements for confirmation.® This
task is further complicated by two confirmation requirements which seem
to duplicate each other. The first, found at section 1129(a)(8)* of the
Code, requires each class of the debtor’s creditors to approve the plan.
The second, section 1129(a)(10),°® requires the approval of at least one
class of impaired, non-insider, creditors.

The possibility of cramdown provides the most likely explanation for
the apparent duplication. Cramdown, a bankruptcy term of art, refers to
confirmation which occurs even though the plan proponent has not ob-
tained the assent of all creditor classes. To achieve cramdown, the propo-
nent must meet all other confirmation requirements and the plan must be
“fair and equitable” and not unfairly discriminatory as to the dissenting
class.® Section 1129(a)(10) applies in cramdown; even though the plan
proponent has not obtained the consent of all classes, it must obtain the
consent of at least one impaired non-insider class.

Central to this analysis is the concept of a “class” of claims or inter-
ests. Classes vote. An impaired class must accept. Only dissenting classes
in a cramdown receive the benefit of the fair and equitable and no unfair
discrimination rules.

How are classes defined? This article addresses that question from
both a historical and an analytical perspective.” The article then examines

Act of 1994, Pub. L. No. 103-394, 108 Stat. 3146 (codified as amended in various sections of 11
U.S.C,, 18 US.C,, and 28 U.S.C.) [hereinafter Bankruptcy Code or Code].

2 Although often the person attempting to confirm a plan will be the pre-petition debtor, the
Bankruptcy Code specifically allows other entities to propose a plan. 11 U.S.C. § 1121(c) (1988)
(allowing “[a]ny party in interest” to file a plan so long as exclusivity has terminated).

3 11 US.C. § 1129(a)(1)-(13) (1988).

4 11 US.C. § 1129(a)(8) (1988).

® 11 US.C. § 1129(a)(10) (1988).

¢ 11 US.C. § 1129(b)(1) (1988).

7 1 do not write on a clean slate. Many thoughtful articles have already appeared which discuss
the issues raised in this article. See, e.g., Jeffrey C. Krause, The Bias of the Courts Against Single-
Asset Real Estate Cases Is Creating Bad Law in the Area of Classification, 22 CAL. BANKR. J. 47
(1994); Linda J. Rusch, Single Asset Cases and Chapter 11: The Classification Quandary, 1 Am,
BANKR. INST. L. REv. 43 (1993) [hereinafter “Rusch, Classification Quandary”); David G. Carlson,
The Classification Veto in Single-Asset Cases Under Bankruptcy Code Section 1129(a)(10), 44 S.C.
L. Rev. 565 (1993); Peter E. Meltzer, Disenfranchising the Dissenting Creditor Through Artificial
Classification or Artificial Impairment, 66 AM. Bankr. L.J. 281 (1992); Linda J. Rusch, Gerry-
mandering the Classification Issue in Chapter Eleven Reorganizations, 63 U. Coro. L. REv. 163
(1992) (hereinafter “Rusch, Gerrymandering and Classification™]; John C. Anderson, Classification
of Claims and Interests in Reorganization Cases under the New Bankruptcy Code, 58 AM. BANKR.
L.J. 99 (1984); Stefan A. Riesenfeld, Classification of Claims and Interests in Chapter 11 and 13
Cases, 75 CaL. L. Rev. 391 (1987); William Blair, Classification of Unsecured Claims in Chapter
11 Reorganizations, 58 AM. BANKR. L.J. (1984); Thomas C. Givens & Linda J. Phillips, Equality
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the existing reorganization provisions that bear on claim classification and
the court opinions that explore these provisions. Too often, these opinions
use terms such as “gerrymandering,” or “artificial” impairment as emo-
tional support for disallowing certain forms of classification. This article
proposes that the current state of the law (at least the majority of it) is
presently wrong and continuing to head in the wrong direction.

To replace the current tests and standards, I offer the following as a
proposed construction of section 1122, the section of the Code governing
classification: courts should permit any classification proposed by a chap-
ter 11 plan unless a dissenter can establish that the challenged classifica-
tion would combine, to the dissenter’s detriment, creditors or shareholders
with different non-bankruptcy liquidation priorities. A dissenter can es-
tablish detriment if the plan would transfer property or value preserved
by the reorganization from the class in which the dissenter has been
placed to another class having a different non-bankruptcy liquidation pri-
ority. Although somewhat cumbersome, this formulation essentially means
that any classification is proper so long as it does not combine claims that
have different non-bankruptcy priorities, such as mixing secured and un-
secured claims in one class.

This test attempts to honor the structure and history of plan confir-
mation. It preserves the balance of negotiating power anticipated by the
Code and its system of confirmation, giving effect to the compromises in-
herent in the Code enactment in 1978.% In so doing, it seeks to prevent the
involuntary transfer of any portion of the going concern surplus® among
non-consenting classes having different non-bankruptcy liquidation
priorities.

The test is also fairly mechanical in application; that is, it looks only
at the effect of a proposed classification, not at its motive. This limitation
is intentional. The Code already provides subjective tests of the parties’
motivations — there must be good faith in voting and in proposing the
plan.’® On the other hand, the text of section 1122, as well as the text of

in the Eye of the Beholder-Classification of Claims and Interests in Chapter 11 Reorganizations, 43
Omro St. L.J. 735 (1982).

8 See supra note 1.

® The going concern surplus, loosely defined, is the surplus of value preserved by keeping a
debtor in business. One might define the difference to be the premium a person would pay for the
debtor as a going concern, as opposed to the price she would pay just for the individual assets of the
firm. The premium may be related to the one-time costs of starting any enterprise, the positive exter-
nalities arising from the combination of the existing assets, the intangible qualities of the asset combi-
nation (commonly called goodwill), or a combination of some or all of these. Se¢ infra note 12.

1 11 US.C. §§ 1126(e), 1129(a)(3) (1988).
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sections 1124 and 1129(a)(10), says nothing about the subjective motiva-
tions of the parties. It looks only to the effect of the proposed plan on a
creditor’s claim.?

Similar to section 1122, the proposed test says nothing about what
claims a plan must classify together. One controversial consequence of this
test is that it expressly validates classes regardless of the motive for creat-
ing them, and thus essentially gives the plan proponent free reign in clas-
sification. I defend this and other consequences of the test through an
analysis of the history of classification, the Supreme Court’s current views
on statutory interpretation, the Bankruptcy Code, and the policy consider-
ations contained in the current Code. In conclusion, the paper illustrates
the application of this standard in common chapter 11 situations.

II. Wny Crassiry CLAIMS?

To answer the question posed by the section heading, begin by exam-
ining the typical business debtor. It has subtantial assets, has given some-
one a security interest in some or all of these assets, owes taxes and wages,
and has a fair amount of unsecured trade credit. Add to this mix an in-
ability to pay all of its debts as they become due. With some form of debt
relief, however, this debtor will continue and be worth more than if it is
liquidated.

If we really believe that the business is worth more together than
apart,'? a key issue will be choosing the best form of debt relief to pre-

11 11 U.S.C. §§ 1122, 1124, 1129(a)(10) (1988).

12 This is a fundamental assumption in reorganizations. As stated in the legislative history of the
Code:

The purpose of a business reorganization case, unlike a liquidation case, is to restructure a

business’s finances so that it may continue to operate, provide its employees with jobs, pay

its creditors, and produce a return for its stockholders. The premise of a business reorgani-

zation is that assets that are used for production in the industry for which they were

designed are more valuable than those same assets sold for scrap. Often, the return on
assets that a business can produce is inadequate to compensate those who have invested in

the business. Cash flow problems may develop, and require creditors of the business, both

trade creditors and long-term lenders, to wait for payment of their claims. If the business

can extend or reduce its debts, it often can be returned to a viable state. It is more economi-

cally efficient to reorganize than to liquidate, because it preserves jobs and assets.

H.R. Rep. No. 595, 95th Cong., 1st Sess. 220 (1977).

The Supreme Court has also spoken, in passing, about the purpose of chapter 11. See, e.g.,
NLRB v. Bildisco & Bildisco, 465 U.S. 513, 528 (1984) (“The fundamental purpose of reorganiza-
tion is to prevent a debtor from going into liquidation, with an attendant loss of jobs and possible
misuse of economic resources.”); United States v. Whiting Pools, Inc., 462 U.S. 198, 203 (1983) (“By
permitting reorganization, Congress anticipated that the business would continue to provide jobs, to
satisfy creditors’ claims, and to produce a return for its owners. . . . Congress presumed that the assets
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serve that value. A system could be developed where a government agent,
such as a paid administrator or a standing trustee, selects the form of
reorganization. Some commentators argue that the present chapter 11 is
closer to this system than we care to admit,’® but presently that is not
what we have. Under chapter 11, the participants or some subset of them
help to select the form of reorganization.’* Confirmation cannot occur un-
less every impaired class has the opportunity to accept or reject the pro-
posed reorganization plan.

A. The History of Classification

Creditors did not always vote in the manner that they do today. Cur-
rent reorganization statutes are a mosaic of two distinct lines of reorgani-
zation thought. The first, which I call the “democracy” or “creditor-cen-
tered” approach, minimized the involvement of a court. It gave effect to
the decision of a pre-defined number or percentage of creditors as to the
form and extent of debt relief. The second, which I call the “administra-
tive” or “creditor-protective” approach, integrated a court or an adminis-
trative agency into the process of determining whether a particular form
of debt relief was proper.

1. Compositions and Arrangements

The creditor-centered approach finds its origins in the way the com-
mon law treated the composition of creditors. Under common law, a
debtor in financial difficulty would enter into a master contract with most
or all of its creditors for debt relief. These contracts, known as composi-

of the debtor would be more valuable if used in a rehabilitated business than if ‘sold for scrap.’”).

This assumption has long historical roots. After the passage of the 1861 British Bankruptcy Act,
see infra note 19, which was the first act to allow a majority of creditors to bind a dissenting minority
to keep the debtor in business, the following testimony was given:

Of course, under compositions much larger dividends are paid, because either in bank-

ruptcy or under assignments you deal with the debtors® [sic] estate at winding-up prices;

whereas, under compositions, you deal with it as a going concern, and you receive divi-

dends larger in proportion.

Report from the Select Committee on the [English] Bankruptcy Act [of 1861]; Together with the
Proceedings of the Committee, Minutes of Evidence, Appendix and Index 84 (1864) [hereinafter
“1861 English Report”] (testimony of Mr. Federic John Reed, English solicitor).

13 See, e.g., James W. Bowers, The Fantastic Wisconsylvania Zero-Bureaucratic-Cost School of
Bankruptcy Theory: A Comment, 91 MicH. L. Rev. 1773 (1993).

1 This point comes about after a combined reading of § 1129(a)(8) and 1129(a)(10) of the
Code. Pursuant to § 1129(a)(8), a consensual reorganization requires the consent of all classes of
creditors and equity security holders. Even in a non-consensual reorganization, however,
§ 1129(a)(10) requires at least one class of impaired, non-insider, creditors to consent.
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tion agreements, could modify maturity dates, interest rates, or other
terms of the debt owed. Creditors who did not sign the composition agree-
ment were not affected by the sacrifices contained in the document.’® This
flowed from the common law notion that an entity was not bound unless
it assented to the change.!®

Starting in 1874, federal legislation attempted to foster compositions
by providing that, if certain procedural requirements were met, a less
than unanimous composition could be confirmed by a bankruptcy court.!?
Its terms would then become binding on all creditors, even those who did
not agree with the composition.® The 1874 legislation, which had its
roots in English'® and Scottish® law, bound dissenting creditors if two

18 RicHARD F. BROUDE, REORGANIZATIONS UNDER CHAPTER 11 OF THE BANKRUPTCY CODE
9 1.01, 11.06 (1994). -

¢ Id. When Congress altered this rule in 1874, see infra note 17, at least one court believed
Congress’ change was in derogation of the common law right of unanimity, and thus strictly construed
the provisions of the 1874 legislation. In re Shields, 21 F. Cas. 1308, 1309 (D. Iowa 1877) (No.
12,284).

17 Act of June 22, 1874, ch. 390, § 17, 18 Stat. 178 (repealed 1878) (amending § 43 of the
Bankruptcy Act of 1867) [hereinafter “1874 Act”].

8 Id.

19 The Bankruptcy Act of 1869, 32 & 33 Vict., ch. 71, § 126 (Eng.) [hereinafter *1869 Act”].
This section allowed for a court-approved composition as an alternative to bankruptcy. The alterna-
tive was attractive since unanimity of creditor approval was not necessary. Instead, any composition
approved by a majority in number, and 75% in value, of creditors at a duly convened meeting would
bind dissenting creditors. Id.

In calculating approval, creditors holding debts of ten pounds or less counted for the value re-
quirement only, but not for the numerosity requirement. Id. Although this section permitted secured
creditors to vote at the general meetings, another section limited their vote by stating that “[a] secured
creditor [was] for the purposes of voting, . . . deemed to be a creditor only in respect of the balance (if
any) due to him after deducting the value of his security.” Id. at § 16(4).

The 1869 Act simply carried forward the innovations incorporated in the English Bankruptcy
Act of 1861. Act of 1861, 24 & 25 Vict., ch. 134 (1861) (Eng.) (Amending law relating to bankruptcy
in England) [hereinafter “1861 Act”]. Under this Act, compositions were also binding on all creditors
if agreed to by a majority in number of creditors holding 75% of the amount of claims. Id. at §§ 187
and 192. When calculating the number and amount voting, the Act excluded the claims of creditors
who owed less than ten pounds. Jd. at § 192(1) and (5).

After passage of the 1861 Act, Parliament appointed a committee to investigate the implementa-
tion of the Act. The committee heard testimony from both Sentland and Ireland on the required level
of creditor assent. See 1861 English Report, supra note 12, at 112-13 (statement of Mr. James Wyllie
Guild, Scottish accountant and testimony of Mr. Henry Oldham, Irish solicitor). The committee also
heard testimony on the effectiveness of, and satisfaction with, the composition provisions of the 1861
Act. Id. at 84-85 & 185 (testimony of Mr. Federic John Reed, English solicitor and testimony of Mr.
Darnton Lupton, President of the Leed). Given the continuance of the majority in number and 75%
in value requirement, it appears that local satisfaction with the composition provisions prevailed.

Earlier English law provided for a variety of compositions, each of which, however, required a
cessio bonorum; that is, a bankrupt is required to “turn over all his property to his creditors, in order
to make the composition valid in case there were dissenting creditors.” WM. MILLER COLLIER, THE
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requirements were met: first, approval by a majority of creditors, holding
three-quarters of the debt owed, who were present at a duly convened
meeting of creditors, and second, written confirmation of the earlier ap-
proval by at least two-thirds of all the debtor’s creditors who themselves
held at least a majority of the debt owed by the debtor.?*

In making these calculations, all creditors holding claims less than
fifty dollars and secured creditors holding deficiency claims were not con-
sidered when determining whether the necessary number of creditors
agreed. The debts of both classes, however, were counted when determin-

LAw oF BANKRUPTCY AND THE NATIONAL BANKRUPTCY ACT OF 1898 115-16 (1899); Act of 1824,
6 Geo 4, ch. 16, § 133 (1824) (Eng.) (providing for binding composition if 90% of the creditors
actually voting, who held claims in excess of twenty pounds, agreed to composition); Act of 1849, 12
& 13 Vict., ch. 106, § 215-16 (1849) (Eng.) (providing for binding public arrangement if consented
to by 60% of creditors, in number and value, holding proved debts of ten pounds or more); 1861 Act
§ 224 (providing for binding private composition if agreed to by 6/7 of all creditors holding debts of
ten pounds or more); 1861 Act § 230-31 (providing for binding composition after adjudication of
bankruptey if agreed to by 90% of the voting creditors, holding claims in excess of twenty pounds).
The 1861 legislation did away with the requirement that the debtor turn over all of his or her prop-
erty, and the 1869 legislation kept this change. See COLLIER, supra.

30 Bankruptcy (Scotland) Act of 1856, 19 & 20 Vict., ch. 79 (1856) (Eng.). Under this Act, a
majority of creditors holding at least 80% in value could “sist,” or stay, the bankruptcy proceedings,
for a maximum of two months, in order to effect an arrangement. Id. at § 35. If during that time 80%
of the creditors holding 80% of the claims agreed, they could force the terms of a composition on
unwilling minorities. Id. at § 38. The debtor could also offer a composition at the meeting for the
election of trustee or at the meeting held after his examination. Id. at § 139. The debtor’s offer of
composition must receive an affirmative approval of 90% of all creditors. Id. at §§ 137-38. In any
case, the debtor received a discharge from all debts subject to a surrender of all property to the
jurisdiction of the “Lord Ordinary,” that is, the equity judge, or sheriff. Id. at § 140.

31 1874 Act § 17. The actual threshold amounts for approval were initially taken from the 1869
British Act, but were the subject of open negotiation between the House and Senate. 2 CoNG. REC.
1143, 1268 (1874) (statement of Sen. Edmunds). The House, it seems, wanted a simple majority. Id.
at 5061. The Senate, spurred by letters from business leagues, however, saw the matter as “a business
question” and held to higher percentage requirements. Jd. at 1268 & 5066. As explained by Senator
Edmunds:

I believe that this is substantially in accordance with the English act of composition, though

1 think [the second vote] in the English law requires only a half of each; but as we have

made the earlier part of the composition a little more favorable to the creditors than the

English law did in some respects, I think it right, as this discharges a debt due to a man

against his consent by a proposition to give time instead of winding up the estate, that it

should take a little greater number of people to consent to it than is provided for in the

English law under the other circumstances.

Id. at 1352,

Collier also traced the 1874 legislation to § 126 of the 1869 English legislation. See COLLIER,
supra note 19, at 115. See also 2 Cong. Rec. 1143, 1352 (1874) (statement of Sen. Edmunds); In re
Scott, Collins & Co., 21 F. Cas. 805, 806-10 (E.D. Mo. 1876) (No. 12,519) (comparing similar
provisions of 1874 American Act with 1869 British Act).



8 BaNkRrRUPTCY DEVELOPMENTS JOURNAL [Vol. 11

ing whether there was sufficient amount of debt in agreement.?? Fully
secured creditors were not counted at all, unless they “relinquish[ed their
security]” for the benefit of the estate.?®

The 1874 legislation had a short life, being repealed in 1878.24 Start-
ing with section 12 of the 1898 Act, however, compositions became an
integral part of federal bankruptcy legislation.?® Section 12 of that Act
carried forward the notion of the composition,?® but for reasons that are
not clear, lowered the threshold of assent to simply a majority in number
and amount of the creditors.?” The 1898 Act also added explicit require-
ments that the court find the composition to be in the “best interests of
creditors” and that it was proposed in “good faith.”?8

33 1874 Act § 17.

B Id.

3¢ Act of June 7, 1878, ch. 160.

35 Bankruptey Act of 1898, ch. 541, 30 Stat. 544, § 12 (repealed 1934) {hereinafter the “Bank-
ruptcy Act”’]. In the interim, Massachusetts enacted a law specifically providing for an insolvency
discharge through the composition format. 1884 Mass. Acts, ch. 195-99, as amended by 1885 Mass.
Acts, ch. 811-12, 1889 Mass. Acts, ch. 1090-91, 1890 Mass. Acts, ch. 350-51, 1897 Mass. Acts, ch.
216-18. Under this law, a majority in number and value of “general creditors,” whose claims had
been proved, was necessary to confirm a composition if it returned at least 50% to creditors; a 75%
vote was required if the return to creditors was less than 50 cents on the dollar. 1885 Mass. Acts, ch.
811-12. In all cases, priority claims did not count for either the numerosity or the value requirement,
and claims less than $50 did not count for the numerosity requirement. Bankruptcy Act § 2.

As originally enacted, the vote had to be of all creditors, not just those with proved claims. 1884
Mass. Acts, ch. 197. The 1885 amendments changed this to the vote of creditors with proved claims to
make it easier for debtors to confirm compositions. 1885 Mass. Acts, ch. 811-12. See Fenton v. Gra-
ham, 161 Mass. 554, 556 (1894). Finally, from 1884 until 1897, corporations could not take advan-
tage of the composition provisions. 1884 Mass. Acts, ch. 199 and 1897 Mass. Acts, ch. 216.

3¢ Bankruptcy Act § 12. These provisions resembled the 1874 provisions, but differed in that
while the 1874 legislation permitted a composition either before or after adjudication of bankruptcy,
the original 1898 Act only allowed a composition after the debtor had been adjudicated a bankrupt.
The 1910 amendments to the 1898 Act changed this so that a debtor could propose a composition
before, as well as after, adjudication as a bankrupt. Act of June 25, 1910, Pub. L. No. 61-294, ch.
412, 36 Stat. 838.

27 During the debates on the 1898 Act, the following response was given as to why the threshold
was not left at two-thirds:

You might just as well say, ‘Why not leave it to seven-eights or nine-tenths?’ A majority

seems to be the rule of life in such matters. The only intent of this was to get an absolute

settlement . . . . [T] And we have further protection by providing that if within six months
after the adjudication has been made it is shown that fraud was perpetrated, the composi-

tion can be reopened . . . .”

28 Cona. REc. 4540 (1896) (statement of Rep. Henderson) (emphasis added). Indeed, it appeared
many viewed the composition provisions, with their lower standards of acceptance, as a palliative to
the provisions of the bill which made it easier to file an involuntary proceeding. 30 ConG. Rec. 602
& 629 (1897) (statements of Sen. Lindsay and Sen. Hoar).

2% Bankruptcy Act § 12d. These additions were designed to allow creditors to “pass upon the
honesty of a debtor and to calculate the worth of their claims.” 25 ConG. REc. 2783 (1893) (remarks
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Good faith limitations should handle this objection adequately.?®®

Some might think, however, that there is something odd in the crea-
tion of a one-creditor class, but this objection is too narrow to be persua-
sive. The next section demonstrates the narrowness of this objection by
applying the proposed test to common classification schemes already ap-
proved by courts.

1. Secured Claims and Equity Interests

The first step in evaluating the proposed test is to recall that current
practice validates, and even mandates, single-creditor classes in some
cases. Perhaps the most common single-creditor classes are holders of se-
cured claims. Courts have routinely classified these types of claims sepa-
rately from unsecured creditors, at least implicitly recognizing that the
difference in liquidation priorities justifies such action.?®®

Even claims secured against the same collateral can result in separate
classification.’®” In these cases, separate classification occurs because each
secured claim holds a different priority in the same collateral.

At the other end of the spectrum, separate classification is also the
rule and not the exception. Usually, different classes of equity securities
are explicitly distinguished by virtue of different non-bankruptcy liquida-
tion priorities and, therefore, must be classified separately.’®® In small
companies, this can often result in one-creditor classes.

2. Deficiency Claims—Both Recourse and Non-recourse

One distinct feature of the Code is that it bifurcates undersecured

1992) (holding that debtor cannot be allowed to manipulate voting); Phoenix Mut. Life Ins. Co. v.
Greystone III Joint Venture (In re Greystone III Joint Venture), 995 F.2d 1274 (5th Cir. 1991)
(holding that the debtor must not be allowed to “manipulate” acceptance through “artful classifica-
tion”); Hanson v. First Bank, 828 F.2d 1310, 1313 (8th Cir. 1987) (finding that debtor cannot be
allowed to classify claims solely to manipulate voting); In re Jersey City Medical Ctr., 817 F.2d 1055,
1060-61 (3d Cir. 1987); Washington Assocs. v. Citibank, N.A. (In r¢ Washington Assocs.), 147 B.R.
827, 830 (E.D.N.Y. 1992).

195 See supra note 192 and accompanying text. See also Carlson, supra note 7, at 610-14;
Rusch, Gerrymandering and Classification, supra note 7, at 202-04.

%8 See Brady v. Andrew (In re Commercial West Fin. Corp.), 761 F.2d 1329 (9th Cir. 1985); 5
COLLIER ON BANKRUPTCY, supra note 178, at 1 1122-14-17; BROUDE, supra note 15, at 11 9.02[1).
But see In re Plaisades-on-the-Desplaines, 89 F.2d 214, 217-18 (7th Cir. 1937) (finding that first
mortgagees each holding liens of separate properties classified together under chapter X plan).

197 For example, the holder of a mechanic’s lien against real property and a holder of a consen-
sual mortgage against that same property should be in separate classes. Kyser v. MacAdam, 117 F.2d
232, 236-37 (2d Cir. 1941). See 5 COLLIER ON BANKRUPTCY, supra note 178, at 1 1122-15 n.31a.

1% COLLIER ON BANKRUPTCY, supra note 29, at 1 1602.
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claims. In other words, it treats the holder of a secured claim for which
the collateral is worth less than the debt owed as holding two claims — a
secured claim equal to the value of the collateral, and a deficiency, or
unsecured, claim for the remainder.1®

As set forth above, these bifurcated claims have different non-bank-
ruptcy priorities.?®® The secured claim will be paid out of the collateral,
and the unsecured claim will be paid pro rata with all other unsecured
claims. Given the logic of the cases set forth above, it follows that the
secured claim should be separately classified.

Can they be classified together? Under the proposed test, the liquida-
tion priorities are different, so they should not be combined. The only
exception would be if the holder of the secured claim consents, and if the
only source of payment to the class would be collateral proceeds.2®! In that
case, the secured creditor effectively waives its unsecured claim because
the collateral is worth less than the claim, and the only source of repay-
ment would be the collateral proceeds.

This discussion leads to the conclusion that, in at least those cases in
which the lender has a non-bankruptcy deficiency claim, it should be per-
missible to combine the deficiency claim with all other unsecured claims.
This would create a class in which all members’ claims have the same
liquidation priority. It would, therefore, be presumptively proper. Plan
proponents who are not the holders of such claims, however, may have
incentives to separate the claims. Can they do this? Must they do it?

Under the proposed test, classification must be separate if the defi-
ciency claim is recognized only by virtue of the application of section
1111(b).2°2 Since these claims have a different non-bankruptey liquidation
priority, combining them would dilute one group’s non-bankruptcy enti-

192 11 U.S.C. § 506(a) (1988).

2% In re Richard Buick, Inc., 126 B.R. 840, 853 (Bankr. E.D. Pa. 1991).

201 Tf the plan proponent structured the plan so that non-collateral proceeds would be used to
pay the combined class, then other unsecured creditors could successfully allege that the plan com-
bined claims which were not “substantially similar.” 11 U.S.C. § 1122(a)(1988). Their damage
would be the diversion of going concern surplus to a class having a different liquidation priority.
Alternatively, the class could dissent and claim that any disparity in payment was because the classifi-
cation unfairly discriminated in violation of § 1129(b)(1).

202 11 U.S.C. § 1111(b) (1988). This can happen in at least three circumstances. First, the claim
can be non-recourse by contract. This will be the case with many single asset debtors because their
lenders agreed to look only to the value of the security. Second, the claim can be non-recourse for lack
of privity, such as when a debtor obtains property subject to an existing lien, and the value of the
property obtained is less than the debt secured. See 680 Fifth Ave. Assocs. v. Mutual Benefit Life Ins.
Co. (In re 680 Fifth Ave. Assocs.), 29 F.3d 95, 98 (2d Cir. 1994). Or, third, it can arise by operation
of law, such as the application of state anti-deficiency statutes.
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tlements. The example above**® demonstrates how this is possible, as does
Professor Carlson’s solvent general partner example.?*

Do not forget, however, about non-mandatory separate classification.
This would arise when the lender’s deficiency claim is entitled to share
pro rata under non-bankruptcy law with other unsecured claims, but is
isolated in a one-creditor, dissenting class. The holder of the deficiency
claim has three protections in this instance without relying on allegedly
bad classification. First, the plan must comply with the “fair and equita-
ble” rule.2°® This means that all reorganization value must be allocated to
the dissenting class before any junior class receives anything. Second, the
plan must not “discriminate unfairly” against the dissenting class. In
short, the payment made and its terms must not unreasonably favor one
class to the detriment of the dissenting class. Finally, the plan must be
proposed in good faith. That is, it must reasonably be expected to achieve
results consistent with the Bankruptcy Code.

In this context, the treatment of the separately-classed creditor should
bear no relation to the satisfaction of the requirements of section
1129(a)(10). Since the separately-classed creditor has all the protections
listed above, there is no need to investigate impairment in those consenting
classes beyond the level required in section 1124. Those who express out-
rage or find fault with such separate classification either forget the protec-
tions afforded dissenting classes by the Code, or are not satisfied with (and
not completely honest about) the level of protection that the Code does
provide.

There is a another way to look at the issue. By opting for liquida-
tion, the lender takes all the risk and gets all the reward of any uncertain-
ties in value or any upswings in price. Any gain over values realized at
foreclosure is the lender’s and the lender’s alone.?°® That fact may influ-
ence lenders’ motives towards liquidating the property of the debtor. Put
another way, not all players may have the same incentive to realize for the
benefit of all participants the excess of reorganization value over liquida-
tion value.

Separate classification can thus restore the balance by counting the

203 See supra notes 104-09 and accompanying text.

20¢ See Carlson, supra note 7.

208 11 US.C. § 1129(b)(1) (1988).

208 1d, BARKLEY CLARK, THE LAw OF SECURED TRANSACTIONS UNDER THE UNIFORM CoM-
MERCIAL CopE 1 4.09[2], at 4-178 (rev. ed. 1993); JaMes J. WHITE & RoOBERT S. SUMMERS, Uni-
FORM COMMERCIAL CODE § 25-9, at 1214 (3d ed. 1988); 2 GRANT GILMORE, SECURITY INTERESTS
IN PERSONAL PROPERTY § 44.6, at 1245 (1965).
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votes of only creditors truly interested in reorganization.?®’” Those who
dissent, the holders of recourse deficiency claims, must receive treatment
which is fair and equitable and not unfairly discriminatory. That is their
ultimate protection. If the reorganization goal has any independent vital-
ity, an evaluation of motives should tip the scales in close cases in favor of
permitting separate classification.

3. Regular Trade Claims

Under the proposed test, a class consisting of any combination of un-
secured creditors is permitted.?°® Evidence of this protection is that if any
class dissents, it will always have the right to invoke its absolute priority

-and anti-discrimination rights under section 1129(b).2%®

The other reason to allow such separate classification is practical.
One aspect of the history of classification is the continuous effort to find
appropriate acceptance levels necessary to bind non-consenting creditors.
Classification is bound not only to liquidation priorities, but also to post-
confirmation treatment. The ability to separately classify is the ability to
treat certain creditors differently.?2?

With most business debtors, there are several instances in which dif-
ferential treatment is desirable. Different groups of creditors may have
different risk preferences. Trade creditors may be more concerned with
the preservation of a customer or supplier, and may take equity interests
in reorganization; institutional investors may simply wish to receive cash.
Tort claimants may have no incentive to keep the business intact; ordinary
course of business creditors may have every incentive. The point is that if
classification is equivalent to liquidation priority, then plan proponents
lose great flexibility in structuring their plans so as to maximize recovery.
Given the preference for reorganization over liquidation, this may not
make sense.?!?

207 If the plan proponent cannot return more than liquidation value to creditors, the case should
be dismissed anyway since the plan proponent will not be able to meet the requirements of
§ 1129(a)(7).

298 Indeed, the legislative history seems to take as a given that unsecured creditors could be
placed in more than one class. H.R. Rep. No. 595, 95th Cong., 1st Sess. 416 (1977). See BROUDE,
supra note 15, at 1 9.02[2].

202 These rights are in addition to receiving the benefit of the normal showings a plan proponent
must make, such as a showing that the plan is proposed in good faith, that the plan is in the best
interests of creditors, and that the plan is feasible.

310 See Brinkely v. Chase Manhattan Mortgage & Realty Trust (In re Le Blanc), 622 F.2d 872,
879 (5th Cir. 1980); BROUDE, supra note 15, at T 9-13.

211 See COLLIER ON BANKRUPTCY, supra note 178, at 1 1122.04, at 1122-20.
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In the most common case, trade creditors are willing to take more
risk, and institutional creditors will opt for more immediate payment.
Under our current system, this problem is resolved by group negotiation,
bounded by dissenting parties being able to invoke the cramdown and con-
firmation protections mentioned above. To give such negotiation more flu-
idity, the ability to treat creditors differently is critical. That ability is
protected by the ability to classify separately.

4. OQther Possible Combinations

Classification is mechanical and easy to apply partly because it is
difficult to anticipate all possible circumstances in which separate classifi-
cation may be appropriate. So long as the various good faith and other
concerns exist, however, a link between classification and subjective mo-
tive is not necessary or appropriate.

So when else may a plan proponent separate creditors having the
same liquidation priority? Creditors whose interests are wholly antitheti-
cal to reorganization may present a compelling case for separate classifica-
tion.?!? For example, a competitor who has obtained a judgment, or has a
claim, for unfair competition may want to rid itself of the debtor. Rela-
tions between a landlord and its tenant may have deteriorated to the point
of impasse. Groups such as trade unions may have reputations for tough-
ness at stake which exceed the private stake in the particular
reorganization.?'?

These types of creditors are “irritants” in the sense that their inter-
ests are contrary to the reorganization goal of chapter 11. This does not
mean that their claims are less-deserving. It does suggest, however, that
not all of the creditors have equal, or even similar, interests in the contin-
uation of the debtor.

Cases also exist in which separate classification may be needed to
meet policy concerns.?’* A plan which proposes to distribute stock in the

12 See, e.g., Steelcase Inc. v. Johnston (In re Johnston), 21 F.3d 323, 328 (9th Cir. 1994)
(finding it proper to separately classify unsecured claim which is being hotly disputed in separate
litigation); Teamsters Nat’l Freight Indus. Negotiating Comm. v. United States Truck Co. (In re
United States Truck Co.), 800 F.2d 581, 587 (6th Cir. 1986) (upholding separate classification of
labor union based on such entity’s “non-creditor” interests in reorganization).

313 United States Truck Co., 800 F.2d at 587 (noting that labor union had “non-creditor” inter-
ests to protect in reorganization).

214 See, e.g., Frito-Lay, v. LTV Steel Co. (In re Chateaugay Corp.), 10 F.3d 944, 956-57 (2d
Cir. 1993) (separate classification of tax lessors based upon whether they independently provided
debtor in possession financing); Heartland Fed. Sav. & Loan Ass’n v. Briscoe Enter., Ltd., II (In 7e
Briscoe Enter., Ltd., II), 994 F.2d 1160, 1167 (5th Cir. 1993) (upholding separate classification in
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reorganized debtor in cancellation of claims may give rise to antitrust or
other similar claims. If a governmental entity holds a claim due to the
structure of a subsidy or other program offering non-market pricing, sepa-
rate classification of that claim to obtain separate treatment is appropriate,
even if it creates a single-creditor class.?*® Similarly, a governmental pro-
gram may artificially designate a subsidy as a debt, and payment of that
subsidy might prejudice the claims of normal creditors.?*® Finally, some
courts have separately classified tort claims from claims incurred in the
normal course of business.?!?

Lastly, can creditors be separately classified based on subordination
provisions??'® The proposed test would allow this.?*® All unsecured, non-
priority creditors are the same to the debtor because quite often the debtor
is not even a party to the subordination agreement. Since the creditors all
have the same non-bankruptcy liquidation priority, as seen above, the
plan proponent may classify the claim in any manner it wishes. The fact
that the creditors are the same as far as the debtor is concerned also dis-
penses with the question of whether the claims must be classified together;
they may, or they may not.

May the plan combine junior and senior unsecured creditors in the
same class? Again, if subordination works as a two-step process — one
distribution to creditors, and a second among creditors in accordance with
the subordination agreement — the proposed test permits the combining
of the class. Although this affects the negotiation process, it actually seeks
to restore the relative positions of the parties set by the subordination

single-asset real estate case for the Gity of Fort Worth which contributed cash to subsidize rentals in
moderate to low income housing).

#18 Mickerson v. Leser (In re Leser), 939 F.2d 669 (8th Cir. 1991) (finding it proper to sepa-
rately classify and provide different treatment for child support. payments).

316 In re Mason & Dixon Lines, Inc., 63 B.R. 178 (Bankr. M.D.N.C. 1986); BROUDE, supra
note 15, at 1 9.14.

317 John Hancock Mut. Life Ins. Co. v. Route 37 Business Park Assocs., 987 F.2d 154, 158-59
(3d Gir. 1993) (approving and explaining In re Jersey City Medical Ctr., 817 F.2d 1055, 1061 (3d
Cir. 1987), in which separate classification of medical malpractice tort claims, non-priority pension
claims, and trade creditors was upheld); In re EBP, Inc.,, 172 B.R. 241 (Bankr. N.D. Ohio 1994);
Hi-Lo Powered Scaffolding, Inc. v. Penn (In r¢ Hi-Lo Powered Scaffolding, Inc.), 70 B.R. 606
(Bankr. S.D. Ohio 1987).

218 This discussion addresses contractual subordination only. Actions which would resuli in equi-
table subordination, authorized by § 510(c), may also justify separate classification. Olympia & York
Fla. Equity Corp. v. Bank of N.Y. (In re Holywell Corp.), 913 F.2d 873 (11th Cir. 1990).

319 The issue of classification of subordinated claims is also discussed in 5 COLLIER ON BANK-
RUPTGY, supra note 178, at 1 1122.03, at 1122-13; BROUDE, supra note 15, at 1 9.02[3]; Carlson,
supra note 7, at 596-98; Daniel C. Cohn, Subordinated Claims: Their Classification and Veoting
Under Chapter 11 of the Bankruptcy Code, 56 Am. BANKR. L.J. 293 (1982).
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agreement. It allows the larger party to control the reorganization, while
section 510(a) preserves the benefit of the subordination bargain for all
plan treatment.?2°

V. CONCLUSION

Classification can be a confusing issue, especially if its historical ori-
gins are not considered. It also can lead one astray if it is viewed as an
end in itself, rather than as a part of a coordinated and complex scheme
for achieving reorganization.

Many parts of the reorganization process both require and rely upon
flexible classification. Those adversely affected by classification generally
have recourse through the general requirements of confirmation—good
faith, the best interests of creditors test, and feasibility. If those adversely
affected are members of a dissenting class, they also have the benefit of the
special requirements of cramdown, which includes the availability of the
absolute priority rule and the prohibition against unfair discrimination in
treatment. This article has argued that a court should reject a proposed
classification only if it negatively affects these general protections.

As recognized by section 1122, negative impact arises only when a
plan proponent combines claims or interests having different non-bank-
ruptcy priorities into one class. When that occurs, the class rights antici-
pated and protected by the cramdown powers become diluted. Although
instances of these types of classification rarely occur, they should be
disallowed.

In other cases, however, classification should be relatively open and
free. Such a result is consistent with the historical roots of classification.
Classification was originally used to ensure that creditors who voted to-
gether had the same interest in the debtor, judged primarily, but not ex-
clusively, by their relative liquidation priorities as against the debtor.
Open and free classification also comports with the Bankruptcy Code’s
text. When the plan proponent’s motive becomes an element to be ad-
duced in the context of claim classification, however, the system loses
much of its predictability. Unfortunately, many courts seem clueless on
this point.

To attempt to restore classification to its proper place, this article has
suggested that any classification is presumptively permissible so long as it

320 The legislative history of the.Code makes clear that a class vote in bankruptcy can change the
terms of the instrument containing the terms of the subordination. H.R. REp. No. 595, 95th Cong.,
st Sess. 359 (1977), reprinted in 1978 U.S.C.C.A.N. 5787.
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does not combine participants with different non-bankruptcy liquidation
priorities. To the extent that this formulation permits single-creditor clas-
ses, and classes not generally permitted by many courts, this is acknowl-
edged and explained. In the end, perceived abuses should be regulated, not
through mangling the words of section 1122, but through applying the
other and varied protections provided under the Code to all creditors.






