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CHAPTER 11 AT THE SCHOOL OF

SUBCHAPTER V: PART II

Daniel J. Bussel and Austin J. Damiani*

This Part II is the second installment of an analysis of

Subchapter V. The essay notes various issues arising as the bank-

ruptcy bar and courts adapt and apply the new procedures. It

also sets Subchapter V in a historical and statutory context and

suggests that experience under Subchapter V may enrich and

improve chapter 11’s overall performance. It highlights a

fundamental tradeoff embodied in Subchapter V: Creditors of

insolvent small business debtors can be forced to share reorgani-

zation value with equity in exchange for speed, efficiency, cost

savings, and the finality of a payment plan with liquidation or

other appropriate remedies in the event of default. How well this

experiment works for distressed small businesses may influence

the future reform of chapter 11 itself.

Part I, published in last month’s Bankruptcy Law Letter,1 noted

that Subchapter V’s reforms are not so novel. Many elements of

Subchapter V hearken back to chapter XI of the 1938 Chandler

Act’s bifurcated reorganization scheme,2 elements that were

discarded in the 1978 Bankruptcy Code’s codification of modern

chapter 11.3 As with the Chandler Act, the availability of a less

expensive, more flexible, and more debtor-friendly reorganiza-

tion track inevitably engenders litigation over debtor eligibility

for the more streamlined procedure. Part I ended with a discus-

sion of Subchapter V’s nonconsensual plan confirmation provi-

sions, which substantially relax chapter 11’s cramdown rules. At

first glance, the ability to swiftly confirm a nonconsensual plan

in which the debtor retains equity without complying with the

absolute priority rule4 while maintaining unlimited plan exclusiv-

ity5—appears to overwhelmingly favor debtor reorganization

over creditor protection. The net effect of these debtor-favorable

features of Subchapter V is to systematically redistribute any

excess over the judicially determined value of the collateral away

from the secured and unsecured creditors and in favor of the

equity interest.
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This raises the question of what value there

is, if any, for creditors in the move from chapter

11 to Subchapter V, if their ability to capture

much (if any) of the collateral’s going concern

value is taken away. The promise of Subchapter

V to creditors is that the speed, cost-effectiveness

and finality that may be achieved through a

Subchapter V reorganization will reduce the risk

that the forced liquidation value that exists at

the inception of the case will be squandered in

legal expenses, delay, and false starts on failed

reorganization efforts.6

Moreover, from a practical perspective, at least

for sole proprietorships or family businesses, al-

locating going concern value primarily to equity

may be reasonable given the identity between

ownership and management. Substantially all

the going concern premium that exists in such

firms may be fairly attributable to the continu-

ing efforts and entrepreneurial value contributed

by the equity owners. From a creditor perspec-

tive, the reasonableness of this shift towards re-

organization under existing ownership, however,

depends in significant part on the ability to

obtain prompt forced liquidation at low cost if

confirmation standards cannot be met, or if

confirmed Subchapter V plans fail.7

This Part II addresses Subchapter V’s height-

ened feasibility requirement, a principal counter-

balance to its debtor-favorable cramdown

standard. Self-executing creditor remedies built

into the plan buttress plan feasibility and reduce

creditor risk by aligning debtor incentives with

creditor recovery pursuant to Subchapter V’s

disposable income payment provisions. Part II

then provides an overview of the controversy sur-

rounding the scope of discharge in Subchapter V,

including the controversial question of the avail-

ability of nondebtor releases for the affiliates and

principals of Subchapter V debtors. This essay

then concludes with a reflection on how Subchap-

ter V may influence the reform of chapter 11

practice more broadly.

I. FEASIBILITY

Chapter 11, of course, has always had a feasi-

bility requirement for plan confirmation, but it is

understood that bankruptcy court approval of a

plan as feasible is no guarantee of a successful

reorganization. The feasibility finding only

requires a showing by the preponderance of the

evidence that there is a reasonable probability of

success.8 Plans often fail,9 and the feasibility

standard is loosely applied absent a well-funded

opposition from a dissenting class.10 The mere

potential for failure of the plan is not sufficient

to negate the feasibility of a proposed chapter 11

reorganization plan.11

Unless all impaired classes accept the plan,

Subchapter V elevates the feasibility standard

from chapter 11’s baseline.12 The Subchapter V

debtor has one of two options. It can make a

heightened showing that it “will” be able to make

all the payments required by the plan. Presum-

ably, this will require a stronger showing (per-
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haps by clear and convincing proof) than chapter

11’s “more likely than not” probability of

success.13 Alternatively, the plan will be confirm-

able if (i) there is a “reasonable likelihood” of

making all the plan payments and (ii) a mecha-

nism is built into the plan for “appropriate” cred-

itor remedies such as liquidation of non-exempt

assets.14 By providing creditors with either an

elevated degree of confidence in the feasibility

finding or a remedy in the event of default under

the plan that gives the creditor either an alterna-

tive source of payment or the ability to compel a

liquidation, creditors should have greater assur-

ance of finality in Subchapter V than they would

receive in chapter 11.

In Curiel, the Ninth Circuit BAP found that

the debtor’s Subchapter V plan could not even

meet the “50-yard line plus an inch” standard to

feasibility applied by the bankruptcy court

because of the lack of evidentiary support for the

finding below that the debtor would be able to

meet the monthly payments called for by the

plan or be able to sell the real property securing

the objecting creditor’s mortgage for an amount

greater than the balloon payments scheduled at

the end of the five-year term of the plan.15

Curiel’s self-serving assertions of feasibility and

unsupported projections were undermined by its

own historical operating performance. The BAP

found them insufficient to establish a reasonable

probability that it would be able to perform the

plan.16

Although the objecting creditor prevailed on

this basis, the Curiel court also discussed in dicta

the nature of the “appropriate” creditor remedies

necessary to sustain a feasibility finding based

on “reasonable likelihood” under section

1191(c)(3)(B). It criticized the default provisions

in Curiel’s plan, which left the secured party to

exercising remedies provided by otherwise ap-

plicable law on 60 days’ notice, as “toothless”

thereby suggesting that they would have not

been found “appropriate” had the creditor at-

tacked the feasibility finding below on that

ground. It noted an important relationship be-

tween the strength of the creditor’s default rem-

edies and the likelihood of default. If the plan

were to provide the creditor with powerful reme-

dies upon default (such as a prompt auction, stip-

ulated foreclosure or automatic deed in lieu), the

debtor would be strongly incentivized to obtain

the money necessary to refinance the payments

required by the plan, thereby lessening the likeli-

hood of default, and perhaps establishing

feasibility.17

Foreclosure or other state law remedies may

be appropriate for secured creditors, but in In re

Channel Clarity Holdings LLC, a case with no

real property, $300,000 in liquid assets, and $4

million in unsecured claims, the bankruptcy

court found ordinary state law remedies insuf-

ficient to meet the “appropriate remedies”

standard.18 The court hypothesized that the

estate might well be depleted by the time a

default occurred, and unsecured creditors would

be left to “race to the courthouse.”19 The bank-

ruptcy court suggested immediate conversion to

chapter 7 upon default as an alternative

remedy.20

These cases seem to recognize that Subchapter

V plans offer debtors a very favorable mecha-

nism for dealing with business debts on a basis

that promises their creditors little more than

liquidation value over three to five years’ time,

but that the availability of this form of relief

ought to be a one-time affair. If the debtor

defaults on its Subchapter V plan, prompt

liquidation or payment of creditor claims by

alternative means should be required. Subchap-

ter V should not become Subchapter X or XV

based on repeated defaults under confirmed

plans.

II. DISCHARGE & THIRD-PARTY

RELEASES

Perhaps no Subchapter V issue has generated

as much heat as the fight over whether the

chapter 7 exceptions to individual discharge ap-

ply to corporate debtors in Subchapter V

cramdowns. From a chapter 11 policy perspec-

tive, saddling reorganizing corporate debtors

BANKRUPTCY LAW LETTER JULY 2024 | VOLUME 44 | ISSUE 7

3K 2024 Thomson Reuters



with nondischargeable debts seems bizarre.

Those exceptions do not apply to corporations in

chapter 11, and to make them applicable to enti-

ties in Subchapter V cramdowns—which will be

the usual route to confirmation—severely limits

the utility of Subchapter V for corporations.

Congress in 1978 expressly rejected the chapter

XI practice of incorporating discharge exceptions

into reorganization proceedings. So the bank-

ruptcy reaction to assertions of corporate nondis-

chargeability in Subchapter V is quite naturally:

“Why are we even having this discussion? This is

a battle that we fought and won long ago.”21

The reason we are having this discussion, of

course, is that now two Courts of Appeals have

spoken on the issue and both have concluded that

the § 523 exceptions do apply in Subchapter V

cramdowns.22 These decisions acknowledge that

the applicable statutes seem to conflict and could

be read, consistent with chapter 11 policy, to

make the exceptions applicable only to individu-

als in Subchapter V cramdown. They note,

however, that Subchapter V’s discharge seems to

be more closely modeled after chapter 12’s dis-

charge provision than chapter 11’s, and that

there is some authority under chapter 12 for ap-

plying the chapter 7 exceptions to the chapter 12

discharge (without distinguishing between cram-

down and consensual plans).23 But these courts

go on to claim that policy and equity are consis-

tent with tightening Subchapter V discharge

when plans were confirmed nonconsensually

because other traditional creditor protections

from nonconsensual confirmation are stripped

away by Subchapter V.

Of course, nothing in the legislative record

indicates that Congress intended to codify such a

compromise. Moreover, from a structural point of

view, consistent with the overall debtor favorable

gestalt of Subchapter V, it makes far more sense

to see the distinction in scope of discharge

depending on whether or not there is a cramdown

as an extra incentive for individual debtors to

pursue consensual Subchapter V plans. Individ-

ual debtors cannot escape the chapter 7 limita-

tions on discharge by filing individually in

chapter 11 even when they obtain the requisite

class consents. Subchapter V thus strengthens

the discharge for eligible individual debtors who

obtain the consent of all impaired classes. It

should not weaken the discharge otherwise avail-

able to corporate debtors under chapter 11. These

provisions were intended to incrementally en-

courage—not discourage—the use of Subchapter

V by eligible debtors. As Ralph Brubaker has

noted, we learned long ago from the chapter XI

experience that imposing limitations on small

business discharge in reorganization did not

work.24 As Bonapfel & Schaaf, conclude:

Perhaps Congress in 2019 had a different view of

exceptions to a corporation’s discharge in the case

of cramdown confirmation in a subchapter V case

than Congress in 1978. But it is difficult to

conclude that, in enacting a statute universally

proclaimed to have the purpose of facilitating re-

organization of smaller businesses by, among

other things, eliminating the absolute priority

rule in a cramdown situation, Congress in 2019

intended to re-introduce all the problems with

exceptions to the discharge of a corporation that

it eliminated over 50 years earlier. It is even more

difficult, if not impossible, to conclude that it did

so without any mention of it.25

. . .

Finally, we come to nonconsensual third-party

releases, the hottest issue today in bankruptcy.

Nonconsensual third party releases outside of

the mass-asbestos cases are not permitted in the

Fifth, Ninth, and Tenth Circuits,26 and the bank-

ruptcy community continues to wait with bated

breath for the Supreme Court decision in Purdue

Pharma27 to see if they will continue to be

permitted anywhere. It is a bit jarring to see a

doctrine that is nominally tied to rare and

exceptional cases pop up in small business

cases.28 But small business debtor principals do

sometimes seek personal releases for themselves

and other nondebtor affiliates in Subchapter V,

as chapter 11 debtor principals and their affili-

ates do in their cases. Thus, in In re Hal Luftig

Co., a Subchapter V cramdown plan containing a

nondebtor release for the corporate debtor’s

principal was overturned on appeal.29 The bank-

ruptcy arose from a $2.6 million judgment
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awarded against the production company of the

Broadway musical Kinky Boots, jointly and sev-

erally with its owner.30 The district court cast

doubt on the permissibility of nondebtor releases

more generally in Subchapter V,31 while admon-

ishing the bankruptcy court for approving the

third-party release notwithstanding the noncon-

sensual nature of the plan. It noted that over-

whelming consent of the affected creditors is a

key justification supporting nonconsensual

nondebtor releases in those cases where they

have been approved.32

In re Central Florida Civil, LLC,33 is a Sub-

chapter V case in which the court enjoined

enforcement of personal guaranties against the

nondebtor principals of the Subchapter V debtor

during the five-year period of its plan notwith-

standing that the objecting creditors were not

receiving full payment of their claims. The result

apparently turned on the court’s finding that the

released principals’ services were necessary for

the reorganization to succeed and that many

other guaranteed creditors had consented to the

plan enjoining enforcement of their guaranties

during the term of the plan. The court also relied

on the fact that the plan injunction would toll

the statute of limitations on the claims against

the guarantors so they could enforce their guar-

antees after the plan was completed. These

justifications for the injunction are reminiscent

of the controversial Otero Mills case,34 in which a

bank holding a guarantee from the debtor’s

principal in a chapter 11 case was enjoined from

enforcing the guarantee during the pendency of

the chapter 11 case so the guarantor could fund

the debtor’s plan.

Even accepting that in Central Florida the

principals’ services were necessary to the plan

and that the plan was in the interest of employ-

ees and most of the creditors, it remains unclear

why enjoining collection from the guarantors for

the five-year term of the plan was necessary to

its success, whether or not a class of guaranteed

unsecured creditors overwhelmingly consented

to release the owners, or why the owners should

not file for bankruptcy relief personally if they

want relief from personal debts. Perhaps the net

disposable income tests applicable to individuals

in chapter 11, Subchapter V, and chapter 13,

which limit individual debtors to retaining

income sufficient to maintain themselves and

their dependents until their debts are paid in

full, are overly harsh. But absent some express

congressional authorization, a nondebtor injunc-

tion against enforcement of a guaranty in an af-

filiate’s Subchapter V case does not seem to be

the appropriate mechanism for ameliorating that

hardship. Conceptually, the bankruptcy court in

Central Florida may be correct in believing there

is a role for third-party releases of principals in

small business reorganizations where the princi-

pals’ contributions are essential to success and

the guaranteed creditors overwhelmingly agree

to release the owners in order to induce them to

contribute those essential services and property

to the reorganization effort. But Subchapter V as

currently constituted fails to furnish an appropri-

ate framework for authorizing and regulating

third-party releases.35

Whatever one thinks of third-party releases in

chapter 11 generally,36 Subchapter V seems

particularly ill-suited to afford this form of

nonconsensual nondebtor relief. The absence of

robust disclosure, creditors’ committees, absolute

priority, voting, creditor plan alternatives, the

small dollars involved in these cases, the typi-

cally low percentage recoveries for unsecured

creditors, and the lack of any overriding public

interest beyond the general pro-reorganization

policy of Subchapter V, all suggest that the

established standards for granting third-party

releases in those jurisdictions that permit them

at all cannot be met in these cases.37

III. CONCLUSION: LEARNING FROM

SUBCHAPTER V

As the ABI recently noted after completing its

yearlong study, Subchapter V remains in its

infancy, and it is premature to make any final

assessment or draw final lessons from the limited

experience we have had so far under the new

statute.38 Nevertheless, it is not too early to
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observe that over the last 150 years, the warp

and woof of bankruptcy reorganization law has

been the tension between the push from outsid-

ers for greater regulation of the process to

prevent perceived abuses, and the desire within

the bankruptcy community for greater flexibility

in order to achieve more efficient, less costly, and

more successful reorganizations.

Subchapter V is a novel and promising experi-

ment that represents a decisive move in favor of

more flexibility for small business debtors. As

noted above,39 the early reviews are very

favorable. Meanwhile complaints about the cost

and difficulty of the standard chapter 11 process

fester and attempts to creatively find work-

arounds increasingly dominate standard chapter

11 practice. We may be on the threshold of

discovering that some flexible Subchapter V prac-

tices, perhaps subject to somewhat greater

regulation, may be readily adapted to larger

reorganizations to increase efficiency, reduce

costs, and achieve more successful outcomes. The

experience of chapter XI ultimately largely sup-

planting and then serving as a benchmark for

reforming chapter X, may repeat itself in the

guise of a successful Subchapter V encroaching

on the territory of chapter 11 and ultimately

enriching and improving chapter 11 generally.

Some Subchapter V innovations seem to be

readily adapted for chapter 11 practice. Do we

really need the one-impaired-consenting class

rule at all?40 Do disclosure statements really need

to do that much more than summarize the debt-

or’s history and operation and provide a liquida-

tion analysis and financial projections?41 If so,

how much more? Does chapter 7 nondischarge-

ability policy really need to be dragged into

chapter 11 for individuals confirming fully

consensual plans?42

But Subchapter V also raises a far more

fundamental issue concerning the role of the

absolute priority rule in chapter 11. That rule

has been viewed as a central principle of reorga-

nization law for more than a century at least by

the Article III courts and lawmakers.43 Market-

oriented academics have consistently rallied to

its defense, arguing that it provides certainty for

financiers that is socially desirable both from ex-

ante and ex-post perspectives.44

The bankruptcy community, however, has long

had a love-hate relationship with absolute

priority. Early reorganization law was largely

premised on relative priority, not absolute prior-

ity45 and the Supreme Court’s narrow endorse-

ment of absolute priority in Boyd46 was viewed

with shock and dismay.47 Famously, chapter XI

abandoned absolute priority and Los Angeles

Lumber cracked open a door to its evasion in

chapter X through its new value exception.48 The

1973 Commission sought to water down the rule

by turning it into a collective, waivable right and

expanding the new value exception, but suc-

ceeded only in the former.49

Later, a farm depression in the early 1980s,

coupled with the Supreme Court’s refusal to

endorse a sweat equity exception to the rule,50

caused Congress to abandon the rule in family

farmer cases.51 Early practice under the 1978

Code seemed to honor the rule largely in the

breach by routinely including distributions on

account of arguably out-of-the-money equity in

consensual plans.52 Gifting,53 structured dismiss-

als,54 and a variety of other controversial priority-

altering practices were later experimented with

as work-arounds.55 ABI has sought unsuccess-

fully to reintroduce the idea of relative priority

through its “redemption option value” and “363X”

legislative proposals.56

Subchapter V, like chapter XI, and chapter 11

itself, may prove to be a watershed event in the

history of Boyd’s “fixed principle” of absolute

priority.57 If the present consensus that Subchap-

ter V is working holds and strengthens over time,

that should generate pressure to open access to

Subchapter V to more and larger firms and,

ultimately, further reform of chapter 11.58

In Subchapter V we see absolute priority

exchanged for a time-limited priority claim

against future operating cash flow plus a tight-
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ened one-bite-at-the-apple concept of feasibility

absent a fully-consensual plan.59 Certainly there

are important differences in allocating the going

concern value between seniors and juniors, debt

and equity, in cases where ownership and man-

agement are not wedded together, as they are in

typical sole proprietorships and small family

businesses. One wonders, nevertheless, whether

aspects of this core concept can be translated

into large chapter 11 cases involving complex

capital structures and if so, how. Pressure to

relax, then tighten, then relax, traditional

understandings of absolute priority has been a

constant theme in reorganization practice for

more than a century. We have been in a tighten-

ing phase for 30 years, but Subchapter V—like

chapter XI before it—may demonstrate that it is

time for the pendulum to swing back. If so, a

more flexible chapter 11 process may prove to be

the greatest legacy of Subchapter V.
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