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Aggressive Uses of Chapter
11 of the Federal
Bankruptcy Code

by Walker F. Todd

Introduction

Thefiling of avoluntary bankruptcy petition
under Chapter 11 of the Bankruptcy Code of 1978
by the LTV Corporation onJuly 17,1986 focused
renewed attention on the recent evolution of
corporate reorganizationsunder the Bankruptcy
Code. Thisarticle reviewsthat evolution and
offersalternative explanationsfor the kinds of
uses noted in recent Chapter 11 petitions. To
some observers,a Chapter 11 petition is becom-
ing one of the standard financia strategies of
large corporations. In a period of disinflation, the
filing of a Chapter 11 petition is not acompletely
unexpected or unnatural response to the need to
reduce corporate obligations.

Alternative legal mechanismsdo
exist for the orderly downsizing of corporate
assetsand liabilitiesin the face of agenerally fd-
ling pricelevel or asignificantlyreduced demand
in specific markets. Those aternativesinclude
assignmentsfor the benefit of creditors, corporate
liquidations,and corporate dissolutionsand reor-
ganizations under state law, aswell as contractual
agreementsfor nonbankruptcy lending ("work-
outs"). However, those dternativesoften are
unsatisfactory because they do not providea con-
venient method for debtorsto stay all creditors
claimsautomatically or to regject burdensome
contingent liabilities. Thus, corporate reorganiza:
tion under Chapter 11 typicaly isthe debtor's
preferred alternative. Creditorsalso may prefer
the orderly processof negotiationwith a debtor
through creditors committees under the supervi-
sion of afederal bankruptcy court, instead of
attemptsto reorganizethe debtor without the
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court's protection and assistance.

A more restrained,and probably
more accurate, view of bankruptcy petitionssuch
asthat filed by LTV isthat a Chapter 11 filing may
be helpful in restructuring large claims of secured
creditorsand of creditorswith the priority claims
described in section 507 of the Bankruptcy Code
(11 U.SC.section 507). Nevertheless, the use of
Chapter 11 filingsas a sword rather than ashield
was not traditionally contemplated under the
1978 Bankruptcy Code or the prior United States
bankruptcy acts.

I. An Economic Perspective

Basic economics textbooks pay little, if any, atten-
tion to bankruptcy proceedingsas a mechanism
for alocating resources. When an uncompetitive
firm becomes insol vent, economics texts gener-
dly assume that itsassetswill be liquidated to
satidy creditorsand that the firm no longer will
exist. Economistscdl this process"exit from the
market." Shareholders may suffer large losses,
including the complete loss of their investments.
At times, new investors purchasesome of theliqui-
dated assets on favorableterms, putting up fresh
capital,and a new firm "entersthe market." Some
former assetsare scrapped, some former employ-
eesare not reemployed, and some former credi-
torsare not paid fully. The new firm generally has
abetter chance of succeeding than the old firm be:
cause it hassome combination of lower costs,
greater productivity,and better management.
Economistsdescribe this market-driven process
as being efficient because investors purchase
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assetsor new stock in the firm at market prices.
Those investorscould have used their capita for
other purposes.

In practice, corporate reorgani za
tions under the Bankruptcy Code allocate re
sources in a manner that may differ significantly
from an economist's description of corporate
reorganizations.Under Chapter 11, troubled firms
essentially bargain with creditors committees
and, occasionaly,with their own employees
regarding the conditions under which they can
remain "going concerns." Negotiationswith
employees typically would cover the restructuring
of executives compensation contractsand
unions' collective bargaining agreements.

The bankruptcy judge actsasa
mediator/arbitrator, following the Bankrupcty
Rules. However, the red power to affect the day-
to-day operations of adebtor isin the hands of
the creditors committees. Usuadly, management
of the bankrupt firm attemptsto remain in con-
trol of the ongoing operations of the enterprise.
In such cases, management isreferred to asthe
“debtor in possession.” Often, aswas the case
with the LTV filing, bank creditorsalready havea
functioning committee that has been negotiating
with management before a bankruptcy petition is
filed. Thus, it is not a all inaccurate to describe
the bankruptcy judge as a detached mediator or
referee. Usudly, the judge playsonly asmall role
in preparing a reorganization plan. That plan
ordinarily is drafted by the debtor and must be
retified by the creditors committees. The com-
mittees may serveas active, involved co-managers
of the bankrupt firm, and it is not unusual for
counsel for the creditors committeesto meet at
least weekly with management.

If no agreement between the bank-
rupt firm and itscreditorscan be reached volun-
tarily, the court, usudly acting through a trustee,
can impose asolution. One possible solution isa
complete liquidation of the firm, but such a solu-
tion is used in Chapter 11 casesonly after a judge
determines that no viable alternativeexists. It
would be mere coincidence if afirm reorganized
in a Chapter 11 proceeding had the same assets,
liabilities, capitalization, |abor force, wage rates,
and productivityas a market-organizedfirm.
Indeed, a Chapter 11 proceeding may support, a
least temporarily, the continued existence of a
firm that otherwisewould have been liquidated.

Corporate reorganization arguably
isawaysa smaoother processfor all concerned
rather than a straight liquidation under Chapter7
of the Bankruptcy Code. That iswhy the threat of
filinga Chapter7 petition serves management as
astrong bargaining tactic in dealing with credi-
tors committees. Regardless of the outcome of a
Chapter 11 proceeding, dl partiestheoreticaly
have a sense of participation and partial control
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in acorporate reorgani zation. If reorganization
produces a new firm that provesto be uncompet-
itive, and if further restructuringisrequired, &
least the affected partieswill have time to adjust
to the changed circumstances.

Y et, to the extent that a Chapter 11
petition thwartsthe discipline of the market-
place, the ultimate costs of corporate reorganiza
tion to society may be greater than those of cor-
porate liquidation. This can occur because the
court's judgment as to the viability of the reorgan-
ized firm and any arrangement reflecting the
vested interestsof the creditors may bewrong.
On the other hand, lawyersseem to believe that
creditors lawyers, bankruptcy judges, and trustees
usually assessthe possibilitiesof corporate reor-
ganizations accurately because of their repeated
experiences with working out the consequences
of Chapter 11 petitions. Als, the continued pres
ence of corporate management in debtor-in-
possession arrangements under most Chapter 11
plansguaranteesthat the role of business judg
ment will be significant. Thus, in the end, the
normal result of a corporate reorganizationtradi-
tionally has not been completely a oddswith the
overdl lessons of human experience.

I. PrioritiesAmong Creditors

Section 507 of the Bankruptcy Code prescribesa
schedule of the prioritiesof distribution for
claimsof classes of creditorsin a bankruptcy pro-
ceeding. Asimplifiedlisting of the priorities
under Section 507 isasfollows:

- Adminigtrative expenses of the
bankrupt'sestate.

- Postpetition unsecured claims
arising prior to the appointment of a bankruptcy
trustee.

- Upto$2,000 per claimant for
unsecured claimsfor accrued but unpaid wages,
salaries, commissions, vacation, and sick leave
pay.

- After deducting the $2,000 per
employee above, unsecured claimsfor up to
$2,000per claimant for contributions to
employee benefits.

- Unsecured claims of farmers
againg grain elevatorsor of fishermen against fish
processing plants.

- Up to $900 per unsecured claim-
ant for security deposits and down paymentsfor
servicesnot rendered or goods not provided.

. Unsecuredclaims of govern-
mental unitsfor taxes, customsduties, and penal-
tiesaccrued but unpaid.

Claimsfor employees wagesand
benefits have third and fourth priority in the
schedule. General, unsecured, unsubordinated

21
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claims, including the balance of clamsfor wages
and benefits, are given no priority and, thus,
effectively have eighth priority — behind al
other classes o prior daims.

Secured clamsare not subject to
the schedule of priorities, but bankruptcy trustees
may restrain secured creditorsfrom realizing upon
thelr liensin return for providing " adequate pro-
tection” to thesecured creditorswhiletheir claims
are sayed. Unfortunately, one man's" adequate
protection™ may be another man's outrageousin-
fringement of rights. In practice, secured creditors
often areforced to renew their extensionsof cred-
it to bankrupt enterprisesin order to alow those
enterprises to continue operatingfor the benefit
of dl creditors, both secured and unsecured.

Holdersd investment securities
have no priority of daim and generdly are paid, if
a al, only after dl prior classes of creditorsare
paid in full. A norma ranking of security holders
isasfollows:

. Subordinated debt holders,
including bond and note holders.

. Preferred shareholders.

» Common equity shareholders.

Holdersdf investment securities
arereferredto the terms of the relevant legal
documentsto determine the relative priority of
different typesof investment securitieswithin the
classes of investment security holders.

III. Evolution of the Bankruptcy Code

The power to establish uniform laws on bank-
ruptcieswas given to Congress under Artidel,
section 8, clause 4, of the United States Congtitu-
tion. Bankruptcy was bound up with controver-
siesregarding debtors prison under the common
law and, for the firgt century of its existence, the
United States had no permanent bankruptcy law.!
Congress managed to keep bankruptcy laws on
the books only briefly, during the years 1800-
1803, 1841-1843, and 1867-1878. Disputes regard-
ing the avalability and liberdity of discharges
from debtsin bankruptcy proceedingscrested the
political pressuresthat caused the repeal of those
early bankruptcy acts. Generdly, Jeffersonians,
Jacksonians, and Southern and Western Demo-
cratsfavored liberal bankruptcy lawsasa means
of discharging prior debts and granting debtors
fresh gartsin life. Naturdly, Tories, High Federal-
ists, Whigs and Republicans (that is, the creditor
class) opposed the liberd dischargesavailableto
nonmerchant debtors under bankruptcy laws2 In

A good overview of the comparative histories of the evolution of

bankruptcyacts in the United States and the United Kingdom is
Vem Countryman. A History of American Bankruptcy Law, 81 Commer-
cial Law Journal 226 (1976), from which much of the historical informa-
tion in this commentary is taken.

the aftermath of the depressionfollowing the
Panic of 1893, the fird permanent bankruptcy law
was passed in 1898. That legidation provided
principdly for straight liquidations. Then, in fits
and starts between 1932 and 1938, in the throes
o resolving the problems of atimewhen "so
many were debtors, and so few were solvent,”
the forerunners of the reorganization provisons
of the present Bankruptcy Code were enacted in
1938. Provisonsfor corporate reorganizations
(Chapter 10) and corporate arrangements (Chap-
ter 11) appeared for thefird timeas part of the
Chandler Amendmentsof 1938. Still, bankruptcy
was a defensive measurefor corporate debtors,
and the requirement of corporategood faith in
filing bankruptcy petitions, not difficult to estal>
lish during the Great Depression, routingy was
enforced by the courts.

The present Bankruptcy Code was
enacted in 1978. Chapters10 and 11 of the 1938
bankruptcy act were combined in the new Chap-
ter 11. Under the new Chapter 11, the day of
creditors claims became autometic upon thefil-
ing of the petition. The automatic Stay was seen
asaprocedural improvement from the debtors
perspective because, previoudy, the say had to
be requested separately, and creditorscould re
94 the application for a stay, even after the Chap
ter 11 petition wasfiled. Also, the requirement of
actud insolvency at the time o filing under the
1938 act was eliminated in the new Chapter 11.

The Bankruptcy Code was
amended in 1984, followingaJune 1982 United
States Supreme Court decision striking down cru-
cial partsdf the 1978 Code.> The 1984 amend-
ments primarily were procedural, covering the
jurisdictionand tenure of bankruptcy judges.
However, the 1984 amendments also restricted
theextent of dischargesin consumer bankrupt-
cies, established standardsfor judging the reaso-
nableness of employers reectionsdf collective
bargaining agreements, reordered the priority o
digtributions o stored grain to farmers, and
exempted certain repurchaseagreementscover-
ing financid instruments from the automatic Say
provisons of the Code.

..........................................

See Countryman (id.) at 229-230. Of course Jeffersonians object-

ed when the first bankruptcy act (1800) made discharges availa-
ble only to merchants. On the other hand, Hamiltonians found the act
useful. Robert Morris, once the financier of the American Revolution, and
by then "the most daring real estate plunger in the United States,"
financed speculative housing development in the District of Columbia,
beginningin 179. Unfortunately,in 1797, a financial panic arose from
the outbreak of the wars between England and revolutionary France.
Morris was ruined and spent more than three years in the Philadelphia
debtors' prison. His discharge in 1801 under the 1800 bankruptcy act
probably was the most famous bankruptcy discharge in the nineteenth
century. See John C. Miller, The FederalistEra: 1780-1801, 252 (1960).

Northem Pipeline Construction Co. v. Marathon Pipe Line Co, 458
U.S. 50 (1982).
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Throughout the evolution of the
present Bankruptcy Code, the statutes enacted
have been reasonably clear expressionsaf the
Congressiond view that bankruptcy should be a
defensive, nonroutine measureand should not
be used to advancethefinancia interests of cor-
porate debtorsbeyond the point that would have
been achieved by competitionin a free market
among solvent corporations.

IV. Aggressive Usesdf Bankruptcy
A potentidly disturbingtrend of filings under the
Bankruptcy Code began with the classic “surprise
filing" by the JohnsManvilleCorporationin 1982.
JohnsManville facing an unpredictable amount
o damsfor damage thought to be caused by
asbestos, proposed a Chapter 11 reorganization
under which all present and futureasbestosclaim:
antswould be reimbursed from a separate fund
created by JohnsManville. Meanwhile, the norma
businessoperations of the corporation continued,
comparatively unimpeded by the clams of asbes
tosvictims Thevictims fund isto receive up to
$2.5hillion over 25 years, including the contribu-
tion of a least 50 percent of the common voting
equity sharesof the corporation. The Jobrs-
Manvillecase has been questioned in some of
the bankruptcy literature aslacking the e ements
o agood-faithfiling, but a thiswriting it appears
that the settlement will stand?

Other potentially disturbing bank-
ruptcy decisionssoon followed in thewake of
theJohnsManwvillecase. In February 1984, the
United States Supreme Court decided, 54, in
National Labor RelationsBoard V. Bildisco & Bil-
dkco, Inc, that employers undergoing Chapter 11
reorganizationsunilaterally may abrogate or mod-
ify collectivebargainingagreementsthat are
serioudy burdensometo the employer when, on
balance, the equities of the case favor modifica
tion of burdensome terms.’

See, €.g., Mark J. Roe, Bankruptcy and Mass Tort, 84 Columbia

Law Review 846 (1984); Note, The Manville Corporation bank-
ruptcy; an abuse of the judicial process? 11 Pepperdine Law Review 151
(1983); Note, Manville: good faith reorganization or “insulated" bank-
ruptcy? 12 Hofstra Law Review 121 (1983); Note, Manville corporation
and the "good faith" standard for reorganization under the Bankruptcy
Code, 14 University o Toledo Law Review 1467 (1983); Note, Manville
bankruptcy: treating mass tort claims in Chapter 11 proceedings, 96 Har-
vard Law Review 1121 (1983).

A thorough account o the Bildisco decision, 465 U.S. 513 (1984),

and the enactment of the collective bargaining provisions of the
Bankruptcy Code Amendments o 1984 is Thomas R. Haggard. The Con-
tinuing Conflict Between Bankruptcy and Labor Law -The /ssues that
Bildiscoand the 1984 Bankruptcy Amendments Did Not Resolve, 1986
Brigham Young University Law Review 1. See also, Benjamin Weintraub
and Alan N. Resnick. Bankruptcy Law Manual, Problems with labor
Unions: Rejecting Collective Bargaining Agreements, paragraph 8.11 (9)
(1986). See In re Bildisco, 682 F.2d 72 (3d Cir. 1982).
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The Bildisco caseilludtratesthe way
that bankruptcy courts usudly resolve fundamen-
tal conflictsbetween provisonsd the Bankruptcy
Code and other provisonsd federal law: Bank-
rupcty provisonsprevall. It isonly natural for
bankruptcy courtsto consider the cregtion of via
bly reorganized entities as their paramount duty
in Chapter 11 cases. The remedy for those dis
tressed by such tendencieson the part of the
bankruptcy courtsis to petition Congressfor
amendmentsto the Bankruptcy Code that would
soecificaly addresssuch conflicts. However, asis
noted bel ow, the bankruptcy courtshave modified
somewheat their tendency to devate bankruptcy
procedures above other considerationsof federa
or statelaw only in environmental pollution cases.

| abor leaderslobbied Congressto
overturn the effect of the Bildisco decision, and
Congressdid so in theduly 1984 amendmentsto
the Bankruptcy Code (11 U.S.C. section 1113,
"Rgectiondf collectivebargaining agreements’).
Although they till allow employersto reect col-
lective bargaining agreements, these amendments
establish standardsfor judging the reasonable
nessaf the rgection in light of good-faith efforts
to negotiatemodification of the agreements. In 23
the fird court test of the 1984 amendments, In re
Whedling-PittsburghSed Corp. (W.D. Pa 1985),
the digtrict court sustained an employer'srejec:
tion of wage provisonsaf a union contract under
section 1113, even though it was arguabl e that
the employer had not bargained in good faith on
the wage concessions. The union was holding
out for further bank lenders concessions before
agreeing to the wage concessions. Upon apped
(May 1986), the Third Circuit Court of Appedsre
manded the case to the digtrict court, finding that
the standardsfor rejection established by section
1113 of the Bankruptcy Code had not been met.¢

In the Dalkon Shidd (intrauterine
device) litigation,a Chapter 11 filing by the AH.
Robins Company (March 1986) wasintended to
forestall future product ligbility clamsagaing the
company. At the date of filing, Robins had settled
9,300 claimsfor $517 million, with 5,000 more
clamsdill pending. Asin theJohnsMarwillecase,
the Robinsfiling was intended to cut off future
product liability claimsand to enablethe rest of
the company to continue operating without the
burden of those daims. However, enough dlega
tionsdf high-level corporate mafeasanceemerged
in the Robinscase that the court appointed a spe-
cid monitor to review the ongoing operations of
senior management. Management remainsin
control of the company & thiswriting?

..........................................

I Wheeling Pittsburgh Steel Corp. v. United Steelworkers of
America, 791 F.2d 1074 (3d Cir. 1986).
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In other aggresivefiling develop
ments under the Bankruptcy Code, a new line of
casesis evolving that might limit corporations
capacity to cut off liability for toxic waste pollu-
tion of the environment by filing Chapter 11 peti-
tions. In January 1986, the United States Supreme
Court decided, 54, that bankruptcy trustees may
not abandon corporate property under 11 USC.
section 554 (a) that is burdensome to the bank-
ruptcy estate if the abandonment causesenvir-
onmental damagethat contravenesstate laws or
hedlth and safety regulations. The case decided in
January 1986 was Midlantic Bank v. NewJersey
Department of Environmental Protection, which
was an gppedl of two 1984 Third Circuit cases
involving Quanta Resources Corporation.8 It is
noteworthy that, in the Midlanticcase, Justice
Rehnquist wrote the dissenting opinion which
dtated, in relevant part:

The Bankruptcy Court may
not, in the exercise o its equitable powers,
enforce itsviews of sound public policy &
the expense of theintereststhe Codeis
designed to protect. In these cases, it is
undisputed that the propertiesin question
were burdensomeand of inconsequential
vaueto the edtate. Forcing the trustee to
expend estate assetsto clean up the sites
would plainly be contrary to the purposes
o the Code.

The Midlanticcase involved a
liquidation, but comparable concernswould arise
in Chapter 11 casesif abandonment of contami-
nated property seemed essentid to achievinga
financiallysuccessful corporatereorganization. In
the future, it is not inconceivablethat corpora
tionswould attempt to cut dff toxic waste liability
by filing Chapter 11 petitionswith theintent to
abandon contaminated property. At present, the
weight o court decisions appearsto be against
such aggressive use of Chapter 11 petitions.?

Theorigind bankruptcy court order
in the Bildisco case was issued in 1981. Since
then, Bildisco has had two progeny worthy of
note: Wilson Foods and Continental Air Lines In

See A.H. Robins Go. v. Piccinin, 788 F.2d 994 (4th Cir. 1986). The

Fourth Circuit upheld a preliminary injunction staying all claims
arising from Dalkon Shield litigation against personally named co-
defendants (typically, officers and directors of Robins) once the Robins
Chapter 11 petition was filed. This decisionis viewed as an affirmation
of the broad injunctive powers of a bankruptcy court to stay all claims
involving a debtor reorganizing under Chapter 11.

Midlantic, 474 U.S. , 88 L.Ed.2d 859 (1986). The

Supreme Court made a similar finding in the case of Ghio v. Ko-
vacs, 469 US. , 83 L.Ed.2d 6 49 (1985). In Kovacs, the
Supreme Court held that a discharge in bankruptcy was allowed for a
debtor whose property was seized by a state receivership which began
to clean up a toxic waste site and then ordered the debtor to pay for the
clean-up. The Supreme Court left for another ruling (Midlantic) the reso-
lution of the issue of allowing bankruptcy trustees to abandon contami-
nated property.
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April 1983, Wilson, then the fifth-largest mest
packer in the United Sates, filed a Chapter 11 pe:
tition in Oklahoma. Wilson then unilateralyre
jected collective bargaining agreements covering
two-thirdsof its employeesand reduced wages
by 40 to 50 percent. Wilson's petition showed an
estimated positive net worth of more than $67
million. After reducing wages, Wilson was re
ported to have obtained a new line of credit for
$80 million from a New York City bank.10

In September 1983, Continental,
then the eighth-largest airline in the United States,
filed a Chapter 11 petition in Texas. Continenta
had been bargaining with its employeesfor wage
concessions as part of a corporate srategy for be
coming an efficient, low-cost carrier in aderegu-
lated environment. After the filing, Continental
unilaterally rejected contractswith severd unions,
including the pilots union. All employeestempo-
rarily were laid off. A few days|later, one-third o
the employeeswererecalled, but new wageswere
reduced from former levelsby morethan hdf in
some instances. Although Continental had a
heavy debt burden a thetime d filing, net worth
dill was postive. The reorganized Continental,
together with low-cogt affiliates such as New Yok
Air, isastrong competitor over mgjor airline
routesin the United Statesand on certain interna
tiond routes, furthermore, it is usualy mentioned
asa potentia acquirer of other, troubled airlines.
During the spring and summer of 1986, Conti-
nental's parent company, TexasAir, was involved
in negotiationsto acquire Eagtern Airlinesand
People Express. At thiswriting, it appearsthat
those acquisitionswill be consummated.

Teking the Chapter 11 baton from
Continental isFrontier Airlines, a unionized carrier
sarving the western United States that was
acquired in 1985 by the ultimatelow-cogt air car-
rier, People Express. Facing a heavy debt burden
and expanded price competitionover most o its
domestic routes, People Express offered Frontier
for sdein the late spring of 1986. One potentia
acquirer, United Airlines, was close to compl eting
the purchase of Frontier but, as of thiswriting,
has not done so.

One of the obstaclesto United'sac-
quisition of Frontier wasitsinability to negotiate

..........................................

In United States v. Maryland Bank & Trust Co, F.Supp.
9 (D. Md.,) slip op. Apr. 9, 1986), the environmental protec-
tion laws were extended to enable the Environmental Protection Agency
to maintain lawsuits against innocent parties foreclosing on contami-
nated property and to require them to pay for the costs of cleaning up
the property. It is believed that such precedents will complicate Chapter
11 proceedings in the future by raising the spectre of unscheduled liabili-
ties in amounts that, if not stayed or discharged, would disrupt the
orderly reorganization of companies operating under Chapter 11 in cases
involving infringement of environmental protection laws.

1

Graeme Browning, Using Bankruptcy to Reject Labor Con-
tracts, 70 American Bar Association Journal 60 (Feb. 1984)
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amutudly satisfactory trangitional salary scalefor
Frontier's pilots, who generaly earned less than
United's pilots. Other potential acquirersof Fron
tier apparently werewillingto purchaseit only if
the collective bargaining agreementswith the
principa Frontier unionswere rejected. People
Expressapparently threatened to filea Chapter 11
petition for Frontier in order to induce Frontier's
unionsto be more forthcoming. Thus, the Fron
tier case illustratesanother variation of the
aggressive use of Chapter 11 filings The threat to
file becomesa bargaining chip in labor negotia
tions. United's negotiationsregarding Frontier
were interrupted by the filing of a Chapter 11
petition for Frontier on August 28, 1986.11

One debtor that has shown red
initiativefollowing a bankruptcy reorganizationis
Wickes corporation,a Californiabasedbuilding
supply company that filed its Chapter 11 petition
in April 1982, shortly before the upturn from the
1981-82 recession began. Reorganized under
strong management, Wickes reduced operating
expenses, closed unprofitable stores, and renego-
tiated or rejected a number of building leasesfor
its stores. Wickes emerged from Chapter 11.in
early 1985. A yeer later, in April 1986, Wickes
atempted to acquirethe Nationa Gypsum Cor-
poretion for approximately $1.2 billion. After that
takeover attempt failed, during August 1986,
Wicdkes mounted a new hostile tender offer for
Owens-Corning Fiberglas Corporation, Toledo,
Ohio. Wickes gpparently intended to financethe
tender offer with an issue of so-called "junk
bonds" and with the planned post-acquisition
sded OwensCorningoperationsnot closaly
related to the core operations of Wickes. The
tender offer was valued a $2.1billion. On August
29, 1986, Wickes terminated the offer, but andysts
estimated that Wickeshad a net gain of a least
$30 million from the increased vaue of Owens-
Coming shares acquired during the takeover
atempt. It issignificant that a company that not
long ago filed a Chapter 11 petition, apparently in
good faith, has been ableto mount hostile tender
offersfor multi-billion-dollar corporationswithin
little more than a year after ceasing to operate
under the supervision of a bankruptcy court.

V. Implicationsfor the Bankruptcy Sydem
Thesequence of dl the casescited aboveisa
sgnd that something might be wrong in the
bankruptcy system. For bankruptcy speciaists,
and for economistsgeneraly, those cases are like,

..........................................

Press reports in early September 1986 indicated that Armco,
1 a major producer of steel. also allegedly was using the threat
of a Chapter 11 filing to induce its employees' union to make wage con-
cessions. In fact, the union agreed to the concessions and no Chapter 11
petition was filed.

1986 QUARTER 3

in the words of ThomasJefferson,a"firebell in
the night.....[W]e have thewdf by the ears,and
we can neither hold him, nor safely et him go.
Justiceisin one scale, and self-preservation in the
other.”2 Jefferson was writing about the perni-
ciouseffectsof davery on the preservation of the
Union and about the controversiesraised by the
Missouri Compromise. The message of those
words, however, for defendersof the notionsd a
free market and of market disciplinein American
enterprise, is that actions currently taken under
Chapter 11, while perfectly legd under the pres
ent Bankruptcy Code, may be moving inexorably
in the direction of araceto the courthouseto
enable solvent, abeit troubled, corporationsto
gain positive advantages over competitors. Such a
race for competitive advantage through the legd
process eventua ly underminesthe freemarket
sysem, aswell asthe other laws overridden by
the Bankrutpcy Code, such as environmenta pro-
tection or labor laws.

Y et, competitorsin any linedf bus
iness"have thewolf by the ears’ in that they
cannot safely renouncethe use of Chapter 11 fil-
ingsasa meansof reducing operating costs
unless all significant competitorsin that line of 25
businessrefrain from filing aslong asthey are
solvent. Thus, judtice (fair play) demandsthet dl
solvent competitorsrefrain from filing, but sdif-
preservation demandsthat al competitorsretain
the capacity to file as long as any sgnificant com-
petitor has that capacity.

If efficiency in the market is
achieved mogt easily by becoming a low-cogt
producer under the protective umbrdladf a
Chapter 11 filing, why should any corporation
exert itsdf to achieve efficiency by bargaining
and by open competitionin afreemarket”Before
1978, ashowing of insolvency wasa prerequisite
o aChapter 11 filing, but that requirement was
dropped in the present Bankruptcy Code.’* The
question now presented is whether the benefits
that were supposed to flow from the remova of
the requirement of insolvency have been out-
weighed by the deficiencies— if they are, in[a,
deficiencies — o the present statute. After dll, in
thewords of one bankruptcy expert,

Chapter 11 issupposedto be
rehabilitative,.. adevice"which can be
used to cure acompany that'sill or hemor-
rhaging.” It is better to apply the curewhile
acompany "hasstrength and vitdity left —
beforeletting it die.”*

..........................................

1 Letter from Thomas Jefferson to John Holmes, April 22, 1820,
in The Portable Thomas Jefferson 567, Merill D. Peterson
ed. (1975, reprinted 1980).

1 3 Browning. supra note 10
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Thus, it isimportant to remember
that not dl observersbelievethat the present
usesaof Chapter 11 aredl| bad. Theissue of good
fath in filing could be addressed satisfactorily by
scrutinizing Chapter 11 filingsin light of the
question: "Is this company financialy troubled
enough to judify the filing?” By that standard,
some of the recent Chapter 11 filings(for exam:
ple, Wickes, LTV, and Frontier) might not be par-
ticularly troublesome.

VI. summary
The law of bankruptcy has been intended since
1898 to grant debtorsrdief from clamsd unse
cured trade creditors, bank lenders, and the like,
but not to affect substantiallythe dams o em-
ployeesfor accrued, but unpaid, wagesand bene-
fits, or the claims of governmental unitsfor taxes.
Such cdlamswere, and il are, given priority in
the distribution of assetsdf bankruptcy estates.
Since 1982, a new trend has emerged in which
aggressive bankruptcy filingsare used to achieve
the greater financia objectives of the corporations
filing Chapter 11 petitions. The 1984 amend-
mentsto the Bankruptcy Codewere intended to
rein in perceived abuses of the corporate capacity
to disavow employment contracts. Some may
argue that theJuly 17,1986filing by LTV Corpora
tion wasyet another corporate effort in the direc-
tion that was opposed by the 1984 amendments.
It is possibleto contend that the filing was
designedto enable LTV to modify itscollective
bargaining agreementssubgtantialy or to regject
future liability for employee benefits, including
pension or insuranceliabilities. On the other
hand, LTV clearly was having financia troubles,
and issuesregarding thegood faith of itsfailing
dill haveto be resolved by the bankruptcy court.
The cases described abovefdl into
three broad categories:
1. Contingent productsliability or environ-
mental protection

Jobns-Manuville (1982)
A.H. Robins(1986)
Midlantic (1986) (Chapter 7)

2 Executory collectivebargaining agreements

Bildisco (1981-1984).

Wilsor: Foods(1983)
Continental Air Lines(1983)
Frontier Airlines(1986)

..........................................
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Roy Cartin, Esq, bankruptcy counsel for Wilson Foods,
quoted in Browning, supra note 10.
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3. Restructuringand downsizing corporate
ligbilities
Wickes(1982)
LTV (1986).

The Supreme Court thusfar seemsto be sustain-
ing the primacy of bankruptcy considerationsin
the second and third categoriesof cases, while
continuing to sustain the primacy of environmen-
td protectionlawsin cases that do not involve
masstort litigation.

In any casg, it is clear that compan-
ieswith the benefit of the protection afforded by
Chapter 11 filings have advantagesin corporate
financid structurethat are not availableto sim-
ilarly situated, but presumably solvent, competi-
torswho do not file. Thus, it is reasonableto
predict that, in a disinflationary environment, an
increased number o aggressive Chapter 11 filings
will occur in any industry in which asignificant
competitor atersitscosts of production by filing
a Chapter 11 petition. In the absence of a more
orderly, forma procedurefor downsizing corpo-
rate assetsand liabilitiesin the United States, such
ause d Chapter 11 is neither illogical nor com-
pletely unforeseeable. The remedy for aggressive
uses of Chapter 11, if aremedy becomesdesira
ble asa matter o public policy, isto be found by
following the traditional path of Congressiond
enactment of corrective amendmentsof the
Bankruptcy Code.

At the same time, the purpose of
the 1978 revisonsof Chapter 11 should be kept
in mind: The rehabilitation of ailingcompanies
should be effected before they become termi-
ndly ill. if nothing concentrates the mind like the
prospect of being hanged, then the opportunity
for a debtor to filea Chapter 11 petition before its
caseisterminal ought to serve aconsiructive
purpose: It should encouragelenders,
employees, and the company's other constituent
groups to cooperatein attempting to improvethe
chancesfor restoring the company's competitive
viability in order to avoid thefiling. The same
Spirit of cooperationshould prevail if afiling
occursdespite everyone'sbest efforts



