Strategies for Unsecured Creditors to Mitigate the
Pro-Debtor Policies of Subchapter V and Suggestions
for Changes to the Bankruptcy Code

1. Introduction

In 2019, Congress passed the Small Business Reorganization Act
(“SBRA™), which created Subchapter V, a special option under traditional
Chapter 11 bankruptcy created specifically for small businesses.! The
purpose of the SBRA was to simplify the bankruptcy process for small
business debtors to effectively meet the goal of bankruptcy: successful
reorganization and rehabilitation of their business.> Congress focused on
assisting small businesses, usually family-owned enterprises with a small
number of employees, during the height of COVID-19 because, while small
businesses represent 99.7% of all United States employers, over around 50%
shut down due to unanticipated economic hardship.? Congress aimed to assist
small businesses because they are the central stimulant for the United States
economy.

The SBRA was created to remove obstacles for small businesses and
reduce the lengthy timeline of Chapter 11 cases.* While Chapter 11 aims to
give “immediate relief” and allow businesses to continue running operations
under an accepted plan determined by the Bankruptcy Court, almost all
reorganization plans fail and debtors are forced to convert to a Chapter 7 case,
which is complete liquidation.® This conversion disservices small businesses,
employees, and the general public by wasting resources, prolonging the
bankruptcy process, and leaving creditors with few assets to recover.® To
combat this problem, the underlying sentiment of Subchapter V is a pro-
debtor law, as many traditional Chapter 11 creditor protections have been

1. Small Business Reorganization Act of 2019, Pub. L. No. 116-54, § 2, 133 Stat. 1079,
1079-85.

2. See id; Christopher D. Hampson & Jeffrey A. Katz, The Small Business Prepack:
How Subchapter V Paves the Way for Bankruptcy’s Fastest Cases, 92 GEO. WASH. L. REv.
851, 859 (2024).

3. Nicole C. Cipriano, Note, The Big Short: How the Big Step of the Small Business
Reorganization Act Fell Short, 50 HOFSTRA L. REV. 145, 146 (2021).

4. See Brian A. Blum, The Goals and Process of Reorganizing Small Businesses in
Bankruptcy, 4 J. SMALL & EMERGING Bus. L. 181, 193 (2000).

5. Paul F. Festersen, Equitable Powers in Bankruptcy Rehabilitation: Protection of the
Debtor and the Doomsday Principle, 5 CREIGHTON L. REv. 221, 221 (1972).

6. Seeid. at 222.

1027



1028 OKLAHOMA LAW REVIEW [Vol. 77:1027

removed.” Subchapter V has been regarded as “an effective and timely
revision to Chapter 11” because it provides “small businesses an opportunity
to reorganize in” very difficult situations.® Subchapter V was created to make
a bankruptcy “process for small business debtors that is faster, more efficient,
and less expensive than a typical Chapter 11 case.” Congress intended to
make the “bankruptcy process less burdensome” for debtors who could not
financially afford to go through a Chapter 11 reorganization case.'® While
Subchapter V has made the reorganization process more efficient and less
costly in some regards, that same efficiency has resulted in a negative
detriment to creditors, especially unsecured creditors.

This Note seeks to provide practitioners and creditors with a guide to best
navigate a Subchapter V case. In particular, this Note focuses on strategies
for creditors to pursue at different stages in the bankruptcy process to avoid
inequitable outcomes. Additionally, this Note argues that Subchapter V
positively favors debtors and leaves creditors at the mercy of Trustees, who
were given broad authority with little defined boundaries. Part Il summarizes
the key recent changes to the Bankruptcy Code implemented by Congress
under the advisement of the American Bankruptcy Institute. Part III then
explains the benefits of Subchapter V, most of which favor debtors. Part IV
then makes practical suggestions for practitioners regarding best practices for
representing creditors who have been pulled into Subchapter V initiated by
debtors. Finally, Part V suggests key changes that Congress and practitioners
can make to amend the law to create a more balanced code for both debtors
and creditors.

1. Key Changes to the Bankruptcy Code

The term “small business” for purposes of bankruptcy is defined as a
“person engaged in commercial or business activities” with an “aggregate
noncontingent liquidated secured and unsecured debts as of the date of the
filing of the petition” that do not exceed a certain amount.!' The term engaged

7. Thomas E. Plank, Bankruptcy Professionals, Debtor Dominance, and the Future of
Bankruptcy: a Review and a Rhapsody on a Theme, 18 BANKR. DEv. J. 337, 338 (2002)
(reviewing DAVID A. SKEEL, JR., DEBT’S DOMINION: A HISTORY OF BANKRUPTCY LAW IN
AMERICA (2001)).

8. William L. Norton III, Subchapter V-One Year Later, NORTON BANKR. L. ADVISER,
June 2021, at NL 1, Westlaw 2021 No. 6 NRTN-BLA-NL 1.

9. Crystal Thornton-Illar, Subchapter V: The First Two Years, LAWS. J.: J. ALLEGHENY
CNTY. BAR ASS’N, Mar. 25,2022, at 11, 11, Westlaw 24 No. 6 LAWYERSJ 11.

10. See id.
11. 11 U.S.C. § 101(51D)(A).
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in commercial or business activities” has been defined differently by courts,
but the majority agrees it means someone who is participating “actively” in
their specific trade on the date the petition was filed.!? This broad definition
permits some debtors, who stopped their business operations before filing a
bankruptcy petition, to qualify because they maintained active bank accounts
in order to maximize their revenues and pay debts owed to creditors.!* By
expanding the definition of a “‘small business debtor” in the bankruptcy code,
more debtors qualify for bankruptcy, leaving creditors to navigate this new
territory.

Before Subchapter V, Chapter 11 was the only option for small businesses
wanting to remain operational and repay debts. But, many “[b]ankruptcy
practitioners and academics have long observed” that Chapter 11 was failing
to serve this purpose.'* One barrier to successful reorganization in Chapter
11 was the high fees associated with filing a Chapter 11 petition, which was
estimated to be around 5% of the debtor’s total assets.'> Historically,
additions and revisions have been implemented to solve the “conversion
crisis”—the high likelihood a Chapter 11 case will fail and be transitioned
into another chapter—but most initiatives did not seem to make a large
impact in helping small businesses survive bankruptcy.'® In addition to the
high fail rate of traditional Chapter 11 cases, studies show that the “average
confirmation time for Chapter 11 small business filings” is around eleven
months, compared to “approximately five months” for Subchapter V cases.!”
These benefits of Subchapter V are a benefit that creditors can choose to take
advantage of in a time of financial distress.

While not every small business case that is dismissed is a “complete
failure,” perhaps because a settlement between the parties or an arrangement
with a lender may occur, reorganization and plan confirmation is still the

12. In re Blue, 630 B.R. 179, 189 (Bankr. M.D.N.C. 2021).

13. Id. at 190.

14. Jennifer D. Raviele, Subchapter V Changed the Chapter 11 Bankruptcy Landscape —
How Should a Creditor Protect Itself?, KELLEY DRYE (May 9, 2022), https://www kelleydrye.
com/viewpoints/client-advisories/subchapter-v-changed-the-chapter- 1 1-bankruptcy-landscape-
how-should-a-creditor-protect-itself.

15. Kenneth A. Rosen, What Does Chapter 11 Really Cost?, BLOOMBERG L. (Apr. 20,
2016, 2:28 PM), https://news.bloomberglaw.com/bankruptcy-law/what-does-chapter-11-
really-cost (“It has been estimated that the direct costs of bankruptcy in Chapter 11 are about
1-2 percent the value of a debtor’s assets in larger cases and 4-5 percent in smaller cases.”).

16. See Elizabeth Warren & Jay Lawrence Westbrook, The Success of Chapter 11: A
Challenge to the Critics, 107 MICH. L. REv. 603, 611 (2009).

17. Norton, supra note 8, at 1.
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“central measure of success in Chapter 11.”'8 Historically, only about one-
third of Chapter 11 cases reach a successful reorganization, leading scholars
and practitioners to search for alternatives to avoid this conversion crisis."”
Scholars have noted that “Chapter 11 was designed for businesses” but has
always been “an imperfect fit” for many years, with the overall goal being
reorganization.”’ For example, Susan Jensen-Conklin conducted a study of
success rates of Chapter 11 cases in New York, finding that only 6.5% of
reorganization plans were successfully completed.?! The “economic impact
of unsuccessful Chapter 11 bankruptcies” has negatively impacted the United
States economy, given the “escalating number of Chapter 11 petitions each
year.”?? While the “success” of a plan is subjective, many Chapter 11 cases
have not met the intended goals of effective reorganization and as a result,
Congress sought to give small businesses an alternative option that will
reduce financial hardships and give small business debtors more options.
While Chapter 11 cases provide many positive benefits, they also come
with stringent taxing requirements debtors must abide by to maintain an
action.?® For example, debtors must provide “monthly operating reports” and
financial disclosures for the court and creditors to stay updated and aware of
the reorganization process.”* Without these reports, creditors and
shareholders would remain uninformed about the debtor’s actions and
decisions regarding reorganization.?®> Additionally, these reports by Federal
Bankruptcy Courts “may constitute cause for conversion or dismissal of a
Chapter 11 case,” meaning if the debtor fails to abide by these standards,
their Chapter 11 case will be either converted or dismissed automatically by
the court.? Failing to actively provide statements and bank records is viewed

18. Warren & Westbrook, supra note 16, at 611.

19. Id. at 613.

20. Debra Grassgreen, Individual Chapter 11 Cases After BAPCPA: What Happened to
the “Fresh Start?”, in NORTON ANNUAL SURVEY OF BANKRUPTCY LAw 309, 310 (William L.
Norton, Jr. et al. eds., 2006), https://perma.cc/WND8-RSW9.

21. Susan Jensen-Conklin, Do Confirmed Chapter 11 Plans Consummate? The Results
of a Study and Analysis of the Law, 97 CoM. L.J. 297, 325 (1992).

22. Michelle M. Arnopol, Why Have Chapter 11 Bankruptcies Failed So Miserably? A
Reappraisal of Congressional Attempts to Protect a Corporation’s Net Operating Losses After
Bankruptcy, 68 NOTRE DAME L. REV. 133, 136 (1992).

23. See Andover Covered Bridge, L.L.C. v. Harrington, 553 B.R. 162, 167 (B.A.P. 1st
Cir. 2016).

24. In re Whetten, 473 B.R. 380, 383 (Bankr. D. Colo. 2012) (citing In re Berryhill, 127
B.R. 427, 433 (Bankr. N.D. Ind. 1991)).

25. Id. at 383-84.

26. In re Costa Bonita Beach Resort, Inc., 513 B.R. 184, 199 (Bankr. D. P.R. 2014).



2025] NOTE 1031

as undermining the bankruptcy process and is usually not tolerated by the
court.?” Due to the difficulties these stringent standards pose for Chapter 11
debtors, Congress passed Subchapter V in an attempt to alleviate these issues.

Subchapter V is Congress’ attempt to reduce the number of unsuccessful
Chapter 11 cases, which will minimize the negative effect of the conversion
issue. The conversion crisis means that if a small business, that initially
intended to reorganize, failed, it would be involuntarily converted to a
Chapter 7 liquidation case.?® The negative effect is that the conversion from
a Chapter 11 case to a Chapter 7 case is likely to “prolong both the liquidation
process and corresponding recoveries made by creditors.”? Conversions
typically pull assets out of the estate to pay for extra administrative expenses
instead of focusing “attention upon whether the debtor’s estate” continues to
hold value “through an internal, ongoing reorganization plan.”*® This
unnecessary depletion of assets can “cause an administrative nightmare in
determining which assets are part of the estate” and who has priority claims
necessitating payment first.*! The conversion issue jeopardized many small
businesses’ ability to successfully restructure their business plans and
continue paying creditors since liquidation usually results in lower payments
to all creditors.

To solve the conversion issue, the American Bankruptcy Institute and the
National Bankruptcy Conference proffered a new subsection tailored for
small businesses successfully reorganize and pay debts.>? The resulting
“Subchapter V” removed many of the expensive legal requirements and
lengthy disclosure timelines, which weighed down small businesses that
already have limited resources and revenue.*® Now, it can be “expected that

27. Seeid.

28. See Sara S. Greene, Parina Patel & Katherine Porter, Cracking the Code: An
Empirical Analysis of Consumer Bankruptcy Outcomes, 101 MINN. L. REV. 1031, 1031, 1043
(2017); Hon. James B. Haines, Jr. & Phillip J. Hendel, No Easy Answers: Small Business
Bankruptcies After BAPCPA, 47 B.C. L. REv. 71, 75 (2005).

29. John C. Anderson & Peter G. Wright, Liquidating Plans of Reorganization, 56 AM.
BANKR. L.J. 29, 48 (1982).

30. Id. at 54.

31. James D. Key, The Advent of the Serial Chapter 11 Filing and Its Implications, 8
BANKR. DEV. J. 245, 254 (1991).

32. See generally Small Business Reorganization Act of 2019, Pub. L. No. 116-54, 133
Stat. 1079.

33. Andrew M. Troop & Andrew V. Alfano, CARES Act Expands Eligibility Under the
Small Business Reorganization Act: What Distressed Small Businesses and Their Creditors
Should Know, PILLSBURY (Apr. 20, 2020), https://www.pillsburylaw.com/en/news-and-
insights/cares-act-expands-eligibility-under-small-business-reorganization-act.html.
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virtually all ‘small business debtors’” will choose to file under Subchapter V
instead of Chapter 11 because of the advantageous provisions available to
debtors.** This results from the original intent of the SBRA, which is to
positively change the bankruptcy options that small businesses can choose
from to continue running their operations, paying their employees, and
avoiding liquidating their business.

11I. Pro Debtor Benefits

Subchapter V made sweeping reforms to the traditional options debtors
and creditors have, while leaving creditors with less options to recuperate
debts owed to them. Chapter 11 small business debtors have a 120-day
exclusivity period, meaning only the debtor may file a plan during the first
120 days after the case is filed.* Extensions are only granted if the debtor
can show “by a preponderance of the evidence” that it is likely the court
would confirm the plan.’® Plans under a traditional Chapter 11 case must be
confirmed within forty-five days unless this period is extended under the
same preponderance standard by the court.’” These rigid deadlines often
prevented small businesses, who already had limited resources, from making
payments to their creditors and staying in reorganization.*® The difficulty of
staying in a Chapter 11 case prompted Congress to make stark changes to the
Bankruptcy Code and give debtors a flexible alternative in the timing and
filing of their cases.

Additionally, Subchapter V is fully voluntary, meaning small businesses
can decide to either proceed under Subchapter V or enter a traditional
Chapter 11 case.” Compared to a Chapter 11 case, Subchapter V has
transformed the role trustees play in the advancement of the case. In a
traditional Chapter 11 case, trustees, though not always actively
participating, are entrusted with the duty to collect, investigate, and advise
the parties.** In traditional Chapter 11 cases, debtors will not elect the
assistance of a trustee, because the debtor is “usually better situated to
continue operating the business” and knows the composition of their business

34. Ralph Brubaker, The Small Business Reorganization Act of 2019, BANKR. L. LETTER,
Oct. 2019, at NL 1, Westlaw 39 No. 10 BLL-NL 1.

35. 11 U.S.C. § 1121(b).

36. Id. § 1121(e)(3)((A).

37. Id. § 1129(e).

38. See Blum, supra note 4, at 217.

39. See Paul W. Bonapfel, 4 Guide to the Small Business Reorganization Act of 2019, 93
AM. BANKR. L.J. 571, 580 (2019).

40. 11 U.S.C. § 704(a).
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best.*! Additionally, in Chapter 11 cases, unsecured creditors can request a
creditors’ committee to call upon the debtor in possession and investigate
their behavior and financial decisions, protecting the creditors’ interests.*?
These traditional practices, while taxing and sometimes costly for the debtor,
protect creditors and provide them an opportunity to participate in the
bankruptcy process.

In contrast, Subchapter V replaces the creditor committee with the
appointment of a designated trustee for each case.** Congress aimed to
remove the requirement of a creditor committee to save resources for the
estate.* The idea was to make reorganization “less financially burdensome,”
but this had led to less protection for creditors.* The trustee in a Subchapter
V case is tasked with the duty to “facilitate the development of a consensual
plan of reorganization.”*® This role, while not concretely defined in the
Bankruptcy Code, has been interpreted as either trustee as a mediator or
financial analyst.*’” The trustees who have more control over Subchapter V
cases may lose the incentive to mediate between debtors and creditors,
especially unsecured creditors because they are focused on merely
facilitating the plan.

In addition, Congress increased the “cram down” power of debtors in
Subchapter V cases, specifically with nonconsensual creditors who may
object to the plan. Traditionally, Chapter 11 cases allow a cramdown action
in limited scenarios.*® Practitioners have long recognized that the absolute
priority rule protects creditors over shareholders because it bars those equity
holders “from remaining owners unless general unsecured creditors are paid
in full” first.*” A court has established a set of rules for when a cramdown

41. Paula D. Hunt, Note, Bankruptcy Examiners Under Section 1104(B): Appointment
and Role in Complex Chapter 11 Reorganizations of Failed LBOs, 70 WAsH. U. L.Q. 821, 822
(1992).

42. See 11 US.C.§ 1102.

43. 11 US.C. § 1183(a).

44. Id. § 1181(b).

45. Peter C. Blain & David A. Erne, Creditors’ Committees Under Chapter 11 of the
United States Bankruptcy Code; Creation, Composition, Powers and Duties, 67 MARQ. L.
REV. 491, 518 (1984).

46. 11 U.S.C. § 1183(b)(7).

47. See Donald L. Swanson & Koley Jessen SBRA: Frequently Asked Questions and
Some Answers, AM. BANKR. INST. J., Nov. 2019, at 8, 77, Westlaw 38-NOV AMBKRIJ 8.

48. See 11 US.C. § 1129(a).

49. Anthony Mendenhall, Does the Absolute Priority Rule Still Apply to Individual
Chapter 11 Debtors Post-BAPCPA?, 14 TRANSACTIONS: TENN. J. Bus. L. 189, 194 (2013).
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action may take place despite creditor objections.*® First, the plan must meet
all of the requirements under 11 U.S.C. § 1129(a), including a good faith
standard and step-by-step list of form requirements.’! Second, the cramdown
plan must not unfairly discriminate against unwilling creditors.** Third, the
plan must be “fair and equitable” to each class of claimants.>® Historically,
the “fair and equitable” standard has simply meant that debtors must abide
by the absolute priority rule—meaning debtors must pay senior creditors in
full before moving on to paying junior creditors under their reorganization
plan.** In addition, courts have ruled that a fair case is one where debtors
have a reasonable likelihood of making full payments of their debts and one
that “complies with the absolute priority rule.” In traditional Chapter 11
cases, this rule requires that secured creditors must be paid in full before
unsecured creditors or equity holders, disincentivizing debtors to fully pay
their equity holders.*®

The absolute priority rule has long been established as a protective
measure to spread equity to as many creditors as possible in a manageable
and predictable way. The absolute priority rule arose from a series of railroad
cases in the early twentieth century when the railroads were purchasing
stocks in various companies.’’ After these stock purchases, the railroads
experienced financial difficulties, prompting senior creditors to make deals
with equity holders for full repayment of their debts.’® This unfair dealing
ushered the Court to adopt the absolute priority rule to prevent inequitable
negotiations between creditors and equity holders.” From these cases, the
standard hierarchy in a bankruptcy proceeding is as follows: “secured
creditors get paid first, unsecured creditors get paid next, and only then do
shareholders get paid, if at all.”®® This priority ranking protects senior classes
from unfairly making deals with each other or keeping assets for

50. Id. at 192.

51. Id.

52. 11 U.S.C. § 1129(b).

53. Id

54. Norwest Bank Worthington v. Ahlers, 485 U.S. 197, 202 (1988).

55. Id. at 207.

56. Douglas J. Smillie, What Is Subchapter V Bankruptcy?, FITZPATRICK, LENTZ &
BuBBA (FL&B) (Jan. 7, 2025), https://www.flblaw.com/what-is-subchapter-v-bankruptcy/.

57. See N. Pac. Ry. Co. v. Boyd, 228 U.S. 482, 484-85 (1913); see Stephen J. Lubben,
The Overstated Absolute Priority Rule, 21 FORDHAM J. CORP. & FIN. L. 581, 585— 98 (2016).

58. See Boyd, 228 U.S. at 487-91; see also Lubben, supra note 57, at 587.

59. David A. Skeel, Jr., An Evolutionary Theory of Corporate Law and Corporate
Bankruptcy, 51 VAND. L. REv. 1325, 135358 (1998).

60. Lubben, supra note 57, at 581.
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themselves.®! The establishment of this hierarchy is a sound policy choice,
with most scholars agreeing that “good bankruptcy procedure should
preserve absolute priority” because it is at the core of Bankruptcy.®? As such,
the absolute priority rule mandates equitable distributions in bankruptcy
proceedings and requires fair treatment of all creditors.

However, Subchapter V has made a debtor’s ability to cramdown a plan
on creditors much easier, contrary to a traditional Chapter 11 case. To start,
if a plan is “consensual,” meaning all debtors and creditors agree, the same
pre-SBRA standards for compliance with the absolute priority rule under a
“fair and equitable” standard will apply.®* The striking departure is found in
nonconsensual cramdown plans, which is what most contentious cases are,
moving the standard to the “best efforts” of the creditors.** Interestingly, the
best efforts test is similar to the tests applicable in Chapters 12 and 13, which
use the disposable income test as a means test.®> Courts now ask if the
“above-median income debtor has no disposable income remaining after
deducting allowed expenses,” then the debtor is presumed to not be an
abuser.% Conversely, if the debtor has remaining disposable income after
appropriate expenses have been subtracted, the debtor is presumably abusing
the “best efforts” standard.’’” This standard is based on a mathematical
formula, outlined in 11 U.S.C. § 1325(b)(2), where the court determines the
“total amount of disposable income the debtor will produce” in a year, to
value how much of that income could be going to creditors and equity
holders.%® The effect of using the disposable income test has led courts to
allow more debtors to qualify for bankruptcy, which reduces creditors’
ability to object and fight against cramdown actions.

In addition, using the disposable income test may give debtors motivation
to misrepresent their disposable income in order to limit recovery for
creditors. Under Subchapter V, if the projected disposable income “is lower
than the actual profits,” the debtor has no obligation to share that extra

61. Seeid. at 592.

62. Philippe Aghion, Oliver Hart & John Moore, Improving Bankruptcy Procedure, 72
WasH. U. L.Q. 849, 852 (1994).

63. 11 U.S.C.§ 1191(b).

64. Id.

65. 11 U.S.C. § 707(b)(2)(A)().

66. A.Jay Cristol & Cheryl Kaplan, 17 U.S.C. § 707(B)(2)(A)(11l): Does It Mean What It
Says and Say What It Means?, 19 U.FLA. J.L. & PuB. PoL’Y 1, 5 (2008).

67. See id.

68. Id.
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income with the creditors and has no duty to amend their plan.®® This
projected disposable income test is subject to manipulation based on the
mathematical formula and may allow debtors to alter their projected revenue
if their income is lowered by external factors, such as necessary expenses or
less-than-average earnings.”” This incentive has resulted in debtors
abandoning the “maintenance and other expenses” that are required to
successfully reorganize their small business.”! Debtor’s incentives to
underreport income is only exacerbated by the reduced disclosure
requirements of Subchapter V.

To combat the issue of creditors no longer receiving the protection of the
absolute priority rule, creditors and practitioners should strategize to protect
their interests and prospects. While the absolute priority rule has received
criticism, it protects creditors who intentionally became secured in order to
protect their assets and future repayment. Conversely, scholars have found
that the absolute priority rule, in some Chapter 11 cases, may prove fatal to
debtors’ ability to reorganize because of the strict adherence to a repayment
hierarchy and the multitude of other requirements debtors must abide by to
reach plan confirmation.”” However, the absolute priority rule balances the
interests of creditors and debtors by allocating assets equitably between all
parties and prioritizing individuals who protected themselves before the
bankruptcy process began, such as the secured creditor.”® This rule should
remain intact because it creates certainty for both creditors and debtors
according to established principles, rather than an inequitable distribution or
leverage of a particular class of creditors.

In addition, the absolute priority rule allows courts to allocate value in a
standardized way among debtors instead of an equitable analysis that might
seem unfair to lower classes of debtors. These changes have ultimately
resulted in creditors losing a significant amount of control over their ability
to represent themselves and attain an equitable distribution of assets.

Many small business debtors have selected Subchapter V for the reduction
of barriers and some courts suggest the elimination of the absolute priority

69. Christopher G. Bradley, The New Small Business Bankruptcy Game: Strategies for
Creditors Under the Small Business Reorganization Act, 28 AM. BANKR. INST. L. REv. 251,
274 (2020).

70. Id.

71. Id.

72. See Richard M. Hynes, Anne Lawton & Margaret Howard, National Study of
Individual Chapter 11 Bankruptcies, 25 AM. BANKR. INST. L. REV. 61, 66 (2017).

73. NATHALIE MARTIN & STEWART PALEY, J.K. LASSER'S THE NEW BANKRUPTCY LAW
AND YOU 216 (2006).
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rule is not a threat to creditors. The Ninth Circuit Bankruptcy Appellate
Panel, “BAP,” has questioned if the rejection of the absolute priority rule will
distort the “purpose of facilitating reorganization of small businesses” and
give debtors an advantage.” The BAP suggests that in consensual cases, the
absolute priority rule is not necessary because creditors can reach efficient
agreements without the additional support of a trustee or protective rules,
such as the absolute priority rule.”” In addition, the BAP argues that in
nonconsensual cases, allowing the debtors and equity holders, who are “often
active managers,” to assemble their own business modification will lead to a
successful reorganization.”® However, the BAP acknowledged that the
exclusion of the absolute priority rule in Subchapter V cases may “reduce the
benefit to unsecured creditors” and make it harder for them to recover the
debts they are owed.”” The Fourth Circuit has acknowledged that by
removing this protection from certain creditors, their rights have been
changed and therefore should receive additional protections to balance the
modified order or priority that now favors debtors.”® As a result of this
balance change, practitioners should be aware of these pitfalls and take action
to protect their clients’ interests.

1V. Suggestions for Practitioners

This part focuses on the strategies creditors and practitioners can use to
secure their position in the bankruptcy process and assure optimal repayment
options. First, and most simply, creditors should be active information
seekers in order to stay up to date with debtor actions. At the beginning of
every bankruptcy case, debtors must submit financial information, including
bank records, liability schedules, and monthly reports as the case
progresses.”® These reports allow creditors a chance to monitor the debtor’s
case and search for “material inaccuracies” that can be brought to the court’s
attention. Creditors have a powerful right to examine the acts and conduct,
of the debtor and the “liabilities and financial condition” of the debtor after a
request to the court.®® This examination power is deemed a “basic discovery
device” because there is no requirement for a pending adversary proceeding

74. In re Off-Spec Solutions, L.L.C., 651 B.R. 862, 872 (B.A.P. 9th Cir. 2023).
75. Id.

76. Id.

77. Id.

78. In re Cleary Packaging, L.L.C., 36 F.4th 509, 517 (4th Cir. 2022).

79. 11 U.S.C. § 1187(a).

80. FED. R. BANKR. P. 2004(b)(1)(A)—(B).
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or contested affair to occur before.’! Ultimately, this discovery device
provides creditors with access to critical information regarding the economic
status of the debtor and provides the creditor with a protective tool to check
the debtor’s submitted documents.®? This access gives the creditor leverage
when dealing with an obstinate debtor and should be used to inform the court
of bad faith actions.

In addition to information requests, creditors have the right to request an
examination meeting with the debtor to stay updated with the case and
inquire about reorganization decisions taken on by the debtor.®* Under the
Federal Bankruptcy Code, creditors have the power to request a deposition
or an examination of the debtor or “any party who has appeared in the
bankruptcy case” through appropriate methods of service.® If the case
becomes contested, creditors may seek documents or information pursuant
to a subpoena issued by the court while the lawsuit is pending.® This
discovery tool allows the creditor to obtain documents, either physically or
electronically stored, tangible things, and even testimony of the debtor.’¢ A
well-informed creditor and proactive practitioner should take advantage of
this right if the case becomes adversarial or contested.

Next, creditors can hold a superior place in bankruptcy by being secured.
As in traditional Chapter 11 cases, secured creditors in Subchapter V cases
have leverage over other creditors and equity holders due to their liens on the
debtor’s assets, which provides them with priority in negotiations.}” Secured
creditors also have an extra security cushion, found in the somewhat
undefined doctrine of “adequate protection.”® The concept of adequate
protection is derived from “the secured creditors’ contractual rights to receive
the benefit of their bargain, and their constitutional rights in their collateral”
under the Fifth Amendment.® Over time, adequate protection has been
defined by the “authors of the Bankruptcy Code’s influential legislative

81. In re French, 145 B.R. 991, 992 (Bankr. D.S.D. 1992).

82. See Clippard v. Russell (/n re Russell), 392 B.R. 315, 358-59 (Bankr. E.D. Tenn.
2008).

83. See 11 US.C. § 341, 343; FED. R. BANKR. P. 2004.

84. See FED. R. BANKR. P. 2004(d), cmts. c—d.

85. Seeid. r.9014.

86. Id.

87. Bonapfel, supra note 39, at 602.

88. Bankers Life Ins. Co. v. Alyucan Interstate Corp. (/n re Alyucan Interstate Corp.), 12
B.R. 803, 805 (Bankr. D. Utah 1981).

89. Comment, Adequate Protection and the Automatic Stay Under the Bankruptcy Code:
Easing Restraints on Debtor Reorganization, 131 U. PA. L. REV. 423, 426 (1982); see also
Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 588-90 (1935).
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history” and shaped by courts attempting to set parameters around its wide
definition.”® This protection is given to secured creditors in exchange for their
actions pre-bankruptcy.’!

Under the doctrine of adequate protection, secured creditors receive
constitutional protections to ensure their right of repayment is not
abrogated.”” Even though the Bankruptcy code has not precisely defined what
“adequate protection” means, courts have often interpreted the doctrine to
require a balancing of the debtor and creditor interests, the interest in
employees jobs, the public concern for tax revenue, and the avoidance of
increased unemployment and welfare.”® Some courts have held that debtors
will be required to make periodic cash payments to secured creditors, instead
of a full payment at the beginning of the bankruptcy case.’* Another method
is by giving the secured creditor an “additional or replacement lien”*> on
another, nonencumbered asset to allow the cash-poor debtor a chance to meet
the secured creditor halfway in repaying their debts.”® The goal of adequate
protection is similar to the goal of bankruptcy generally: to balance the
creditor and debtor’s interests with the congressional mandate of motivating
prosperous corporate reorganizations, where there is a ‘“reasonable
possibility of success.”’ While both methods have received criticism, they
provide secured creditors protections that are unavailable to unsecured
creditors and equity holders.

Next, the new role for trustees in a Subchapter V case is undefined and
uncertain, allowing them leeway to manage their case with some discretion.
Under Subchapter V, trustees are mandatorily appointed to each case by the
United States Trustee, the “branch of the United States Department of
Justice,” that oversees all bankruptcy proceedings.”® Appointed trustees may
focus on their main objective, plan confirmation, and view “objecting
creditors as obstacles” to conquer, instead of as important participants to

90. David Gray Carlson, Time, Value, and the Rights of Secured Creditors in Bankruptcy,
or, When Does Adequate Protection Begin?, 1 J. BANKR. L. & PRAC. 113, 116 (1992) (citing
H.R. REP. NO. 95-595, at 339 (1977)).

91. See H.R. REP. NoO. 95-595, at 339-40.

92. Seeid. at 339.

93. Robert J. Rosenberg, Beyond Yale Express: Corporate Reorganization and the
Secured Creditor’s Rights of Reclamation, 123 U. PA. L. REV. 509, 512—-13, 540-41 (1975).

94. In re Bermec Corp., 445 F.2d 367, 369 (2d Cir. 1971).

95. 11 US.C. § 361(2).

96. See id.

97. Bermec Corp., 445 F.2d at 369.

98. 11 U.S.C. § 1183(a).
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work with.”” Since creditors are often diverse, including manufacturers of
goods, services, and capital, the trustee may be incentivized to focus on the
interests of a single debtor to achieve a “smooth and speedy confirmation of
the plan.”'% Because the role of trustees in Subchapter V cases is still
evolving, it is important for practitioners to understand trustees’ wide
discretion and craft ways to set forth protections for creditors.

Trustees play a critical role in the Subchapter V, actively managing both
the debtor and creditor. A critical distinction between a traditional Chapter
11 case and a Subchapter V case is the performance of “the duties specified
in . . . section 1106(a).”'*! The Subchapter V trustee has been described as a
“hybrid” between a “chapter 7 trustee as specified in § 704(a) and [a] chapter
11 trustee . . . as specified in § 1106(a).”'* This hybrid role has produced a
trustee who will serve as “both mediator and adversary” which puts the
trustee in direct contract with the “debtor’s professionals and its principals
and employees.”!® Trustees are an essential player in Subchapter V cases
and hold a position that can determine the direction of a reorganization case.
Courts determine that trustees are “honest brokers” between creditors and
debtors and facilitate “credibility in evaluating the debtor’s business
prospects for a successful reorganization.”!* Creditors acknowledge that
they have a “hand in preparing the financial projections” for a Subchapter V
case but also plan for a “viable path forward for the Debtor.”'% Creditors
must approach trustees with caution because the trustee leads status
conferences and provides essential information for the progress of the case.!%
Courts have acknowledged that the success of a Subchapter V case depends
on “the openness and transparency of the debtor with the Subchapter V
trustee, the U.S. Trustee, creditors, and with the court.”'”” The Trustee’s
expertise and control over the case is “integral to this process of attempting

99. See Bradley, supra note 69, at 269.

100. Id.

101. 11 U.S.C. § 1183(b)(2).

102. EXEec. OFfF. FOR U.S. TRUSTEES, U.S. DEP’T OF JUSTICE, HANDBOOK FOR SMALL
BUSINESS CHAPTER 11 SUBCHAPTER V TRUSTEES 1-5 (Feb. 2020) [hereinafter UST
HANDBOOK].

103. Matthew S. Sarna & Rachel Ehrlich Albanese, The All-Powerful Sub V Trustee, AM.
BANKR. INST. J., Dec. 2023, at 14, 14, Westlaw 42-DEC AMBKRIJ 14.

104. In re Corinthian Commc’ns, Inc., 642 B.R. 224, 225 (Bankr. S.D.N.Y. 2022).

105. In re Channel Clarity Holdings, L.L.C., No. 21bk07972, 2022 WL 3710602, at *6
(Bankr. N.D. I1I. July 19, 2022).

106. See 11 U.S.C. § 1183(b)(3) (providing the general duties of a trustee).

107. Douglas Mentes, Trustee's Powers Expanded to Investigate Debtor-in-Possession
Payroll Firm, WESTLAW BANKR. DAILY BRIEFING (Aug. 12, 2022), 2022 WL 3329533.
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to bridge the gap between debtors in distress and creditors seeking
repayment.”!® Given the trustees critical position in the case, a creditor
should approach the case with an activist mindset and responsive outlook.

In addition, trustees are required to hold an initial debtor interview (“IDI”),
to consult with the debtor, maximize asset distribution, and plan a successful
reorganization.'” During the IDI, the trustee is required to discuss with the
debtor and their attorney the facts of the case and administrative duties,
including “financial information, taxes, insurance, debtor in possession bank
accounts, and monthly reports.”!'® The trustee is tasked with the duty to
“encourage communication” in a proactive way between all parties involved
in the bankruptcy process, which gives them some power over the creditor’s
position.''" As the case progresses, the trustee should maintain
communication with the debtor and review all monthly reports to advise the
debtor on optimal solutions to avoid liquidation and encourage their best
practices in reorganization.!'? As creditors move forward with repayment as
their priority, they should ally themselves with the trustee, who is likely to
have a wide variety of knowledge about their case.

Trustees are essential in bankruptcy cases and may take on an adversarial
position against the creditor if the case is not maintained efficiently and
effectively. Another hurdle to equal representation of creditors is the fees of
the trustee, which can “drain any ‘disposable income’” that would otherwise
be paid to unsecured creditors.'!* Disposable income is the extra earnings
from the debtor, income that is not “reasonably necessary to be expended
for” the upkeep of the debtor’s business or the for the costs “necessary for
the continuation, preservation, [or] operation” of the business.''* While
bankruptcy courts are still monitoring this issue, it is possible that insolvent
debtors, who may have insufficient disposable income during bankruptcy,
will not have enough left over assets to repay the unsecured creditors after
paying large trustee fees.!'> Courts have ruled that disposable income not
used in the debtor’s business in bankruptcy proceedings “shall be paid to the
trustee,” which they can use at their discretion, either for themselves or to

108. Channel Clarity Holdings, 2022 WL 3710602, at *6.

109. See 28 U.S.C. § 586(a)(7)(A).

110. UST HANDBOOK, supra note 102, at 3-3.

111. Id. at 3-4.

112. Id.

113. Bradley, supra note 69, at 269; see also 28 U.S.C. § 586(e); Jonah R. Hall, 4
Creditor’s Kerfuffle: How the SBRA Harms Creditors in Small Business Cases, 25 N.C.
BANKING INST. 595, 602 (2021).

114. 11 U.S.C.§ 1191(d).

115. See Bradley, supra note 69, at 269.
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make payments to unsecured creditors.!'® Because the trustee has discretion
over how to use disposable income from the debtor’s estate, creditors should
work closely with the trustee in order to maximize payments with that
income.

It is a wise practice for all creditors, secured and unsecured, to seek the
counsel and guidance of trustees. Unsecured creditors, having little power
over distributions, have a greater incentive to become allies of the trustee,
who controls the distribution of assets, reduces administrative expenses, and
manages the flow of information between parties and the court.!'” A trustee
who “turns on” a creditor can make the bankruptcy proceeding “expensive
and risky,” threatening to undermine the creditors interests in acquiring full
repayment and having an equitable distribution of the estate.!'® If creditors
find that a trustee is treating them unfairly, they should call a creditor
committee, which the court must approve “for cause.”'' While creditor
committees are effective in showing the court their concerns, the United
States Trustee is required to be the “presiding officer” at the meetings.!?°
Courts have instructed that trustees are expected to actively participate in
creditor committee meetings, incentivizing creditors to stay in a cordial
position with the trustee.'?! While creditors should voice their concerns to the
court, it is in their best interests to remain in favor with the trustee, as they
have a powerful discretion over financial decisions in the case.

Creditors and practitioners can cultivate rapport with trustees by
proactively producing documents and remaining peaceful during monthly
meetings to achieve a successful reorganization. If a creditor is seen as being
too aggressive or obstinate, the trustee might view them as “needlessly
adding to administrative costs” or intruding on rights belonging to the
debtor.'?? Since the role of a trustee in not narrowly defined, they may use
their investigative powers against creditors and object to requests if the
trustee finds the creditor is working to delay or impede the case.'?® Also,
creditors can and should call monthly meetings with the trustee and debtor to
review financial reports and discuss any actions taken by the debtor in regard

116. Inre Wood, 122 B.R. 107, 111 (Bankr. D. Idaho 1990) (quoting Chapter 12 Plan, art.
XVI, at 14).

117. See Bradley, supra note 69, at 269.

118. Id. at270.

119. 11 US.C. § 1102(a)(3).

120. UST HANDBOOK, supra note 102, at 3-5; 11 U.S.C. § 1183.

121. 11 U.S.C. § 1103; see also Hampson & Katz, supra note 2, at 869.

122. Bradley, supra note 69, at 270.

123. Id.
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to reorganization.'”* Maintaining a positive, or even neutral, role with the
trustee will allow the creditor to remain in good standing, giving them more
of an opportunity to play an active role in document review and increase their
chances in having requests approved.

V. Conclusion

While Subchapter V gives debtors control of their business reorganization
plan, creditors have lost significant control and protections compared to
traditional bankruptcy plans. In order to rebalance the scales, Congress
should first enact an exclusivity period for creditors to propose their own
reorganization plan. Under Subchapter V, the debtor is given the exclusive
power to propose a plan, leaving creditors with no equal capability.'* This
is strikingly different from a Chapter 11 case, where creditors may file a plan
proposal after the debtors’ exclusivity period, which is one hundred and
twenty days after the bankruptcy petition is filed.'?® This change mirrors
Subchapter V’s goal, efficient and expediated reorganization, but often
leaves creditors without an opportunity to suggest their own reorganization
plan. In order to balance the interests of both debtors and creditors, Congress
should include an exclusivity period where only creditors may propose their
own plans and suggestions for reorganization, which will balance the
debtor’s own exclusivity period.

Due to reduced reporting requirements and the absence of a creditors’
committee, creditors should remain focused on investigating and staying
informed about the reorganization case. A clear step a creditor can take is
attending the creditors meeting that is held between twenty one and forty
days after the petition date.'?” This is an opportunity for creditors to present
their reservations, concerns, and suggest changes that need to be made to any
plans that the debtor submits to the court. This first meeting is a chance for
creditors to review any financial documents, court filings, and expenditures
that the debtor has submitted to the court and report any inaccuracies they
find. This first meeting with the court is critical for creditors to establish their
credibility and position as an active truth-seeking party. Next, creditors must
remember their power under Bankruptcy Rule 2004, which provides that “on
a party in interest’s motion, the court may order the examination of any
entity” for “the debtor’s acts, conduct, or property” regarding “any matter

124. FED. R. BANKR. P. 2004(D).

125. 11 U.S.C. § 1189(a).

126. 11 U.S.C. § 1121(c)(2).

127. FED. R. BANKR. P.2003(a)(1)(A).
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that may affect the administration” of the case.!?® This broad power allows
creditors to present their concerns to the court and gives the judge the power
to investigate the debtors’ documents and financial records for inaccuracies
and delay. Since debtors who qualify for Subchapter V may take full
advantage of this option, debtors must remain aware of the progress of the
case and acts by the creditors and trustee.

Next, creditors should be mindful of the potential “cramdown,” as the
valuation formula may be subject to adjustment by the debtor. The disposable
income test allows for “expenditures necessary for the continuation,
preservation, or operation of the business of the debtor” to be withheld from
the projected revenue debtors will calculate, which in part is paid to
creditors.'” As a result, creditors will have an incentive to estimate more
‘necessary expenses’ in order to “lowball their projected revenues and to
maximize their projected expenses” which will leave little revenue for
“unsecured creditors beyond what is required” to pay the creditors with
priority.!*® In addition, trustees that are appointed to a Subchapter V case
have “no general duty to investigate the debtor’s financial affairs,” which
falls on the creditors to take extra precautionary matters in the review process
of documents submitted to the court.!*! Debtors may be incentivized to boost
their revenues to pull themselves out of bankruptcy and devise a new
business plan to succeed financially. However, creditors, secured and
unsecured, must remain aware of this possibility through diligent review of
financial documents and court filings. Their power under Bankruptcy Rule
2004 is a valuable tool to counteract this issue and gives creditors the power
to request help from the court.

The Small Business Reorganization Act has given a lifeline to many
businesses around the country who needed a cheaper and more efficient
reorganization option. Chapter 11, the traditional business reorganization
option, has left many debtors with no option but to liquidate due to high
administrative costs and reporting requirements. While Subchapter V has
reduced procedural burdens and overall case expenses, the pro-debtor shift
has left creditors with less power and negotiating ability. As a result, creditors
should remain vigilant to the debtor’s reorganization plan, lobby for a
balanced plan, and keep careful records of their interactions with the debtor
and other parties. In addition, creditors should strive to maintain open
communication with the trustee in order to successfully negotiate their

128. Id. r. 2004(a), (b)(1)(A), (b)(1)(C).
129. See 11 U.S.C. § 1191(d)(2).

130. Bradley, supra note 69, at 274.
131. Id. at 275.
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interests and manage all parties’ expectations. The ability of a small business
to successfully reorganize alongside creditors receiving repayment is critical
and a working balance.

Micah Mays



