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PREFACE

This book is the culmination of a scholarly and professional journey that began well over a decade ago, with a bankruptcy class I took in my final year of law school. Like most literature majors who wind up in law school, I knew little about business and finance, and even less about bankruptcy, when I arrived. I signed up for the bankruptcy class only because of my admiration for the gifts of the professor who would be teaching it. Despite this unenthusiastic beginning, I, like many of the other students in our very large class, found the travails of financially troubled individuals and corporations riveting. It also became clear that American bankruptcy law touches on all aspects of American life. Within a few years, I found myself writing a law school paper on bankruptcy, practicing in a law firm’s bankruptcy department, and then continuing to pursue the interest in academia.

In those days (the mid 1980s), bankruptcy law had achieved a new prominence. Although bankruptcy had previously been obscure and faintly unsavory, Congress had completely rewritten the bankruptcy laws only a few years before. In that bankruptcy class, and among bankruptcy professionals, the new law (the “Code”) was portrayed in the most exalted of terms. The Code was sweetness and light, and everything good, whereas the old law (the “Act”) had been archaic, cumbersome, and ineffective. Bankruptcy practice, if not bankruptcy itself, had become almost “cool.”

Shortly after I left law school, I learned that the history of American bankruptcy laws actually was more complicated (and even more interesting) than I had initially realized. The old law may have been archaic and cumbersome, but it had a rather remarkable pedigree. The last major reform had been passed by Congress during the Great Depression. Many of its most important provisions had been drafted by William Douglas, who was appointed to the United States Supreme Court by President Roosevelt shortly thereafter, and went on to serve longer than any other justice in history. (William Brennan described Douglas as one of the two geniuses he had known in his life.) Douglas had worked on the project with a variety of other prominent New Deal reformers. In its own time, Douglas’s handiwork had itself been seen as a milestone in progressive, up-to-date legislation for resolving the age-old problem of financial distress.

The puzzle of how a law with such an impressive lineage came to seem so misguided was only the first of many puzzles I encountered along the way. The enigmas are hardly surprising, given the conflicting reactions bankruptcy has always evoked in Americans. We think that honest but unfortunate debtors are entitled to a fresh start, but we also believe that debtors should repay their creditors if they can. This tension, and others like it, has projected bankruptcy onto center stage in every generation of the nation’s history.

As this book goes to press, bankruptcy has once again captured lawmakers’ attention in Washington. Congress is poised to pass the most significant bankruptcy reforms in over twenty years. The legislation, much of which focuses on consumer bankruptcy, is designed to require more debtors to repay at least some of their debts. Scarcely a day goes by without a major newspaper story either praising (because too many debtors take advantage of the system) or vilifying (because it’s simply a sop to heartless credit card companies) the proposed reforms. At the same time, a souring economy has led to a spate of new, high-profile corporate bankruptcies, ranging from TWA to Pacific Gas & Electric, one of California’s two major utilities. The shock of financial distress is not a new story, and it never grows old.

Like most books, this one has benefitted from the comments and suggestions of a wide range of individuals. I am especially grateful to Douglas Baird and Howard Rosenthal, each of whom served as a referee for the book, and to Brad Hansen. All three provided extensive written commentary on the entire book. Steve Burbank, Eric Posner, and Bob Rasmussen also provided extremely helpful comments on the entire manuscript. I received valuable comments on individual chapters of the manuscript from Patrick BoHon, Nicholas Georgakopoulos, Melissa Jacoby, Richard Levin, Chuck Mooney, Frank Partnoy, Joseph Pompykala, Tom Smith, Emerson Tiller, Todd Zywicki, Howard Rosenthal’s Politics and Finance class at Princeton University, and the participants at faculty workshops at Princeton University and the University of San Diego School of Law. Michael Berman of the Securities and Exchange Commission was an invaluable source of information about the SEC’s role in bankruptcy; and Harvey Miller and Ron Trost provided helpful information about the 1978 Code and current bankruptcy practice.

I owe special thanks to Peter Dougherty, my editor at Princeton University Press, who was a constant source of encouragement and insight, from his email messages before the book was accepted for publication (telling me to “keep the faith”) to his editorial suggestions on the book. Thanks also to Richard Isomaki for meticulous copyediting and to Bill Laznovsky for his work at the production stage.

Several libraries and librarians also proved invaluable during the course of the project. I am especially grateful to Bill Draper of the Biddle Law Library of the University of Pennsylvania Law School. Bill helped with the research, handled my sometimes onerous requests with unfailing good cheer, and provided a variety of helpful suggestions. I also owe thanks to Ron Day of the Biddle Law Library, John Necci and Larry Reilly of the Temple University School of Law Library, and to the librarians of the Library of Congress.

As I worked on the book, I wrote a number of articles for legal periodicals that touched on the research in one way or another. Although I wrote the book from scratch, some aspects of the analysis and occasional passages are drawn from the articles. The editors of the following pieces have kindly permitted me to reprint passages from the articles: “Public Choice and the Future of Public Choice Influenced Legal Scholarship,” 50 Vanderbilt Law Review 647 (1997); “The Genius of the 1898 Bankruptcy Act,” 15 Bankruptcy Developments Journal 321 (1999); “Vern Countryman and the Path of Progressive (and Populist) Bankruptcy Scholarship,” 113 Harvard Law Review 1075 (2000); and “What’s So Bad About Delaware,” 54 Vanderbilt Law Review (2001). I have cited several other articles in the relevant endnotes.

Finally, my biggest debt of all is to my family. My wife Sharon has been a loving companion for thirteen years now, and has often put her own research on hold during the life of this project. My parents have been a continual support from my earliest years. And my sons, Carter and Stephen, are a continual blessing.


DEBT’S DOMINION


INTRODUCTION

BANKRUPTCY LAW in the United States is unique in the world. Perhaps most startling to outsiders is that individuals and businesses in the United States do not seem to view bankruptcy as the absolute last resort, as an outcome to be avoided at all costs. No one wants to wind up in bankruptcy, of course, but many U.S. debtors treat it as a means to another, healthier end, not as the End.

Consider a few of the high-flying visitors to the nation’s bankruptcy courts. In 1987, Texaco filed for bankruptcy, at a time when it had a net worth in the neighborhood of $25 billion. Two years earlier, Texaco had been slapped with the largest jury verdict ever, a $10.53 billion judgment to Pennzoil for interfering with Pennzoil’s informal agreement to purchase Getty Oil. When Texaco filed for bankruptcy, no one thought for a moment that the giant oil company would be shut down and its assets scattered to the winds. Texaco filed for bankruptcy preemptively, to halt efforts by Pennzoil to collect on the judgment and to force Pennzoil to negotiate a settlement. The strategy worked, and Texaco emerged from bankruptcy two years later.

Numerous famous and near famous individuals have also made use of the bankruptcy laws. Each year when I teach a course in bankruptcy law, as a diversion from the more technical details I keep a running list of celebrities who have filed for bankruptcy. Tia Carrere filed for bankruptcy in the 1980s in an unsuccessful effort to escape her contract with General Hospital and join the cast of A Team. Burt Reynolds, Kim Basinger, and James Taylor of the musical group Kool and the Gang all have filed for bankruptcy, as have Eddie Murphy and the famous Colts quarterback Johnny Unitas.

In recent years, the sheer number of bankruptcy filings has proven more newsworthy than even the most glamorous celebrity cases. In 1996, for the first time in the nation’s history, more than one million individuals filed for bankruptcy in a single year. The number of businesses in bankruptcy has also been unprecedented, with tens of thousands invoking the bankruptcy laws each year. No one is quite sure why personal bankruptcy filings are so high: creditors contend that the “stigma” of filing for bankruptcy has disappeared, while debtors claim that creditors have been too free in extending credit. What is clear, however, is that U.S. bankruptcy law is far more sympathetic to debtors than are the laws of other nations.

An important benefit of U.S. law for debtors—in addition to generally favorable treatment—is control. An individual who files for bankruptcy has the option to turn her assets over the court and have her obligations immediately discharged (that is, voided), or to keep her assets and make payments to her creditors under a three-to-five-year rehabilitation plan. Although neither option is ideal, the debtor is the one who gets to choose. When a business files for bankruptcy, its managers are given analogous choices. The managers determine whether to file for liquidation or reorganization; and, if they opt for reorganization, the managers are the only party who can propose a reorganization plan for at least the first four months of the case.

In addition to the benefits for debtors, a second distinctive characteristic of U.S. bankruptcy law is the central role of lawyers. In most other countries, bankruptcy is an administrative process. Decisions are made by an administrator or other official, and debtors often are not represented by counsel. In the United States, by contrast, bankruptcy debtors almost always hire a lawyer, as do creditors, and the bankruptcy process unfolds before a bankruptcy judge. In the United States, bankruptcy is pervasively judicial in character.

The contrast with England is particularly revealing. Like the United States, England has a market-based economy, with vibrant capital markets and a wide range of private sources of credit. The two nations also share close historical ties. When the first U.S. bankruptcy law was enacted in 1800, for instance, Congress borrowed nearly the entire legislation from England. Despite the similarities between the two countries, however, their bankruptcy laws now look remarkably different.1 When an individual debtor files for bankruptcy in England, she faces close scrutiny from an official receiver, generally without the benefit of counsel. The official receiver rather than the debtor is the one who determines the debtor’s treatment, and debtors rarely are given an immediate discharge. Far more often, the court, at the recommendation of the official receiver, temporarily delays the discharge or requires the debtor to make additional payments to her creditors.

As with individuals, the managers of English businesses lose control if the firm files for bankruptcy. Creditors and their representative, the trustee, take over, and bankrupt firms are usually liquidated. Although English bankruptcy cases do take place before a judge, as in the United States, the process is pervasively administrative in character. Accountants, rather than lawyers, are the leading private bankruptcy professionals in England.

For anyone with even the faintest interest in U.S. bankruptcy law, its distinctive features raise a question that cries out for an answer: How did we get here? Why does U.S. bankruptcy look so different from the approach in other countries? Although a great deal has been written about the U.S. bankruptcy law, nowhere in the literature can one find a complete account of the political factors that produced modern American bankruptcy law over the course of the last century. In this book, I attempt to fill this gap with the first full-length treatment of the political economy of U.S. bankruptcy. I show that a small assortment of political factors—including the rise of organized creditor groups and the countervailing influence of populism, together with the emergence of the bankruptcy bar—set a pattern that has characterized U.S. bankruptcy law for over a century and shows no signs of decline.

THE THREE ERAS OF U.S. BANKRUPTCY LAW

The distinctive features of U.S. bankruptcy law date back to the final decades of the nineteenth century, and we will focus most extensively on the hundred or so years from that era to the present. But the tone for the debates that would fill the nineteenth-century congressional records was first set in the earliest years of the Republic. In the late eighteenth century, bankruptcy lay at the heart of an ideological struggle over the future of the nation. Alexander Hamilton and other Federalists believed that commerce was the key to America’s future. As one historian has recounted, bankruptcy was central to the Federalist vision, “both to protect non-fraudulent debtors and creditors and to encourage the speculative extension of credit that fueled commercial growth.”2 On this view, bankruptcy assured that creditors would have access to, and share equally in, the assets of an insolvent debtor, and it facilitated the pattern of failure and renewal that was necessary to a market-based economy. In sharp contrast to the Federalists, Jeffersonian Republicans called for a more agrarian future and questioned whether the United States was ready for a federal bankruptcy law. “Is Commerce so much the basis of the existence of the U.S. as to call for a bankrupt law?” Jefferson asked in 1792. “On the contrary, are we not almost [entirely] agricultural?”3 Jeffersonian Republicans feared that a federal bankruptcy law would jeopardize farmers’ property and shift power away from the states and into the federal courts.

These general concerns would continue to animate lawmakers’ debates throughout the nineteenth century. The sympathy of commercial interests and hostility of farmers endured, as did their shared view that one’s position on bankruptcy had enormous implications for the U.S. economy as a whole. By the end of the century, the debates over bankruptcy and the battle as to whether silver or gold should be the basis for monetary exchange were treated as flip sides of the same coin. For agrarian populists, both the proposed bankruptcy legislation and restrictions on the use of silver were anathema. “There have been constant efforts on the part of the creditor class to adhere to the single gold standard and bring down prices,” Senator Stewart of Nevada complained during the hearings that led to the 1898 act, and the same creditor class sought to regulate commerce through federal bankruptcy legislation.4

As the century went on, the debates became more rather than less complicated. In addition to those who either favored or opposed bankruptcy legislation, some lawmakers called for a bankruptcy law that provided only for voluntary bankruptcy—that is, a law that debtors could invoke, but the debtor’s creditors could not. Lawmakers also argued over whether any bankruptcy law should include corporations, or limit its reach to natural persons. The debates proved inconclusive for much of the nineteenth century, with Congress enacting bankruptcy laws in 1800, 1841, and 1867, but repealing each of the laws shortly after its enactment. Not until 1898 did Congress finally enact a federal bankruptcy law with staying power.

As lawmakers wrestled over federal bankruptcy legislation, another insolvency drama unfolded entirely outside of Congress. During the course of the nineteenth century, the railroads emerged as the nation’s first large-scale corporations. The early growth of the railroads was fraught with problems. Due both to overexpansion and to a series of devastating depressions, or panics, numerous railroads defaulted on their obligations—at times, as much as 20 percent of the nation’s track was held by insolvent railroads. Rather than look to Congress, the railroads and their creditors invoked the state and federal courts. By the final decades of the nineteenth century the courts had developed a judicial reorganization technique known as the equity receivership. It was this technique, rather than the Bankruptcy Act of 1898, that became the basis for modern corporate reorganization.

Rather than providing a simple answer to our overarching question—How did we get here?—the early history of U.S. bankruptcy requires us to address a series of additional questions. Why did the Bankruptcy Act of 1898 endure, while each of the earlier acts failed? Why did it take the form it did? Why did large-scale reorganization develop on a different track, in the courts rather than Congress?

With the twentieth century come new questions, and additional drama. At the cusp of the New Deal, lawmakers proposed sweeping changes to the 1898 act—changes that would have given U.S. law a more administrative orientation inspired by the English bankruptcy system. As with welfare and social security, a governmental agency might have taken center stage in the bankruptcy process. The reforms that were eventually adopted were far more modest. In corporate bankruptcy, by contrast, William Douglas and the New Deal reformers completely revamped the reorganization framework, leaving little role for the Wall Street banks and lawyers who had long dominated the process.

The next forty years, from the Chandler Act of 1938, which implemented the New Deal reforms, to the next major overhaul in 1978, were in many respects the dark ages of U.S. bankruptcy law. The number of prominent corporate bankruptcy cases dwindled; and the reputation of bankruptcy practice, which had long been less than ideal, if anything got worse. As the number of personal bankruptcy cases skyrocketed in the 1960s, lawmakers heard increasing calls, especially from the consumer credit industry, for reform. At the same time, a group of prominent bankruptcy lawyers affiliated with the National Bankruptcy Conference began a campaign to address many of the problems that had undermined the reputation of the bankruptcy bar. These efforts eventually led to the enactment of the 1978 Bankruptcy Code, which has produced a complete revitalization and expansion of U.S. bankruptcy law. Law students now flock to bankruptcy classes, the nation’s elite law firms have rediscovered bankruptcy practice, and the number and range of personal and business bankruptcies have reached unprecedented levels.

As this brief chronology suggests, the history of U.S. bankruptcy law can be divided into three general eras. The first era culminates in the enactment of the 1898 act, and the perfection of the equity receivership technique for large-scale reorganizations. The first age of U.S. bankruptcy law can be seen as the birth of U.S. insolvency law, the age of rudiments and foundations. It is this era in which the general parameters, and the political dynamic, of U.S. bankruptcy law finally coalesced. The Great Depression and the New Deal ushered in a second era of U.S. bankruptcy. The bankruptcy reforms of this era would reinforce and expand general bankruptcy practice and completely reshape the landscape of large-scale corporate reorganization. The final era includes the 1978 Bankruptcy Code and the complete revitalization of bankruptcy practice (including a repudiation of the New Deal vision for reorganizing large corporations) that has taken place in its wake.

The approach I will use to explore the three eras of U.S. bankruptcy law is public choice, with a particular emphasis on institutions. By identifying the key interest groups and ideological currents, the book will develop a political explanation of the development of U.S. bankruptcy law that is both simple and textured. In a moment, I will briefly describe my approach and its insights into the three eras of U.S. bankruptcy law. To provide the context both for this introductory overview and for the book as a whole, however, two tasks remain. The first is to describe the key attributes of personal and corporate bankruptcy; we then will briefly consider the literature on U.S. bankruptcy prior to this book.

A BRIEF BANKRUPTCY PRIMER

In the popular imagination, bankruptcy laws seem hopelessly complex and arcane. In reality, bankruptcy is not nearly so complicated as it is often made to appear (though the perception of complexity will be important to our story, as one of the reasons the bankruptcy bar has proven so influential). Better still for readers who might otherwise shy away from a discussion of bankruptcy, a very simple overview will supply nearly all of the information we need to understand the political economy of the U.S. bankruptcy laws. We will encounter esoteric terms at various points, but each is related to the basic principles described below. It is these basic principles that motivate the political and legal struggles that have produced the remarkable U.S. approach to financial failure.

Readers who are generally familiar with U.S. bankruptcy law can safely move on to the next section. But for those who are not, the brief primer that follows will provide more than enough background to appreciate how the U.S. bankruptcy laws function. A brief note on terminology before we begin. Until 1978, the federal bankruptcy law was referred to as the Bankruptcy Act, or the 1898 act. Courts and commentators generally refer to the current bankruptcy law, which was originally enacted in 1978, as the Bankruptcy Code.

Personal Bankruptcy

The U.S. bankruptcy laws actually address two different kinds of bankruptcy, the bankruptcy of individual debtors and the financial distress of corporations. (Here and throughout the book, the analysis of corporations can also be extended to other business entities, such as limited and general partnerships.) Although personal and corporate bankruptcy overlap in crucial respects, they raise somewhat different policy issues, as will quickly become clear.

The central concept in personal bankruptcy in the U.S. framework is the discharge. The dictionary tells us that discharge means “to relieve of a burden” or “to set aside; dismiss, annul”; and this is exactly what the discharge does in bankruptcy. When a debtor receives a discharge, her existing obligations are voided. Creditors can no longer attempt to collect the discharged obligation.

Although the origins of bankruptcy date back several thousand years, the concept of a discharge is relatively recent.5 Early bankruptcy laws generally functioned as creditor collection devices. Bankruptcy laws authorized a court to take control of a debtor’s assets and to use the assets to repay creditors. Even after the seizure of his assets, the debtor was still responsible for any amounts that remained unpaid. While American bankruptcy law has long provided for a discharge, Congress has never offered the discharge to every debtor. A debtor who has engaged in fraud is not entitled to discharge any of his debts, for instance. In addition to precluding discharge altogether in some cases (referred to as exceptions to the discharge), bankruptcy law also includes a list of specific debts (partial exceptions to the discharge) that cannot be discharged even if a debtor is entitled to discharge his other obligations. Student loans are a particularly controversial illustration. If an individual who has outstanding student loans files for bankruptcy, she can discharge her other obligations, but not her student loans. Debts based on willful and malicious torts also cannot be discharged. This ultimately was why O. J. Simpson could not use bankruptcy to solve his financial problems after the family of Nicole Brown Simpson won their $33.5 million civil judgment against him.6

Under current bankruptcy law, debtors have two different alternatives for obtaining a discharge. The first is straight liquidation, currently contained in Chapter 7 of the Bankruptcy Code. In a straight liquidation, the debtor turns all of his assets over to the bankruptcy court. In theory, the assets are then sold by a trustee, and the proceeds are distributed to the debtors’ creditors. First in line are secured creditors—that is, creditors who hold a mortgage or security interest in property of the debtor as collateral. After secured and other priority creditors are paid, the other, unsecured creditors are entitled to a pro rata share of any proceeds that remain.

In reality, individual debtors who file for bankruptcy often have no assets that are available for paying their creditors. In these cases—referred to, appropriately enough, as “no asset” cases—there is no need to conduct a sale, and the debtor receives a discharge very quickly. (I will call this an immediate discharge, though the debtor actually must wait a week or two until the judge actually signs a discharge order.) In recent years, roughly 75 percent of individual bankruptcies have been no-asset cases.

A debtor’s second alternative is to propose a rehabilitation plan under Chapter 13 of the Bankruptcy Code. In a Chapter 13 rehabilitation case, the debtor retains her assets rather than turning them over to the court, and the debtor proposes to repay a portion of her debts over a three-to-five-year period. Originally designed for “wage earners” but now available to any debtor with a “regular income,” the rehabilitation option was first offered in 1933 and codified in more developed form in 1938. For debtors, Chapter 13 is attractive if the debtor has property that she wishes to retain. This approach also has long been seen as less “stigmatizing” than straight liquidation. A debtor who tries to repay some of her debts rather than seeking an immediate discharge, Congress believed, would not see herself or be seen by creditors as simply abandoning her obligations. Congress even used different terms to distinguish among debtors. Until the most recent bankruptcy reform in 1978, individuals who chose straight liquidation were called bankrupts, whereas those who opted for rehabilitation received the less pejorative term of debtor. (Current law uses debtor in all cases.)

The essence of personal bankruptcy lies in the three concepts we have seen—straight liquidation, the rehabilitation plan, and the discharge offered under both—plus one more: exemptions. Exempt property is property that the debtor is entitled to keep—it is not available for creditors even if the debtor opts for an immediate discharge under Chapter 7. Included in a debtor’s exemptions are items such as professional tools, household goods, and a portion of the equity a debtor has in her house. Everyone needs a few basic items to live and make a living, and exemptions are designed to protect enough of a debtor’s assets for the debtor to get back on her feet—to achieve a “fresh start” after bankruptcy. Under the Bankruptcy Code, a debtor’s exemptions include up to twenty-four hundred dollars in her car, up to eight thousand dollars in household furnishings, and up to fifteen thousand dollars in her house.7

As we will see throughout the book, exemptions have long been a source of tension between state and federal lawmaking. Under the old Bankruptcy Act, Congress simply incorporated state exemptions into bankruptcy. Thus, a Pennsylvania debtor would be entitled to the exemptions supplied by Pennsylvania law, whereas a Texas debtor would receive Texas exemptions. Current bankruptcy law permits a debtor to choose between her state exemptions and a set of federal exemptions unless the debtor’s state requires all debtors to use the state alternative. The most important point for the moment, however, is simply that a debtor’s exemptions assure that she does not have to give up everything in bankruptcy.

As a practical matter, exemptions figure prominently in a debtor’s choice between Chapter 7 liquidation and Chapter 13 rehabilitation. A large percentage of debtors have only a few assets, and most or all of them (such as a sofa or CD player) fit within exemptions. For these debtors—again, the no-asset cases—the debtor can simply file for Chapter 7 and get an immediate discharge. If a debtor has substantial assets that she does not want to lose—such as an interest in a house that exceeds the allowable exemption—the debtor may choose Chapter 13 in order to protect her interest in the house. A debtor’s choice may also be influenced by other factors, ranging from stigma, as noted above, to the norms of the bankruptcy practice in the debtor’s district (often referred to as local legal culture). But the nature of the debtor’s assets is the single most important consideration for most debtors.

Already we have most of the details we need for a general portrait of personal bankruptcy law. To complete the picture we should add one more brush-stroke—the choice between voluntary and involuntary bankruptcy. Under current law, the vast majority of debtors file for bankruptcy voluntarily. Although creditors can push a debtor into bankruptcy by filing an involuntary bankruptcy petition, they have little incentive to do so. Because current bankruptcy law is quite generous to debtors (in large part because it offers an immediate discharge), creditors are better off trying to collect outside of bankruptcy. In the nineteenth century, by contrast, involuntary bankruptcy figured quite prominently. Creditors worried that state laws were too generous to local debtors, and they saw a uniform, federal bankruptcy law as the best way to assure that everyone to whom a debtor owed money would be treated equally. For several decades after the Bankruptcy Act was enacted in 1898, roughly half of all bankruptcies were filed by creditors rather than the debtor. Only later did creditors lose their enthusiasm for involuntary petitions.

To summarize, a debtor who files for bankruptcy has two options, straight liquidation (Chapter 7) and rehabilitation (Chapter 13). U.S. bankruptcy law provides a fresh start both by permitting debtors to retain some of their assets, and by discharging the debtor’s debts. Although either a debtor or his creditors may invoke the bankruptcy laws, nearly all current bankruptcy petitions are voluntary.

Corporate Bankruptcy

Like individual debtors, the managers of a business that files for bankruptcy can file for either liquidation or reorganization. The liquidation option is governed by the same provisions, Chapter 7 of the current Bankruptcy Code, that regulate straight liquidation for individuals. As with individuals, the business turns all of its assets over to a trustee, who then sells the assets and distributes any proceeds to creditors. (The trustee generally is chosen by an official known, confusingly enough, as the U.S. Trustee, but creditors have the right to make the choice themselves if at least 20 percent of the firm’s unsecured creditors ask to select a trustee.) Unlike individual debtors, corporate debtors who file for Chapter 7 do not exempt any property and do not receive a discharge. Because most firms have at least a few assets, corporate liquidations involve an actual sale (or sales) of assets by the trustee.

As an alternative to straight liquidation, corporate debtors can propose to reorganize the firm. Currently housed in Chapter 11 of the Code, the reorganization provisions are melded together from two very different sources. Large-scale reorganization was developed in the courts during the railroad receivership era and relied on negotiations with each class of creditors. The Bankruptcy Act of 1898, which was used by small and medium-sized firms, included a simplified reorganization process (known as composition and after 1938 as arrangement) that permitted firms to reduce their unsecured debts but not their secured obligations or the interests of their shareholders.

Under current law, the managers of a firm remain in place after the firm files for bankruptcy, at least initially, and the managers continue to run the business. The managers are given a breathing space during which they are the only ones who can propose a reorganization plan. Managers’ monopoly over the process is called the “exclusivity period” and lasts for at least four months. In large cases, the bankruptcy court often extends the exclusivity period for as long as the case goes on. As noted earlier, managers’ control over the process makes bankruptcy a far more attractive option than would otherwise be the case. No other bankruptcy system in the world gives the managers of a troubled firm so much influence.

Much of a reorganization case consists of negotiations between the debtor’s managers and its creditors over the terms of a reorganization plan. Unsecured creditors are represented by an unsecured creditors committee consisting of the seven largest unsecured creditors, and bankruptcy courts sometimes appoint other committees as well in relatively complicated cases. In the Johns Manville bankruptcy, for instance, the court appointed several committees to represent different classes of creditors, and a committee to represent shareholders.

The goal of the parties’ negotiations is to develop a reorganization plan that commands widespread support among creditors. The reorganization plan must divide the firm’s creditors into classes of similarly situated claims and must specify the treatment that each class will be given under the plan. Each of the firm’s creditors and shareholders then is entitled to vote on the proposed plan. If a majority in number and two-thirds in amount of the creditors in a class vote in favor of the proposal, the entire class is treated as having accepted the plan. (A simple two-thirds in amount does the trick for shareholders.) If each class approves the plan, the court can confirm the reorganization, and the business goes back out into the world. This is the usual course of events in large reorganization cases, though the road is often long (several years is the norm), with many a winding place.

If one or more classes vote against the plan, the court still can confirm the plan under the Bankruptcy Code’s so-called “cramdown” provisions. (This delicate term refers to the fact that such reorganizations are crammed down the throat of the disgruntled class of creditors.) To be confirmed, a cramdown plan must satisfy the absolute priority rule with respect to the dissenting class. The absolute priority rule, which has a long and colorful history in U.S. bankruptcy law, as we shall see, requires that each class of senior creditors be paid in full before any lower-priority creditors or shareholders are entitled to receive anything. To illustrate, imagine a firm has one senior creditor owed one hundred dollars, one junior creditor owed fifty dollars, and one shareholder. If the junior creditor objects, the reorganization cannot give anything to the shareholder (including a continuing interest in the firm’s stock) unless it promises to pay the junior creditor her full fifty dollars. Thus, a proposal to give one hundred dollars to the senior creditor, thirty dollars to the junior creditor, and the stock to the shareholder would fail. Even if the senior creditor wished to give up value for the benefit of the shareholder (for example, under a proposal to sell the firm and give ninety dollars of the proceeds to the senior, thirty dollars to the junior, and ten dollars to the shareholder), the plan could not be confirmed if the junior creditor objected. If the junior creditor is promised less than fifty dollars and objects, all lower-priority claims or interests (here, the shareholder) must be cut off.

The key attributes of corporate reorganization, then, are its emphasis on negotiations among all the firm’s managers, creditors, and shareholders, and the use of a firmwide vote to approve or disapprove each proposed reorganization plan. If every class votes in favor, the plan is confirmed. If not, the plan can still be confirmed if it satisfies the absolute priority rule. One participant we do not see in most cases is a trustee. Prior to 1978, the managers of a large corporation were replaced by a trustee if the firm filed for bankruptcy under the provisions designed for publicly held corporations. Under current law, trustees are appointed only under extraordinary circumstances. The assumption is that the corporation’s current managers will continue to run the show.

When we think of corporate bankruptcy, we usually have Chapter 11 in mind, and the reorganization provisions will take center stage in nearly all of our discussions of business bankruptcy. But a variety of other provisions affect the overall process, and we should briefly consider two. The first is the automatic stay. The automatic stay is a global injunction that requires creditors to refrain from any further efforts to collect the amounts that the debtor owes them. Creditors cannot bring litigation against the debtor or take any step to “obtain possession… or … control” of the debtor’s property after the debtor files for bankruptcy. Even a letter asking the debtor to repay would violate the automatic stay. It is difficult to overstate the stay’s importance to the bankruptcy process. Firms that encounter financial distress are usually besieged by creditors. Even firms that are worth preserving may be dismembered unless the parties can call a truce and reach an orderly decision as to what should be done with the firm’s assets. The automatic stay provides the breathing space that the parties need. Newspaper articles nearly always describe a corporation that has filed for Chapter 11 as having sought “relief from its creditors.” The relief that these articles have in mind, and one of the most important benefits of filing for bankruptcy, is the automatic stay.

Similarly central to bankruptcy is the trustee’s power to avoid preferential transfers. The intuition behind the trustee’s avoidance powers is that the debtor should not be permitted to pay some creditors rather than others shortly before it files for bankruptcy. Not only do eve-of-bankruptcy transfers seem unfair to creditors who are not lucky enough to receive a preference, but they also deplete the assets of a firm—assets that could otherwise be used to pay all creditors or reorganize the firm. Under current law, the trustee can retrieve (subject to a variety of exceptions) any transfer to an unsecured creditor that takes place within ninety days of bankruptcy. If the creditor is an insider, the preference period is expanded to a full year on the theory that insiders are the first ones to know that the firm is in trouble, and therefore may be preferring themselves over other creditors with payments that are made more than ninety days before bankruptcy.

Although we will often distinguish between corporate and personal bankruptcy, a substantial majority of the Bankruptcy Code applies to all debtors—both individuals and businesses. Both the automatic stay and preference law, for instance, are designed for both contexts. (Interestingly, preference law was a burning issue in the early debates over personal bankruptcy, but it now figures much more prominently in corporate cases.) The principal distinctions come in the rehabilitation chapters—Chapter 11 for corporate reorganization and Chapter 13 for individual rehabilitation. And even here the lines have blurred in recent years, with individuals occasionally filing for Chapter 11, and a few small businesses invoking Chapter 13.

SOME BOOKS ON U.S. BANKRUPTCY

Although the literature on American bankruptcy law and policy is voluminous, the number of significant books exploring bankruptcy policy, theory, or history is surprisingly small. In the space of a page or two, we can easily survey the most important books on bankruptcy issues. (For the benefit of readers who would like a more complete list, I provide additional references in the endnotes.)8

The classic work on American bankruptcy law is a book published by Charles Warren in 1935, Bankruptcy in United States History.9 Warren’s great contribution was to read all of the congressional debates on bankruptcy from the late eighteenth to early twentieth century, and to assimilate them into a short, textured history of prior American bankruptcy legislation. Warren’s chronology is structured around several loose themes. Warren emphasizes the long-standing geographical split between northeastern lawmakers who tended to favor federal bankruptcy legislation and the southern and western lawmakers who opposed it, for instance; and he suggests that U.S. law evolved through creditor-centered and debtor-centered stages to a more balanced approach. But much of book consists of excerpts of speeches made by lawmakers during the debates and synopses of the competing positions. Rather than sustained analysis, an unsympathetic reviewer (and prominent bankruptcy scholar) complained, “Mr. Warren gives a myriad of quotations from little noisy men who have repeated misinformation and appeals to passion at short intervals for nearly a century and a half.”10 Although the book has proven enormously influential and still is the single best general resource, its offers little careful explanation of bankruptcy or of the political dynamics of bankruptcy legislation.11

The next significant treatment of U.S. bankruptcy law came several decades later, with the publication of Peter Coleman’s Debtors and Creditors in America.12 (Like Debtors and Creditors in America, an important empirical study by the Brookings Institution also appeared in the early 1970s—I allude to the study below.) Debtors and Creditors in America serves as a useful complement to Warren’s earlier analysis. Unlike Warren, who focuses heavily on developments at the federal level, Coleman provides a careful history of state lawmaking on insolvency-related issues. Debtors and Creditors in America is the single best treatment of state insolvency law in the United States, and it provides a useful, though brief, overview of developments at the federal level. As with Warren, Coleman offers a relatively traditional overview of bankruptcy and insolvency history—one that predates many of the most important recent developments in political and historical analysis.

For the first time since the 1930s, bankruptcy recaptured the scholarly imagination in the late 1970s and early 1980s, due in large part to the sweeping reforms enacted in 1978 and the conditions that inspired them. At the heart of the debate were sharply divergent views of the nature and purpose of bankruptcy, with law-and-economics scholars adopting a radically new, economics-oriented perspective and progressive scholars defending a more traditional approach. Thomas Jackson, who, along with his frequent coauthor Douglas Baird, was the leading law-and-economics scholar, published The Logic and Limits of Bankruptcy in 1986.13 A reworking and elaboration of Jackson’s earlier law review articles, The Logic and Limits argues that the principal purpose of bankruptcy law is to provide a collective response to financial distress, and that bankruptcy rules should not otherwise alter the parties’ rights under nonbankruptcy law. A more expansive bankruptcy law, Jackson insists, would lead to costly, inefficient struggles between parties who prefer nonbankruptcy law and those who fare better in bankruptcy.

In 1989, two of the leading traditional scholars, Elizabeth Warren and Jay Westbrook, along with demographer Theresa Sullivan, published an extensive empirical analysis of personal bankruptcy entitled As We Forgive Our Debtors.14 (As We Forgive Our Debtors was in some respects a follow-up to an influential Brookings Institution study from the early 1970s.)15 Basing their presentation on an examination of 1,547 case files, Sullivan, Warren, and Westbrook provide a detailed profile of individuals who file for bankruptcy, emphasizing factors such as their high debt load and comparatively low income, and the role of income disruption. Much of Sullivan, Warren, and Westbrook’s analysis is designed to refute claims made by law-and-economics scholars. As We Forgive Our Debtors, like a follow-up study published in 2000, The Fragile Middle Class,16 challenges assumptions such as the suggestion that debtors will adjust their behavior in response to changes that make the bankruptcy laws stricter or more lenient.

Although The Logic and Limits of Bankruptcy Law and As We Forgive Our Debtors could not be more different in perspective or approach, both focus almost exclusively on how current bankruptcy law should and does function. The goal of each is to defend a normative vision of bankruptcy law, rather than to explain how and why American bankruptcy law has taken its distinctive shape.17 The political forces that have shaped the U.S. bankruptcy system play very little role in either analysis. The earlier books do consider the history and political economy of U.S. bankruptcy but explain these factors only in loose and general terms. What the existing literature lacks is a fully theorized explanation of the remarkable system we have, and how it arose.

In recent years, a few scholars have begun to notice the need for a more compelling and complete explanation of the political economy of U.S. bankruptcy. At the outset of an article on the 1978 Code, Eric Posner notes that a careful analysis of “the political determinants of … so significant a piece of legislation … is long overdue.”18 A pair of sociologists has recently published an extensive study of the legislative history of the corporate bankruptcy components of the same legislation, the 1978 Code, together with corporate law reforms made in England in 1986. In Rescuing Business,19 Bruce Carruthers and Terence Halliday explore the influence of bankruptcy professionals and large creditors on the corporate bankruptcy changes in 1978. The book is a valuable contribution to the literature, and their findings on the 1978 Bankruptcy Code overlap with my discussion of this period in many respects. Because Carruthers and Halliday focus solely on the process that led to the 1978 reforms, however, they cannot provide a full explanation why the 1978 Code so thoroughly repudiated the existing approach to corporate reorganization. The seeds to this transformation, which dramatically increased the flexibility of corporate reorganization for large firms, were planted quite accidentally in the structure of the New Deal amendments to the prior act in 1938. To understand how and why the earlier vision of corporate reorganization gave way to current law, we must consider the New Deal origins of the prior law.

To make sense of other distinctive features of the U.S. framework, such as lawyers’ role as the principal bankruptcy professionals (which stands in striking contrast to the accountant-centered English system), we must go back still further, to the birth of modern U.S. bankruptcy law at the end of the nineteenth century. This book marks the first effort to undertake each of these tasks, to provide a political history of U.S. bankruptcy law that explains where the distinctive features of the U.S. framework came from (as well as a few speculations on where U.S. bankruptcy may and should be headed). As noted earlier, the book does not offer an exhaustive account of every era of bankruptcy history. Although we will start in the beginning, for instance, our tour of the first half of the nineteenth century will be relatively brief. The heart of the story begins with the emergence of modern U.S. bankruptcy law in the final decades of the nineteenth century. Our brief survey of early developments, and the remarkable coalescence later of large-scale reorganization in the courts and general bankruptcy in Congress, will provide the plot-lines for a story that has never before been told.

THE POLITICAL STORY

The political history developed in this book will require us to traverse several different disciplines. Bankruptcy is inescapably legal in nature, and congressional debates over legal issues, together with judicial decisions, will occupy much of the discussion. But the analysis also will draw liberally from recent insights in political science and economics—not least because the theoretical approach I will use was developed in these disciplines. Our analysis also will be steeped in historical perspective and reflects extensive research in primary historical sources. Although the analysis is scholarly and interdisciplinary in nature, I have attempted to make it accessible to the interested nonspecialist.

The public choice literature that will animate much of the analysis is characterized by the “use of economic tools to deal with the traditional problems of political science,”20 and it has influenced each of these disciplines, as well as law and history. The most familiar branch of public choice analysis is interest group theory. (The other branch of public choice theory is known as social choice, and it plays an important role in chapter 1.) Starting from the assumption that individuals act rationally and in their own self-interest, interest group theory suggests, among other things, that concentrated interest groups often benefit at the expense of more widely scattered groups, even if the diffuse group has more at stake overall. A variety of interest groups have figured prominently in the evolution of U.S. bankruptcy law, including a wide range of creditors and, most importantly for much of this century—bankruptcy lawyers and bankruptcy judges. Each of these groups has coordinated its efforts through lobbying organizations that have had a significant influence on the shape of U.S. bankruptcy. During the course of the analysis, we will witness the growth of creditor organizations such as chambers of commerce and boards of trade in the nineteenth century, the emergence of the National Bankruptcy Conference as the preeminent voice for reform-minded bankruptcy lawyers in the 1930s, and the rise of the consumer credit industry in recent decades.

In addition to interest groups, recent public choice literature has provided a wealth of new insights into structural issues such as the role of committees in congressional deliberations, and the devices lawmakers can use to alter or protect the influence of existing interest groups. These factors, too, will figure in our story, particularly as we consider the rise and fall of the New Deal vision for corporate reorganization.

As Mark Roe has noted in his important recent book on the emergence of the so-called Berle-Means corporation in U.S. corporate law, public choice analysis often emphasizes interest groups and devotes relatively little attention to the role of ideology in political decision making.21 In some areas, ideology has an undeniable influence. Bankruptcy is one of those areas, as will become clear from the very outset. Bankruptcy lay at the heart of the early struggle between Federalists and Jeffersonian Republicans, and populist and progressive ideologies have figured prominently, and at times decisively, for more than a century.

Nor will our story consist solely of faceless forces such as interest groups and the currents of ideology. At times, particular individuals have provided the inspiration or public face of an interest group or ideology. In the late nineteenth century, one man, Jay Torrey, waged a decade-long campaign for federal bankruptcy legislation on behalf of the creditors’ groups that had hired him. Torrey’s relentless but cheerful efforts to spur Congress into action drew the admiration of supporters and opponents alike. Bankruptcy law probably would have passed even without Torrey’s efforts, but he served as the symbol, namesake, and most visible proponent of the bill that eventually became the nation’s first permanent bankruptcy law. The New Deal brought William Douglas, a Yale Law professor, Securities and Exchange Commission chairman, and then Supreme Court justice. Together with a small band of associates at the Securities and Exchange Commission, Douglas drafted reforms that would completely alter the shape of large-scale corporate reorganization. With the most recent bankruptcy reforms in 1978, a small group of prominent bankruptcy lawyers and academics, including George Triester and Professors Frank Kennedy and Larry King, played an important role; and Harvard Law professor Elizabeth Warren has been a focal point of more recent battles between the consumer credit industry and bankruptcy professionals over personal bankruptcy law.

The heart of the political story of U.S. bankruptcy law is both new and startlingly simple. American bankruptcy law is the product of three forces. The basic parameters of bankruptcy reflect a compromise between organized creditor groups and the countervailing pressures of populism and other prodebtor movements. Within the loose boundaries of this compromise, bankruptcy professionals have spearheaded a relentless expansion of both the scope of the bankruptcy laws and their own prominence. Although large-scale corporate reorganization developed somewhat differently, the political story is analogous in important respects. Since the 1930s, moreover, when all of bankruptcy was brought within a single statute, many of the earlier distinctions have disappeared.

Partisan politics have also figured prominently in bankruptcy history. Much of creditors’ influence has been in the Republican party, whereas most prodebtor lawmakers have been Democrats. The political divide was especially pronounced in the nineteenth century, but the interaction of the three principal forces in U.S. bankruptcy law and the two political parties continues to be an important theme, even today.

The political determinants of U.S. bankruptcy law—creditor groups, prodebtor interests, and bankruptcy professionals—have never been static. Quite to the contrary. Periodic price shocks have destabilized the balance of power, increasing the strength of some interests and diminishing others. In the twentieth century, the most dramatic example of this was the Great Depression, which sharply diminished the power of the Wall Street banks and lawyers who had previously dominated large-scale corporate reorganization, and which unleashed a wave of populism. In addition to price shocks, changes in the credit markets also have had a significant impact. At the beginning of the twentieth century, suppliers and other merchants were the principal creditor interests in the bankruptcy debates. With the rise of consumer credit since World War II, the consumer credit industry has played an increasingly prominent role, while suppliers and merchants have receded in importance.

As this description suggests, an important goal of my analysis is to capture both the general pattern of U.S. bankruptcy politics and some of its nuance, with particular emphasis on the past century. The book is divided into four parts. The first and second parts correspond to the first two general eras of U.S. bankruptcy law, and the last two parts take us through the third and most recent era.

Part 1, “The Birth of U.S. Insolvency Law,” comprises chapters 1 and 2. Chapter 1 focuses on the legislative efforts to pass federal bankruptcy legislation in the nineteenth century. On three different occasions, lawmakers passed bankruptcy laws in the wake of widespread economic distress, then quickly repealed the legislation. Drawing on the insights of social choice theory, the chapter shows that the principal reason for the instability was lawmakers’ multiple, inconsistent perspectives on the desirability of federal bankruptcy law. The chapter then asks why the instability suddenly ended in 1898, when Congress enacted the nation’s first permanent bankruptcy law. The answer lies in the three factors that have continued to define the politics of U.S. bankruptcy law: creditors, prodebtor ideology, and bankruptcy professionals. The rise of organized creditor groups created a demand for bankruptcy legislation; populists and other prodebtor lawmakers shaped its contours in important respects, including the 1898 act’s scaled-down administrative apparatus. During the decade of Republican control that following the 1898 act, a bankruptcy bar then emerged to fill the void left by the absence of a substantial administrative structure, and the bar reinforced the coalition that fought to protect the new law against repeal.

The legislative battles over bankruptcy in the nineteenth century focused on the insolvencies of individuals and small businesses. Chapter 2 explores the very different process that led to the nation’s first large-scale corporate reorganizations. The story of corporate reorganization begins with railroads, and the large number of nineteenth-century railroad failures. When a large railroad failed, both the public interest in an effective transportation system and the economic interests of the relevant parties dictated that the firm be reorganized rather than liquidated. Although the most obvious response might have been for legislators to rescue the railroads, both federal and state lawmakers were constrained by significant constitutional limitations. Rather than a legislative solution, railroad rescue took place in the courts. In a remarkable display of common-law ingenuity, the courts created a reorganization device called equity receivership out of traditional receivership and foreclosure law. The principal players in an equity receivership were the managers of the insolvent firm and the banks that had served as underwriters when the firm sold stock and debt securities to the public. The banks set up committees that purported to represent the interests of the firm’s scattered investors—an equity committee representing shareholders, a bondholders’ committee for bondholders, and so on—and the committees negotiated with the firm’s managers over the terms of the reorganization. By the end of the nineteenth century, J. P. Morgan and a small group of other Wall Street banks, together with an elite Wall Street reorganization bar, figured prominently in nearly every large reorganization case.

In part 2, the scene shifts to the next major era in U.S. bankruptcy law, the tumult of the Great Depression and the New Deal reforms that followed. Until the early New Deal, the framework for addressing individual and small-business bankruptcy remained entirely separate from the receivership process used for large-scale reorganization, and chapters 3 and 4 continue to track this distinction. Chapter 3 focuses on personal and small-business bankruptcy under the Bankruptcy Act of 1898 and explores the influence of bankruptcy professionals and various other interest groups. At the outset of the depression, a pair of large governmental investigations portrayed the bankruptcy bar in an extraordinarily unfavorable light and proposed reforms to inject a much larger governmental presence into U.S. bankruptcy. Yet the bar’s effective, nationwide organization and its enormous stake enabled it to prevent substantial reform. Rather than altering the existing approach, the New Deal reforms ultimately preserved and reinforced it. In an era that saw Congress undertake administrative programs for closely related issues such as welfare and social security, bankruptcy remained resolutely judicial. In addition to recounting this history, chapter 3 gives a brief theoretical overview of interest group influence in bankruptcy, with a particular emphasis on bankruptcy professionals.

As chapter 4 will show, the effect of the New Deal on large-scale corporate reorganization could not have been more different. The turmoil of the Great Depression dramatically altered the relative power of the interest groups that had the most at stake in equity receivership. Most importantly, the depression produced widespread, populist hostility toward Wall Street—especially toward the Wall Street “Money Trust” banks, whom many populists blamed for the depression. Much as other New Deal reformers harnessed the anti–Wall Street sentiment to enact sweeping financial reforms such as the (now repealed) Glass-Steagall Act, William Douglas and his peers at the Securities and Exchange Commission used these sentiments to transform large-scale corporate reorganization, which had recently been added to the Bankruptcy Act. Wall Street banks and the elite reorganization bar were ushered out of corporate reorganization almost entirely. One of the great ironies of these developments was the fact that the faintly unsavory, general bankruptcy bar survived the New Deal, whereas the elite Wall Street bar disappeared.

The Chandler Act reforms of 1938 that broke the grip of the Wall Street banks and bar were an enormous success for William Douglas and the SEC and altered the course of U.S. bankruptcy for decades. As we will see, the victory proved, ironically, to be too complete. Hidden in the structure of the Chandler Act were the seeds that would lead to the demise of the New Deal vision of corporate bankruptcy.

The two chapters of part 3, “The Revitalization of Bankruptcy,” explore the origins of, and changes brought by, the 1978 Bankruptcy Code. The sweeping reforms of the 1978 Code have inaugurated the third and most recent era of U.S. bankruptcy law. Chapter 5 explores the most important consumer and structural reforms of the 1978 Code. The initial push for bankruptcy reform was inspired by a variety of factors, including a meteoric rise in personal bankruptcy filings and the conviction on the part of a number of prominent bankruptcy attorneys—most associated with the National Bankruptcy Conference—that the bankruptcy system needed to be fixed. Congress responded by appointing a National Bankruptcy Commission to develop proposed reforms; the commission’s report in 1973 would serve as the template for the legislation that finally passed in 1978. Chapter 5 divides the commission’s proposals for personal bankruptcy into four categories, the structural reforms—which proposed, as in the 1930s, to establish a bankruptcy agency; the scope-expanding proposals designed to expand the reach of bankruptcy law; a call for uniform federal exemptions; and a group of proposals that had the effect of altering the balance of power between creditors and debtors. The first two categories reflected the influence of bankruptcy professionals, who played the leading role in stymieing administrative change and promoting the expansion of bankruptcy. The third and fourth categories illustrated the continuing relevance of the political bargain between creditor and prodebtor interests that was first struck eighty years earlier, as well as several revealing changes.

Chapter 6 recounts the dramatic repudiation in the 1978 Code of the New Deal vision for corporate reorganization. Crucial to the demise of the SEC were several factors dating back to the Chandler Act itself: by completely destroying the role of the Wall Street banks and bar, the SEC unintentionally stacked the interest group deck against itself; and the structure of the Chandler Act assured that any future legislative battles would start in a congressional committee, the Judiciary Committee, that was much less sympathetic to the SEC than to the bankruptcy professionals that opposed it. The SEC’s stature in bankruptcy had steadily weakened in the years leading up to the 1978 Code. Although the SEC took its case to the Judiciary Committee, to Justice Douglas, and finally to President Carter, the 1978 Code almost completely repudiated both the SEC and the New Deal vision of bankruptcy.

Part 4, which includes chapters 7 and 8, brings our bankruptcy story up to the present. Chapter 7 focuses on consumer bankruptcy and the fierce battle between the consumer credit industry, on the one hand, and the consumer bankruptcy bar and other prodebtor interests, on the other. The biggest puzzle of recent bankruptcy politics is the surprising failure of the most recent National Bankruptcy Review Commission, which was authorized by Congress in 1994 and completed its work in 1997. Whereas its predecessor, the 1973 report, had seemed ideologically neutral to most observers, the 1997 report was viewed as highly partisan. In the words of its critics, the report was “dead on arrival” when its drafters submitted the report to Congress. The explanation for the failure of the 1997 report, as well as the ideologically charged atmosphere of the recent debates, lies in the fact that a dramatic shift in congressional politics—the “Gingrich Revolution”—took place after the commission was authorized but before it completed its report. Rather than the relatively prodebtor proposals of the commission, the Republican Congress considered and nearly enacted a set of reforms that were promoted by the consumer credit industry and backed by an extraordinary lobbying campaign. After considering the creditors’ proposals and why the campaign unraveled, the chapter concludes by exploring the principal problem with the existing framework: the moral incoherence of debtors’ choice between Chapter 7 and Chapter 13.

Chapter 8 returns to corporate bankruptcy and describes the role that the 1978 Code has played in the resurgence of large-scale corporate reorganization. Most importantly, Chapter 11, the Code’s reorganization chapter, has proven far more attractive to troubled firms than prior law because it permits a debtor’s current managers to continue running the firm in bankruptcy. This change, and the expanded scope of bankruptcy, have also facilitated the use of bankruptcy to address the mass tort problems of otherwise healthy firms such as Johns Manville, A. H. Robins, and Dow Corning. The resurgence of large-scale reorganization has brought the nation’s elite law firms back into bankruptcy practice. The practice is no longer concentrated on Wall Street alone, however, and is much less susceptible to the kinds of populist attack that destroyed the practice in the 1930s. The chapter concludes that the existing approach seems to be here to stay and considers four of the most crucial current issues: efforts to opt out of bankruptcy, the increasing number of large firm filings in Delaware; the new value exception to the absolute priority rule; and international insolvency.

Having pursued U.S. bankruptcy law up to the present, the book concludes with a brief epilogue. In addition to summarizing the political determinants of U.S. bankruptcy, the epilogue considers the effects of globalization on the American bankruptcy framework. In theory, globalization might alter the political factors that have produced the unique U.S. approach to financial relief. In reality, the converse seems to be true. American bankruptcy law has retained its distinctive characteristics, whereas globalization is pressuring other nations to adopt a more U.S.-style approach. Germany has now adopted much of the Chapter 11 framework for corporate insolvency, for instance, and many nations are moving toward an American-style discharge for personal debtors. The epilogue considers why this is so and concludes that, whatever else may happen, the unique U.S. approach to financial distress is here to stay.


PART ONE

THE BIRTH OF U.S. INSOLVENCY LAW


Chapter One

THE PATH TO PERMANENCE IN 1898

CONGRESS’S AUTHORITY to regulate bankruptcy derives quite explicitly from the Constitution, which states in Article I, section 8 that Congress may pass “uniform laws on the subject of bankruptcies.” The Founding Fathers included the provision almost as an afterthought. Charles Pinckney of Rhode Island proposed the Bankruptcy Clause late in the constitutional convention of 1787, and it was approved with little debate.1 Almost the only contemporary evidence of the meaning or importance of “uniform bankruptcy” comes in the Federalist No. 42. Written by James Madison, Federalist No. 42 describes federal bankruptcy legislation as “intimately connected with the regulation of commerce,” and necessary to prevent debtors from fleeing to another state to evade local enforcement of their obligations.2

Despite its inauspicious beginning, bankruptcy became one of the great legislative battlegrounds of the nineteenth century. The most famous lawmakers of the century, from Thomas Jefferson early on, to Daniel Webster and Henry Clay for many years thereafter, all weighed in on bankruptcy. Bankruptcy pitted farm interests and states’ rights advocates against those who favored a more national economy, and it was repeatedly proposed as a remedy for economic depression. For all the discussion, the debates never seemed to reach a stable conclusion. Prior to 1898, Congress passed a series of bankruptcy laws, each of which quickly unraveled and led inexorably to repeal. In the absence of federal regulation, state insolvency laws filled the gap. But state laws suffered from serious jurisdictional limitations, and each new crisis brought calls for federal legislation. With the Bankruptcy Act of 1898, the instability suddenly came to an end. Although lawmakers often amended this act, most dramatically in the 1930s, and it was replaced altogether in 1978, federal bankruptcy has been a permanent fixture ever since. For individual and small-business debtors, then, the first age of bankruptcy consisted of a century of instability that finally led to a permanent federal law in 1898.

The dramatic transition from episodic bankruptcy to a permanent law in 1898 poses an obvious puzzle: what was the magic of the 1898 act? Why did the instability finally stop? To answer this question, we must briefly go back to the beginning, to the decades of debate that preceded the act. A common theme running through the bankruptcy debates was party politics. Throughout the nineteenth century, Democrats and their predecessors often resisted federal bankruptcy legislation, whereas Republicans and their predecessors were its most fervent advocates.3 Viewing the debates as a conflict between Democrats and Republicans only begins to explain why Congress could not reach a stable resolution, however. Within each party, for instance, lawmakers often held strikingly different views of bankruptcy—Republicans in the commercial Northeast were far more enthusiastic about bankruptcy legislation than their southern and western colleagues, and roughly the reverse held true for the Democratic opposition. Adding to the confusion was the fact that the legislators faced a series of options on the bankruptcy issue. Rather than just favoring or opposing bankruptcy, lawmakers divided into at least three separate camps and sometimes more.

To more fully explain the early instability, I will borrow several basic concepts from the political science literature known as social choice. I will argue in particular that legislators held inconsistent and possibly “cyclical” preferences, no one of which commanded a stable majority: some lawmakers did not want a federal bankruptcy law, some (including both Democrats and Republicans) wanted only voluntary bankruptcy, and some wanted a law that provided for both voluntary and involuntary bankruptcy. We will then go on to consider how this instability was overcome, and how the Republican support for bankruptcy finally won out. The most important development was the emergence of organized creditor groups throughout the country at the end of the nineteenth century. To secure a federal bankruptcy law, creditors were forced to make numerous adjustments to pacify prodebtor lawmakers in the South and West. One of these adjustments, the adoption of a minimalist administrative structure, together with an unusually long period of Republican control, would inspire the rise of the bankruptcy bar. The unique American mix of creditors, prodebtor forces such as populism, and bankruptcy professionals has provided the recipe for every U.S. bankruptcy law that has followed.

We will focus throughout the chapter, as did nineteenth-century lawmakers, on individual and small-business debtors. Chapter 2 will explore the very different approach that emerged for reorganizing railroads and other large, corporate debtors.

THE BUST-AND-BOOM PATTERN OF NINETEENTH-CENTURY BANKRUPTCY LEGISLATION

The nineteenth-century bankruptcy debates have long been seen as fitting a loose, bust-and-boom pattern. In times of economic crisis, Congress rushed to pass bankruptcy legislation to alleviate widespread financial turmoil.4 Once the crisis passed, so too did the need for a federal bankruptcy law. Like Penelope and her weaving, Congress quickly undid its handiwork on each occasion, only to start all over again when hard times returned. The traditional account is inaccurate in some respects and, as we will see, it does not explain why bankruptcy suddenly became permanent in 1898. But it provides a convenient framework for describing the first century of bankruptcy debate.

Agitation for bankruptcy legislation rose to a fever pitch at roughly twenty-year intervals throughout the nineteenth century. A depression starting in 1793 led to the first federal bankruptcy law in 1800—an act that Congress repealed three years later.5 Congress went back to the drawing board in the 1820s, when financial crisis and the controversy over the Bank of the United States prompted calls for another bankruptcy law. The debates never came to fruition, however, and it was not until 1841, following the Panic of 1837, that Congress passed its second bankruptcy law. The 1841 act lasted only two years, when defections from the party that had won its passage, the Whigs, led to repeal. The cycle came around once more on the eve of the Civil War, with the Panic of 1857 putting bankruptcy back on the agenda, and setting the stage for the 1867 act. The 1867 act lasted longer than its predecessors, with a movement for repeal leading to amendment instead in 1874. But by 1878, the nation was once again without a federal bankruptcy law.

All told, then, Congress passed three federal bankruptcy laws prior to 1898: the Bankruptcy Acts of 1800, 1841, and 1867. Together, the acts lasted a total of sixteen years. The absence of a federal bankruptcy law did not leave a complete vacuum in debtor-creditor relations, of course. Most states had insolvency laws on the books.6 Some of them, like Massachusetts’s, predated the Revolution. In times of financial panic, states also responded by passing stay laws imposing moratoria on creditor collection. Proponents of federal bankruptcy legislation emphasized both the wide variation in these laws and their serious constitutional limitations, such as the inability of state law to bind out-of-state debtors.7

To recite the dates of passage and repeal of the nineteenth-century bankruptcy laws cannot even begin to suggest the urgency and importance that attended lawmakers’ deliberations on bankruptcy—especially for a generation like ours that can scarcely remember the last depression. Here is Ralph Waldo Emerson’s account of the desperate conditions of 1837. “Society has played out its last stake; it is checkmated. Young men have no hope. Adults stand like day-laborers idle in the streets. None calleth us to labor…. The present generation is bankrupt of principles and hope, as of property.”8

In the early decades of the nineteenth century, commentators characterized the nation’s periodic financial panics as acts of God. As recently recounted by a business historian, the Reverend Joel Parker “provided a brief history lesson” for his congregation in 1837 “to illustrate how the financial panic was a direct reproof for the ‘peculiar sin’ of greed, just as the flood had been a reproof for violence, famine for pride, captivity for sabbath breaking, the destruction of the temple for the rejection of Christ and, more recently, cholera for intemperance.” Twenty years later, with the Panic of 1857, commentators looked less to God than to “metaphors of floods, typhoons, tide and hurricanes.”9 Panics increasingly were seen in naturalistic terms, but they remained both devastating and unpredictable.

Ever mindful of their constituents’ trauma, some of the finest lawmakers to walk the halls of Congress turned their attention to bankruptcy at regular intervals. Even in the most dire years, one group viewed federal bankruptcy with deep suspicion and fought hard to preserve the status quo. John Calhoun, the great senator from South Carolina, insisted that “[t]he distress of the country consists in its indebtedness and can only be relieved by the payment of its debts.”10 Not just concern for the repayment of debts, but a belief that local debtors were better served by state regulation of insolvency fueled the ongoing opposition to federal bankruptcy legislation.

On the other side, Daniel Webster, senator from Massachusetts, argued strenuously for federal regulation as necessary for both creditors and debtors.


I believe the interest of creditors would be greatly benefitted [by passing bankruptcy legislation] … and I am quite confident that the public good would be promoted. … I verily believe that the power of perpetuating debts against debtors, for no substantial good to the creditor himself, and the power of imprisonment for debt … have imposed more restraint on personal liberty than the law of debtor and creditor imposes in any other Christian and commercial country.11



(A century later, Harvard Law School Professor James McLaughlin referred to Webster’s speech as one of the great moments of American political oratory.)12

The two senators just quoted, Calhoun from South Carolina and Webster from Massachusetts, illustrate the geographical lines along which the debates tended to divide.
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