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Early valuation aids a debtor in
stripping off during an up market.

To avoid “gamesmanship,” Bankruptcy Judge Brendan L. Shannon of Wilmington, Del.,
settled on the filing date as the date for valuing real property in a dispute over stripping off an
entirely underwater subordinate mortgage in chapter 13.

In Delaware, the case was an issue of first impression. Around the country, Judge Shannon
said, courts adopt a variety of dates depending upon the purpose of valuation. A majority, he
said, use sometime around confirmation when cramming down a plan on a secured creditor
under Section 1325(a)(5)(B). Exemptions are generally determined at the filing date, while the
date can range anywhere from the filing date to confirmation for adequate protection in the
context of relief-from-stay motions.

For guidance, Judge Shannon looked to the Third Circuit’s McDonald opinion, which
authorized strip-off in chapter 13. Although the appeals court did not prescribe a date for
valuation, the circuit said the rule to be adopted “should minimize the opportunity for
gamesmanship,” according to Judge Shannon.

For “uniformity and predictability,” Judge Shannon latched onto the filing date to avoid
gamesmanship and reduce “the incentive to delay litigation or appeals.”

Selecting the earlier petition date was a victory for the debtor. Because the filing occurred in
2011, the debtor avoided the intervening appreciation, which may have obviated the ability to

strip off. In a down market, the filing date will be a disadvantage for a debtor aiming to strip off.

The opinion is In re DiMauro v. Wilmington Trust Co. (In re DiMauro), 15-51346 (Bankr. D.
Del. April 14, 2016).
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Is there flexibility to depart from
bankruptcy priorities? Professors disagree.

Law Professors Disagree on How the Supreme Gourt
Should Decide Jevic on Structured Dismissals

Outnumbered almost six to one by legal scholars from other universities, three law professors
filed an amicus brief urging the Supreme Court to affirm Czyzewski v. Jevic Holding Corp. and
permit a so-called structured dismissal where the bankruptcy court approves a settlement,
dismisses the chapter 11 case, and authorizes distribution of settlement proceeds that contravene
the priorities set forth in Section 507.

The three professors — David Gray Carlson, Jack F. Williams and David R. Kuney — were
keen to ensure that the Supreme Court does not hand down an opinion broadly applying the
absolute priority rule to all aspects of bankruptcy. They are concerned that “an expansive view of
the absolute priority rule will have harmful consequences in other areas of bankruptcy practice,”
such as single-asset real estate cases and individual chapter 11s.

The amicus brief explains, historically, why the absolute priority rule is a “limited doctrine”
that does not control “all dispositions” of property in bankruptcy.

The three professors’ brief, filed on Oct. 17, effectively explains why Jevic should turn on
the applicability — or not — of Section 507’s priorities, rather than the congressionally modified
notion of the judge-made absolute priority rule invoked today when cramdown is employed
under Section 1129(b).

The amicus brief traces the history and evolution of the absolute priority rule, relying in large
part on a 2016 Fordham Law Review article by Prof. Stephen J. Lubben from Seton Hall Univ.
School of Law. From Supreme Court authority, they explain why “absolute priority is not always
mandated, and must, at times, give way to practical necessity.”

With regard to Section 507, the three professors said it is “not accurate” to say that “all
distribution schemes require adherence to the ‘statutory priority’ scheme.”

Urging the Supreme Court to reverse Jevic, the amicus brief filed by 17 professors on Sept. 2
says that the Third Circuit’s 2-1 decision “threatens the foundations of the bankruptcy system —
its priority scheme.” They said that nothing in the Bankruptcy Code “permits this kind of
priority-skipping settlement in the absence of creditor consent.”
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Affirming Jevic and permitting an “end run” on the priority system, the 17 professors said,
would foster “perverse incentives: powerful parties will increasingly seek to resolve corporate
bankruptcy cases through structured dismissals which lack creditor safeguards that Congress
built into the bankruptcy process.”

The 17 law professors advocating for reversal of Jevic include Ralph Brubaker, Bruce A.
Markell, David A. Skeel and Jay L. Westbrook. Their brief was submitted by Professors Melissa
B. Jacoby and Jonathan C. Lipson. The three professors’ amicus brief was submitted by David R.
Kuney from Whiteford Taylor & Preston in Washington, D.C.

To read the three professors’ brief, click here. For the 17 professors’ submission, click here.
To read ABI’s discussions of Jevic, click here and here.

The docket in the Supreme Court is Czyzewski v. Jevic Holding Corp., 15-649 (Sup. Ct.).
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Justices search for rationale for
departing from Section 507 priorities in
settlements.

Supreme Court Seems Primed to Reverse Jevic,
Precluding Structured Settiements

At oral argument in the Supreme Court today, five justices seemed inclined to reverse the
Third Circuit in Czyzewski v. Jevic Holding Corp. and hold that settlements cannot distribute
proceeds departing from the priority scheme in the Bankruptcy Code when the claim being
settled belongs to the estate.

The Supreme Court will resolve a split of circuits in which the Third and Second Circuits
held in 2015 and 2007, respectively, that bankruptcy courts may approve so-called structured
dismissals where the distribution of proceeds from settlements does not comply with the
priorities contained in Section 507. The Fifth Circuit barred structured dismissals in 1984 when it
decided AWECO and held that the “fair and equitable” test must apply to settlements.

The outcome of the Jevic case will likely also determine whether bankruptcy courts can
confirm so-called gift plans, where a secured creditor or buyer makes a payment, supposedly
from its own property, that enables a distribution in a chapter 11 plan that is not in accord with
priorities.

The Facts in Jevic

In the unsuccessful reorganization of Jevic Holding Corp., the official unsecured creditors’
committee had sued the secured lender and negotiated a settlement calling for the lender to set
aside some money for distribution to general unsecured creditors following dismissal. The
distribution scheme did not follow the priorities set forth in Section 507 because wage priority
claimants were to receive nothing from the lender through a trust set aside exclusively for lower-
ranked general unsecured creditors.

Despite the wage claimants’ objection, the bankruptcy court approved the settlement and was
upheld in district court. On a second appeal, the Third Circuit, in a 2-1 opinion, upheld the
structured settlement, cutting out any recovery by priority wage claimants. Although the
dissenter in the Third Circuit agreed that structured dismissals sometimes can be approved, he
did not believe Jevic was a proper case. Until the Supreme Court granted certiorari in June, the
appeals court’s opinion was important because the Third Circuit makes law for Delaware, where
many of the country’s largest chapter 11s are filed.
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Before granting certiorari, the Supreme Court sought comment from the Solicitor General,
who subsequently urged granting the petition to reverse the court of appeals, stating that
“bankruptcy is not a free-for-all in which parties or bankruptcy courts may dispose of claims and
distribute assets as they see fit.” The government said that “nothing in the Code authorizes a
court to approve a disposition that is essentially a substitute for a plan but does not comply with
the priority scheme set forth in Section 507.”

Five Justices Seem Primed to Reverse

Justices Sonia Sotomayor, Elena Kagan and Stephen G. Breyer seemed firmly in the reversal
camp. Justice Ruth Bader Ginsburg also seemed to favor the workers’ arguments, as did Chief
Justice John G. Roberts, Jr., although his questions were fewer and more difficult to interpret.

Justice Breyer often appears to be the justice best versed in bankruptcy law and practice.
Initially, he seemed undecided when he observed that nothing in the Bankruptcy Code either
permits or prohibits dismissal with distributions departing from Section 507 priorities. Later, he
asked how any group of parties can reverse the order of priorities by agreement among
themselves and cut out creditors who do not consent to the settlement.

Later still, Justice Breyer said it was a “dangerous principle” to allow departure from the
statutory priorities of distribution.

Justice Breyer focused on the primary weakness in the respondents’ argument when he got
the lawyer to admit that the settlement was in compromise of a claim belonging to the estate.
Therefore, he said, the allocation of settlement proceeds was “quite contrary” to Congress’
scheme of distribution.

Although Justice Kagan said that permitting a structured dismissal might be “sensible,” she
said it does not appear in the Bankruptcy Code.

Justice Sotomayor, like Justice Anthony M. Kennedy, did not think the Jevic case and the
company’s inability to confirm a chapter 11 plan was particularly rare. Since the situation was
not extraordinary, Justice Sotomayor asked how a court should protect disfavored creditors from
being “preyed upon.”

Similarly, Justice Kagan asked where the Bankruptcy Code permits distributions departing
from Section 507 even if the situation is extraordinary. She also said the settlement was
seemingly done “in collusion.”

Early in the morning’s one-hour argument, Justices Kagan and Sotomayor were concerned
with narrowing their ruling so as to not upset bedrock bankruptcy principles like the so-called
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doctrine of necessity, which is utilized to approve critical vendor motions and pay workers pre-
petition wages before plan confirmation.

The government, although arguing for the justices to reverse the Third Circuit, urged the
Court to narrow the ruling to ensure that first-day motions like critical vendor and wage motions
are not proscribed.

On the issue of narrowness, the Chief Justice possibly kept the door open to approval of
structured settlements in some cases. If priorities inform the exercise of discretion in approving a
settlement, then, he said, there must be extraordinary reasons to depart from the statutory
distribution scheme.

The Chief Justice’s comments were similar in some regards to the view of the Third Circuit’s
dissenter, who agreed that structured settlements were theoretically permissible. The dissenter,
however, did not believe that Jevic presented a proper case.

If the Chief Justice is not prepared to outlaw settlements with distributions contrary to
Section 507, there is the possibility of a 4/4 split on the Supreme Court, meaning that the Third
Circuit would be upheld. In that case, there would be no Supreme Court precedent, leaving the
issue open until the Court is at full strength.

If the court is evenly divided, the justices might not rule on whether structured dismissals are
always prohibited. In that event, they could say, like the Third Circuit dissenter, that Jevic was
not a proper case for departing from statutory priorities.

One other outcome is possible. Justice Samuel A. Alito, Jr. queried the workers’ lawyer as to
whether she had briefed the same issue the court agreed to decide in granting certiorari. Earlier
this term, the Court dismissed a petition as improvidently granted because the appellant’s brief
was based on arguments not encompassed by the certiorari petition.

In the Supreme Court, the workers’ lawyer was Danielle Spinelli, supported by Sarah E.
Harrington, Assistant Solicitor General. Urging affirmance was Christopher Landau.

The case in the Supreme Court is Czyzewski v. Jevic Holding Corp., 15-649 (Sup. Ct.). The
opinion in the Third Circuit is Official Committee of Unsecured Creditors v. CIT Group/Business
Credit Inc. (In re Jevic Holding Corp.), 787 F.3d 173 (3d Cir. May 21, 2015).
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Caveat Emptor for § 363 Sales?

Known Creditors, Successor Liability and Notice Issues

from the GM Chapter 11 Case

n Elliott v. GM LLC,' the Second Circuit recent-
Ily reinforced the importance of honoring the

core bankruptcy requirements of disclosure
and adequate notice by overruling the bankruptcy
court’s finding that a “free and clear” sale order pro-
tected a purchaser from successor liability claims by
known creditors.? The court confirmed that known
creditors are entitled to actual notice of proceedings
that will affect their rights in bankruptcy and there-
fore cannot be bound to a resulting order by mere
publication notice — even in the face of claims
of overarching exigency that threaten the entire
American economy.

The Sale of “0ld” GM

In the midst of the 2008-09 financial meltdown,
General Motors Corp. (Old GM), supported by
the federal government, raced through a chapter
11 bankruptcy at lightning speed. General Motors
LLC (New GM) emerged just 40 days after its filing
by way of its purchase of most of Old GM’s assets
through a § 363 sale, purportedly “free and clear”
of all liens, claims or interests (including successor-
liability claims). A quick exit from bankruptcy for
New GM was critical, as it was argued that a quick
sale was necessary to avoid the risk of catastrophic
disruptions to the national economy.

The asset sale was approved by a sale order
containing broad injunctive language purporting
to bar “rights or claims ... based on any succes-
sor or transferee liability” against New GM (the
“enjoined claims”), other than certain obligations
that New GM expressly agreed to assume.’ The
enjoined claims were channeled to a trust estab-
lished to address unsecured claims against Old GM.
Given the difficulty of assailing asset sale orders, it
appeared that this was the final word on the matter.*

Taking a Step Back
Not so fast, however. Well before its bankrupt-
cy, Old GM began receiving and evaluating reports

1 829 F.3d 135 (2d Cir. 2016). See also C.R. “Chip” Bowles and Jacob C. Cohn,
“Bankruptcy Courts Lack Jurisdiction to Enjoin Independent Tort Claims against
Nondebtors,” XXIX ABI Journal 5, 34-35, 55, June 2010, available at abi.org/abi-journal

i i i notice

2 /d

In re Motors Liquidation Co., 529 B.R. 510, 534 (Bankr. S.D.N.Y. 2015).

See, e.g., C.R. “Chip” Bowles, “Bankruptcy’s Verdun? The Report from the Lehman Sale
Front,” XXIX ABI Journal 4, 36, 64-65, May 2010; C.R. “Chip” Bowles, “Who Do You
Trust? The Continuing Saga of the Lehman Brothers Sale,” XXIX ABI Journal 2, 28-29,
63-64, March 2010. Both of these articles are available at abi.org/abi-journal.

ENE

of allegedly defective ignition switches in many
models of its vehicles. This problem could cause
a car’s engine to shut off while moving, disabling
air bags and other highly dangerous effects. No
recall was instituted by New or Old GM before or
during the bankruptcy, and the purchasers of these
vehicles had no actual notice of their claims in the
bankruptcy, even though Old GM had actual or con-
structive knowledge of this problem.’ This defect
eventually resulted in many injuries, deaths and sig-
nificant property damage. However, Old GM never
attempted to provide actual notice of the proposed
§ 363 sale at the relevant time to the then-known
owners of the defective vehicles, relying instead on
publication notice.

New GM belatedly ordered a recall for mil-
lions of vehicles in 2014, well after the bankruptcy
sale. Following the recall announcement, dozens of
class-action lawsuits were filed against New GM,
alleging liability for the tortious conduct of both
Old and New GM. New GM immediately sought
to enjoin all of the claims through enforcement of
the sale order by the bankruptcy court. The claims
that New GM sought to enjoin fell into four gen-
eral categories: (1) pre-sale closing accident claims,
(2) economic-loss claims arising from the ignition
switch defect and other defects, (3) independent
claims relating only to New GM’s conduct, and
(4) claims by used car purchasers who acquired
post-sale cars that had been built by Old GM presale
(the “claims”).

Known Creditors Have Rights

The bankruptcy court held that all claims aris-
ing from Old GM’s conduct fell within the scope
of the sale order’s injunction language concern-
ing enjoined claims.® The court further held that
while pre-sale owners of GM vehicles should have
been given actual notice, they were not prejudiced
because notice to them would not have affected the
outcome of the sale order proceedings.” However,
the bankruptcy court also found that claims by post-
sale purchasers of pre-sale vehicles could not be
enjoined, nor could claims based on the indepen-
dent post-sale conduct of New GM.# The court cer-

5 In re Motors Liquidation Co., 529 B.R. 510, 538 (Bankr. S.D.N.Y. 2015).
6 /d at532.

7 Id. at 562-64.

8 Id at571-72.
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tified its order for direct appeal to the Second Circuit, which
took on the appeal.

The Appeal

The Second Circuit in Elliott first undertook to analyze
what claims fell within the scope of the sale order’s injunc-
tion. Next, the court addressed whether the sale-order injunc-
tion could be enforced against claimants who did not receive
actual notice of the proposed sale.

What Did the Sale Cover?

On the issue of which claims the bankruptcy court had
authority to address, and therefore to bar, by the sale order,
the court was again forced to consider the following thorny
questions: (1) What constitutes a “claim” for purposes of 11
U.S.C. § 101(5); (2) When does a “claim” arise where the
liability-producing conduct of the debtor occurs pre-petition
(e.g., the manufacture and sale of a car with a defective switch
in 2005), but the effect of the conduct harms the claimant
post-petition (e.g., the defective switch causes an accident in
2011); and (3) Can such an unknowing claimant be barred by
a bankruptcy order entered before he has been injured?’

Citing its prior precedent in In re Chateauguay Corp."
and the Fifth Circuit’s decision in Lemelle v. Universal Mfg.
Corp.," the Second Circuit in Elliott generally concluded
that claims arising out of a debtor’s pre-petition conduct are
“claims” that can be addressed and discharged/channeled in
bankruptcy, even if the injury giving rise to the claim occurs
post-bankruptcy.'”> However, the court also held that some
pre-bankruptcy contact or relationship must have existed
between the debtor and the claimant in order to avoid “enor-
mous practical and perhaps constitutional problems.”"* The
court concluded:

To summarize, a bankruptcy court may approve

a § 363 sale “free and clear” of successor liability

claims if those claims flow from the debtor’s owner-

ship of the sold assets. Such a claim must arise from

a (1) right to payment (2) that arose before the filing

of the petition or resulted from pre-petition conduct

fairly giving rise to the claim. Further, there must be

some contact or relationship between the debtor and
the claimant such that the claimant is identifiable."

Applying this framework to the four categories of claims
before it, the court found that two categories were barred as
enjoined claims and two were not. First, it concluded that
claims arising from pre-sale closing accidents “clearly” were
barred under the terms of the sale order scope.”” Next, while
it was a “closer call,” the court held that post-sale economic-
loss claims by owners of Old GM cars were barred because
they had a pre-sale relationship with Old GM and held “con-
tingent” claims at the time of bankruptcy.'®

©

See 829 F.3d at 155-57. For a fuller discussion of the power of a bankruptcy court to address tort
claims that arise from pre-petition conduct but result in injury post-bankruptcy, see William P. Shelley
and Jacob C. Cohn, “Unraveling the Gordian Knot of Asy ic Asbestos Clai : Statutory,
Precedential and Policy Reasons Why Unimpaired Asbestos Claimants Cannot Recover in Bankruptcy,”
Mealey’s Asbestos Bankruptcy Report (May 12, 2004).

10 944 F.2d 997, 1005 (2d Cir. 1991).

11 18 F.3d 1268, 1277 (5th Cir. 1994).

12 859 F.3d at 155-56.
13 829 F.3d at 156.

14 Id.

15 /d.

16 /d.
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On the other hand, the Second Circuit held that the sale
order could not be read consistently with bankruptcy law to
include post-sale purchasers of Old GM vehicles because
they were the classic unknown, unknowable and unknow-
ing future claimants who had no pre-bankruptcy contact
or relationship with Old GM and could not possibly know
that they would someday have claims against GM for a car
they would purchase in the future."” Lastly, the court held
that claims against New GM for its own post-sale conduct
(such as “misrepresentations by New GM as to the safety of
Old GM cars”) could not have been within the contemplation
of the sale-order injunction because they were not based on
Old GM’s pre-petition conduct or any pre-petition right to
payment from Old GM."®

The decision also reinforces

the fundamental limits on the
authority of bankruptcy courts
to enjoin claims in furtherance
of efforts to reorganize a
company or maximize the value
of a sale of its assets.

What Could the Sale Order Cover?

Turning to the due-process challenge, the Elliott court
was unmoved by New GM’s arguments that the owners of
cars with the defective ignition switches were “unknown”
creditors in 2009 (or that it was not practical to give actu-
al notice)."” The court noted that, at the least, Old GM had
records of the initial purchasers of the vehicles and, as for
knowledge of the claims, the court concluded that Old GM
either knew of the existence of the ignition switch defect or
acted with reckless disregard of the facts:

In the face of all the reports and complaints of faulty

ignition switches, moving stalls, airbag non-deploy-

ments, and, indeed, serious accidents, and in light of
the conclusions of its own personnel, Old GM had

an obligation to take steps to “acquire full or exact

knowledge of the nature and extent” of the defect.”

The Second Circuit likewise was unreceptive to New GM’s
argument that as contingent creditors, the claimants were not
entitled to actual notice:

The only contingency was Old GM telling owners

about the ignition switch defect — a contingency

wholly in Old GM’s control and without bearing as to

Old GM’s own knowledge. New GM essentially asks

that we reward debtors who conceal claims against

potential creditors. We decline to do so.”'

Lastly, the court rejected any notion that the requirement
of actual notice could be excused in light of the “extraor-
dinary” need to rush the sale through because “Old GM’s

17 Id. at 157-58.

18 /d.

19 /d. at 160.

20 /d. (internal citation omitted).
21 /d.

continued on page 100
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precarious situation and the need for speed did not obviate
basic constitutional principles. Due process applies even in
a company’s moment of crisis.”?

Having confirmed the bankruptcy court’s holding that
owners were entitled to actual notice, the court proceeded to
reverse the bankruptcy court’s determination that this due-
process violation could be excused because the owners did
not suffer “prejudice.” The Second Circuit cited competing
precedent but did not decide whether the lack of notice and
an opportunity to be heard is prejudicial per se or whether
prejudice must be affirmatively established. Instead, the
court concluded that whatever the standard, the owners had
been prejudiced as it “cannot say with fair assurance that
the outcome of the § 363 sale proceedings would have been
the same had Old GM disclosed the ignition switch defect
and these plaintiffs voiced their objections to the ‘free and
clear’ provision.”?

The Second Circuit also rejected the bankruptcy court’s
conclusion that the owners’ hypothetical participation in the
sale order hearing would not have changed the outcome of
the process or the language of the order. The court empha-
sized that the sale order was negotiated with the involve-
ment of numerous constituencies, and that this “polycentric
approach” led to New GM agreeing to assume substantial
liabilities of Old GM that were not contemplated by the
original proposed sale order, especially including Old GM’s
lemon law liabilities in the face of protests by numerous
state attorneys general.” Further, the court emphasized
that the fact that GM was under the control of the Treasury
Department throughout this process resulted in bargaining
opportunities that were influenced by political and public
policy considerations not found in ordinary corporate reor-
ganizations, noting:

Opportunities to negotiate are difficult if not impos-
sible to recreate. We do not know what would have
happened in 2009 if counsel representing plaintiffs
with billions of dollars in claims had sat across
the table from Old GM, New GM, and Treasury....
[Wlhile we cannot say with any certainty that the
outcome would have been different, we can say that
the business circumstances at the time were such
that [the] plaintiffs could have had some negotiating
leverage, and the opportunity to participate in the pro-
ceedings would have been meaningful »

22 Id. at 161.
23 Id.

24 Id. at 147.
25 /d. at 163.
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It has been said that bankruptcy is the friend of the
honest-but-unfortunate debtor who lays bare his/her assets
and liabilities, and identifies and notifies his/her creditors
in exchange for a fresh start. Although here this was to be
accomplished through a § 363 “free and clear” sale to a bank-
ruptcy-remote “newco” rather than a § 1141(d) discharge, the
basic principles are the same.

Fundamentally, the outcome of this case was driven by
the belief of the bankruptcy and appeals courts that Old GM
was less-than-honest about addressing its ignition switch
defect problem in 2009. It was the conclusion that Old GM
was sweeping a substantial and known problem under the rug
that fueled the courts’ conclusion that the owners of vehicles
containing defective ignition switches were known, albeit
contingent, creditors and were entitled to actual notice.

What Does It All Mean?

This decision reinforces the overriding importance for
debtors to forthrightly identify all of their creditors, including
foreseeable contingent creditors, and make scrupulous efforts
to provide all known creditors with actual notice where pos-
sible. As this case illustrates, the penalty for failing to do so
is that the creditor that does not receive the required level of
notice is not bound by res judicata to the bankruptcy court’s
orders. Even if a showing of “prejudice” is required, it is a
lot easier to provide notice up front than to attempt to backfill
the due-process hole in hindsight.

The decision also reinforces the fundamental limits on the
authority of bankruptcy courts to enjoin claims in furtherance
of efforts to reorganize a company or maximize the value of
a sale of its assets. Future claimants with no prebankruptcy
relationship to the debtor (here, post-sale secondhand pur-
chasers of defective GM cars) cannot be bound to the orders
and decrees of the bankruptcy court — certainly not without
specifically providing them with meaningful virtual represen-
tation during the proceedings, such as the future claimants
representative construct is intended to provide in the asbestos
bankruptcy context.

Finally, the scope of relief available from a bankruptcy
court does not extend to extinguishing, or channeling, the
independent liabilities of nondebtors that are not deriva-
tive of the debtor’s own pre-petition liability-causing con-
duct, such as the alleged post-sale conduct of New GM with
regard to the ignition-switch defect. As Elliot emphatically
confirms, bedrock constitutional requirements of due pro-
cess can “trump” even seemingly compelling justifications
for expedience.

Please contact ABI at (703) 739-0800 for reprint permission.
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