THE IMPLICIT "GOOD FAITH" REQUIREMENT
IN CHAPTER 11 LIQUIDATIONS:
A RULE IN SEARCH OF A RATIONALE?
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It is the dog, you know, that wags the tail—notttikthat wags the ddg

The United States Court of Appeals for the Thiiccdt recently dismissed a
liquidating chapter 11 case for "cause" under 1$.0. 8 1112(b) although the
failed company was demonstrably in economic distrdssing a lot of money" and
"experiencing a dramatic downward spiral." The €eurationale? Where the
solvent entity was not in "financial distress,"tnaditional rehabilitative terms, it
did not establish that the petition was filed iroddaith?

"Good faith." The word means different things ftfedent peopl€’. Although
courts have frequently expressed frustration with vague and amorphous nature
of the words), the concept is firmly rooted in commercial lalwdeed, the recurring
theme of good faith has appeared with regularitpuphout the history of U.S.
bankruptcy statutes. The good faith requiremesttistorically appeared either as
() a condition to the debtor's right to file andaimtain proceedings aimed at

" Partner, Baker & McKenzie LLP, San Diego, CalifarnChair of the Financial Restructuring, Creditors'
Rights and Bankruptcy Practice Group in North Arceeri
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1| etter from Charles Dogson to Marion Richards, (F&h1886),n 2 THE LETTERS OFLEWIS CARROLL
620 (Morton Cohen ed., Oxford Univ. Press 1979).

2 NMSBPCSLDHB, L.P. v. Integrated Telecom Express, in re Integrated Telecom Express, Inc.),
384 F.3d 108, 122 (3d Cir. 2004) (holding that ¢bed 1 petition was not filed in good faith and gl
have been dismissed although the debtor "was loairigt of money," "was experiencing a dramatic
downward spiral" and, as a result, had gone "odttusiness" where this distress otherwise "had lzdioa
to any debt owned by Integrated."). The authorsesgmted the Official Committee of Equity Security
Holders in the case.

3 BLACK's LAW DICTIONARY 713 (8th ed. 2004) (“A state of mind consisting1) honesty in belief or
purpose, (2) faithfulness to one's duty or oblmati(3) observance of reasonable commercial stdadzr
fair dealing in a given trade or business, or (@$emce of intent to defraud or to seek unconsclenab
advantage.")¢f. U.C.C. § 2-103 (2005) (defining good faith of wleant objectively as "honesty in fact and
the observance of reasonable commercial stand&fds dealing in the trade.").

4 See.e.g, In re Victory Constr. Co., 42 B.R. 145, 149 (Bankr. C@al. 1984) (stating "good faith" is
meaningless, "merely a pejorative phrase, funatigrat such a high level of abstraction that one can
scarcely discern what might be underneath it.").

®Seege.g, UCC § 1-203 (“Every contract or duty within tiist imposes an obligation of good faith in its
performance or enforcement.8ge alsdNood v. Lucy, Lady Duff-Gordon, 222 N.Y. 88 (191(rgferring to
the implied contractual covenant of good faithémis of "instinct with an obligation.").
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rehabilitation or reorganization; or (ii) a stamdidor the confirmation of debtor
rehabilitation or reorganization proceedifigs.

Today, however, a requirement that a chapter lifigrebe filed in good faith
appears nowhere in chapter 11 of the BankruptcyeC&ther, today's Bankruptcy
Code requires only that a chapter 11 plan be "megoin good faith" to be
confirmed® Any express requirement that a chapter 11 plafilda in good faith
was expressly deleted by Congress in 1978 wheneioaimapters X and Xl of the
Bankruptcy Act were consolidated under the curreémapter 11. The deletion
appears to have been made in the recognition lieaBankruptcy Act's good faith
filing requirement, which demanded that there benesorealistic chance of a
successful reorganization, was starkly inappositéquidating plans, which were
otherwise enabled under chapter 11 of the Bankyuptmle?

Any requirement of good faith as a condition te torporate debtor's right to
file and maintain a liquidation proceeding is liedt at best. The good faith filing
requirement has historically been required by stadmly in cases of reorganization
or rehabilitation—not in a case of the debtor'suilition’® Although courts
regularly read in good faith as "an implicit preneste to the filing or continuation
of a proceeding" for reorganization or rehabilaatiof a corporate debtdtcourts
have approached dismissal of a liquidating debt@s® on the basis of the debtor's
lack of good faith with much more restraint. Inde&€ollier concludes in the
analogous chapter 7 setting that "the power to idsm chapter 7 case for lack of
good faith, if it exists at all, is extremely lirai."?

Courts assessing a debtor's good faith under waditing chapter 11 case,
therefore, should be cognizant of the historicalcpdents as well as policy reasons
behind the restraint traditionally shown by courtgheir application of the good
faith filing requirement under chapter 7 of the Bauptcy Code. As explained
below, the common law good faith filing requiremdat a filing of a petition,
traditionally utilized to patrol the equitable balamies of the jurisdiction of the

® Seeln re Victory Constr. Co., Inc., 9 B.R. 549 (Bankr. C.Oal. 1981) (reviewing good faith filing
requirements under sections 12, 74, 75, 77, andof TiBe Bankruptcy Act of 1898, chapters 1X, X, Xll,
and XIII of the Bankruptcy Act, and discussing riegments under chapters 11 and 13 of the Bankruptcy
Code),vacated as mopB7 B.R. 222 (B.A.P. 9th Cir. 1984).

” References herein to the "Bankruptcy Code" afiéitte 11 United States Code.

8 For example, good faithel nonis absent from the non-exclusive list of factarporting dismissal “for
cause" of corporate chapter 7 filingseell U.S.C. § 707(a) (2006). Similarly, chapter bhtains a non-
exclusive list of factors for which the case maydimissed "for cause,” and the lack of good fathot
one of the enumerated factoSeeid. 8 1112(b). Good faith is, however, an express irement for a
chapter 11 plan to be confirmeskeed. § 1129(a)(3).

® Seeinfra notes 64—-65 and accompanying text.

1% Seeln re Victory Constr 9 B.R. at 558 (“[T]hose who invoke the reorgatian or rehabilitation
provisions of the bankruptcy law must do so in annea consistent with the aims and objectives of
balr11kruptcy philosophy and policy—must, in shortsdan ‘good faith.") (emphasis added).

Id.

12 6 COLLIER ON BANKRUPTCY  707.03[c][2] (Alan N. Resnick & Harry J. Somnes., 15th ed. rev.

2004).
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bankruptcy courts over a reorganizing debtor, bas force and a more limited role
when it is applied to a liquidating debtor.

It is doubtful that Congress intended for the mlmf good faith to be wrested
into a tool to deny open access to the BankruptogieCto distressed debtors
needing to liquidate. Rather, good faith shouldvbey narrowly construed when
applied to the debtor who surrenders his assetsthe# control of the court for
equitable distribution among parties in interestespective of whether the
liquidation takes place under the structure of @ptér 7 liquidation or a chapter 11
liquidating plan.

The judicially-implied good faith standard for tikng and maintenance of a
case under the Bankruptcy Code must recognizeghitable distinctions between
a liquidation and reorganization. Absent propeogmition of this dichotomy in its
application, the doctrine of good faith can becdhe legal equivalent of "the tail
that wags the dog."

. GooDFAITH IN CHAPTER7 LIQUIDATIONS

Good faith is an extremely limited construct undbepter 7. It is generally
deemed inappropriate and inequitable to limit atoléd access to the voluntary
liquidation provisions of the Bankruptcy Code. Angipal goal of the Bankruptcy
Code is to provide "open access" to the bankruptogess for distressed debtbts,
with access to bankruptcy relief which is as "opes' "access to the credit
economy.* Congress intended that "there should be no legalds to voluntary
petitions.™®

Therefore, absent a finding of egregious miscohdunc/or fraud, corporate
liquidations under chapter 7 generally have nonb&ebject to dismissal for cause
on grounds of bad faith. Good faitlel nonis absent from the enumerated non-
exclusive grounds for dismissal of a corporate téray case® Courts have
otherwise been loath to read in more than a versomaconstruction of good faith
as cause for dismissal of a chapter 7 petitioAlthough the amendments to the
Bankruptcy Code under the Bankruptcy Abuse Presardind Consumer Protection
Act of 20052 ("BAPCPA") provide for dismissal of an individudébtor's chapter 7
case if the debts are "primarily consumer debtseémrehthe court finds that the

13 SeeREPORT OF THECOMMISSION OF THEBANKRUPTCY LAWS OF THEUNITED STATES, H.R. Doc. No.
93-137, pt. |, at 75, 75-79 (1973) (describing opecess to bankruptcy process as principal inteyoal);
see alsAH.R. Rep. No. 93-137, at 75 (1977) (discussing generally exleand internal goals of bankruptcy
process).

 H.R. ReP. No. 93-137, at 75 (1977) (“Access to collective febiould be . . . open except for
safeguards against fraudulent use.").

%1d. (emphasis added).

1 Seel1 U.S.C. § 707(a) (2006) (listing non-exclusiet of reasons for dismissal).

" See6 COLLIER ON BANKRUPTCY ] 707.03[2] (discussing lack of good faith requiremienchapter 7
and reluctance of federal circuit courts to makeegelized bad faith inquiries).

¥ pyb. L. No. 109-8, 119 Stat. 23 (2005).



146 ABI LAW REVIEW [Vol. 14:143

granting of relief would be "an abuse of the priris" of chapter 7, Congress
eschewed imposing a similar express good faithdiliequirement on corporate
debtors filing a chapter 7 petitidh.

The policy behind this construction of the doarof good faith under chapter 7
is fundamental and recognizes that liquidation am®to the complete divestment
of the debtor's property. When a debtor liquidatesreby giving up his property
into the control of the court for purposes of itstidbution to parties in interest, "the
law takes [the debtor] at his word, and makes &fdqorovision . . . to effectuate
his alleged intent of giving up all his properfy."

As such, recognizing that liquidation is a chomgne of desperation, courts
have traditionally refused to withhold the inhereight of a debtor to liquidate,
regardless of the debtor's subjective intent omating motive:

[The bankrupt] had the undoubted right under thakiBaptcy law

to file its petition in bankruptcy and to be adjedga bankrupt,
whether solvent or insolvent . . . . [l]f the bamit, however

solvent, or however impure its motive may have beewhatever

may have been the actuating purpose, saw fit t@sder its assets
into the custody and jurisdiction of the court tbe benefit of its

creditors, the creditors as a matter of law havecaase for

complaint®*

Furthermore, recent decisions have construed thkicigs and purposes
underlying chapter 7 of the Bankruptcy Code andtinae to hold that the good
faith inquiry is very limited where a debtor liqaigts. First, courts have reasoned
that the debtor's good faith is irrelevant in aecatere the liquidated debtor ceases
its corporate existence. In such case, the dabtoenders its assets for distribution
to parties in interest, unlike the reorganized debwho reaps the future economic
benefits of a restructured continuing relationshiph its creditors. Because a
liquidation "requires no ongoing relationship betwehe debtor and its creditors
[it] should be available to any debtor willing tarsender all of its nonexempt

19 section 707(b) provides that the court may—orpit motion, or on a motion by the United States
Trustee, but not at the request or suggestionyparty in interest—dismiss an individual debtatiapter 7
case after notice and a hearing if the debts anengpily consumer debts" and the court finds theg t
granting of relief would be "an abuse of the primris" of chapter 7Seell U.S.C. § 707(b). The fact that
Congress did not impose this same good faith stdnaola a corporate debtor is telling. Under thelusio
unius est exclusio alteriwdoctrine, when a law expressly describes a pdaticituation in which something
should apply, an inference must be drawn that ighatt included by specific reference was intentbebe
omitted or excludedSee,e.g, United States v. Ram Kumar Singh, 291 F.3d 782 (@1th Cir. 2002)
(applying the maxim in construing parallel, butsilisilar, provisions of a statute).

“ Hanover Nat'l Bank v. Moyses, 186 U.S. 181, 19D2)qquotingln re Fowler, 9 F. Cas. 614 (D. Mass.
1867) (No. 4,998)).

2L Alabama v. Montevallo Mining Colr( re Montevallo Mining Co.), 278 F. 989, 990 (M.D. Ala.29
(reviewing "straight" liquidation proceeding undke Bankruptcy Act) (emphasis added).



2006] IMPLICIT GOOD FAITH REQUIREMENT IN CHAPTER 11 147

assets® Second, courts have reasoned that the good faithiry is only relevant
in a case where the debtor has "bargained" forsehdrge: "[A]ccuracy, honesty,
and full disclosure are . . . inherent in the bardar the discharge?® Section 707
of the Bankruptcy Code implicitly recognizes thisstihction and provides that
dismissal for "abuse" of the Bankruptcy Code isyampplicable to a case filed by
an individual debtor, who receives a discharge uotapter 7* No such dismissal
for abuse is applicable to a corporate debtor, atwordingly does not receive a
discharge under chapter”7Although the recent amendments to the Bankruptcy
Code under BAPCPA made substantial changes to thaée,Cthe provisions
concerning conversion or dismissal of a case inmgha corporate debtor were left
virtually unchanged®

Rare cases have found bad faith in a chapter vidégjon. These cases,
however, all involved extreme circumstances, suclha debtor's fraud, hiding of
assets, or patent dishonesty toward a legal trittir@ourts have explicitly refused
to consider under the rubric of "bad faith" suclttéas such as the debtor's
solvency, ability to pay its debfd,or the fact that the debtor files the chapter 7
petitic;g to take strategic advantage of legal sginailable under the Bankruptcy
Codes

Dismissal of a corporate debtor's chapter 7 petifor cause thus appears to
largely track the standard for dismissal of a cadtion for cause under Rule 11 of
the Federal Rules of Civil Procedure and is anaexdinary remedy, reserved for
rare and extreme cas®s.Oddly, however, a corporate debtor choosing to
accomplish substantially the same liquidation urttlerefficiencies of a chapter 11

2 Neary v. Padillal re Padilla), 222 F.3d 1184, 1193 (9th Cir. 2000) tingoKatie Thein Kimlinger &
William P. Wassweiler,The Good Faith Fable of 11 U.S.C. § 707(a): How IBaptcy Courts Have
Invented a Good Faith Filing Requirement for ChapfeDebtors 13 BANKR. DEv. J. 61, 65 (1996))
(emphasis added).

B seeg.g, Kestell v. Kestelllp re Kestell), 99 F.3d 146, 149 (4th Cir. 1996) (qugtin re Mascolo, 505
F.2d 274, 278 (1st Cir. 1974)).

24 Seell U.S.C. §§ 707(b), 727(a) (2006) (promulgatiogditions under which court may dismiss or
convert an individual debtor's chapter 7 casejsmhérge an individual's debt).

5 Sedd. §§ 707(a), 727(a)(1).

% Compare 11 U.S.C. § 707(a) (2006) with 11 U.S.Z0%a) (2000).

% Seege.g, Tamecki v. Frankl re Tamecki), 229 F.3d 205, 207 (3d Cir. 2000) (quptindus. Ins. Serv.,
Inc. v. Zick (n re Zick), 931 F.2d 1124, 1129 (6th Cir. 1991)) (stgtidismissal for lack of good faith
should be confined to cases involving egregiousisgis and abuses).

2 "In passing on a motion for dismissal under § @)7hen, the Bankruptcy Court should exclude any
consideration that goes to the debtor's financiems. It cannot make judgmental pronouncementshbat
debtor really should be paying his or her debtserathan seeking refuge in bankruptcy liquidatidn.'te
Khan, 172 B.R. 613, 624 (Bankr. D. Minn. 1994) (aitin re Goulding, 79 B.R. 874, 876 (Bankr. W.D.
Miss. 1987)).

2 Seee.g, In re Motaharina, 215 B.R. 63, 69 (Bankr. C.D. Cal. 19@if)ding debtor's motivations for
filing consistent with underlying policies of bauitcy system).

% *The remedy [of dismissal] is pungent, rarely ysaud conclusive. A district judge should employ it
only when he is sure of the impotence of lessectgars.” Chira v. Lockheed Aircraft Corp., 634 F @84,
665 (2d Cir. 1980) (footnote omitted).
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liquidating plan will encounter a much differergss$ restrictive judicial standard for
dismissal.

Il. THE STRANGE CAREER OF THEGOOD FAITH FILING REQUIREMENT IN
CORPORATERE-ORGANIZATIONS

A. The History of the Good Faith Filing Requiremem Corporate
Reorganizations under Chapter 11

Chapter 11 of the Bankruptcy Code contains no esgrequirement of good
faith for the filing or maintenance of a chapter pgtition. Although the
requirement that a plan be confirmed in good fdids been a constant under
reorganization statutes, the good faith filing regment had a more limited
appearance in prior reorganization statutes. €hairement that a petition be filed
in good faith first appeared in 1934 under secti@B ' was excluded from chapter
Xl and cabined to apply only to classic reorgamniret under chapter X of the 1938
Act,** and was eliminated entirely upon the enactmerthefBankruptcy Code in
1978% A summary of the applicable statutes is as follows

Statute Description Good FaithGood Faith
Filing Confirmation
Requirement | Requirement
Section 12 Composition with creditors, X

(1898%* revesting the bankrupt with all hjs
property, free of the claims of

creditors
Section 74 Composition or extension withX X
(1933)° creditors
Section 75 Permitted a farmer to effect |a X
(1933§° composition or extension of time to

pay accumulated debts
Section 77| Railroad reorganizations X X

(1933’

31 SeeBankruptcy Act of 1898, 55 Cong. Ch. 541, 30 SBa#, amended by Act of June 7, 1934, Pub. L.
No. 73-296, 48 Stat. 911, 912-25 (creating sectiéB) (repealed 1978).

%2 Act of Aug. 16, 1937, Pub. L. No. 75-302, 50 S683 (creating chapter X of 1898 Act), amended by
Chandler Act, Pub. L. No. 75-696, 52 Stat. 840 -88% (1938).

3 Bankruptcy Reform Act of 1978, Pub. L. No. 95-598, Stat. 2549 (repealing Bankruptcy Act of 1898
and enacting the Bankruptcy Code).

% Bankruptcy Act of 1898, 55 Cong. Ch. 541, § 12S86. 544, 549 (repealed 1978).

% Act of Mar. 3, 1933, Pub. L. No. 72-420, 47 Stats, 1467—70 (creating section 74 of Bankruptcy Act
of 1898).

%d., 47 Stat. at 1470—74 (creating section 75 of Baptky Act of 1898).

71d., 47 Stat. at 1474-82 (creating section 77 of Bapiky Act of 1898).
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Statute Description Good FaithGood Faith
Filing Confirmation
Requirement | Requirement

Section Corporate reorganization X X

77B

(1934y®

Chapter 1X| Authorized a municipality andX

p pality
(1934)° certain other political subdivisions {o
file a petition to effect readjustment
of debts.

Chapter X| Corporate reorganization X X

(1938}

Chapter XIl| Arrangement with creditors X

p g

(1938)*

Chapter XlI| Arrangement with creditors X

(1938J*

Chapter Composition or extension, or both, X

XI with creditors

(1938}

Chapter 11 Provided for reorganization as well X

(1978}* as liquidating plans

The Bankruptcy Code therefore, does not imposexamess good faith filing
requirement on a corporate debtor. Furthermoreg@ss eschewed any addition
of such a requirement when it very significantly esmded the Code under
BAPCPA.

Notwithstanding Congress's deliberate eliminatiori978 of an express good
faith requirement for the filing of a chapter 11tipen, courts have otherwise
independently implied good faith as an essentiet@ndition® Indeed, most of the

3 Act of June 7, 1934, Pub. L. No. 73-296, 48 Stat, 912—25 (creating section 77B of 1898 Act).

39 Act of May 24, 1934, Pub. L. No. 73-251, 48 St&8 {creating chapter IX of 1898 Act).

40 Act of Aug. 16, 1937, Pub. L. No. 75-302, 50 S6&3 (creating chapter X of 1898 Act), amended by
Chandler Act, Pub. L. No. 75-696, 52 Stat. 840,-88% (1938).

“I Chandler Act, Pub. L. No. 75-696, 52 Stat. 84®-9® (1938) (creating chapter X| of 1898 Act).

“21d., 52 Stat. at 91630 (creating chapter XII of 18@8).

*31d., 52 Stat. at 93038 (creating chapter XIII of 12@8)

44 Bankruptcy Reform Act of 1978, Pub. L. No. 95-59@, Stat. 2549 (replacing the 1898 Act with the
Bankruptcy Code), amended by the Bankruptcy Abusedntion and Consumer Protection Act of 2005,
Pub. L. No. 109-8, 119 Stat. 23.

% See,e.g, In re Victory Constr. Co., 42 B.R. 145, 146 (Bankr. C(Qal. 1984) (describing earlier
Victory case as having "entered the folklore ondbetrine of 'good faith' in bankruptcy law" (cigiin re
Victory Constr. Co., 9 B.R. 549 (Bankr. C.D. C&881))).

Judge Ordin's opinion im re Victory Construction Cp9 B.R. 549, has been cited 146 times to date as
authority for an implied good faith filing requiremt. Ironically, the case itself languished in deaf1 for
years, and the opinion was vacated as moot by ttheC®cuit B.A.P., which found that Judge Ordin had
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federal circuit courts of appeal have now adoptedesform of the doctrine of good
faith vel nonas a standard for dismissal into chapter 11 jouiggnce’®

The standard for determining what constitutesck laf good faith i(e., bad
faith) is, however, far from uniform, perhaps steimgnfrom the fact that its
animating source is unclear. Although the bettewis that the doctrine of good
faith is a separate requirement of bankruptcy laemegally, many courts have
embraced it as another example of "cause" for disahiunder 11 U.S.C. §
1112(b)(1)*" For example, courts construing dismissal for kthin pari materia
with dismissal for cause under section 1112(b)@)egally require a showing that
the debtor has no feasible hope of rehabilitatfa®ourts construing the good faith
requirement in this manner have generally coughedstandard to the rehabilitative
goals of chapter 11, holding that it is necesshat the debtor show that its filing
presupposes a "valid reorganizational purpd8$étiereby requiring that there be
some showing of the need for rehabilitation, inesrtb justify the discharge that is
granted to the reorganized debtd€ourts generally look to factors such as whether
there is a business to save, jobs to preservewhather there is truly any chance of
emerging from the reorganization process to costias a viable business. Thus,

reversed his own prior order. On subsequent revéewther court lamented the confusion and "uncetai
wrought by the introduction of the good faith fgiconceptSeeln re Victory Constr.42 B.R. at 149.

6 SeeJanet A. Flaccuddave Eight Circuits Shorted? Good Faith and ChapitérBankruptcy Petitions
67 AM. BANKR. L.J. 401 (1993) ("Hundreds of courts and eightugtrcourts of appeal have ruled that an
implied good faith requirement limits access topthal11.").

47 See7 COLLIER ON BANKRUPTCY 1 1112.07 (Alan N. Resnick & Harry J. Sommer eti5th ed. rev.
2005) (criticizing this form of analysis but sugtieg that there is "little harm in embracing itas example
of cause, provided that the distinct dimensionthefdoctrine are recognized and maintained").

“8 SeeC-TC 9th Ave. P'ship v. Norton Cdn(re C-TC 9th Ave. P'ship), 113 F.3d 1304, 1310-11Cad
1997) (finding filing of bankruptcy may be frivolewhen debtor has no reasonable probability of gimgr
from bankruptcy and no realistic chance of reorzgtion); Little Creek Dev. Co. v. Commonwealth Mtg.
Corp. (n re Little Creek Dev. Co.), 779 F.2d 1068, 1073 (5th ©986) (holding filing is in bad faith where
there is no hope of rehabilitation). Compare thgress good faith requirement for plan confirmatiomder
which a plan of reorganization must be "proposedaad faith and not by any means forbidden by laig."
U.S.C. § 1129(a)(3) (2006). Courts construe godHt fa terms of the objective futility of the plaand "will
not consider the motive of the debtor or its pastne filing their chapter 11 petition in determmgiwhether
or not its Plan fulfills the good faith requireméat confirmation." Bank of Am. Nat'l Trust & Safss'n v.
203 N. LaSalle St. P'ship, 195 B.R. 692, 702 (BahkD. Ill. 1996),aff'd 126 F.3d 955 (7th Cir. 1997),
rev'd on other grounds, 526 U.S. 434 (1999).

“®Seee.g, In re SGL Carbon Corp., 200 F.3d 154, 164 (3d Cir. 1988}ing compelling evidence for
lack of valid reorganizational purpose where debi@s “financially healthy" and where its "normal
business operations" would continue regardlests dfankruptcy).

*’Seeln re SB Props., Inc., 185 B.R. 198, 205 (Bankr. E.D. F395) ("If there is not a potentially viable
business in place worthy of protection and rehtaitin, the Chapter 11 effort has lost its raistetrd."
(quotingIn re Little Creek Dev. Co., 779 F.2d 1068, 1073 (5th. €B86)));see alsdn re 68 W. 127 St.,
LLC, 285 B.R. 838, 846 (Bankr. S.D.N.Y. 2002) ("Ttetical test of a debtor's bad faith remains ket
on the filing date there was no reasonable lik@chthat the debtor intended to reorganize and venéliere
is no reasonable possibility that the debtor witleege from bankruptcy."”). Note that a dischargeas
granted to a corporate debtor undergoing a trugidadion and cessation of business operations under
chapter 11. 11 U.S.C. § 1141(d)(3) (2006) (denydrsgharge where debtor "does not engage in business
after consummation of the plan™).
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for example, companies having ceased all operat&wasgenerally inappropriate
candidates for a plan of reorganization and thuslevdbe a candidate for
dismissaf?

Other courts require findings of both objectivéility as well as a showing of
the debtor's subjective bad faifhOthers take a more gestalt approach, determining
the debtor's bad faith under the "totality of faatsl circumstances* The courts
adopting the totality of the circumstances testehatherwise attempted to remedy
the inherent vagueness of the implied good faigimadrd by defining the test in
objective terms vis-a-vis the underlying purposéshe Bankruptcy Code. Thus,
where the debtor's petition is found to have advbBankruptcy purposeg., where
it is consistent with the rehabilitative objectivet the Bankruptcy Code, these
courts find that good faith is establistiédn general, the majority view is that the
test of good faith must be tethered to the undeglyiurposes of chapter 17L.

The Supreme Court has observed that chapter Ifjaiaations embrace the
"two recognized policies . . . of preserving gogumncerns and maximizing property
available" to satisfy parties in interé8Similarly, the House Report states:

The purpose of a business reorganization caseeualiiquidation
case, is to restructure a business's financesasattimay continue
to operate, provide its employees with jobs, paycreditors, and
produce a return for its stockholders. The prenosa business
reorganization is that assets are used for pragludti the industry

L Seee.g., In re SB Props185 B.R. at 205 (describing shell corporatiorated for purpose of filing
bankruptcy petition).

52 Seeln re Carolin, 886 F.2d 693, 694 (4th Cir. 1989) (deieiny whether bankruptcy court may
dismiss voluntary chapter 11 bankruptcy petitiomeay outset because it was not filed "in goochtéjt

%3 Seeln re SGL Carbon Corp., 200 F.3d 154, 162, 165 (3d T9A9); Solow v. PPI Enters. (U.S.), Inc.
(In re PPI Enters. (U.S.), Inc.), 324 F.3d 197, 211 (8d ZD03);see alsd_aguna Assocs. L.P. v. Aetna Cas.
& Sur. Co. (n re Laguna Assocs. L.P.), 30 F.3d 734, 738 (6th G&84) ("Whether debtor filed for relief in
good faith is discretionary determination that turon bankruptcy court's evaluation of multitude of
factors.");but cf. In reWinshall Settlor's Trust, 758 F.2d 1136, 1137 Gth 1985) (stating factors only in
terms of objective futility of reorganizational eff).

54 Seeln re PPI Enters.324 F.3d at 212 (analyzing purpose of statutetatadity of circumstances to find
PPIE's bankruptcy filing did not contravene gooithfaequirement); Stonington Partners, Inc. v. O
Comm. of Unsecured Creditorin(re Lernout & Hauspie Speech Prods. N.V.), 308 B.R2,67.1, 675
(Bankr. D. Del. 2004) (citing Platinum Capital, Inc Sylmar Plaza, L.PI re Sylmar Plaza, L.P.), 314
F.3d 1070, 1074 (9th Cir. 2002)).

%5 This is analogous to the principle of good faith dontract law, which is generally agreed to be
objectively determined, with respect to the reabaommercial expectations of the parti®seOLIVER
WENDELL HOLMES, THE COMMON LAW 242 (Transaction Publishers 2005) (1881) ("The as nothing to
do with the actual state of the parties' mindscdntract, as elsewhere, it must go by externald,jadge
parties by their conduct.").

*seeBank of Am. Nat'l Trust & Sav. Ass'n v. 203 N. Balle St. P'ship, 526 U.S. 434, 453 (1999) (using
less absolute statutory prohibition to interprat &count of" language in section 1129(b)(2)(Bbider to
reconcile these goals3ee alsoToibb v. Radloff, 501 U.S. 157, 163-64 (1991) ¢dissing congressional
purposes of chapter 11 in terms of the dual gdatsaximizing value and preserving going concerns).
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for which they are designed are more valuable tiimse same
assets sold for scrap.

As such, a debtor who can prove a valid reorgéinizal purposei.e., generally
any debtor for whom reorganization is necessaryfaasible, will be found to have
filed its chapter 11 petition in good faith. Thestt makes perfect sense when
applied to a classic rehabilitative reorganizaeenario. The test, however, loses
much of its underlying rationale when applied tdebtor filing a chapter 11 for
non-rehabilitative liquidation purpos#s.

B. Good Faith Under a Chapter 11 Liquidating Plan

Although courts have historically had some diffiguvith the idea of whether
liquidations may be effectuated in the contextedrganization proceedings, since
approximately 1944 there has been general judigabgnition of liquidating
reorganizations? This judicial movement under the Bankruptcy Acswadified in
1978 under section 1123 of the Bankruptcy Codeclwhbntains enabling sections
expressly allowing liquidations as part of chafiteproceeding®’

In fact, the use of chapter 11 often is a liqu@atevice much like chapter 7:

With the large and apparently increasing numbetigfidating
plans in chapter 11, it may now be rare for a lessrof any size to
liquidate in chapter 7. . . . There are two corpohapters: chapter
7 for liquidating small businesses no one want$otw with any
more, and chapter 11 for all the r&st.

" H. Rep. No. 95-595, at 220 (1977). Section 77B of the Act1888 was premised on the same dual
purposesSeeCase v. L.A. Lumber Prods. Co., Ltd., 308 U.S., 108} (1939) (describing function of 77B).

%8 Similar concern over the misapplication of reoiigation purposes to chapter 11 liquidating plangeha
been expressed concerning the rul&nited States v. Energy Resourcé85 U.S. 545 (1990). The circuits
are split on the issu&ee.e.g, Tal Marnin, Trust Fund Taxes in Chapter 11 Liquidations: A Gérage to
Energy Resource8 AM. BANKR. INST. L. REV. 231, 238 (1995) (analyzing split in courts asvtether the
rule in Energy Resources that bankruptcy courtctalitect the IRS to allocate payments in the manner
requested by a corporate taxpayer where that designis "necessary to a successful reorganizatian”
applies to chapter 11 liquidation cases).

%9 See generallyVilliam L. Cary,Liquidation of Corporations in Bankruptcy Reorgaatinn, 60 HARV. L.
REV. 173, 174 (1946) (outlining history of section j7B

0 See1l U.S.C. § 1123(a)(5)(B), (D), (b)(4) (2006) (piing for sale of all or substantially all of
property of estate and distribution of proceedsuwh sale among holders of claims or interestsap€in X
of the Bankruptcy Act previously allowed for thdesaf assets of the debtor in a reorganizatiogHRRD
N. BROUDE, REORGANIZATIONS UNDER CHAPTER 11 OF THE BANKRUPTCY CODE § 9.13[2] (1995) (citing
the Bankruptcy Act § 216(10)). Chapter XI, howewdid not originally contemplate the liquidation af
debtor. Id. (citing In re Pure Penn Petroleum Co., 188 F.2d 851 (2d Cir1))93n consolidating the
reorganization chapters, it was decided that adation could be the result of a chapter 11 pldn.

®1 Elizabeth WarrenRemembering Chapter, AM. BANKR. INST. J., May 2004, at 22 (discussing when
business should be liquidated in chapter 7 andtehag).
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Under thelLionel exceptiorﬁ2 section 363 sales of the entire business haventeco
guite common under chapter 11. Empirical reseatsh indicates that many of the
firms that conduct section 363 sales "neverthelides and confirm plans of
reorganization, instead of converting the caseshtapter 7 and liquidating under
that chapter® Indeed, there are many advantages of a chaptéguidation over a
chapter 7 liquidation. First, chapter 11 providekiitional flexibility, with less
rigid procedures than those found in chapter 7coBe, in a chapter 11 liquidation,
preexisting management may remain in place to conthe liquidation, which
helps to maximize value by virtue of managemenigsotical knowledge of the
business and familiarity with the assets. Addaibn chapter 11 has distinct
advantages in those cases where third-party insenesst be protected. Chapter 11
provides both for the appointment of a creditomhmittee and occasionally will
also provide for the appointment of an equity cotterito represent the interests of
equity security holders. These facilitators follexdive action are absent both from
chapter 7 and state dissolution procedures.

Although the liquidating plan of reorganization fsmly rooted in the
Bankruptcy Code, any requirement that such a patitimust adhere to
reorganizational purposes or be dismissed is mHsential to Congress's express
recognition of liquidating plans of reorganizationder the Bankruptcy Code was
the elimination of the statutory "good faith filingequirement,” which had
previously existed under the Bankruptcy Act resitiig the use of liquidating plans
under chapter X? Significantly, the deletion of the good faith fi¢j requirement
was specifically geared toward permitting the u$ehe liquidating plan under
chapter 11: "[T]he deletion of the 'good faith'ngtard as a prerequisite to the initial
filing of reorganization proceedings under the r@eade eliminates the thres[ Jhold
problems and disputes over whether the proceedilh@pevone of reorganization or
liquidation.®™ This modification of the Bankruptcy Code thus destoates
Congress's express desire that one of the legdimpatposes to be served by a
chapter 11 reorganization is an orderly liquidatowl distribution of assets.

2 Comm. of Equity Sec. Holders v. Lionel Corm (e Lionel Corp.), 722 F.2d 1063, 1670 (2d Cir. 1983)
(holding such sales appropriate if "articulatedibess justification" is apparent).

% Ronald J. MannAn Empirical Investigation of Liquidation Choice$ Bailed High Tech Firms82
WasH. U. L.Q. 1375, 1415 & n.121 (2004). In fact, some comtators argue that "traditional
reorganizations have largely disappeared," andtehdd is most often, if not always, utilized tdl ke
assets of the businesSeeDouglas G. Baird & Robert K. Rasmuss@hapter 11 at Twilight56 SAN. L.
REv. 673, 673-74 (2003) (suggesting conditions ofiti@uhl corporate reorganizations are "rarely foimd
a financially distressed business today.").

% The "good faith" standard was contained in sectié@ of the Bankruptcy Act, which provided that a
petition under chapter X was not filed in good Haithere there was no prospect that the debtor doeild
reorganized, i.e., where a liquidation was knowrthi® be inevitable resulSee,e.g, Fidelity Assurance
Ass'n v. Sims, 318 U.S. 608, 615 (1943) (statingt tr determining good faith filing included
determination of whether reorganization could beeaed).

% John C. Anderson & Peter G. Wrighiquidating Plans of Reorganizatip66 Av. BANKR. L.J. 29, 30
(1982) (discussing need to eliminate good faithddad in order to permit liquidating plans).
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It is therefore axiomatic that the good faith imguwnder a chapter 11 plan of
liquidation should be analytically distinct fromethgood faith inquiry under a
chapter 11 reorganization. A filing under the Bamkcy Code for corporate
liquidation does not implicate the rehabilitativerposes underlying the Bankruptcy
Code because there is to be no "rehabilitationth&athe inquiry in a chapter 11
plan of liquidation should more properly focus dre tiquidation purpose of the
filing and thus be subject to the same standardeview as is applicable in a
chapter 7 liquidation. First, as discussed abowih the exception of the
efficiencies that can be gained through the chagterprocess, there is no
meaningful distinction between a corporate chagdtérliquidating plan and a
chapter 7 liquidation, whether viewed in terms fé treatment of creditors or the
priority scheme for distribution of assétsSecond, the "fresh start" purpose of the
Bankruptcy Code, so essential to evaluation ofd¢leeganizing debtor, is inapposite
as applied to the liquidating corporate debtor wigddlown its operations, who has
long abandoned the idea of a fresh Hart.

Third, the higher standard for good faith thattisd to the rehabilitative
purposes of the Bankruptcy Code is inappropriaagiplied to a liquidating debtor
under chapter 11, who does not obtain many of tliglgges granted to the
reorganized debtor. For example, the BankruptcgeCwithholds the discharge
from the liquidating corporate debtdr.As noted above, under a plan of
reorganization, it can at times produce an ineflétaesult—e., where the debtor
truly has no need to "reorganize"—for the debtooldain a discharge and then,
relieved of its debts, remain in business and ooetito provide value to
stakeholder§? When a debtor reorganizes, it is allowed to reitsnassets and
reorder its contractual obligations to its creditorin return for these benefits and
the accordant discharge of debt, Congress reqtheesliebtor to approach its new

% To evaluate whether liquidation in chapter 11 appately serves the purposes of maximizing value
under chapter 11, "the court should compare thts @sl benefits of liquidation in chapter 7 vershapter
11." 7 GLLIER ON BANKRUPTCY 1 1112.04[5][b] (Alan N. Resnick & Harry J. Somneafs., 15th ed. rev.
2004) (summarizing process of determining efficatyeorganization liquidations).

57 City of New York v. Quanta Res. Corp., 739 F.2@,9415 n.7 (3d Cir. 1984) (interpreting liquidation
provisions of Bankruptcy Act, stating “[w]hile itak been held that the old bankruptcy law advanced a
second purpose, to provide a fresh start for theatdethat purpose can no longer be said to beradehin
present liquidation law, with respect to nonindids (.e., corporations and partnerships), since the 1978
Act eliminated the provision for discharge of detit®onindividuals." (citations omitted)).

8 Seell U.S.C. § 1141(d)(3) (2006) (referring to chapté liquidation); accord 11 U.S.C. § 727(a)
(referring to chapter 7 liquidation).

% see,e.g, Marsch v. Marsch, 36 F.3d 825, 827 (9th Cir. 198i)ding bad faith where ex-wife filed
chapter 11 petition in reorganization in order twid a restitution judgment by ex-husbantf);re SB
Properties, Inc., 185 B.R. 198, 205 (Bankr. E.D. F#95) (finding bad faith under section 1112(b)eveh
individual debtor created shell corporation forgase of filing plan of reorganization, stating "Trezord
here shows no viable business entity" in need ofegtion and rehabilitation.); Furness v. Lilietdie35
B.R. 1006, 1011-12 (Bankr. D. Md. 1983) (stating dydaith inquiry insures a company cannot "avoid or
postpone a judicial determination of liability, lack thereof, by a chapter 11 [reorganizationh§liwhich
allows the company to continue to operate and teenaahealthy profit.").
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relationship with the creditors in good faith, thie mutually beneficial purpose of
reorganization.

To the contrary, a filing for purposes of liquihat in chapter 11 does
not present the same opportunities for subversidheobankruptcy purpose
as does a reorganization because, under a plaquaddtion, the corporate
debtor ceasing its operations is not dischargedmanst marshal all assets
for equitable distribution among the stakehold&ra. plan of liquidation,
unlike a corporate reorganization, requires thehdeé the business entity.
Similar to a chapter 7 liquidation, the bankrupfoyrpose supporting a
chapter 11 liquidating plan i® achieve a swift and equitable distribution of
assets under the priority scheme put in place bhy@ss

The objectives of federal bankruptcy law can beably stated: to
provide for an equitable settling of creditors' @mats by usurping
from the debtor his power to control the distribatiof his assets.
The purpose of a liquidation proceeding . . . iptovide a fair
distribution of the debtor's assets among the et

Accordingly, this distributive purpose for a chapfll plan of liquidation also
reflects on the analysis of value maximization.e Tverriding bankruptcy goal of
value maximization is achieved in a chapter 1litigtion (as it is in chapter 7) "by
requiring an organized liquidation, monitored blthé creditors and supervised by
the bankruptcy court, . . . produc[ing] greatemueathan the chaotic mix in self-help
repossession and judicial execution availablease daw." Put simply, the "greater
value" to be derived from a chapter 11 liquidatisrachieved—not necessarily by
capturing the going-concern value of a going bussrebut also by leveraging the
Bankruptcy Code's efficiencies and collective attiprocesses, on disposition
unrelated to any going concern. Indeed, the Ti@ictuit Court of Appeals
recognized as much iim re PPl Enterprises (U.S.when it found that a proper
purpose for a chapter 11 liquidating plan was tabém the debtor "to divide its
assets during the dissolution of its parent comp&hyost importantly, in a
liquidation the impact on value maximization fromtlv sides of the balance sheet
must be considered. That is, value maximizatioemst from not only the
maximization of assets through efficient sale ¢reotdisposition, but also from the

™ This should be distinguished from a debtor whaentlise holds out the possibility that it will optra
post-confirmation in order to take advantage ofdisehargeCf. In reLiberate Technologies, 314 B.R. 206,
215 (Bankr. N.D. Cal. 2004).

" Quanta Res. Corp739 F.2d at 915 (citations omitted).

2 Elizabeth WarrerBankruptcy Policymaking in an Imperfect Wor@ McH. L. REv. 336, 350 (1993).

3 Solow v. PPI Enters. (U.S.), Indn(re PPI Enters. (U.S.), Inc.), 324 F.3d 197, 211 (8d ZD03).
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minimization of liabilities through efficient ligdation of claims—the essential
numerator and denominator of the value equatioty speak’

As such, some "valid reorganizational purpose”noanbe a meaningful
paradigm for good faith in the chapter 11 liquidati A "valid liquidation
purpose," i.e, efficient and equitable distribution of the deloassets in
accordance with the mandates of the Bankruptcy Csldeuld be the alternative
paradigm for good faith in a liquidating chapter 11

I1l. GooD FAITH AS A CONSTITUTIONAL DELIMITER: GOOD FAITH AS A BACKDOOR
INSOLVENCY REQUIREMENT

It has been suggested that the implicit good flilithg requirement is utilized
by courts to enforce the overriding jurisdictiorimhitations of the Bankruptcy
Clause of the United States Constitutidmndeed, one commentator goes so far as
to suggest that the doctrine of good faith "demaiass that only solvent debtors
may properly take advantage of bankruptcy reli&fG. Eric Brunstad argues that
"[s]limply stated, the Bankruptcy Power cannot edtéma solvent debtor because a
solvent debtor [is] in no sense 'bankrupt’ withie tmeaning of the constitutional
requirement/ Mr. Brunstad primarily cites an equity receivepstiase,First
National Bank of Cincinnati v. Flershefhas authority for this proposition. In
Flershem the Court denied relief to a solvent debtor aftng to use an equity
receivership to restructure its capitalization.

An analysis of the constitutional boundaries o tBankruptcy Clause,
however, cannot end with a discussion of caseshimg corporate restructuring
and reorganizations. Rather, a complete analysist imcorporate the numerous

" value may be maximized by virtue of efficient lidation of either the asset side of the equatiother
liabilities. For example, assets valued at $10@ légbilities of $50 will net $50. On the other ldan
equivalently valued assets of $100 less liabilitiesre efficiently liquidated to $10 will net $9Gee
Opening Brief of Appellee Official Committee of EtyuSecurity Holders at 6, 11 n.4, NMSBPCSLDHB,
L.P. v. Integrated Telecom Express, Ina (e Integrated Telecom Express, Inc.), 389 F.3d 42B(8.
2004) (No. 04-2411)see alsoRobert J. KeachSolvent Debtors and Myths of Good Faith and Fidgcia
Duty, AM. BANKR. INST. J., Dec. 2004-Jan. 2005, at 74 (commentimtggratedcourt incorrectly focused
"entirely on the asset side of the bankruptcy badasheet . . . .").

SU.S. ©ONST. art. |, § 8.

8 G. Eric Brunstad, JrGood Faith, Solvent Debtors, and the Subject ofkBaptcies in 79™ ANNUAL
M%ETING OF THENATIONAL CONFERENCE OFBANKRUPTCY JUDGES (2005) 4-5.

Id.

8290 U.S. 504, 517 (1934) (reversing lower coatigroval of a suit for the appointment of a recefee
purposes of a reorganization of the corporatiomugh a judicial sale of its property to accomplah
revision of its capital structure because compaag tefaulted on its creditors while both solvendt an
liquid). Mr. Brunstad also cites other similar caseslving corporate reorganizations where the debias
solvent and continued in control of his propertgtsasin re Francfair, Inc, 13 F. Supp. 513 (Bankr.
S.D.N.Y. 1935)Caruso v. U.S.A. Motel Corp. (In re U.S.A. Moteh&€p 450 F.2d 499 (9th Cir. 1971), and
S.E.C. v. U.S. Realty & Improvement C210 U.S. 434 (1940) as support for this propaositBrunstad’s
article does not discuss cases involving liquidetio

290 U.S. at 517.
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precedents dealing with the case of a debtor vafiptsurrendering his assets into
the power of the federal bankruptcy court for eajlig distribution to parties in
interest. In cases of voluntary liquidation, therlhas long been settled: a showing
of insolvency is not, and never has been, a caoistital requirement for a
voluntary liquidatiorf?

From the beginning, the bankruptcy laws served diterriding purpose of
providing an exclusive federal forum in which tosbésecure a prompt and
effectual administration and settlement of thetesté all bankrupts within a limited
period.® As such, under the bankruptcy statutes, specitets of bankruptcy"
required no showing of insolvency, and otherwismiged no scrutiny by the courts
into the debtor's motives.

For example, section 3a of the Bankruptcy Act&98 defined the following as
acts of bankruptcy: (1) fraudulent conveyances aircealments of property, (2)
transfers while insolvent, (3) permitting, whilesalvent, a creditor's lien to attach
to property through legal proceedings, (4) assignmér the benefit of creditors,
(5) permitting or procuring, while insolvent inlegtr the bankruptcy or equity sense,
a receiver to be appointed to take charge of timkrogt's property, (6) admissions
in writing of inability to pay debts and of willimgss to be adjudged a bankrtfpt.
Relying on the precedents under the English bangyulaws, the Supreme Court
construed section 3a to hold that with respechéodcts of bankruptcy enumerated
as 1, 4, and 6, "there is no express requiremaitttte acts should have been
committed while insolvent®

Furthermore, there was no implicit good faith riegment placed upon such a
voluntary bankrup¥ As stated irHanover National Bank v. Moys&sthe debtor's
good faith vel nonwas deemed immaterial in a case of a voluntarykrogu
surrendering all his property over to the authodfythe court. Instead, the law
"takes him at his word and makes effectual prowisimt only by civil but even by

8 seeg.g, In re Marshall, 41 Bankr. Ct. Dec. 221 (Bankr. C.D. Q2803) (rejecting argument insolvency
is requirement for debtor to voluntarily invoke Bamptcy Clause).

81 Ex parteCity Bank of New Orleans, 44 U.S. 292, 312 (1845).

82 SeeNational Bankruptcy Act of 1898, § 3 (a) (1898nended by Pub. L. No. 69-301, 44 Stat. 662, 663
(1926) (adding subsection six to section 3 (a) afidhal Bankruptcy Act of 1898).

8 West v. Lea, 174 U.S. 590, 594 (1899).

8 In fact, such a challenge could not even be brbbgha creditor because upon the adjudication in
bankruptcy of a voluntary bankrupt, a creditor galtg had no standing to contest the petitiSeeRoyal
Indemnity Co. v. Am. Bond & Mortgage Co., 289 U.$51 171 (1933) (explaining creditors had no
standing to attack voluntary bankruptcy adjudicatéven if action of directors created act of baptecy
under section 21 of Bankruptcy Act).

8 186 U.S. 181, 190-91 (1902) (discussing implicatiof fraudulent debtor who files voluntary
proceeding and is able but unwilling to pay histdglSee,e.g, Tally v. Fox Film Corp. Ify re Fox West
Coast Theatres), 88 F.2d 212, 224-26 (9th Cir. 193A] creditor ordinarily has no right to attacn
adjudication of bankruptcy made in a voluntary exing . . . . [T]he bankruptcy follows as a nratie
course upon the voluntary act of the alleged bastkiu
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criminal process to effectuate his alleged inteihgising up all his property®
Perhaps this is because the Court also held "agetigestment of property [to be
the] equivalent to insolvency in its technical s={$

Following the Court's lead iHanover National Bankcourts uniformly rejected
arguments suggesting that the Bankruptcy Clauséelimthe application of the
bankruptcy laws to insolvent debtors, holding ttred federal bankruptcy regime
sheltered solvent debtors who otherwise met onmane of the requirements of
section 3&° Furthermore, courts construing the enumeratedigions 2 and 3 of
section 3a of the 1898 Act, which did require ac#fpefinding of insolvency, did
not adhere to a strict definition of that term, amstead required only that the filing
had some "relation to insolvenc."

Later, courts extended this same logic to sectiénof the Bankruptcy Act,
enacted in 1933. For example,Gollins v. Welshthe Ninth Circuit followed other
circuits in holding that a "liberal construction thie Constitution with reference to
the power of Congress to legislate upon the sulgédtankruptcy . . . definitely
established the proposition that a bankruptcy laaced for the relief of debtors
was within the purview of the Constitution . . n{f that the debtor need not be
insolvent.®°

As such, neither a finding of insolvency nor adfiy of good faith has
historically been required with respect to a vadumtfiling by a liquidating debtor.
Instead, the principle of good faith "undoubtedlgsnan outgrowth of the equity
receivership background of Section 77B," under Wi idea that "reorganization
cases should be founded on good faith" came tdidnt' Although courts had
traditionally not questioned the motives of a satveebtor surrendering his assets,
with the genesis of the reorganization statutesurtso generally found it
inappropriate for a debtor to be "solvent and cuaritig in control of [his]
property.®? As such, the good faith filing standard came toebgbraced by the
courts.

8 Hanover Nat'l Bank, 186 U.S. at 191 (quotingre Fowler, 9 F. Cas. 614, 614 (D. Mass. 1867) (No.
4,998)) (finding the law will take the word of thenkruptcy debtor's unwillingness to pay even ifihie
actually able to pay).

87 United States v. Hooe, 7 U.S. 73, 91 (1805) (it true fraud only exists if purpose is to evtie
intention of the act.").

8 See,e.g, Germania Nat. Bank of Milwaukee v. Lachenmaierd 0 32 (7th Cir. 1913); Martin v.
Freeman I re Southern Arizona Smelting Co.), 231 F. 87 (9th €&16);In re Dressler Producing Corp.,
262 F. 257 (2d Cir. 1919) (A solvent corporation. may have its property distributed among itdiors
in the manner provided by the Bankruptcy Actlt)re Mohawk Weaving Mills, Inc. 275 F. 589 (N.D.N.Y.
1921); United States v. Middle States Oil Corp.,F18d 231 (8th Cir. 1927) (stating "[t]he debtor nizey
ever so solvent . . . still it is technically art atbankruptcy.").

8 See, e.g, Exploration Mercantile Co. v. Pacific Hardware &8 Co., 177 F. 825 (9th Cir. 1910);re
Maplecroft Mills, 218 F. 659 (W.D.S.C. 1914).

% Collins v. Welsh, 75 F.2d 894, 897 (9th Cir. 1935)

16 COLLIER ON BANKRUPTCY  6.07 at 1042 (15th ed. 1988).

21n re Francfair, Inc., 13 F. Supp. 513, 514 (Bankr. 8.¥. 1935).
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IV. THE JUDICIAL RESPONSE

Most of the courts that have construed the impdiedd faith requirement under
a liquidating chapter 11 have unfortunately failed adequately elucidate the
essential analytical (and historical) distinctioetween the proper bankruptcy
purposes for a reorganizing plan and that of aidigiing plan. Courts, however,
generally have appeared to have weighed the fawtls circumstances, being
cognizant of the underlying distinction and concami equitable consideratiofis.

A. The Import of the Landlord Cap Under Sectio2(b)6)

Cases involving the application of section 50&p)Jcommonly referred to as
the "landlord cap") have proved fertile territorgr fthe subject of good faith in
liquidating chapter 11 plari§ There is good reason. Disputes over the landiapd
arise most frequently in cases of severe markdtssfiie., economic downturns
resulting in oversupply in the rental market), tBeg in companies in economic
distress burdened by future rent obligations irglterm, above market leases. At
the same time, the lessor otherwise retains allrisles and benefits as to the
underlying value of the real estate, may refusaciept surrender of the property,
or may receive a windfall by virtue of a judgmemt the future contingent lease
damages claim, where the property is otherwisé atlprevailing market rates.

Section 502(b)(6) was enactedter alia, to solve this problem, essentially by
imposing statutory liquidated damages on leasectieje damages under the
Bankruptcy Code, pursuant to its policy judgmenrdtthalthough the landlord's

9 Compare In reSGL Carbon Corp., 200 F.3d 154, 166 (3d Cir. 1988}ing lack of good faith where
debtor filed plan of reorganization for sole pumpaé avoiding possibility of significant antitrugtdgment)
and In reHBA East, Inc., 87 B.R. 248, 262 (Bankr. E.D.N1988) (finding because there was "no realistic
probability of a successful reorganization," it sl faith to file solely to obtain benefit of antatic stay)
with Solow v. PPI Enters. (U.S.), Indn(re PPI Enters. (U.S.), Inc.), 324 F.3d 197, 211-1® @r. 2003)
(finding good faith where company entered liquidatfor sole purpose of capping landlord's claznl In
re Chameleon Sys., Inc., 306 B.R. 666, 672 (BankD.NCal. 2004) (commenting "[t]here is no reason
Chameleon should remain in operation for the soi@@se of servicing this leasedpd In re Federated
Dept. Stores, Inc., 131 B.R. 808, 813 (Bankr. SODio 1991) ("[A] debtor's duty to unsecured credito
who happen to be lessors does not include the ipesfice of an otherwise useless act for the soleoser
of helping the lessor to avoid the statutory cag 602(b)(6).").

% SeeNMSBPCSLDHB, L.P. v. Integrated Telecom Express, Ifn re Integrated Telecom Express,
Inc.), 389 F.3d 423, 423-24 (3d Cir. 2004) (holdmguity holders of debtor may not file chapter 11
bankruptcy petition "to reap [for themselves] astahtial gain through bankruptcy . . . at the expenf the
[landlord creditor].");In re PPI Enters 324 F.3d at 207 (discussing legislative hist@fjecting Congress'
intent to limit lease termination claims to prevéandlords from receiving a windfall over other diters);

In re Liberate Technologies, 314 B.R. 206, 215 (BankD.NCal. 2004) (stating purpose of statute was to
protect creditors where landlords' claims for fetoent would reduce payment to other unsecuredtorsy

In re Chameleon306 B.R. at 672 (holding corporate debtor shawdtiremain in operation for sole purpose
of servicing lease)in re Federated Dept. Store$31 B.R. at 813 (rejecting the suggestion thatdburt
should engage in a solvency analysis each timdeh#or in possession wants to reject a lease).
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claim for future rent would be provable, it was igpile to limit such claims for
future rent:

Historically, the limitation on allowable claims édssors of real
property was based on two considerations. Fistaimount of the
lessor's damages on breach of a real estate leasecansidered
contingent and difficult to prove. Partly for thisason, claims of a
lessor of real estate were not provable prior te th934
amendments to the Bankruptcy Act. Second, inalease of real
property, the lessor retains all risks and benafitso the value of
the real estate at the termination of the leasestoHcally, it was,
therefore, considered equitable to limit the claiofisa real estate
lessor?®

The market has adapted to this statutory effigieas the section 502(b)(6) cap
is a backdrop to lease negotiations, and commeleiates appear to fully
incorporate this risk into the lease price teffi. should come as no surprise,
therefore, that the operation of section 502(bjg&putinely upheld by courts in a
liquidating case, regardless of the debtor's salyenThe operation of the cap not
only enables an efficient liquidation of the lead®igation absent expensive and
time consuming litigation, but also encourageslanellord to immediately relet the
property at efficient market rates, and facilitedeguick and more economical wind
down of the debtor's estate.

The analysis is the same in a chapter 11 liqudatiindeed, the operation and
impact on the creditor of section 502(b)(6) is ititad under both chapters. First,
the operation of section 502(b)(6) does not resultany impairment of that
creditor's claim under the debtor's pfamRather, under section 502(b)(6), Congress
has mandated by statute that the liquidated danesgesnt allowed for a landlord's
claim under the Bankruptcy Code be in accordantle avpredetermined formufa.

% 124 @NG. REC. H11, 094 (daily ed. Sept. 28, 1978) (commentsnfEdwards). In recognition of the
underlying policy of placing an absolute limit opesulative damages that would erode the debtanigeli
pool of assets, courts have applied the cap whelbéodis a third party guarantor as wé&ke,e.g, In re
Farley, Inc., 146 B.R. 739, 745 (Bankr. N.D. 1189P).

% Marcus Cole,Limiting Liability Through Bankruptgy70 U. CIN. L. Rev. 1245, 1289 (2002)
("Commercial landlords have become so familiar lith risk that it shapes the terms of their ledkses.

" Seeg.g., In re Chamelegi306 B.R. at 666.

% Seeln re PPI Enters. 324 F.3d at 204 (" [A] creditor's claim outsidiebankruptcy is not the relevant
barometer for impairment; we must examine whethergan itself is a source of limitation on a cteds
Iegal, equitable, or contractual rights.")

°11 U.S.C. § 502(b)(6) (2006). Under the Bankrugiioge, the claim of a landlord for damages resyiltin
from the termination of a lease of real propertgliswed,

except to the extent that:

the rent reserved by such lease, without accederdior the greater of one year, or 15
percent, not to exceed three years, of the ren@it@rm of such lease, following the
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The section 502(b)(6) cap should therefore logycalperate to limit a landlord's
claim regardless of whether a corporate debtos fileder chapter 7 or confirms a
liquidating plan under chapter 1%.

Second, the ultimate recourse is the same undeereithapter. The section
502(b)(6) cap applies regardless of whether ailigion devolves to equity rather
than to or for the benefit of creditof8. Regardless of the fact that in chapter 7
under section 726(a), the remaining property ofetate is to be distributed "to the
debtor,"” a landlord would not remain free to puitsestate law claim against the
assets in the hands of the debtor after the coodusd the bankruptcy. Because
this claim liquidation mechanism is mandated by @ess as a matter of fairness
under the Bankruptcy Code, it is absolute and tiw¢ravise altered by state I,
Furthermore, final judgments of a federal bankryptourt are accorded full faith
and credit in subsequent state court proceedirgs.such, the section 502(b)(6)
cap, once applied to a landlord's claim under tlamkBuptcy Code, bars any
subsequent state action on the part of the land@rdcover the proceeds. As was
noted by the Honorable Peter J. Walsh of the Un@tades Bankruptcy Court for
the District of Delaware:

Since section 502(g) requires that a landlord'scte&n (breach)
damage claim be "determined" in the chapter cassupnt to
section 502(b), if the landlord in a subsequentioactin a
nonbankruptcy court seeks recover over and aboees#ttion
502(b) determined amount, it would be asking tHesequent court
to ignore the bankruptcy court judgment on theasstlio grant the

earlier of (i) the date of the filing of the pediti; and (ii) the date on which such lessor
repossessed, or the lessee surrendered, the [@agedlty; plus . . . any unpaid rent due
under such lease, without acceleration, on théeeaf such dates . . . .

Id.

1011 y.S.C. § 502(f)(1) ("[A] claim arising from threjection, under section 365 of this title or unde
plan under chapter 9, 11, 12, or 13 of this titlean executory contract or unexpired lease ofdlgtor that
has not been assumed shall be determined . (emiphasis added).

101 seeKuehner v. Irving Trust Co., 299 U.S. 445, 45131P(permitting a landlord creditor's claim to be
capped under predecessor to section 502(b)(6) whereenefit would run to equity shareholdesge also
In re Farley, Inc., 146 B.R. 739, 748 (Bankr. N.D. 1B92) ("It is irrelevant to analysis under § 5026b)
whether Farley is solvent or insolvent, or whetb#rer creditors will receive a windfall at [landits]
expense.")In re Federated Dep't Stores, Inc. 131 B.R. 808, 816KB&.D. Ohio 1991).

92 5eeln re PPI Enters. 324 F.3d at 204 ("[U]nlike some other Code sextjahe limitation on damages
under § 502(b)(6) is 'absolute’ and 'is a limitdshen fairness rather than a rule of convenien(eudting 4
COLLIER ON BANKRUPTCY 1 502.03, at 7a (Alan N. Resnick & Harry J. Someds., 15th ed. rev. 2003))).
Although post-petition interest limited by secti®82(b)(2) has been held to be recoverable under lsta,
this is due to the fact that it is simply a ruleaafministrative convenience, which is abrogatedidat of
bankruptcyld.
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relief would be a clear violation of the full faitnd credit clause of
the Constitution and the doctrine of res judic¢dta.

It therefore makes no practical difference whettiex debtor liquidates under
chapter 7 or under chapter 11.

Conceptually, the application of the cap on thadlard's claim is no different
than other Bankruptcy Code provisions that implem€&ongress' distribution
priority scheme. For example, under section 510y claim for damages by
purchasers of securities are subordinated to thgeoeral unsecured creditdfé.
Section 510(b) applies equally in a chapter 7 drapter 11 case. Furthermore, like
the cap under section 502(b)(6), the operation edtien 510(b) creates no
impairment of the creditor's claim. Although senti510(b) modifies state law
rights, this modification, similar to the cap om tlandlord's claim, is pursuant to the
Bankruptcy Code—not pursuant to a plan and thuss du# legally impair the
creditor within the meaning of the Bankruptcy Cd%e.

An unimpaired unsecured creditor therefore haseason to complain of the
debtor's choice of chapter 11 over chapter 7. ush sieither should such a creditor
under such circumstances have cause to objecetdeahtor's chapter 11 filing on
the basis that the filing was not in good faith.

B. In re Integrated Telecom Expresh) re Liberate Technologies, anbth re
Chameleon Systems, Inc

Two recent cases out of the United States Bang&yu@burt for the Northern
District of California involving solvent debtorssva-vis the application of section
502(b)(6) clearly demonstrate the dichotomy betwemorganization and
liquidation: (i) In re Liberate Technologié® and (ii) In re Chameleon Systems
Inc.®” Although both cases seemingly involved similart$a® the cases are
distinguishable in several important respects.

193 Order Regarding Ruling and Court's Memorandum &NSSBPCSLDHB L.P. v. Integrated Telecom
Express, Inc.If re Integrated Telecom Express), No. 02-12945 (Babkmel. Apr. 7, 2003)aff'd, 2004
WL 1136547 (D. Del. May 19, 2004)ev'd, 384 F.3d 108 (3d. Cir. 2004) (on file with autflosee also
Supplemental Memorandum, Integrated Telecom (NolZE45) (on file with authors) (stating final
judgments of federal bankruptcy court are accofdédaith and credit in subsequent court procegd)n

1% »Eor the purpose of distribution under this tieglaim arising from the rescission of a purcharssale
of a security of the debtor . . . for damages mgisrom the purchase or sale of such a securityshall be
subordinated to all claims or interests that ar@oseto or equal the claim or interest represerigduch
security . ..." 11 U.S.C. § 510(b) (2006).

195t In re PPI Enters.324 F.3d at 205 (holding once debtor filed foapter 11 protection, landlord was
only entitled to his existing "legal, equitable,danontractual rights,” and such limitation was doe
Bankruptcy Code, not plan).

196 314 B.R. 206, 215 (Bankr. N.D. Cal. 2004) (reoigation case involving debtor's attempted
application of section 502(b)(6) of the Bankrup@yde).

197 306 B.R. 666, 671 (Bankr. N.D. Cal. 2004) (statthgt Chameleon, while the business was solvent
"chose to file Chapter 11, reject the lease andleapllord's] claim under § 502(b)(6).").
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1. In re Liberate Technologies

In re Liberate Technologiemvolved a solvent debtor seeking to reorganize
under chapter 11. Liberate Technologies develogadl marketed software for
video-on-demand services and high-definition teliewi. In 2004, due primarily to
market competition, the company earned $9 milliout, expected to incur annual
losses of approximately $32 million. The compangswalso faced with a
significant patent infringement lawsuit as welllag/suits for securities violations
and was under investigation by the SEC. Liberatkdiso entered into a long term
lease, with an obligation for future rent amounttogapproximately $45 million.
The landlord refused to accept Liberate's surrentire premises. Liberate filed a
chapter 11 petition, with the somewhat ill defingolal of confirming a plan of
reorganizatiort®

At the time of its petition in April 2004, the delb had $212 million in cash and
total liabilities between $59 million and $167 nah, having settled or otherwise
substantially resolved all but the landlord's cla@md the infringement action.
Furthermore, the company held an open offer froenghtent litigant to purchase
the assets of the company outside of bankruptcychmivould have allowed it to
stop its operating losses, sell its business asraggoncern and, after paying all its
liabilities, have at least $130 million cash andtcbuted stock to distribute to
shareholder$™°

The court therefore focused on whether the debtoetition had a proper
rehabilitative purpose and found it to be deficiehtotably, the debtor ihiberate
did not articulate any unequivocal intent to sudemits assets for distribution to
parties in interest. Indeed, the debtor did ngiregs a liquidation purpose for its
filing: "The effect of Debtor's plan is to obtaindischarge by holding out the
possibility that Debtor will operate post-confirneet, but without offering any
scenario for a genuine rehabilitation of the buss&™ The court focused on the
propriety of reorganization and found that the delalid not need the bankruptcy
filing to conduct the sale of its business as angatoncern. Liberate had no
cognizable reorganizational or liquidation purpoges. such, the court's dismissal of
the petition as a bad faith filing was proper.

198 The debtor ifn re Liberate Technologies, Inaas, of course, more strikingly solvent than teétdr

in In re Chameleon Systems, Ihtowever, that is arguably legally irrelevant whée principle remains
that Chameleon had full reserves to cover itslfallility under the lease and all other known aménown
liabilities. Seeid. at 669 ("Chameleon admits it has reserves fdultdiability under the Nortech lease and
all other known and outstanding liabilities, as wat a reserve for unknown liabilities and for lega
expenses.").

191 re Liberate 314 B.R. at 208-09

1014, at 212.

"d. at 217-18.
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2. In re Chameleon Systems, Inc.

In In re Chameleon Systems, Inthe debtor was in the telecom business and,
like many others in this industry, found itself fimancial straits in 2002. In
February 2003 it had decided to liquidate the campander California law,
necessitating only the sale of its intellectualpamy, close-out of its 401(k) plan,
and negotiation of a settlement with its landlordly May 2003, Chameleon had
sold the intellectual property and resolved anyeasswith the 401(k) plan. Its only
remaining impediment to winding down operations \@asobdurate landlord who
refused to accept surrender of the premises anerwite failed to respond to
settlement offers towards terminating the leass.séch, in July, 2003, Chameleon
filed a chapter 11 petition "for the purpose otoging the lease with its landlord . .
. and then capping [the landlord's] damage claimsymnt to section 502(b)(6) of
the Bankruptcy Code'*? As of the petition date, Chameleon had "reseroests$
full liability under the . . . lease and all otHerown and outstanding liabilities, as
well as a reserve for unknown liabilities and fegal expenses*® In a word,
Chameleon was solvent.

The Chameleoncourt properly focused on the liquidation purpasfethe
debtor*** The court recognized that the debtor's use ofie&02(b)(6) to close
out the lease obligation was economically efficiastwell as equitable, providing a
mechanism for the debtor to liquidate the claimthad landlord so as to quickly
wind down its operations and to accomplish an ieffic dissolution of the
corporation:

[T]he court's focus is . . . whether the use of a1l in these
circumstances represents a legitimate use of tim&rBptcy Code.
After considering all the evidence and argumerd,dburt's answer
to the question is yes. If this case had beed fileder Chapter 7
we would not be having this discussion. Failed inesses
regularly file for Chapter 7 turning the wind-dowwer to a trustee.
The owners provide the pertinent information to tilustee and "go
home." The fact that the business is solvent do¢simange that
right. The fact that this petition was filed undéhapter 11, and
not Chapter 7, similarly does not change the righterminate
operations completely and "go hont&>"

21 re Chameleon306 B.R. at 668 (emphasis added).

314, at 669.

141d. at 670-71 (acknowledging that debtor Chameleonamistrying to complete its "liquidation, wind
up its affairs, and dissolve").

151d. at 671 (emphasis added) (citations omitted).
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The court recognized that, just as in a chapteguidation, the debtor liquidating
under chapter 11 can never have it "both wafsThe liquidating debtor foregoes a
discharge and surrenders all of its assets fot firgribution in accordance with
Congress's mandate as an integral part of the dehiitimate corporate deatH.
As such, the court correctly found that the debtpetition was filed in good faith.

3. In re Integrated Telecom Express

A third case out of the Third Circuit Court of Aggds,In re Integrated Telecom
Express™® failed to recognize the reorganization/liquidatidichotomy. In re
Integrated Telecom Expred#e In re Chameleon Systemavolved a chapter 11
liquidation.

Like Chameleon Systems, Integrated Telecom Exprassupplier to the
broadband access communications equipment inddstrgd itself in dire financial
straits as a result of the bursting of the "tecbgplbubble.” In early 2001 the
market for telecom equipment deteriorated rapidlyd Integrated incurred a net
loss for 2001 of $36.2 million. Shortly thereaftarclass action lawsuit was filed
against Integrated, its officers and directors, eadain underwriters, in which the
claimants asserted damages in the amount of $3®milln April 2002, the board
of directors approved a Plan of Complete Liquidatiand Dissolution under
Delaware law and attempted to enter into a setiénvdth the landlord for
disposition of a ten year lease. Settlement d&ons proved unfruitful. After
considering a number of factors, including the po& impact on the landlord's
claim and Integrated's potential liability exposwgsing from the $93 million
securities class action claim, Integrated's boatgsed the debtor to commence a
liquidation under the protection of chapter 11t Bankruptcy Code. At the time
of its petition, Integrated was potentially solvéntthe balance sheet sense, with
approximately $107 million in assets and $5 milliarliquidated debts. However,
Integrated also faced approximately $114 million dantingent, unliquidated
cIaims,llchIuding the shareholder class action ldawslaiming damages of $93
million.

The landlord brought a motion to dismiss the dase’'cause” under section
1112(b), on the ground that the petition was filecbad faith. The bankruptcy
court denied the landlord's motion to dismiss.amialyzing the good faith issue, the
bankruptcy court found the Debtor's solvency toirbelevant. Focusing on the
debtor's dramatic downward spiral and severe ecandistress, the court focused

116 1d. (determining simply because debtor filed underptérall does not change right to terminate
completely, rather than continue business).

17 |d. at 670 (noting Bankruptcy Code provides for licatidg plan providing for sale of all or
substantially all of property of estate).

18 NMSBPCSLDHB, L.P. v. Integrated Telecom Express, [ re Integrated Telecom Express, Inc.),
384 F.3d 108 (3d Cir. 2004).

"9, at 112-13.
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on the debtor's liquidation purpose and the apjmtgress of the board having
exercised "its fiduciary responsibility in pursuiadiquidation course of action" in
order to fulfill its "obligation [] to give the imstors their money back®®

The bankruptcy court focused on the extraordimhifyjculty of accomplishing
Integrated's liquidation under state law with a $8lion securities class action
lawsuit pending, stating "I am puzzled to underdtdmow that claim could be
resolved in a non-bankruptcy law liquidation comtaksent a final resolution of
that claim.*** Within a bankruptcy proceeding, this claim wasadinated under
section 510(b) of the Bankruptcy Code to ibepari passuwith equity, thereby
enabling a settlement. Absent this subordinationd &lassified as general
unsecured creditors, the securities class acti@mahts would have been unlikely
to reach such a settlement. The district couitraéfd, reviewing the bankruptcy
court's fact-intensive inquiry and finding that thankruptcy court had "exercised
sound discretion®?

The Third Circuit reversed, dismissing the casdenril U.S.C. § 1112(b) for
"cause," finding that the petition had not beeadiln good faith. Minimizing the
impact of the securities class action lawsuit, @mbring the fact that the operation
of section 502(b)(6) would be the same regardlésghether the debtor had filed a
chapter 7 or a chapter 11 petition, the Third Giregsentially threw the baby out
with the bathwater, framing the debate in terms stictly reorganizational
objectives,i.e., whether the filing "preserve[d] some going concealue. . . %3
The court commented without analysis in a footrtbt it rejected the argument
that:

[T]he good faith inquiry applies with less forceliguidation plans

because, since ownership is not allowed to retaimterest in the
reorganized entity, the potential for bad faitlieduced. The good
faith requirement is necessitated as much by theiship of

Chapter 11 to certain interests as it is by thesfieto others>*

The court declined to explain why the identicabtreent of the landlord creditor
(which was mandated by Congress) would be perntisgilmder a chapter 7

20| re Integrated Telecom Express, Inc., No. 02-12945n(8. D. Del. Jan. 30, 2003) (order denying
landlord's motion to dismiss).

2111 re Integrated Telecon®84 F.3d at 117 (quoting bankruptcy court's grder

122 NMSBPCSLDHB, L.P. v. Integrated Telecom Express, [ re Integrated Telecom Express, Inc.),
No. 03-236-KAJ, 2004 U.S. Dist. LEXIS 9109, at *@3. Del. May 24, 2004).

123 |n re Integrated Telecon884 F.3d at 129. Downplaying the importance ef skcurities class action
claim and the importance of section 510(b) to tispakition of that claim, the Third Circuit neversavered
the sage and judicious query of Judge Walsh a®tothat claim could practically be resolved in axho
bankruptcy law liquidation context, absent finasmbsition of the securities litigation. Ironicallglthough
the Third Circuit complained that the bankruptcyrtchad failed to specify which of the debtor'sesth
circumstances justified the petition, the Third dQit simply reversed and did not otherwise remaod f
further factual findingsld.

?41d. at 120 n.4.
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liquidation, but was impermissible under a chafitetiquidating plan. The answer
to that question is perhaps left for adjudicatiomifuture cas&”>

Theln re Integrated Telecom Expredscision reflects a construction of good
faith under a chapter 11 liquidating plan that évaid of its original rationale to
monitor the rehabilitation process of a reorgamjzidebtor®® The decision
therefore carries the judicially-created doctrifiggood faith into the impermissible
territory of judicial activism:

[The congressional jurisdiction over the subjectbahkruptcies]
extends to all cases where the law causes to Webdied, the

property of the debtor among his creditors: thigsideast limit. Its

greatest, is a discharge of the debtor from hidraots. And all

intermediate legislation, affecting substance amahf but tending
to further the great end of the subject—distribnitémd discharge—
are in the competency and discretion of Congr&¥gh the policy

of a law . . . permitting the bankrupt to come @luntarily, and be
discharged without the consent of his creditors, ¢dburts have no
concern; it belongs to the lawmakéfs.

Congress has affirmatively deleted any bar to quidiating plan of
reorganization on the basis of "good faith." Anytifier limitation on the right of a
debtor to liquidate and surrender its assets tactimtrol of the court for equitable
distribution to parties in interest must come fr@engress, not the courts.

The Third Circuit's ruling inin re Integrated Telecom Express a radical
departure from historical precedent, in that itidsrthe liquidating corporate debtor
the previously unquestioned right (absent fraudottrer similar misconduct) to
surrender its assets into the control of the fddesakruptcy courts for equitable
distribution of the property to parties in interesider the federal priority scheme.
Holding that "[tjo be filed in good faith, a petitt must . . . seek to create or
preserve some value that would otherwise be losbutside of bankruptcy?® the

1% The debtor and Official Committee's joint petitiomthe United States Supreme Court for a writ of
certiorari was deniecSeeln re Integrated Telecom Express, 125 S.Ct. 2542, 28@Q5).

126 |n re Integrated TelecomB384 F.3d at 119-20 (describing the permissibke afschapter 11 solely in
terms of "rehabilitative purpose[s]").

127 Nelson v. Carland, 42 U.S. 265, 281 (1843) (emigtexided).

128 1n re Integrated Telecom384 F. 3d at 129. This aspect of the court's nfledecision creates
uncertainty and jeopardizes chapter 11 filings aessarily, having incorporated the school of thaulgat
under the modern corporate economy, little or doevés ever preserved in bankruptcy that cannctretise
be dealt with by contract outside of bankrupt®ge generallypouglas G. Baird & Robert K. Rasmussen,
Chapter 11 at Twilight56 STAN. L. REv. 673, 696 (2003) (noting parties can use cregtivitdesigning
contracts to their liking); Douglas G. Baird & Rob&. RasmusseriThe End of Bankrupt¢yp5 STAN. L.
Rev. 751, 781-82 (2002) (explaining how control rightel most important corporate decisions are made
outside of bankruptcy). Mr. Rasmussen was an auwh@n amicus brief filed on behalf of the landlord
creditor inln re Integrated Telecom Express
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court discounted the maximization of value thatashieved by an efficient
liquidation held within the confines of an exclusifederal forum and in accordance
with the federal priority scheme. Refusing to walldthe defunct entity to be
"interred in a federal cemetery, to wit, bankruptagd to have its assets liquidated
in that jurisdiction,** the court instead dismissed the petition and atwaexd the
parties to their various remedies in state court.

Under In re Integrated Telecom Expresthe solvent liquidating debtor in
severe economic distress is denied access to flogeef liquidating regime of
bankruptcy absent a finding of “financial distressth the classical
restructuring/reorganization serf$@The decision in Integrated fails to recognize
the dichotomy between liquidation and reorganizatios-a-vis the good faith
inquiry. The decision also fails to appreciate d@lity of chapter 11, which is not
limited solely to restructuring or reorganizatianaither its scope or its purposes.
Absent proper recognition of this dichotomy, thettioe of good faith as applied to
the liquidating chapter 11 is a rule without aoaéile.

129McClung v. Hill, 96 F.2d 236, 236 (5th Cir. 1938).

130 The term "economic distress" describes an entitli mperating revenues less than its operatingscost
that is not viable and should be liquidated. "Fgiahdistress" has never applied to liquidatingesdsut is a
term describing an entity that cannot pay its billg that is otherwise is viable and should beganized.
SeeRobert K. Rasmussen & David A. Skeel, Jhe Economic Analysis of Corporate Bankruptcy Law
AM. BANKR. INST. L. REv. 85, 87 (1995). Under the framework of Messrs. Ressmn and Skeel, the
Bankruptcy Code should therefore provide refugthéoeconomically distressed debtor as well as ¢intod
in financial distress.



