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Three Faces of Creditor-on-Creditor 
Aggression 
Douglas G. Baird † 

Creditor-on-creditor aggression has become the central pathology of 
modern Chapter 11 reorganizations. Distressed debt investors operate 
under few external constraints and are most unlikely to be either Good 
Samaritans or Boy Scouts. Instead of confining themselves to vindicating 
their rights against their debtor, distressed debt investors position 
themselves to extract hundreds of millions of dollars from their fellow 
creditors.1 Beyond the constraints of the loan contract itself, the law does 
little to prevent these investors from doing this. Once they find a lacuna in 
the language of the loan documents or the Bankruptcy Code, those bent on 
capturing value from their fellow creditors can insulate themselves from 
liability as long as they muster some evidence that they are acting in good 
faith.  

It is possible to confront this problem by imposing more stringent good 
faith duties on creditors.2 Creditor advantage-taking, however, manifests 
itself in modern corporate restructurings in various ways. Different strategic 
forces are at work, and each presents its own challenges.3 Moreover, one 
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can contest the amount of legal reform that is necessary. Even though the 
sums involved are large and the conduct is unsavory, the social costs may 
be small, and intervention may make things worse. In this paper, I stop short 
of any general solution and offer instead some landmarks to help navigate 
legal reform. 

Part I of the paper establishes the relevant background. Much of the 
legal backdrop was put in place by New Deal reforms. These focused on 
protecting the rights of public bondholders, and as has long been recognized, 
they provide an awkward starting place. Many of these legal reforms were 
misguided and addressed an altogether different problem.4 They focused on 
the use of divide-and-conquer strategies against diverse creditors who were 
unable to organize themselves. The inability of creditors to organize 
themselves is not at the center of the current storm. Indeed, the problem is 
the opposite. Creditors, far from being unable to organize themselves, form 
factions, and each faction presses for advantage at the expense of others. 
The creditors’ ability to organize rather than their inability to organize 
creates the central difficulty. 

In Part II, the paper focuses on the aggression that takes place between 
creditors outside of bankruptcy. It is tempting to think one creditor’s 
appropriation of wealth from another is itself the principal problem. This is 
a mistake, however. The risk of being subject to such a transfer is one that 
sophisticated professionals can anticipate and fully price ex ante. The costs 
of such behavior are to be found elsewhere. Most obviously, the prospect 
of capturing such large sums itself invites rent-seeking. The risk of others 
engaging in rent-seeking in turn inspires others to take measures to guard 
against it. Each hedge fund has an incentive to spend to ensure it comes out 
ahead or at least does not come out behind. 

Reducing such costs is desirable, but doing so may come at a cost. The 
transactions themselves may value-enhancing as well as value-reducing. To 
be sure, if the wealth transfer takes place in a transaction in which the debtor 
is merely playing for time and putting off a day of reckoning, allowing the 
parties to profit from such transactions encourages social waste. Limiting 
creditor-on-creditor aggression increases the value of the firm at the same 
time it eliminates rent-seeking. On the other hand, however, creditor-on-
creditor aggression may be associated with transactions that preserve the 
value of the firm. Activist creditors may capture wealth from passive 
creditors at the same time they establish new sources of finance that enable 
the debtor to avoid a costly liquidation. 

 
4 Mark Roe was the first to focus on this particular shortcoming of the New Deal reforms. See Mark 

J. Roe, The Voting Prohibition in Bond Workouts, 97 YALE L.J. 232, 234, 258–60 (1987). 
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Academics are poorly positioned to distinguish between transactions 
that are socially wasteful and those that bring net benefits. By contrast, 
parties draft their contracts in the shadow of these problems and empirical 
uncertainties. It is a world in which contracts are dynamically updated as 
conditions change. Parties can anticipate the battles that take place when the 
debtor becomes distressed. Moreover, those that lack either the skill or the 
appetite for such contests can sell their positions to those that do. 

Legal interventions are needed most to protect the structural integrity 
of the contractual mechanisms the parties put in place. Rather than provide 
creditors with substantive legal protections, the law should ensure that they 
can enforce their contracts. If, for example, they bargain for the right to vote 
before any of their rights against the debtor are altered, the law should 
ensure that every vote is counted and that no one is stuffing the ballot box.5 

Part III shows that an altogether different problem presents itself in 
bankruptcy. When a bankruptcy petition is filed, all the rights of creditors 
are collapsed into a “claim.”6 The specific attributes of the debt under the 
contract disappear, including rights creditors secure to protect themselves 
against other creditors. Creditors must rely on the legal protections built 
into the Bankruptcy Code. These protections consist of straightforward and 
sensible rules, but clear rules by their nature introduce an opportunity for 
gamesmanship. This requires an altogether different approach to creditor-
on-creditor aggression. 

But bankruptcy and nonbankruptcy worlds cannot be neatly separated 
from one another. In the run-up to bankruptcy, creditors and the debtor are 
well advised to meet and anticipate the direction the reorganization is likely 
to take. Free-fall bankruptcies, bankruptcies that arise unexpectedly and for 
which no one has done advance planning, usually end badly. But when 
major players plan together before the Chapter 11 begins, they can reshape 
the bankruptcy process in a way that circumvents the bankruptcy rules that 
protect nonparticipating creditors. Those left out of the winning coalition 

 
5 Oversight of the voting process in this environment is not entirely straightforward. It requires more 

than ensuring that votes are counted correctly. In the corporate context, voting is proportionate to the 
size of one’s stake. For this reason, one can manipulate the vote by manipulating the amount of debt or 
equity that is issued. Ensuring that only legitimate votes are cast requires ensuring that any debt issued 
is not itself a sham, something that is not always easy. For an example of alleged vote-rigging in this 
context, see UMB Bank v. Revlon, Inc., No. 20-cv-06352 (S.D.N.Y. Aug. 12, 2020), ECF No. 1 at 6–8. 

6 When a Chapter 11 reorganization begins, the value of the nonbankruptcy right is collapsed into 
a sum certain. Each general creditor’s nonbankruptcy right is converted into a pro rata share of the 
bankruptcy estate. See Sexton v. Dreyfus, 219 U.S. 339 (1911) (Holmes, J.). When bankruptcy begins, 
all other attributes of the nonbankruptcy right, including contractual protections against aggression on 
the part of other creditors, disappear. The idea is similar to the Holmesian Bad Man idea that, from a 
strictly legal perspective, every contract right, when litigated, is no more and no less than the 
compensatory damages the judge will award when a party to a contract decides to breach instead of 
perform. 



216 AMERICAN BANKRUPTCY LAW JOURNAL (Vol. 97 

awake in bankruptcy to find their contractual rights are gone and the 
protections of the Bankruptcy Code defused. The greatest challenge that 
creditor-on-creditor aggression presents lives in this netherworld. 

I. COERCIVE EXCHANGE OFFERS AND STRATEGIC 
BEHAVIOR 

Firms that encounter hard times often cannot keep their promises. In 
the simplest case, a debtor is unable to make an interest payment. More 
often, debtors break some other promise first. Debtors operate under many 
covenants, and even mild headwinds can leave them in breach of one or 
more of them. Modern loan agreements are long and complicated. They can 
run dozens of pages, and each contains many promises. When even just one 
is broken, the creditor can declare a default and demand immediate payment 
in full. The creditor uses such a breach to renegotiate its deal. The debtor is 
excused from keeping the promise and in return the creditor acquires better 
terms or additional control over the direction of the business or both. 

Debt, however, can be dispersed.7 Bonds are publicly traded, and 
private loans are syndicated. One-on-one negotiations are sometimes not 
possible. The simplest alternative to relying on negotiations in the face of 
changed circumstances is the exchange offer. The debtor retains financial 
consultants and investment bankers. These professionals survey the 
landscape, persuade the debtor to alter its course, and recommend a new 
debt structure that leaves everyone better off. Creditors are then asked to 
trade their existing bonds for new ones. The new bonds have different 
covenants. These give the debtor breathing room. The debtor is better 
managed and has a simpler capital structure that is more consistent with the 
condition in which it finds itself. Each of the new bonds is worth more, as 
each individual creditor enjoys a stream of payments and a set of promises 
that takes account of the realities the debtor faces. It is in the individual 
interest of each creditor to accept the new bond. 

Such restructurings have been around for a long time. The entirely 
voluntary restructuring of the Atchison, Topeka, and Santa Fe Railway in 
1890 is a good example.8 The old managers of the railway had expanded too 

 
7 Parties can also try to avoid conflicts among creditors (and thus avoid many of the challenges 

discussed in the paper), by creating a loan structure in which most creditors have loans that are covenant-
lite, but are tied to a loan made to single financer with much stronger covenants. The effect is to make 
many of the negotiations effectively between the debtor and a single creditor. See Michael Berlin, Greg 
Nini & Edison G. Yu, Concentration of Control Rights in Leveraged Loan Syndicates, 137 J. FIN. ECON. 
249 (2020). 

8 See STUART DAGGETT, RAILROAD REORGANIZATION 206 (Harvard University Press 1908); 
ROBERT T. SWAINE, THE CRAVATH FIRM AND ITS PREDECESSORS: THE PREDECESSOR FIRMS 1819–
1906, 502-10 (privately printed Ad Press, Ltd., New York 1946). 
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much, and the expansion had led a chaotic structure of many different types 
of bonds secured by discrete assets held in multiple subsidiaries. The 
railway’s earnings could not both pay the bonds and keep the railroad 
running on a sound basis. The investment bankers brought about a 
management change and persuaded the diverse bondholders to exchange 
forty-two different bonds for two bonds backed by all the assets of the 
railroad.9 This more sensible capital structure reduced the railroad’s debt 
burden and at the same time promised each bondholder better security and 
more predictable cashflows over the long term.10 

When a debtor is sufficiently distressed, however, the investment 
bankers often cannot put together a package attractive enough to induce 
each individual investor to part with its bond. There is the familiar collective 
action problem. Each creditor makes the group as a whole better off when 
it waives its rights, but each creditor bears the entire cost of making such a 
waiver. The creditors as a group might benefit if all agreed to the new 
structure, but it does not make sense for any individual creditor to give up 
its rights. 

A hypothetical captures the dynamics. Firm is run by managers who are 
honest agents. They hold no ownership stake. They aspire to maximize the 
value of the business.11 If the debtor remains on its current course, the firm 
will be worth $120 or $40 with equal probability in a year’s time. There are 
a hundred equityholders, each of whom holds one share of stock. A group 
of one hundred dispersed creditors is owed $1 each. The loan is due in five-
years’ time. No interest payments are due before then, and the loan is not in 
default. 

With debts of $100 and assets with an expected value of only $80, the 
debtor is insolvent. Nevertheless, as long as the creditors have no ability to 
call a default and exercise their right to liquidate the firm, the firm’s equity 
still has option value. Half the time the firm succeeds, and there will be $20 
left over after the creditors are paid. Each of the 100 shares trades for ten 

 
9 For a discussion, see DOUGLAS G. BAIRD, UNWRITTEN LAW OF CORPORATE 

REORGANIZATIONS (Cambridge University Press 2022). 
10  See Baird, supra note 9, at 25–26. In the wake of the exchange offer, however, the AT&SF’s new 

managers made their own share of mistakes, and the Panic of 1893 ultimately forced it into an equity 
receivership. The equitable receivership proved successful. The Atchison emerged from it and 
flourished. The hundred-year bonds issued as part of the reorganization were paid off on schedule in 
1995. 

11 It might seem Pollyannaish to imagine managers as completely disinterested agents. But modelling 
managers as neutral agents is not a bad approximation of the behavior of contemporary managers of 
public corporations in distress. These managers care most about the reputational hit they will take if a 
firm blows up on their watch. They want to chart the course that offers the firm its best chance, and 
they tend to be relatively indifferent about whether the new course favors creditors or shareholders. Of 
course, an altogether different dynamic exists when the firm has an equity sponsor. See Vincent S.J. 
Buccola, Sponsor Control: A New Paradigm for Corporate Reorganization, 90 U. CHI. L. REV. 1 (2023). 
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cents, reflecting this 50 percent chance that things will turn out well. The 
debt trades for $70 as there is an equal chance either the firm succeeds (and 
creditors will be paid the $100 they are owed in full) or the firm fails and 
the creditors will be paid only $40. 

A new project presents itself. The project can be undertaken only if 
most of the firm’s debt can be eliminated from the capital structure. If 
undertaken, the firm has an equal chance of being worth $140 or $40. A 
sole owner would undertake the new project. It increases the value of the 
firm from $80 to $90. To do the project, however, the firm must convert all 
the debt into equity. The managers of the debtor attempt to persuade the 
creditors to trade each dollar of debt for nine shares of stock. The managers’ 
plan benefits the creditors.12 With the new plan in place, the all-equity firm 
has 1,000 shares, and an expected value of $90. By holding 900 shares, or 
90 percent of the total, the former creditors receive in expectation $81. The 
value of their collective stake in the firm increases by $11 (from $70 to $81). 

Nevertheless, it is not an equilibrium for each individual creditor to take 
the managers’ offer. It is not a best strategy for a creditor to exchange debt 
for equity if every other creditor does so. By turning down the offer when 
everyone else accepts it, a creditor will be repaid in full even in bad states of 
the world.13 

 
12 This plan, however, does leave the equityholders somewhat worse off. After the conversion, the 

old equityholders would hold only ten percent of an all-equity firm worth $90. The expected value of 
the shareholders’ interest in the firm falls slightly (from $10 to $9). 

13 As the firm would have no debt other than the $1 owed the defecting creditor and the project can 
still go forward with a small amount of debt, a lone defecting creditor would be certain to be paid in full 
even in bad states of the world. Getting one dollar for certain is better than receiving only 81 cents. This 
stylized model of behavior captures formally the idea that individual creditors are tempted to engage in 
hold-up behavior. A world in which all creditors accept the exchange offer is not a Nash equilibrium, an 
equilibrium in which each player is making the best move for itself given the move the equilibrium posits 
for every other player. Game theory posits that only outcomes that are Nash capture the way individuals 
are likely to behave when they interact with one another. Because universal acceptance of exchange 
offers is not Nash, it is not a likely course of play. 

For an especially vivid example of creditors turning down an exchange offer, see Case v. Los Angeles 
Lumber Prod. Co., 308 U.S. 106 (1939). In that case, the debtor was a shipyard that in the late 1930s 
found itself hopelessly insolvent. It was not yet in default because neither interest nor principal was 
payable on its bonds until 1944. If the shipyard could enter into contracts with the Navy, its creditors 
might be paid something. A world war on a scale never seen before might even make their investment 
profitable. To have a chance at all, however, the shipyard needed government contracts, and the 
government required its contractors to provide a surety. No surety could be found given the debt the 
shipyard was carrying, so a conversion of debt into equity was the only sensible course, and the vast 
majority of creditors agreed to restructure the debt. Two distressed debt investors, however, demanded 
payment in full. Their intransigence scuttled the reorganization, and the shipyard failed. See ROBERT K. 
RASMUSSEN, THE STORY OF CASE V. LOS ANGELES LUMBER PRODUCTS: OLD EQUITY HOLDERS 
AND THE REORGANIZED CORPORATION, BANKRUPTCY LAW STORIES 157–58 (Foundation Press 
2007). 
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Investment bankers have long found ways to limit this holdout problem 
and prevent lone dissenters from scuttling desirable reorganizations. In the 
nineteenth century, they used the equity receivership. The managers would 
persuade a well-disposed general creditor to ask an agreeable federal judge 
to order a foreclosure of the entire firm to the highest bidder. The 
foreclosure sale was orchestrated in such a way that it attracted only one, 
exceedingly low bid from a group working at the behest of the investment 
bankers.14 Once they acquired control of the assets, the investment bankers 
would then give each cooperating creditor what it would have received if it 
had accepted an exchange offer. If the creditor refused to participate, it 
would be left with nothing except its pro rata share of the pitifully small 
amount the investment bankers paid for the firm when they went through 
the formalities of a foreclosure sale. 

Everyone understood that the “sale” at the heart of the equity 
receivership was a sham. The defenders of the equity receivership thought 
the fictitious nature of the sale was beside the point. The foreclosure sale 
was a legal fiction that solved a holdout problem that would otherwise leave 
everyone worse off. There was no reason to feel sorry for the creditors who 
refused to participate. They had the same chance as everyone else to 
participate. Those who orchestrated the equity receivership never thought 
the sale that concluded it had much substance. In the course of solving a 
holdout problem, it happened to follow the rituals associated with a true 
sale, but such mimicking was characteristic of every legal fiction.  

From the perspective of legal reformers in the 1930s, however, the 
equity receivership was not merely an ordinary exchange offer coupled with 
a benign mechanism that solved a holdout problem.15 These high-minded 
academics, many of whom were affiliated with the Yale Law School, 

 
14 The investment bankers were technically bidding on behalf of a senior committee that, by virtue 

of its senior claim, was entitled to “credit bid” rather than put up actual cash. For an excellent discussion 
of how the equity receivership worked, see DAVID A. SKEEL, JR., DEBT’S DOMINION 56–60 (Princeton 
2001). 

15 Especially notable were two who later headed the SEC, Jerome Frank and William O. Douglas. 
Frank had experience in reorganizing smaller enterprises in his law practice in Chicago before moving 
to New York and undergoing psychoanalysis. Douglas was briefly an associate at the Cravath firm before 
becoming a law professor. There were other kindred spirits, of course. See, e.g., THURMAN W. 
ARNOLD, THE FOLKLORE OF CAPITALISM 258–59 (Yale University Press 1937). Arnold captured their 
general perception of reorganization professionals of the day: 

The fees represent high-class boondoggling and bureaucratic red tape of so 
complicated a nature that it is almost impossible to say at what point they are 
unjustified. . . . 
The situation is very similar to the control of a municipal government by a political 
machine, with the possible exception that public opinion does not permit 
politicians to take any such percentage of the income of the municipality which 
they control. 
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believed that equity receiverships and other practices deprived individual 
investors of their rights. These academics thought the equity receivership 
did little more than give investment bankers and reorganization lawyers the 
ability to line their own pockets and those of corporate insiders. They 
believed legal intervention was necessary to protect unsophisticated 
individual investors. As Jerome Frank explained, “Courts of equity have a 
tradition of aiding the helpless, such as infants, idiots, and drunkards. The 
average security holder in a corporate reorganization is of like kind.”16 

There was, however, some substance to the concerns of these 
reformers. Public bondholders of this era were successful small 
entrepreneurs and professionals who could not park their wealth in real 
estate, nor could they store it safely in banks. They bought bonds to save 
for retirement. They lived in small cities or towns removed from financial 
centers, and they had little ability to engage with each other, the debtor, or 
investment bankers.17 Making matters worse, bonds were available only in 
relatively large denominations. Hence, individual investors could not easily 
diversify their holdings. 

The New Deal reformers put in place laws they thought would protect 
passive and unsophisticated investors. One of the ideas that animated these 
reforms was that each individual creditor’s right to principal and interest 
was sacrosanct. Alterations of the right to principal and interest outside of 
a corporate reorganization were forbidden, and a new reorganization 
regime, Chapter X, was put in place. In contrast to its predecessors, Chapter 
X subjected any modifications to strong oversight by a trustee, the SEC, and 
a federal judge. 

Chapter X, however, failed spectacularly. It was unwieldy, expensive, 
and time-consuming. As a result, bankruptcy restructurings of large firms 
became impossible. More to the point, these reforms also failed to prevent 
coercive exchanges outside of a collective proceeding. The new laws 
prohibited only those modifications outside of bankruptcy that altered the 
obligation to pay principal and interest.18 The reformers did not appreciate 

 
16 Jerome N. Frank, Some Realistic Reflections on Some Aspects of Corporate Reorganization, 19 

VA. L. REV. 541, 569 (1933). 
17 See Stephen J. Lubben, Protecting Ma and Pa: Bond Workouts and the Trust Indenture Act in 

the 21st Century, 44 CARDOZO L. REV. 81, 117–18 (2022). 
18 See Trust Indenture Act § 316(b), 15 U.S.C. § 77ppp(b) (“TIA”).  Of course, even these changes 

required provisions in the loan contract that allowed them. These collective action clauses were not 
common at the time of the Trust Indenture Act. Under the law as it existed then, such clauses potentially 
jeopardized the negotiability of the bonds. See Roe, supra note 4, at 257 (“Competent counsel, 
recognizing that the majority action clause either was unenforceable or would destroy negotiability, 
generally omitted the clause from the bond indenture.”). The impetus behind this prohibition in the Trust 
Indenture Act may have been from the reorganization of some real estate properties in the early 1930s 
that lent to companies that issued bonds with collective action clauses. The academics (now in charge of 
the SEC) thought these were subject to abuse and hence pushed on banning any that affected principal 
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that it was possible to alter the rights of nontendering bondholders without 
altering rights to interest or principal and still render them worthless. By 
threatening to make such a change, bondholders could be induced to 
exchange their bonds. Bondholders could insist upon their right to principal 
and interest, but they would be foolish to do so.19 

In the decades that followed, these coercive exchange offers were the 
focal point of much academic criticism.20 Many thought the debtor would 
take advantage of this regulatory gap and put forward changes that, although 
contrary to the interests of the creditors as a group, were in the self-interest 
of each creditor to accept. They feared the debtor would deploy the familiar 
divide-and-conquer strategy.21 

Consider several examples. Assume the debtor faces financial and 
economic distress and owes creditors $100. Without a change of course, the 
debtor must liquidate. The debtor is worth only $95 if it liquidates today. 
The debtor puts forward a new plan that allows it to stay open. If the plan 
succeeds, the debtor will be worth $110, but if the debtor fails, which it will 
with fifty-fifty probability, it will be worth only $50. The debtor can adopt 
this new plan only with the permission of a majority of its creditors. 

This plan is in the interest of the equityholders. They receive nothing if 
the firm continues its present course, but with the plan they have a fifty-fifty 
chance the firm will be worth $110. To gain consent for the plan, the debtor 
offers each of the creditors five cents for each dollar it is owed provided: (1) 
the creditor accepts the plan; and (2) a majority of the other creditors do as 
well. The creditors are dispersed and cannot coordinate with one another. 

Given the lack of coordination, it is in the interest of each creditor to 
take the offer and vote in favor of the plan.22 To be sure, each creditor is 
worse off accepting the debtor’s plan than it would be if the class turned the 
plan down. As it stands, the creditors will be paid 95 cents on the dollar. 

 
or interest in the TIA. See De Forest Billyou, Corporate Mortgage Bonds and Majority Clauses, 57 
YALE L.J. 595, 602–03 (1948). 

19 None of this is to suggest that the TIA did no harm. The need to make an exchange offer the 
bondholders cannot refuse instead of a straightforward alteration of principal or interest, like any 
circumlocution, comes with its own costs. See Mark J. Roe, The Trust Indenture Act of 1939 in 
Congress and the Courts in 2016: Bringing the SEC to the Table, 129 HARV. L. REV. F. 360 (2016). 

20 See, e.g., John C. Coffee, Jr. & William A. Klein, Bondholder Coercion: The Problem of 
Constrained Choice in Debt Tender Offer and Recapitalizations, 58 U. CHI. L. REV. 1207 (1991). 

21 For an analysis of how divide-and-conquer strategies operates in a variety of legal contexts, see 
Eric A. Posner, Kathryn E. Spier & Adrian Vermeule, Divide and Conquer, 2 J. LEGAL ANALYSIS 417 
(2010). For an illuminating discussion of how divide-and-conquer strategies work in this environment, 
see Dick, supra note 3. 

22 There is, of course, a chance that a given creditor might turn out to be pivotal. This possibility 
creates an equilibrium in which every creditor turns down the debtor’s offer. Such an equilibrium, 
however, rests upon implausible assumptions about the beliefs of each of the creditors. See Eddie Dekel, 
Matthew O. Jackson & Asher Wolinsky, Vote Buying in General Elections, 116 J. POLITICAL ECON. 
351, 372 (2008). 
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By contrast, the new plan would give each consenting creditor only 80 cents 
on the dollar (a 5 cents on-the-dollar cash payment and an equal chance of 
either payment in full or 50 cents on the dollar). Moreover, the plan is not 
in the interest of the firm. The plan reduces the firm’s expected value from 
$95 to $80. 

The parties offered the deal, however, do not focus on the welfare loss 
the group suffers. Instead, each creditor focuses on its own interests. If 
everyone else turns down the offer, a creditor loses nothing by accepting it. 
The firm will be liquidated, and the creditor will still receive 95 cents on the 
dollar. But if others accept, the creditor that refuses loses the extra five cents 
on the dollar. Instead of having an equal chance of 105 or 55, it will have 
only an equal chance of 100 or 50. 

Consider another variation, one that captures the dynamic of the 
exchange offer more closely. The debtor owes creditors $100, and the terms 
of the loan forbid the debtor from taking on any senior debt without the 
consent of a majority of the creditors. The debtor is again worth $95 if it 
liquidates today, and unless the firm restructures, it must liquidate. The 
debtor puts forward a new plan. The benefits of the restructuring are not 
clear, but there is a fifty-fifty chance the firm will fail. In this event, the 
liquidation value of the business will then be only $50. Once again, none of 
the creditors can coordinate its decision with another. 

The debtor approaches each creditor in sequence. It offers each creditor 
a package deal. The creditor must agree to vote to permit the issuance of the 
new tranche of secured debt. In return, each creditor can trade every dollar 
of unsecured debt for 90 cents of the new secured debt and some equity. 
The plan becomes effective only if a majority accept. 

A creditor must weigh the possibilities. If the creditor accepts the offer 
and others do not, it will still be paid 95 cents on the dollar. If the creditor 
accepts the offer and the debtor does put together a majority, the creditor 
will be paid at least 90 cents on the dollar if the project succeeds and no less 
than 50 cents if it fails. 

Each creditor must weigh the value of accepting the debtor’s proposal 
against its fate if it votes against the plan and a majority consents. In that 
event, the dissenting creditor’s claim would be worth only 50 cents on the 
dollar. It will be paid in full the half the time the project succeeds, but 
nothing half the time, as everything the debtor has will go to the majority 
that accept and would therefore acquire senior debt. The expected value of 
being paid in full or nothing is worse than receiving at least 50 cents and the 
possibility of receiving more. Each individual creditor will accept this offer 
regardless of how much the offered equity is worth. If the equity is of small 
value, the new bundle may be worth less than the 95 cents it would be 
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worth if everyone voted against the proposal, but this is not the relevant 
choice. 

In both hypotheticals, those running the debtor are buying votes.23 The 
consenting creditors receive something of value (cash in the first case; equity 
and seniority in the second) in return for their willingness to support the 
plan. Vote buying here is problematic. To be sure, there is a large literature 
that defends vote buying in the corporate context.24 In these cases, however, 
the interests of all the players are aligned. As long as those buying the votes 
cannot loot the corporation, what benefits the corporate raider and the 
majority benefits the minority as well. For example, if two corporate raiders 
try to take control of a firm by buying votes, the amount each is willing to 
pay turns on the value each can bring to the business. Allowing vote buying 
allows the assets to be put to their highest valued use. But defenses of vote 
buying depend upon those buying votes using their own money. This is not 
at work when a distressed debtor buys votes. The value the debtor is using 
to gain consent for its plan is coming from the minority creditors, not from 
it. 

The engine at work in these examples is a divide-and-conquer strategy.25 
Central to a successful divide-and-conquer strategy is treating players 
differently depending upon how they vote. Divide-and-conquer strategies 
turn on the debtor’s offer containing both a carrot and a stick for the 
individual creditor—good things that happen if it accepts (e.g., a senior 
position in bad states of the world) and bad things if it refuses (e.g., a junior 
position in bad states). As a result, approval by a majority of the creditors 
no longer necessarily reflects the interests of the creditors as a group. Each 
creditor includes the value of the carrot and the cost of the stick in accessing 
the merits of the plan. Exchange offers are coercive in this sense.26 

One should hesitate, however, before concluding too quickly that these 
exchange offers necessarily lead to creditors voting in favor of plans that are 
contrary to their self-interest. Any divide-and-conquer strategy depends 
critically on the inability of its targets to organize themselves. Even if it is 

 
23 For a general discussion of vote buying and the law, see Richard L. Hansen, Vote Buying, 88 CAL. 

L. REV. 1323 (2000). 
24 See Robert Charles Clark, Vote Buying and Corporate Law, 29 CASE WEST. L. REV. 776 (1979). 

I am glossing over some complications. Ensuring that the person buying the votes in fact values it the 
most, for example, is tricky given the critical importance of the value attached to the pivotal vote. See 
Eric A. Posner & E. Glen Weyl, Voting Squared: Quadratic Voting in Democratic Politics, 68 VAND. 
L. REV. 441 (2015). 

25 For examples of how such strategies work in a variety of environments, see Gordon Tullock, The 
Welfare Costs of Tariffs, Monopolies, and Theft, 5 WEST. ECON. J. 224 (June 1967). See also Eric 
Rasmusen & J. Mark Ramseyer, Cheap Bribes and the Corruption Bias: A Coordination Game Among 
Rational Legislators, 78 PUBLIC CHOICE 305 (1994). 

26 This objection is at the heart of the standard academic critique of coercive exchange offers. See, 
e.g., John C. Coffee, Jr. & William A. Klein, supra note 20. 
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not possible for the intended victims to speak with a single voice, it takes far 
fewer of them to be able to join together and prevent mischief from being 
done to them. In the context of debt exchange offers, the ability of creditors 
to organize, at least to some extent, likely prevents divide-and-conquer 
strategies from working. 

The facts of Marblegate Asset Management v. Education Management 
Corporation illustrate how creditors can organize themselves sufficiently to 
protect themselves from a debtor intent on pitting them against one another. 
EDMC was a for-profit provider of college and graduate education. It 
enjoyed an enrollment of more than 100,000 students,27 and held more than 
$1 billion in secured debt and $200 million in unsecured debt. The parent 
corporation of EDMC guaranteed the debt. 

When EDMC’s earnings declined nearly $400 million over the course 
of a single year, it became clear that EDMC would soon no longer be able 
to pay its creditors as promised. EDMC proposed a deal in which the 
secured debt would receive $400 million in new bonds and 77 percent of 
EDMC’s common stock, a haircut of about 50 percent off the face amount 
of their debt. The unsecured debt would receive equity, estimated to be 
worth about a third of the face amount of the debt. 

A stand-alone creditor was left with little choice other than to accept 
this offer. Under the plan, a majority, consistent with its powers under the 
indenture, would release the parent corporation from its guarantee and 
enable the debtor to transfer all its assets to a new entity that was liable only 
on the new debt and not on any of the old. As a result, those who did not 
tender would find their debtor without assets. Their right to insist on being 
paid principal and interest would be untouched, but it would also be 
worthless. As a matter of substance, individual creditors of EDMC were 
forced to accept a dramatic scaling back of the debtor’s obligations to them 
or to be left with rights against an entity that had been stripped of its 
assets.28   

It would be rational for individual creditors to tender their debt 
instruments and vote in favor of the exit consents even if they would be 

 
27 75 F. Supp. 3d 592, 595 (S.D.N.Y. 2014). For an excellent discussion of this problem, see William 

W. Bratton & Adam J. Levitin, The New Bond Workouts, 166 U. PA. L. REV. 1597, 1651–53 (2018). 
28 Litigation over this coercive exchange offer focused principally on whether it violated the Trust 

Indenture Act, and the Second Circuit interpreted the Trust Indenture Act narrowly. Absent a formal 
change to principal or interest, the Trust Indenture Act does not apply. See Marblegate Asset Mgmt., 
LLC v. Educ. Mgmt. Fin. Corp., 846 F.3d 1 (2d Cir. 2017). One can argue a reading of the statute focused 
more on substance would be truer to the intentions of the New Deal reformers. They wanted judicial 
supervision of any restructuring that made dramatic substantive changes in the rights of bondholders. In 
EDMC, however, a restructuring in Chapter 11 would have had catastrophic consequences. Its business 
model was dependent upon federal aid for its students. This aid would have disappeared if EDMC filed 
for bankruptcy. More to the point, the creditors involved were virtually all sophisticated distressed debt 
professionals, not at all like those whom the New Deal reformers sought to protect. 
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collectively better off holding tight and doing nothing. And when given the 
choice, over 90 percent of EDMC’s unsecured creditors and 99 percent of 
its secured creditors opted for the deal. This consent standing alone tells us 
nothing about whether the exchange offer was in the interests of the 
creditors as a group. Nevertheless, it is possible to infer that it was in the 
collective interests of the creditors, given their ability to organize 
themselves. 

When a coercive exchange offer is open to all the creditors and when a 
blocking coalition can act in concert, divide-and-conquer strategies that leave 
each creditor worse off are not possible. When a blocking coalition can 
organize itself, it will approve only those offers that leave them better off, 
and without their support the plan will fail. 

Consider the simple case in which there are three creditors. Two 
control 35 percent and the third controls 30 percent, and the debtor’s plan 
requires consent from two-thirds of the creditors.29 In such a situation, no 
divide-and-conquer strategy is possible. Each of the two creditors with a 35 
percent stake has a veto right. Matters become only slightly more 
complicated when multiple creditors hold large positions. A coalition of a 
small number of them may be all that is necessary to put a stop to any 
mischief. 

These dynamics are plain when there are four creditors, each with an 
equal stake, and again a two-thirds vote is necessary to approve any plan. 
The debtor proposes a risky plan in which it offers a haircut, but those 
creditors who consent to the plan would be given a senior position. Assume 
the firm without the plan is worth $120 or $40 with equal probability and 
the creditors are owed $100. (In this case, the expected value of each 
creditor’s claim before the plan is 70 cents on the dollar.) Under the plan, 
each creditor must agree to a 10 percent haircut. If the plan is approved and 
succeeds, the debtor will be worth $140. 

Whether the plan makes sense turns on how much the debtor will be 
worth if the plan fails, but the payout under the plans does not affect the 
way creditors vote when they cannot coordinate. Assume the debtor would 
be worth $60 in the bad state. In this case by voting in favor, the creditors 
will receive in expectation at least 75 cents on the dollar if others accept and 
will fare no worse if they do not as the status quo remains in place.30 If the 
same creditor refused to accept the plan, however, it would be paid in full if 
the plan succeeded, but it would receive nothing if the plan failed, as the 

 
29 This example is drawn from MARK J. ROE & FREDERICK TUNG, BANKRUPTCY AND 

CORPORATE REORGANIZATIONS: LEGAL AND FINANCIAL MATERIALS 486 (Foundation Press 4th 
ed. 2015). 

30 By assumption, the accepting creditors receive 90 cents or 60 cents on the dollar with equal 
likelihood. 
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other creditors would have a senior position. This would leave the creditor 
who rejected the plan with a claim with an expected value of only 50 cents 
on the dollar.31 Receiving 75 cents is better than receiving 50 cents. 

Accepting this plan is a good deal for the creditors. It leaves them better 
off than they would be if the status quo remained. (With claims worth 75 
cents on the dollar rather than 70 cents). But the voting dynamic would be 
the same even if the firm would be worth only $20 if the plan failed. In this 
case, the plan would not change the value of the firm. (When this plan is 
put in place, the firm’s expected value remains at $80.) The plan merely shifts 
value from creditors to the equityholders. Nevertheless, when the creditors 
cannot organize, each creditor will still accept the plan. Each creditor will 
receive 90 cents half the time and 20 cents the other or an expected value 
of 55 cents. This is better than the 50 cents each would receive if it voted 
against the plan and others accepted (with payment in full half the time and 
nothing the other). If the creditors cannot coordinate with one another, each 
will again end up voting in favor of the plan even though it leaves each 
creditor with less than the 70 cents on the dollar they would have received 
if each voted against the plan. 

But if two of the four creditors coordinate their actions, the two plans 
no longer share the same voting dynamics. The two creditors who can 
coordinate will vote against any plan that is not in their interest. Because 
the first plan leaves each creditor better off and the second does not, they 
will both agree to vote in favor of the former, but against the latter. To be 
sure, the other creditors who cannot coordinate will still vote in favor of 
both plans, but their support of the second plan, even though contrary to 
the self-interest of the creditors as a group, is harmless. The coordination of 
two creditors is enough to ensure only favorable plans are approved.32 

Both plans are coercive in the sense that a rational individual creditor 
will consent to them, but as long as some coordination is possible among the 
creditors, coercion of the minority is not a problem. Indeed, such coercion 
is affirmatively desirable in many environments. The pressure put on 
solitary creditors neutralizes the ability of any individual creditor to hold 
out. It prevents an obstructionist creditor from shaking down the others. 
Ideally, the debtor should have enough power to overcome the holdout 
problem, but not too much. 

 
31 This reflects an equal chance of being paid 100 cents on the dollar or nothing. 
32 The ability to align interests does not depend on the creditors otherwise having much in common. 

For an example of such an alliance of expedience among creditors, see Davide Scigliuzzo & Eliza Ronalds-
Hannon, Apollo, Pimco in Pact to Prevent Creditor Brawl Over Carvana: Used-car dealer’s largest 
creditors sign cooperation agreement, BLOOMBERG, December 6, 2022, available at 
https://www.bloomberg.com/news/articles/2022-12-07/apollo-pimco-sign-pact-to-prevent-creditor-
brawl-over-carvana. 
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As it happened, the creditors in Marblegate were able to organize 
themselves. A group of creditors that possessed a majority of the vote 
formed an ad hoc committee. This committee was well-positioned to assess 
the merits of any plan the debtor put forward. It was led by seasoned 
investors with skilled advisors by their sides. The committee could assess 
the debtor’s plan and reject it or insist on a different one if it chose. 

Dissenting creditors might not be able to participate in any of the 
negotiations with the debtor, but these dissenters shared the same interests 
as the creditors who organized themselves. A creditor might have a different 
view of the merits of the plan, but one should not think that this creditor 
was more likely to be right than the committee. 

When public bonds are being restructured, the debtor has little interest 
in setting creditors against each other. The debtor wants to clean up its 
balance sheet. The debtor’s first best option is to make everyone part of the 
new capital structure. The more people who consent to its plan, the better. 
The holdout problem is front and center, and the debtor is eager for all the 
bondholders to participate on equal terms. 

Creditors who hold publicly traded debt engage in comparatively little 
monitoring. The interactions between the creditors and the debtor are 
comparatively few. In this environment, it is also comparatively simple to 
ensure at the outset that creditors cannot take advantage of each other. 
There is no downside to a provision in the bond that all creditors receive 
share “pari passu” or receive the “same treatment.” Pari passu clauses are 
common in publicly traded debt.33 

In a case like Marblegate, dissenters enjoy the same terms as the majority 
coalition as long as they voted in favor of the plan.34 Voting against the plan 
is therefore foolish and the right to vote for them is essentially meaningless. 

 
33 Even though they serve neither this nor any other apparent purpose, pari passu clauses are 

common in sovereign debt instruments as well. See MITU GULATI & ROBERT E. SCOTT, THE THREE 
AND A HALF MINUTE TRANSACTION: BOILERPLATE AND THE LIMITS OF CONTRACT DESIGN 
(University of Chicago Press 2012). The widespread use of such clauses in sovereign debt contracts, 
however, is not particularly surprising. They were transplanted from private debt instruments, and 
product features are commonly copied when transplanted to a new environment even when the rationale 
for them no longer exists. See Douglas G. Baird, Pari Passu Clauses and the Skeuomorph Problem in 
Contract Law, 67 DUKE L.J. ONLINE 84 (2017). For a discussion of how pari passu clauses emerged, see 
Benjamin Chabot & Mitu Gulati, Santa Anna and His Black Eagle: The Origins of Pari Passu?, 9 CAP. 
MKTS. L.J. 216, 216–17, 235–36 (2014). 

34 Ironically, even though the New Deal reformers intended to protect small investors, small 
investors can be left out in the cold in coercive exchange offers. Exchange offers must comply with the 
securities laws, another set of New Deal reforms designed to protect small investors. Complying with 
the securities laws without triggering the huge expenses associated with a public offering, however, 
requires limiting exchange offers to accredited investors, and courts are willing to bless such exchange 
offers. See, e.g., Waxman v. Cliffs Natural Res., Inc., 222 F. Supp. 3d 281, 291-92 (S.D.N.Y. 2016). Many 
small investors are not accredited, however. Hence, they are sometimes not given a chance to participate 
in exchange offers. They can be left with the old and now worthless bonds. 
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Courts reviewing publicly traded debt even suggested that allowing 
everyone to participate on equal terms was an essential feature of such debt: 

Had [the debtor] not made its offer to all bondholders on 
the same terms, but had it privately paid money to sufficient 
holders to carry the election, one would, without more, feel 
some confidence in concluding, provisionally at least, that 
such conduct was so inconsistent with the concept of 
voting implied by the amendment provision that it 
constituted a violation of what must have been the 
reasonable expectation of the contracting parties.35 

To be sure, the individual creditor is forced to accept the majority’s view 
of the merits. It is being denied a voice, but it is not obvious that we should 
care. A meaningful right to vote might matter in political debate, but 
democratic values are not at stake when the governance mechanism is in 
service of professional investors trying to maximize returns. The vote of the 
majority when all participate in the plan on the same terms is trustworthy. 
It reflects the wisdom of crowds.36 When a majority can speak with a single 
voice and accedes to a plan in which every creditor is treated the same, it is 
a fair inference that the plan leaves each creditor better off than the status 
quo. As long as the minority creditors receive the same treatment as the 
majority when they approve the plan, allowing the majority to leave them 
worse off if they withhold their consent is a straightforward mechanism that 
overcomes the holdout problem. 

One can fault the reformers who brought about the Trust Indenture 
Act for failing to understand that their reforms did not limit the ability of 
debtors to engage in coercive exchange offers as they had intended. The 
harm from coercive exchange offers is easy to overstate, however.37 The 
apparent cost of coercion in exchange offers—the ability of the debtor to 
engage in a divide-and-conquer strategy—is small in a world in which 
creditors can organize themselves.  

Coalition formation, however, has a dark side. A coalition of creditors 
can join forces with the debtor and take advantage of the other creditors. 
Return to the hypothetical in which there are four creditors and any three 
can bind the fourth. Two creditors can defeat a divide-and-conquer strategy, 
and this inures to everyone’s benefit. But trouble starts when three can 
coordinate. As with a coalition of two creditors, no deal can happen that 
leaves the three creditors worse off. But the three have the power to 

 
35 Kass v. Eastern Air Lines, Inc., 1986 WL 13008, at *5 (Del. Chan. Nov. 14, 1986). 
36 See JAMES SUROWIECKI, THE WISDOM OF CROWDS (Doubleday 2004). 
37 Of course, this is not to say it was costless. The coercive exchange offer may have been a more 

roundabout and more costly way of restructuring debt than what it displaced. 
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approve a deal over the objection of the fourth. This allows them to transfer 
value from this creditor to themselves. 

This danger of coalition formation plays a small role in the case of public 
debt. Syndicated debt, however, has an altogether different dynamic, and 
the dark side of coalition formation manifests itself here. It might seem that 
creditors could prevent these problems by putting a pari passu clause into 
their agreements. Granting similarly situated stakeholders the ability to 
participate in any offer on equal terms, however, is not necessarily always 
in their collective interest. 

We see analogous provisions—known as tag-along rights—included in 
some corporate by-laws. They work in analogous fashion by protecting 
minority equityholders when the majority decides to sell. But it is well 
understood that tag-along rights come with trade-offs. Giving everyone an 
option to participate takes more time and is more costly. Moreover, when 
the debtor becomes distressed and needs reorganizing, designing the new 
capital structure requires someone to invest money and muster expertise. 
Those positioned to take action may have too little incentive to do so if they 
have to share the benefits of their work equally with everyone else.38 The 
debate here may replicate the familiar one from battles between controlling 
and noncontrolling shareholders.39 Mandatory rules designed to limit 
creditor-on-creditor aggression might result in creditors having too little 
incentive to monitor the debtor and keep it on track. 

II. PRIVATE DEBT AND THE RISE OF CREDITOR CONTROL 

Syndicated loans are often used in leveraged acquisitions. The buyer of 
a business borrows against its assets to raise part of the purchase price. For 
example, when Revlon acquired Elizabeth Arden in 2016 in a leveraged 
transaction, it needed to borrow $1.8 billion dollars, both to pay $870 
million to the old equity and to retire the existing debt. Syndicated loans are 
the avenue of choice for such transactions. More than a trillion dollars of 
such loans are issued each year in the United States.40 

 
38 This line of thinking, of course, is an old and familiar idea. See Frank H. Easterbrook & Daniel R. 

Fischel, Corporate Control Transactions, 91 YALE L.J. 698, 711 (1982). For a recent discussion of such 
“tag-along” rights, see Suren Gomtsian, Private Ordering of Exit in Limited Liability Companies: Theory 
and Evidence from Business Organization Contracts, 53 AM. BUS. L.J. 677, 699–705 (2016). 

39 See, e.g., Ronald J. Gilson & Jeffrey N. Gordon, Controlling Shareholders, 152 U. PA. L. REV. 
785, 785–86 (2003) (“Because there are costs associated with holding a concentrated position and with 
exercising the monitoring function, some private benefits of control may be necessary to induce a party 
to play that role. Thus, from the public shareholders’ point of view, the two facets of the agency problem 
present a tradeoff. The presence of a controlling shareholder reduces the managerial agency problem, but 
at the cost of the private benefits agency problem.”) 

40 Mitchell Berlin, Greg Nini & Edison G. Yu, Concentration of control rights in leveraged loan 
syndicates, 137 J. FIN. ECON. 249, 249 (2020). 
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In a syndicated loan, a large bank lends some of the money and finds 
other banks or financial institutions to fund the balance. For arranging such 
transactions, the bank receives a fee that ranges between 1 percent and 5 
percent, depending upon the complexity of the transaction and the risks it 
is assuming.41 Because these loans carry a large measure of risk, lenders will 
both demand a high rate of interest and insist upon many restrictions on the 
debtor’s freedom of action. In particular, the debtor will enjoy only a limited 
ability to sell or transfer its assets without obtaining permission. Similarly, 
the debtor is sharply limited in its ability to take on additional debt. 

The parties need to reach agreement at the time of the loan about which 
actions require permission from the creditors and, if they do, how exactly 
that permission is obtained.42 Putting together the right mix of covenants is 
hard. The purpose of loan covenants is not to prevent the debtor from 
making major decisions, but rather to allow creditors to exercise control 
when conditions warrant. In bad states of the world, creditors bear the costs 
if things turn out badly, and they will want to be able to take control. Among 
other things, they will want to have the power to replace the CEO and other 
managers when the business falters.  

Spelling out exactly what the debtor can and cannot do without the 
creditors’ permission requires contracts that are long and complex. The 
more complicated the enterprise, the harder the job becomes. Such contracts 
are necessarily imperfect. Creditors need to give the debtor some freedom 
of action to prevent good opportunities from being missed. Doing this, 
however, allows room for advantage-taking under different circumstances. 
It is not possible to write a contract that perfectly distinguishes between the 
two in advance. 

As important as the covenants themselves, however, is the governance 
mechanism the creditors in a syndicate create among themselves. Seeking 
waivers is an ordinary part of the debtor-creditor relationship in these loans. 
Hence, an issue as critical as the covenants themselves is the mechanism 
used to grant a waiver. The creditors commonly agree to empower an agent, 
such as the bank that arranged the loan, to issue some sorts of waivers on 
their behalf. For routine decisions, such delegations make sense. 

The creditors can also agree that, with respect to certain covenants, only 
a majority or a supermajority of the creditors can agree to waive their rights. 
Other rights are even more important. Each creditor enjoys these unless and 
until it explicitly waives them. These are known as “sacred rights.” A 

 
41 Leveraged Commentary & Data (LCD): Leverage Loan Primer S&P Global Market Intelligence 

p.1, available at https://www.lcdcomps.com/d/pdf/LCD%20Loan%20Primer.pdf. 
42 Amir Sufi, Information Asymmetry and Financing Arrangements: Evidence from Syndicated 

Loans, 62 J. FIN. 629, 629 (2007); Douglas G. Baird & Robert K. Rasmussen, Private Debt and the 
Missing Lever of Corporate Governance, 154 U. PA. L. REV. 1209, 1216-17 (2006). 
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prohibition on any change in principal or interest in private loans is almost 
always included among the sacred rights set out by contract.43 But sacred 
rights do not stop there. Common are clauses prohibiting the sale of assets 
free and clear of security interests as well as limitations on the debtor’s 
ability to give other creditors security interests. In stark contrast to the 
straightforward prohibitions of the Trust Indenture Act, however, sacred 
rights in private loan agreements are qualified and subject to exceptions. For 
example, notwithstanding each creditor’s right to pari passu treatment, the 
debtor might have the ability to buy back debt in an arms’ length transaction 
without being obliged to buy back debt pro rata from everyone. 

Designing the best mechanism for creditors to govern themselves is akin 
to constitution making. The group needs to be able to act as one, but there 
is always the danger one group can hijack the process and force through a 
decision that benefits itself at the expense of others. The ability of factions 
to organize themselves is double-edged. On the one hand, the ability to 
create alliances disarms the ability of outside forces to engage in divide-and-
conquer strategies. On the other hand, factions are themselves a source of 
internecine conflict. Governance mechanisms cannot eliminate these 
problems. They can only minimize them. And the appropriate sort of 
mechanism turns itself on time and place. 

It is often hard to determine whether a particular course advances 
everyone’s interest or is mere advantage-taking. Contrast the following two 
hypotheticals. In the first, a firm owes its creditors $100 and is worth $100 
with certainty. Debtor finds a project that will make the firm worth $270 or 
$50 with equal likelihood, but it needs permission from half of the creditors 
to take it on. Debtor approaches a bare majority of the creditors and offers, 
in return for their permission to take on the project, to exchange their debt 
for half of the equity in the firm. The remaining creditors are not consulted 
and are not given the chance to participate. 

The majority coalition will accept the project. The equity they receive 
in the deal has an expected value of $110 half the time and is worthless the 
other half. When it is successful, $270 will be available. After $50 is paid to 
the remaining creditors, success will be yield $220. Half this goes to the 
majority coalition. This package has an expected value of 110 cents on the 
dollar. (The majority under the status quo is owed $50 and under the plan 
will be paid $110 half the time.) For a risk-neutral investor, this is better 
than being paid 100 cents on the dollar with certainty. And the equity 
holders are better off. With the plan in place, their equity has an expected 
value of $55 instead of $0. Most significantly for present purposes, the 
minority creditors are no worse off. Even if the bad state of the world 

 
43 Sufi, supra note 42, at 633. 
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manifests itself, there will be enough to pay them in full. (In the bad state, 
the assets are worth half as much as before, but the minority creditors are 
the only creditors, so there is enough to pay them everything they are owed.) 

This transaction is one in which the debtor is giving value to the 
majority in return for their permission to go forward with the plan, but none 
of the value is coming from the minority creditors. The minority creditors 
are being paid everything they are owed. It might therefore seem 
unobjectionable. The problem, however, is that such plans are hard to 
distinguish from those in which a plan is advanced at the expense of the 
minority.  

Consider a second hypothetical. The debtor is worth $130 or $90 with 
equal likelihood, and it owes its creditors $100. The expected value of the 
debt is $95. The debtor develops a plan that again can be implemented only 
with permission of a majority of the creditors. With the plan in place, the 
debtor will be worth $150 or $50 with equal likelihood. The debtor 
negotiates with a majority coalition. The debtor agrees to give the majority 
coalition priority over the other creditors and in return, the coalition permits 
the debtor to go forward with its plan. 

With the plan in place, the value of the debt of the coalition members 
increases from 95 cents to 100 cents on the dollar. They will be paid in full 
even in the worst-case scenario. The equityholders are also better off. Their 
equity stake rises in value from $15 (a fifty-fifty chance of $30) to $25 (a fifty-
fifty chance of $50). But the minority is worse off. The value of their stake 
falls from 95 cents on the dollar to 50 cents. They will be paid in full half 
the time and will receive nothing half the time. 

It is a mistake, however, to think that it is in the interest of the parties 
to prohibit such a transaction in advance merely because it effects a wealth 
transfer from some creditors in a class to other creditors in the same class. 
If the creditors are homogenous, the creditors in the majority when one 
debtor is restructured will be in the minority when another debtor attempts 
to restructure. When creditors are indistinguishable, any given creditor is 
as likely to be a victim or participant in creditor-on-creditor aggression. 
When the creditors do not know in advance whether they will be part of 
the winning coalition, the risk of the wealth transfer is itself diversifiable. 
The expected value of its investment in any debtor is constant 
notwithstanding the risk of expropriation in any given case. 

If the creditors in a class are homogenous and hold diversified portfolios, 
transfers within a particular class offset each other. Investors before the fact 
would not know whether they will be on the winning or losing end of such 
a transfer, and the possibility that a creditor will be in the majority and 
capture wealth from the minority offsets the risk that a creditor will find 
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itself in the minority. The transfer of value from the minority to the majority 
is a zero-sum game. 

It might seem that the debtor’s ability to transfer wealth in a 
restructuring will affect ex ante investment. Investors might be reluctant to 
lend when faced with the prospect that the debtor will later transfer value 
away from them. This effect on the ability to assemble capital is one of the 
principal reasons for ensuring that priority among creditors is respected.44 
But the principal effect when majority coalitions take advantage of a 
minority is a transfer of wealth inside a class. Such transfers do not 
themselves change the amount the class as a whole receives. Absolute 
priority across classes is respected. 

Creditors as a group, however, would still want to prevent this second 
transaction from going forward if they could. The plan produces a 
deadweight welfare loss of $10 in addition to transferring wealth from the 
minority to the majority coalition and the equityholders. The problem with 
the plan is not the majority captures wealth from the minority, but that it 
destroys value in the process. This problem, however, is easy to exaggerate. 

Hypotheticals in which the debtor puts in place value-reducing plans are 
simple enough to invent (such as taking all the firm’s assets to a casino and 
betting on black), but such opportunities are hard to find in practice.45 There 
are only so many ways in which the debtor can change its operations over 
a relatively short time horizon. There are few opportunities for a debtor to 
reconfigure its assets in a way that is better for the debtor and a majority of 
its creditors, but so much worse for the minority of creditors that the 
transaction as a whole produces a net social loss. 

The plan a distressed debtor typically puts forward is usually not a 
radical change in asset deployment, but rather a way to ride out a business 
cycle. All that is happening is the debtor is continuing for too long on the 
same course, a course the creditors approved in the first instance. Such a 
path may be bad, but it is unlikely to be catastrophically bad. The debtor 
continues to lose money and postpones what will be an inevitable, but 
expensive restructuring. But pulling the trigger on an established business is 
costly, and other options may be nearly as bad.  

Even if the debtor can embark on a strategy that is excessively risky, the 
majority creditors will resist. In practice, restructuring transactions have 
two possible outcomes. In one, the new cash infusion works, the firm turns 
around, prosperity returns, and the minority creditors are paid their 

 
44 For the standard argument that respecting priority in the capital structure matters, see Alan 

Schwartz, The Absolute Priority Rule and the Firm’s Investment Policy, 72 WASH. U. L.Q. 1213, 1224 
(1994). 

45 See Robert Parrino & Michael S. Weisbach, Measuring Investment Distortions Arising from 
Stockholder-Bondholder Conflicts, 53 J. FIN. ECON. 3 (1999). 
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principal and interest in full. There is no expropriation. Alternatively, things 
go badly and there is expropriation. But in this event, the senior creditors 
end up owning the equity of the firm. Creditors in a majority coalition 
anticipate this possibility, and this gives them the same incentives as any 
residual owner. They will tend to resist any transactions that reduce the 
total value of the firm given that they ultimately bear the consequences of 
excessive risk-taking. This will dampen their eagerness to enter transactions 
that capture wealth from junior stakeholders and reduce firm value at the 
same time. 

Further complicating the picture are the negotiating dynamics among the 
creditors when the debtor puts forward plans that would allow one 
coalition of creditors to take advantage of another. Instead of agreeing to a 
deal with the debtor, the creditors may make common cause with each other. 
The creditors themselves might form a coalition and work in concert to 
prevent a transaction reduces the value of the firm.46 For all these reasons, 
the risk that creditor-on-creditor aggression outside of bankruptcy generates 
value-reducing transactions might be overstated.  

It still, however, is in the interest of creditors at the outset to create 
governance mechanisms that minimize the incentive of creditors to try to 
capture wealth from one another. The simplest mechanism is one that 
mandates equal treatment for everyone. In such an environment, much can 
be done with a simple rule that empowers a majority (or a supermajority) to 
bind dissenters while at the same time ensuring the same treatment among 
all members of the group. Many other mechanisms are available as well. The 
way in which contracts require supermajorities for some decisions and not 
for others is one example of how contract design can dampen the ability of 
parties to engage in rent-seeking.  

There is one more complication. Members of loan syndicates are not all 
cut from the same cloth. Some are sophisticated hedge funds that hold a large 
piece of a particular loan. They might have invested in the debtor from the 
start, but as likely they specialize in distressed debt and assembled their 
positions after the firm encountered trouble. These hedge funds believe they 
have a comparative advantage in navigating the challenges presented when 
a debtor is in trouble, and active oversight of their debtor is an integral part 
of their business model. Their returns depend not only on making good 
investments, but on influencing how business is done. 

 
46 For an example of such a coalition, see Davide Scigliuzzo & Eliza Ronalds-Hannon, Apollo, Pimco 

in Pact to Prevent Creditor Brawl over Carvana, BLOOMBERG (Dec. 6, 2022), available at 
https://www.bloomberg.com/news/articles/2022-12-07/apollo-pimco-sign-pact-to-prevent-creditor-
brawl-over-carvana?sref=5Eo0mnkx&leadSource=uverify%20wall&mc_cid=1234008223&mc 
eid=a66349ad59. 
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These activist investors bring in financial advisors. Among other things, 
they scour all the loan documents to understand what kinds of opportunities 
exist. Many of these opportunities involve both restructuring existing debt 
and making new capital investments in the business. They are well-situated 
to oversee the debtor and assess what needs to be done. They can observe 
whether the debtor needs a new injection of capital or whether it is time to 
cut their losses. Similarly, they can assess whether the current managers are 
doing the best that can be done in hard times or are themselves the problem. 

By granting or withholding waivers, activist investors can do much to 
ensure that the debtor is put on the right course. It goes without saying, of 
course, that the activist investors are pursuing their own interests, not the 
greater good. They are relatively indifferent to whether the changes they 
bring about expand the size of the pie, increase the size of their slice, or both. 
They do not care whether the new opportunities they discover are ones in 
which other investors will share equally or at all. As a doctrinal matter, 
individual creditors, in contrast to controlling equityholders, do not owe 
fiduciary duties to other creditors. Their only obligation is to act in good 
faith and adhere to reasonable commercial standards of fair dealing. 

Activist creditors as a group can protect their own interests. They know 
the covenants they will enjoy when they buy their positions, and they can 
contend with other activist investors on something like equal terms. But 
members of loan syndicates do not consist entirely of activist investors 
competing with one another. For example, managers of pools of 
collateralized loan obligations (“CLOs”) have increasingly participated in 
loan syndicates.47 To be sure, the players in the private debt space are small 
in relative terms only. They are still managing many millions of dollars. They 
do not include any of the small investors the New Deal reformers worried 
about when they put forward the Trust Indenture Act. Nevertheless, they 
complicate the picture as they differ from activist creditors in distinctive 
ways. 

Consider the position of a CLO manager caught up in a contest between 
competing groups of creditors.48 A CLO manager assembles a pool of 
syndicated loans into a legal entity. That entity in turn issues securities 
backed by this pool of debt to other investors, such as pension funds, 
university endowments, and high-wealth individuals. Because each pool 
consists of many loans, these investments offer returns that are remarkably 

 
47 See Berlin, Nini & Yu, supra note 7, at 261. 
48 See Mehdi Beyhaghia, Ca Nguyenb & John K. Wald, Institutional Investors and Loan Dynamics: 

Evidence From Loan Renegotiations, 56 J. CORP. FIN. 482 (2019). 



236 AMERICAN BANKRUPTCY LAW JOURNAL (Vol. 97 

stable. CLO debt have performed consistently well over time, even during 
the Great Recession.49 

Much of the wealth activist investors capture as a result of creditor-on-
creditor aggression is taken from such passive investors. Of course, these 
CLO managers still should receive a market return on their capital. 
Nevertheless, these do not have the ability to take action when the debtor 
is distressed. They are at the mercy of whatever loan covenants are in place, 
and they do not necessarily account for the particular covenants in the loan 
document when they decide which loans to buy.50 

When CLO managers decide whether to add a loan to their portfolios, 
the terms of the loan are far from their primary consideration. They care in 
the first instance about the quality of the firm and then about the interest 
rate the loan will carry. They are generally aware of the loan covenants, 
their sacred rights, and the voting rules in place, but these are at best third-
order concerns. 

To assemble their pools, CLO managers rely on their connections with 
these private equity sponsors. The sponsors are repeat players, and they can 
choose to do business with some CLO managers and not with others. This 
in turn gives CLO managers only a limited ability to pick and choose among 
the deals they are offered. They stand in much the same position as 
wholesale diamond buyers. In the wholesale diamond market, at least as it 
existed in the 1980s, favored buyers were given a box (or “sight”) of 
diamonds of a particular grade with a take-it-or-leave-it price. Buyers who 
refused to take the sight they were offered would not be invited to return. 
Because the wholesaler enjoyed a cartel, it had the ability to exclude 
potential buyers who spend time and energy scrutinizing the diamonds in 
each sight, taking only good sights and refusing to accept inferior ones. 
Conditional upon the existence of the cartel, this arrangement may have 
been mutually beneficial. It prevented cherry-picking. No one could buy 
only sights in which the diamonds were better on average than other sights 
within the same grade.51 Hence, no one wasted resources taking advantage 
of the inevitable differences across boxes. 

Private equity sponsors may possess a power similar to that of the 
diamond cartel. The market makers for these high-yield loans consists of a 

 
49 For example, of the 4,322 tranches of CLO-rated debt issued from the mid-1990s to 2009, only 40 

defaulted. There have been only 10 defaults in the 12,244 tranches rated since then. These have not all 
closed, but the total number of defaults is likely to be equally low. Loan Syndication and Trading 
Association, The U.S. CLO Market (April 2022), available at https://www.lsta.org/content/the-u-s-
clo-market-white-paper/. 

50 See Lucian Arye Bebchuk & Jesse M. Fried, The Uneasy Case for the Priority of Secured Claims 
in Bankruptcy, 105 YALE L.J. 857, 880 (1996). 

51 See Roy W. Kenney & Benjamin Klein, The Economics of Block Booking, 26 J.L. & ECON. 497, 
500–02 (1983). 
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few major players, and they have control over deal flow. The CLO manager 
may be better off taking the bundle of deals a large private equity fund offers, 
rather risking the loss of future deals by kicking the tires of individual deals 
too hard. The arrangement saves the CLO manager from investing 
resources distinguishing among deals the private equity firm has assembled. 
The CLO manager is better off trusting that the private equity fund’s book 
of deals as a whole will perform well. 

Even if the CLO managers have some choice over which deals they 
include in their pools, it makes little sense to hire lawyers to focus on the 
terms of the contract. Even if legal risk were all that mattered, curing 
imperfections in contract language is not the low-hanging fruit. Before the 
fact, the improvements one can make in the terms of any individual loan are 
small relative to the other legal risks associated with the transaction. There 
is, for example, in every leveraged loan transaction a risk of a fraudulent 
conveyance attack. A lawyer’s time is likely better invested in assessing this 
sort of risk rather than tweaking covenants. 

Merely understanding what the debtor is and is not allowed to do 
requires delving into documents many tens of thousands of words long. 
Relatively few (perhaps only 3 percent) of these high-yield loans default on 
their payment obligations. Moreover, because they are backed by collateral, 
the payout in the event of default is high (perhaps as much as 80 percent). If 
the CLO manager were to invest $10 million in a particular loan and if she 
were able to eliminate all default risk associated with it, she would pocket 
only $60,000. The expected losses as a result of expropriation by activist 
investors is only one of the costs associated with default, and it would take 
many billable hours to identify all the terms activist investors could exploit.  

Even if CLO managers completely understood the ways in which 
activist members of the loan syndicate can capture wealth from them with 
contractual terms, it is not necessarily in their interest to insist on changes 
that restrain their freedom of action. The pricing of the loan should, in 
expectation, compensate them for the risks that they are running.52 More to 
the point, the inefficiencies associated with such transfers must be balanced 
against the ways in which the activist investors can use these powers to 
enhance the value of the debtor. The CLO managers want to free-ride on 
the efforts of the large activist investors to keep the debtor in line and on 
track. It may not be possible to do this and still prevent expropriation. 

It is against this background that the creditors must fashion the 
mechanism that must govern their relationship among one another. In this 
environment, simple solutions (such as pari passu clauses) may be inapt. For 

 
52 Of course, the inability of CLO managers to account for variations across documents makes them 

nonadjusting, and this introduces inefficiencies. See Bebchuk & Fried, supra note 50. The question, 
however, is how large these inefficiencies are relative to the benefits of creditor activism. 
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example, the debtor might find itself in trouble and need additional funds. In 
such a case, the debtor might seek permission from its existing creditors to 
engage in new borrowing that takes priority over the existing debt. At the 
same time those most likely to be in a position to extend new capital may be 
the activist creditors. The new borrowing could leave the firm as a whole 
better off, but leave passive creditors who do not participate in the 
refinancing worse off. 

The loan agreement could, of course, require all the existing creditors be 
given the same opportunity to participate in the refinancing, but CLO 
managers themselves are not in a position to double-down on their 
investment in a distressed business. Moreover, forcing activist investors to 
run deals past them might be costly. It is conceivable that it would be in the 
interests of all creditors before the fact to allow activist creditors to act 
unilaterally. Hence, even passive investors might agree to limit the scope of 
a pari passu clause to make such lending possible. 

There is much to be said for relying on the contract the parties 
themselves create. Outside of bankruptcy, the loan agreement reconciles the 
tension between ensuring that the debtor can get permission to engage in 
desirable transactions and the imposition of costs on minority creditors. The 
judge’s job is to discover this agreement.  

Quite apart from the parties themselves being able to identify their own 
interests, these contracts are subject to evolutionary pressures in ways the 
rules a statute puts in place are not. Members of loan syndicates are repeat 
players. They enter into many loan transactions with the same 
counterparties. If a loophole is discovered that allows costly advantage-
taking, parties can fix it in their subsequent deals. Unlike mandatory legal 
rules, the governance mechanism that parties create is self-correcting. This 
feature itself pushes against strong intervention.53 

It is possible, of course, to have a legal rule that requires activist 
investors to act in the interests of all the creditors, but such a legal rule makes 
strong assumptions about the ability of the judge to distinguish between 
transactions that advance the joint interests of the parties and those that do 
not. Merely showing that the restructuring effects a transfer of wealth after 
the fact is not itself sufficient. More to the point, parties could, if they 
wanted, write agreements in which those in positions of power agreed to 
act as fiduciaries on behalf of the creditors as a whole. We do not see such 

 
53 Among other things, knowing a loophole exists and knowing how to fix it are two different things. 

And a fix that works for some may not work for others. Law firms were quick to draft “J. Crew blockers” 
to close a particular piece of mischief firms used to remove assets from collateral packages, and most new 
deals included this new language. But not everyone adopted these blockers. See VINCENT S.J. BUCCOLA 
& GREG NINI, THE LOAN MARKET RESPONSE TO DROPDOWN AND UPTIER TRANSACTIONS (June 
2022 manuscript), available at https://papers.ssrn.com/sol3/papers.cfm? abstract_id=4143928. 
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undertakings, however, and it is possible to draw an inference from 
silence.54 If parties do not bargain for such protection, it is not obvious why 
it should be forced upon them.55 

There are comparatively few cases that examine the ability of minority 
creditors to prevent a majority coalition from extracting value from them. 
The state of the law is unclear. A number of recent efforts of creditor 
coalitions to dismiss such actions outright have failed.56 When they reach 
the merits, however, courts tend to enforce its various clauses as best they 
can. They give relatively little scope to general duties to act in good faith.57 
In a recent case, for example, the debtor sought the consent of the lenders 
to take on senior debt. The debtor offered a majority of the existing 
creditors, but only a bare majority, the new debt on favorable terms.58 

We can infer that the offer left the majority creditors better off. When 
considering this offer, creditors in the majority likely weighed the benefit 
they would enjoy from making the senior loan on favorable terms against 
the cost to them of having new debt senior to their existing debt. By 
contrast, the minority had no chance to participate in the loan, and after the 
fact it left them worse off. None of the benefits of enjoying a high return on 
a new loan offset the cost of being subordinated. Any net benefit would 
come indirectly only if the new loan improved the overall fortunes of the 
firm by more than it reduced their likelihood of being paid in bad states of 
the world. 

Because the plan impacted the majority and the minority differently, one 
cannot not infer from the willingness of the majority to approve the new 
loan that the new loan was in the interests of the creditors as a group. At 
the same time, however, the debtor’s plan might have been consistent with 
a coherent ex ante bargain. The loan could improve the overall value of the 
firm even if it left the minority worse off after the fact. And it could even 
leave the stranded creditors better off after the fact. Existing creditors are 
sometimes better off when the debtor acquires new debt with higher 
priority. Nor is it surprising that some existing creditors were the source of 
new debt or that the terms offered these creditors were especially attractive 
to them. 

 
54 See, e.g., Sir Arthur Conan Doyle, Silver Blaze, in 1 SHERLOCK HOLMES: THE COMPLETE 

NOVELS AND STORIES 521, 540 (Random House 2003). 
55 For a different view, see Schloessmann, supra note 2. 
56 See ICG Global Loan Fund 1 DAC v. Boardriders, Inc., No. 655175/2020, 2022 WL 10085886 

at *13 (N.Y. Sup. Ct. Oct. 17, 2022); Audax Credit Opportunities Offshore Ltd. v. TMK Hawk Parent, 
Corp., 2021 WL 3671541, at *1 (N.Y. Sup. Ct. Aug. 16, 2021). 

57 For critiques of this approach, see Ellias & de Fontenay, supra note 2; Pandya & Talley, supra note 
2. 

58 See Cerberus Cap. Mgmt., L.P. v. TPC Group Inc. (In re TPC Group Inc.), 2022 WL 2498751 
(Bankr. D. Del. July 6, 2022). 
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Against this background, the court did not look beyond the language of 
the loan agreement itself. The arguments the parties made allowed the court 
to reduce the dispute to the narrow question of whether the transaction 
tripped up the sacred rights of the minority.59 The court examined the sacred 
rights in the loan. The court confronted the following language: 

[W]ithout the consent of each Holder affected thereby, an 
amendment, supplement or waiver under this Section 9.02 
may not (with respect to any [Senior Secured] Notes held 
by a nonconsenting Holder) . . . make any change in the 
provisions in the [2019 Intercreditor Agreement] or this 
Indenture dealing with the application of proceeds of 
Collateral that would adversely affect the Holders. 

The minority creditors argued that by making a new loan senior to 
existing loan, the amendment changed the way proceeds of the collateral 
would be ultimately distributed. Hence, the debtor’s plan amended the loan 
agreement in a way that violated a sacred right. 

The court rejected this argument. The minority’s argument was not itself 
implausible, but neither was the argument that the minority did not possess 
a right to be included in every deal. If those drafting the contract wanted to 
ensure that a minority could veto any issuance of senior debt to the other 
creditors, there was a much simpler way for them to write the contract. 
They could have added a provision to the loan document that allowed each 
creditor to veto any new loan that enjoyed a higher priority in the same 
collateral. Clauses that bar subordination of one lien to another are easy to 
write. The availability of this simpler route provides a reason against 
interpreting the “application of proceeds” language expansively. Moreover, 
another provision of the loan contract allowed a supermajority to release 
the collateral entirely. The greater usually includes the lesser. It seemed odd 
to give each creditor a veto over priming liens, but to allow only a 
supermajority to release the same collateral entirely. 

The court’s reasoning here is not ironclad. Contracts that are this 
complicated are inherently ambiguous. Allowing a priming lien that affects 
some creditors in a group differently from others is not the same as releasing 
collateral, an act that affects all equally. Nevertheless, the court’s approach 
to interpreting lending agreements in this narrow fashion is easy to defend. 
Everyone can be better off if courts interpret syndicated loan documents 
narrowly. To be sure, such interpretations may lead to an outcome that the 
parties would not have wanted had they confronted this outcome in 
advance, but no interpretative approach is perfect. Narrow interpretations 

 
59 It is possible, of course, that the entire deal was more complicated than the way it was presented 

to the court, but in an adversary system this is not something the court needs to or indeed should pursue. 
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offer predictability, and because the parties to syndicated loans are repeat 
players that adapt their contracts in the wake of judicial opinions that are 
too literal, being excessively literal comes at low cost. It is nothing like an 
excessively mindless interpretation of a statute that takes both houses of 
Congress and the president to correct. 

Interpreting contracts narrowly, however, still leaves much unsettled. 
There are limits to how much a contract can spell out, and there are always 
gaps to fill. Consider the challenge facing the parties in negotiating their loan 
agreement when they need to decide whether the debtor should be able to 
repurchase its own debt. It is easy enough to write a contract that requires 
a debtor to approach every member of the syndicate and offer to repurchase 
the debt of everyone on the same terms, but it might be cumbersome, and 
parties might rationally choose not to force a debtor to take this extra step. 

To be sure, some parties might want to prevent their debtor from 
picking and choosing among creditors in bad times. But an outright ban on 
repurchasing debt has costs. A debtor that is doing well may have excess 
cash, and it may want to retire some of its debt rather than issue a dividend. 
It may benefit everyone if the debtor can approach a creditor that wants to 
deploy its capital elsewhere and strike a deal with it. Such a deal might leave 
everyone better off. A creditor that desires to exit has a chance to do so. 
The creditors who want to stand pat with their investment in the company 
benefit from a debtor with less leverage. They are better off than they would 
be if the company had merely issued a dividend to shareholders. 

Parties solve this sort of problem by having a clause in the loan 
agreement that forbids the debtor from paying off debt as a general matter, 
but still allows the debtor to make “open-market” purchases of its debt. 
Debtors cannot pick and choose which creditor to pay, but an arms’ length 
repurchase of debt is permitted. The debtor can buy debt, and creditors can 
sell it, but the debtor cannot cut special deals on the side. 

The basic idea behind a provision giving the debtor the right to make 
open-market purchases is clear enough, but establishing the exact contours 
of this right is not easy. Syndicated debt is not traded in the same fashion as 
a stock listed on an exchange. What constitutes an “open-market” purchase 
is not self-evident. One can argue that only offers made to everyone can be 
open-market transactions. Deals made between the debtor and only some 
creditors in private without the knowledge of others are not open-market 
purchases, at least not when it is part of an elaborate transaction in which 
the repurchase is made in conjunction with a waiver of loan covenants and 
an issuance of senior debt against the same collateral. On the other hand, it 
is possible to argue that an open-market purchase is any transaction that 
reflects a deal between a willing seller and a willing buyer. If the debtor is 
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buying the debt on the same terms as others in the marketplace, it should be 
unobjectionable. 

The contract, of course, could limit what constitutes an “open-market 
purchase.” Given all the parties are sophisticated and that in any event the 
contours of the definition are not self-evident, there is every reason to defer 
to the written contract. Such a contract could either prevent or allow the 
debtor and a majority coalition strike a new deal. But when the contract 
itself does not offer a definition, the court must supply one. 

In addition to focusing on inferences that can be drawn from the 
language of the contract and alternative language that could have been used 
in its place, but was not, a court enjoys a license to examine the transaction 
as a whole and ask whether the parties have carried out their contractual 
undertakings in good faith. 

It has long been the law that creditors owe some duties to one another. 
One creditor cannot, for example, orchestrate a foreclosure sale that allows 
it to buy a firm at a bargain price and at the same time take active steps to 
ensure that the other creditors do not know the sale is taking place.60 In 
addition to exploring the meaning of the words in the contract, the judge 
must decide how expansively to interpret the duty of good faith. Every party 
to a contract must act in good faith, and the duty of good faith extends 
beyond mere honesty in fact. “Good faith” is not a general mandate that 
parties be nice to each other, but rather a principle that allows the court to 
intervene to prevent parties from exploiting the gaps that exist in any 
agreement. It requires each party to adhere to “reasonable commercial 
standards of fair dealing.”61 

Minority creditors can argue that a majority coalition fails to act in good 
faith when it engages in an elaborate transaction that leaves them worse off. 
Such good faith arguments are often tied to arguments interpreting specific 
contractual language. In Serta Simmons, for example, the debtor and a bare 
majority of creditors agreed to a restructuring that left the remaining 
creditors in the same class subordinated and stripped of guarantees. The 
debtor argued the exchange was an “open-market” purchase within the 
meaning of the loan agreement. The minority creditors insisted that the plan 
was merely a scheme to transfer wealth away from them into the pockets of 
the majority coalition. As such, it violated the duty of both the debtor and 

 
60 See Jackson v. Lugeling, 88 U.S. 616 (1874). 
61 UCC 1-201(20); 1-304. The Uniform Commercial Code applies to any transaction that creates a 

security interest in personal property, as virtually every syndicated loan does. 
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the coalition to act in good faith according to reasonable standards of fair 
dealing.62 

 Arguments grounded on good faith, however, have met with only 
limited success so far.63 The rise of private debt and recent cases of 
advantage-taking by majority coalitions, however, may change matters.64 
Empowering courts to invoke the duty of good faith is not the same as 
asking the judge to play tennis without a net. Outside of bankruptcy, good 
faith serves as a marker for the general ability of courts to flesh out 
necessarily incomplete contracts. As Arthur Corbin explained, “[P]arties 
occasionally have understandings or expectations that were so fundamental 
that they did not need to negotiate about those expectations.”65 

Parties are not able to imagine in advance every sort of maneuver that 
constitutes advantage-taking, so it makes sense that they do not have to 
write contracts that spell out in chapter and verse all the ways in which 
their contracting opposites are forbidden from playing gotcha games.66 In 
every contractual relationship, some things are so much a part of the warp 
and woof of the contractual relationship that they go without saying. At 
bottom, discovering good faith duties is the same thing as identifying implicit 
contract terms. As Richard Posner explained: 

[W]hether we say that a contract shall be deemed to 
contain such implied conditions as are necessary to make 
sense of the contract, or that a contract obligates the parties 
to cooperate in its performance in “good faith” to the extent 
necessary to carry out the purposes of the contract, comes 
to much the same thing. They are different ways of 
formulating the overriding purpose of contract law, which 
is to give the parties what they would have stipulated for 
expressly if at the time of making the contract they had had 
complete knowledge of the future and the costs of 

 
62 This question is now before the Eleventh Circuit. See Excluded Lenders v. Serta Simmons 

Bedding LLC, No. 23-90012 (11th Cir. April 26, 2023) (granting order to appeal pursuant to 28 U.S.C. 
§ 158(d)). 

63 See, e.g., In re LATAM Airlines Group, S.A., 643 B.R. 756, 773 (S.D.N.Y. 2022) (bankruptcy 
judge’s finding of good faith was not clearly erroneous). 

64 See LCM XXII Ltd. v. Serta Simmons Bedding, LLC, 2022 WL 953109, at *15 (S.D.N.Y. Mar. 
29, 2022) (court declines to dismiss Plaintiffs’ claim for breach of the implied covenant of good faith and 
fair dealing). 

65 Corbin on Contracts § 570, quoted in Katz v. Oak Indus. Inc., 508 A.2d 873, 880 (Del. Ch. 1986). 
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negotiating and adding provisions to the contract had been 
zero.67 

When interpreting a bond indenture, the Delaware Chancery Court put 
forward a test for “good faith” that captured the same idea: 

[Courts need to ask whether it is] clear from what was 
expressly agreed upon that the parties who negotiated the 
express terms of the contract would have agreed to 
proscribe the act later complained of as a breach of the 
implied covenant of good faith—had they thought to 
negotiate with respect to that matter. If the answer to this 
question is yes, then . . . a court is justified in concluding that 
such an act constitutes a breach of the implied covenant of 
good faith.68 

Answering such a counterfactual question, of course, is not easy, but this is 
the task at hand. 

But courts must first gain their bearings before they ask whether anyone 
is acting in bad faith. Courts should not strike down a plan merely because 
it leaves some parties worse off after the fact. Ex post transfers between the 
parties are not necessarily something parties would prohibit in a fully 
dickered agreement. Sophisticated parties can account for these in their 
original bargain. A sensible understanding of good faith requires asking 
what sorts of plans parties would want to prohibit before the fact. 

The contours of good faith duties are complicated in a world in which 
CLO managers find themselves in the same class as activist hedge funds. As 
noted, CLO managers do less monitoring, and they are most likely to be the 
losers when a majority coalition engages in creditor-on-creditor aggression. 
This cost, however, should not be exaggerated. CLO managers can exit and 
transfer their debt into the hands of activist investors well equipped to look 
out for their own interests. Debt trades. The creditor that holds a relatively 
small portion of the debt can leave when the debtor is distressed and activist 
traders enter the scene. Moreover, CLO managers free-ride on the activism 
in the hedge funds. One can look at the risk of expropriation as the price 
that they pay for this service. 

There is still room for good faith to operate, however. A court might 
not be equipped to tell whether the majority coalition sold out the minority, 
but it can ensure that the majority is in fact a majority. Parties should not 
have to imagine all the ways in which the voting process itself can be 
corrupted before a court should be able to step in to ensure that the votes 
are properly cast and properly counted. Parties should be able to provide 

 
67 Market St. Assoc. Ltd. P’ship v. Frey, 941 F.2d 588, 596 (7th Cir. 1991). 
68 Katz v. Oak Indus. Inc., 508 A.2d 873, 880 (1986) (citations omitted). 
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that consent of a majority is necessary to amend a contract without having 
to list all the sham transactions that might be put together to create the 
appearance of a majority. 

Revlon is an example of a case where judicial intervention may be 
sensible. Revlon’s debt was trading for 43 cents on the dollar, and a majority 
of the creditors, albeit a bare majority, had lost patience. They formed a 
coalition to oppose the debtor’s efforts to restructure its debt. The debtor 
resisted them by making common cause with a coalition of creditors who 
fell just short of constituting a majority. The debtor then exploited its ability 
under the loan document to issue additional debt. To give the minority 
coalition the necessary power to bind the group, the debtor issued just 
enough additional debt to its creditor coalition to transform it into the 
holder of a majority of the debt. Even though the debt was trading at a large 
discount, there were takers for it as the debtor promised to pay this new 
debt in full shortly after the plan was consummated. The creditors making 
this new “loan” were not exposing themselves to any credit risk. 

In this fashion, the debtor was able to gain the votes it needed to acquire 
the refinancing it needed to put off what was likely an inevitable day of 
reckoning. The majority coalition that struck the deal with the debtor 
obtained a senior position in the capital structure, one that gave it the upper 
hand in Revlon’s subsequent bankruptcy. And the stranded minority 
coalition was left holding crumbs.69   

If presented with the issue, a court might have found the debtor’s 
obtaining of consent in this fashion was not done in good faith.70 A court 
might do this even if it accepted the prevailing view that the good faith duty 
outside of bankruptcy is exceedingly narrow. Striking down such a 
transaction is not the same as second-guessing contractual language or 
introducing fuzzy notions of fair play into dealings between adults. The new 
loan Revlon needed to transform the minority coalition into a majority was 
no loan at all. No one extends a dollar at arm’s length in return for a promise 
that trades at only 43 cents on the dollar. A “loan” that no sane commercial 
actor would make and that disappears in a nanosecond should not enjoy the 
voting power that comes with an actual loan in which creditors are putting 
their capital at risk. 

Any approach to creditor-on-creditor aggression should pay attention 
to the stakes. When the expropriation takes place within a class of creditors 

 
69 This was at least the view of the disappointed minority lenders. See UMB Bank v. Revlon, Inc., 

No. 20-cv-06352 (S.D.N.Y. Aug. 12, 2020), Complaint, ECF No. 1 at 6–8. 
70 The minority lenders settled before the matter was fully litigated. See Dietrich Knau, Revlon 

reaches lender settlement, sends bankruptcy plan to vote, REUTERS, Feb. 21, 2023, available at 
https://www.reuters.com/markets/deals/revlon-reaches-lender-settlement-sends-bankruptcy-plan-
vote-2023-02-21/. 
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and can be anticipated and priced in advance, the welfare costs should be 
modest. The risk is diversifiable. The mere fact that some creditors win and 
some lose should not trouble anyone greatly. The largest risk in fact may be 
the rent-seeking problem. The amounts one creditor can capture from 
another are sufficiently eye-popping that they are worth fighting for. And 
once they are worth fighting for, creditors are willing to spend resources, 
both attempting to capture value from others and guarding against others 
taking it from them. These are deadweight losses. The problem of rent-
seeking and creditor-on-creditor aggression is particularly salient in 
bankruptcy, and the next Part of this paper addresses it. 

III. CREDITOR-ON-CREDITOR AGGRESSION IN BANKRUPTCY 

Negotiations among creditors and their common debtor also take place 
in bankruptcy. Bankruptcy judges must take several steps back, take stock, 
and ensure everyone is acting in good faith. As the Supreme Court 
explained long ago, bankruptcy judges cannot be “mere silent registrars” of 
the debtor’s plan. Plans are “absolutely subject to the independent judgment 
of the court,” and the court must “see to it that all equitable rights in or 
connected with the property are secured.”71 

Ensuring creditors act in good faith, however, presents a strikingly 
different challenge in bankruptcy. In contrast to a credit agreement that 
provides an elaborate mechanism to limit the debtor’s freedom of action, the 
only explicit directive for the judge is a provision of the Bankruptcy Code 
that requires the judge to determine whether, in a particular case, the 
debtor’s plan provides the “same treatment” for each claim. The minority’s 
protection lies not in contractually created sacred rights, but in a simple rule 
that all claims receive the same treatment. Section 1123(a)(4) works in the 
same fashion as pari passu clause in a contract, but parties have no ability to 
refine it as they can with sacred rights in a loan agreement.72 The inflexibility 
of § 1123(a)(4) or any other simple statutory rule puts pressure on the judge 
to exercise more oversight over bargaining between the parties. 

LATAM Airlines illustrates how controlling creditors can extract 
value from minority creditors in bankruptcy.73 The debtor’s plan required 
raising additional cash. To ensure the availability of the funds, the debtor 
approached a coalition of creditors whose support was critical to ensuring 
that the plan could be confirmed without an expensive cramdown hearing. 

 
71 See Louisville Tr. Co. v. Louisville, New Albany & Chicago Ry. Co., 174 U.S. 674, 689 (1899). 
72 The Bankruptcy Code also forbids plans that treats classes at the same priority level differently 

with its ban on “unfair discrimination.” 11 U.S.C. § 1129(b)(1). This provision, however, applies only 
across classes. It has no applicability to creditors within a class. 

73 In re LATAM Airlines Group, S.A., 643 B.R. 756, 767 (S.D.N.Y. 2022). 
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The plan offered a treatment for all the claims in the class, whether those 
holding it belonged to the coalition or not. In addition, the debtor promised 
to pay the majority coalition a fee in return for their willingness to invest 
new cash if no one else appeared. 

In the language of investment bankers, the majority coalition agreed to 
“backstop” the rights offering. For the backstop, the controlling creditors 
pocketed a fee of several hundred million dollars. The Bankruptcy Code is 
organized around claims, not creditors, and courts interpreting § 1123(a)(4) 
have focused narrowly on the treatment of the claim itself, not whether the 
creditor was receiving a benefit wearing some other hat.74 Even though not 
everyone in the class had the chance to participate in the backstop, every 
claim in the class received the same payout. The controlling coalition argued 
that the plan therefore met the requirement that each claim receive the same 
treatment as § 1123(a)(4). When seen through this lens, it was not relevant 
that only some of the class was being paid for providing a backstop. 

The minority that was not given the chance to participate in the 
backstop, however, argued the plan was not proposed in good faith. 
Although each step (identical treatment under § 1123(a)(4) and an arms’ 
length payment for a backstop) might appear regular, the effect of the entire 
transaction was to transfer wealth from the minority to the majority. The 
amount paid on each claim was small, and the fee for the backstop was 
large.75 Looking beyond form to substance, the majority coalition was in 
effect taking a side payment in return for its support of the plan. The 
majority’s vote was being bought, and the money to pay for the vote was 
coming out of the pockets of the minority creditors. Such a plan, the 
minority creditors argued, was not made in good faith. 

Exactly how the judge should police creditor coalitions in bankruptcy, 
however, is not easy to say. A backstop provides certainty. Like any other 
put option, however, the debtor must pay for it, and those most willing to 
sell it may be those who know the debtor best. The debtor’s best option 
may be to buy the backstop from a preexisting creditor. 

 
74 See, e.g., In re Adelphia Communications Corp., 368 B.R. 140, 249-50 (Bankr. S.D.N.Y. 2007) 

(“[T]he statute does not require identical treatment for all class members in all respects under a plan and 
that the requirements of § 1123(a)(4) apply only to a plan’s treatment on account of particular claims or 
interests in a specific class—not the treatment that members of the class may separately receive under a 
plan”) (footnote omitted). 

75 The fee was only 20 percent of the total rights offering, and a fee of 20 percent was comparable to 
backstops that other courts approved. The minority pointed out, however, that the creditors in the 
coalition were already planning to buy 80 percent of the rights offering for their own account. Assuming 
they did this, they faced virtually no downside risk from issuing the backstop. If no buyer for the 
remaining 20 percent appeared, the majority would be required to take the unclaimed securities, but they 
would have to pay an amount equal only to what they received for issuing the backstop. In other words, 
either they would get either the payment for the backstop or 20 percent of a rights offering they already 
wanted for free. 
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Buying a backstop from a related party would not be a problem if 
backstops were easy to value, but they are not. A court cannot easily tell 
whether the majority coalition is being paid a sensible price for the risks it 
is bearing. Pricing a backstop must be done without many familiar 
benchmarks. Something as bespoke as a backstop for a plan of 
reorganization does not have a readily available market price. The value of 
a distressed firm fluctuates in a way the value of a healthy firm does not. 
This makes valuing a backstop hard. It may not be possible to know whether 
the debtor’s payment is an underhanded way to pay the majority coalition 
for its support of the plan. 

Many of these difficulties would disappear if the minority were allowed 
to participate on equal terms. Indeed, if bargaining were frictionless, it would 
seem affirmatively desirable to give everyone a chance to participate on 
equal terms. Bargaining, however, takes place in a world in which there are 
many frictions. The value of a put changes continuously. The majority 
coalition that commits to providing a backstop at a set price when the plan 
in first formed is not in the same position as a late-arriving minority creditor 
that wants the same chance to buy the backstop at some later time. 

The Bankruptcy Code and the decided cases give each judge wide 
latitude. It is possible that judges can craft a variety of different approaches 
to the problem, each of which is equally effective. The judge is a repeat 
player. Some judges might establish hard rules, believing that these provide 
the best environment for parties seeking to reach deals with one another.  

For example, the judge might make plain her hostility to any plan in 
which the debtor offers to sell backstops to a majority coalition without 
giving the minority a chance to participate in the sale on the same terms. If 
a judge can lay out such ground rules, parties will not spend resources trying 
to use backstops as a back channel to expropriate value. Some valuable 
backstops might be lost in the process, but it may come at acceptable cost if 
the judge is otherwise adept at motivating the parties to get a deal done. 

In assessing whether it makes sense for a bankruptcy judge to impose 
such a rule, however, it is important to recognize that preventing backstops 
from enriching the majority coalition at the expense of the minority is not a 
goal in itself. Once a class of claims held by sophisticated creditors is in 
bankruptcy and the class as a whole is enjoying its nonbankruptcy 
entitlements, it may be more important to avoid costly rent-seeking among 
the players than ensure that the court scrupulously respects the individual 
entitlements of each creditor holding claims in the class.76 For this reason, 

 
76 Recent efforts to discredit the bankruptcy scholarship of the 1980s revolve around this theme of 

privileging the negotiating environment over obsessing about nonbankruptcy entitlements. See, e.g., 
Anthony J. Casey, Chapter 11’s Renegotiation Framework and the Purpose of Corporate Bankruptcy, 
120 COLUM. L. REV. 1709 (2020). 
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an outright ban on backstops may make sense only to the extent it 
establishes an environment in which parties can bargain with each other 
with a minimum of frictions and rent-seeking. To achieve this goal of settling 
on value-maximizing plans quickly and cheaply, a bankruptcy judge, far from 
banning backstops that enrich a majority coalition, might do exactly the 
opposite. A bankruptcy judge might be able to embrace backstops warmly, 
permit massive transfers, and still be every bit as effective with respect to 
what matters as a judge who flatly prohibited them.  

 Consider an extreme case. The bankruptcy judge appoints a mediator 
to oversee the negotiations, and the mediator, a well-respected retired 
bankruptcy judge of impeccable integrity, announces she will hold a meeting 
in a conference room at a particular time and place. Any creditors who are 
interested can line up outside the conference-room door at the appointed 
hour. The mediator warmly greets the creditors when she arrives, and she 
randomly invites individual creditors into the conference room until those 
in the room hold two-thirds of the claims in the fulcrum class.77 Once the 
creditors are inside the conference room, the mediator tells them a deal will 
be struck that afternoon. If any creditors do not want to strike a deal, they 
are free to leave, and the mediator will invite others to replace them. 

The bargaining begins, and a plan emerges. Those managing the 
company will be given a soft landing. The plan gives each creditor a choice 
between a certain number of cents on the dollar in cash or a share of stock 
in the new company for each dollar it is owed. To make this choice possible, 
the debtor needs a backstop so it will have the cash to the extent some of 
the existing creditors opt for the cash rather than the stock. Those in the 
room agree to provide the backstop for a few. 

This plan has attractive features for outsiders, such as small trade 
creditors and even CLO managers. Outsiders have no easy way to tell how 
much the stock in the firm is worth. The plan proponent can say it is worth 
a certain amount, but talk is cheap.  Moreover, an outsider may have no 
interest in holding stock in the reorganized company. A plan that gives the 
outsider a choice reduces doubt that the outsider has about value of what it 
is receiving at the same time it makes it easier for the creditor to liquidate its 
position. 

But everything turns on how much the debtor is paying the creditors 
inside the room for the backstop. Benchmarking all transactions against the 
market is a reliable way to prevent mischief, even if the division of the 
bankruptcy estate proper is not the issue at hand. A debtor should sell or 
buy assets only at market. The sale of any interest in a reorganizing 

 
77 If two-thirds of the creditors vote in favor of the plan, the judge can confirm it over the objection 

of a minority as long as everyone is paid more than they would receive in a liquidation. 11 U.S.C. §§ 
1126(c); 1129(a)(7), (a)(8). 
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company, whether it is a conventional equity or debt instrument or whether 
it is a more exotic beast like a backstop, is suspect if it is made for less than 
its market price.78 But the judge has only a limited ability to put a fair price 
on backstops.  

The market price of a backstop turns critically on volatility. Sooner or 
later, the ability to rely on market prices runs out. At this point, bankruptcy 
judges have no choice but to oversee a bargaining game in which the players 
know more than they do. It may not be possible both to capture the benefits 
of such things as backstops and prevent value leakage. Again, those in the 
conference room are neither Boy Scouts nor Good Samaritans. Creditors 
are lining up outside the door because they think there is a good deal to be 
had. One can be confident that some value is being transferred. The 
creditors in the majority end up with more and those in the minority end up 
with correspondingly less.  

This might seem a reason for the judge to refuse to confirm the plan. But 
diversion of value should not necessarily be a showstopper. Under this 
hypothetical, a reorganization was put together in a single afternoon in a 
conference room. There is no risk assets will be inefficiently deployed. The 
conference room creditors become the owners of the firm, and they have 
every incentive to ensure that the assets of the firm are put to their highest 
and best use. And there is no violation of the absolute priority rule. The 
equityholders were wiped out. Crucially, no creditors spent any money 
jockeying for position apart from the cost of lining up outside the conference 
room.  

To be sure, some similarly situated creditors received more than others. 
Such non pro rata distributions violate deeply seated bankruptcy norms. In 
a perfect world, we would not tolerate them. But our world is not perfect. 
This hypothetical reorganization was successful by every other metric. It 
was quick, cheap, and successful. Moreover, the mediator chose the 
members of the winning coalition randomly. The creditors who were part 
of the majority coalition were simply lucky. 

The dissenting creditors do lose out, but in this respect their position is 
no different from anyone who loses a lottery. The only difference is that the 
person drawing the balls from the urn was a court-appointed mediator. 
Because all the creditors are at the same priority level, there should be no 
effect on the willingness of creditors to invest in the first place. Before the 
fact, each was as likely to be invited into the conference room as any other. 

 
78 It has become a generally accepted principle of reorganization law that transfers must take place 

for “top dollar.” Bankruptcy judges are required to access the market wherever possible and to titrate 
their decisions against the market. This is the contemporary understanding of the Supreme Court’s 
decision in 203 North LaSalle. Bank of America v. 203 North LaSalle St. P’ship, 526 U.S. 434 (1999). 
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The point here is not to suggest such heavy-handed mediation is the 
best way to reorganize a distressed firm. Instead, it is to underscore that the 
enterprise in bankruptcy when it comes to policing coalition formation is 
altogether different from the challenge outside of bankruptcy. Each 
bankruptcy judge should be predictable and consistent and ensure a process 
that leads to speedy and effective reorganizations, but it may not be essential 
that each bankruptcy judge does this in the same way. In the end, the most 
desirable outcome might be a world in which each bankruptcy judge sets her 
own rules within established bounds, just as each referee has her own 
practices about what conduct merits cards and what does not. What may 
be optimal is an unusual combination of standards and rules—entrusting 
bankruptcy judges with discretion, but with each judge using this discretion 
to lay down her own clear rules. 

This idea, however, that bankruptcy judges have alternative paths to 
minimizing creditor-on-creditor aggression must be qualified in a significant 
way.79 The Bankruptcy Code encourages parties to negotiate with each 
other in advance of bankruptcy. Before the petition is even filed, parties can 
agree to the shape of the reorganization. The debtor and key creditors agree 
on a general structure for the reorganization, the key components of the 
plan, and a pathway for gaining additional support. The agreement both lays 
out the details of a plan and sets the timetable for the reorganization. A 
controlling coalition and the debtor can, however, use such plans to tie the 
judge’s hands.  

A key component of the pre-bankruptcy planning is the debtor-in-
possession financing. A successful reorganization depends critically upon 
the debtor lining up financing for the reorganization before it begins, and 
this often requires the help of the controlling creditor coalition. This 
coalition can reserve the right to terminate the financing if the bankruptcy 
judge refuses to approve a generous backstop.  

Once the backstop is part of a restructuring support agreement, the 
judge’s decision to reject the backstop has collateral consequences. If the 
backstop is rejected, the debtor risks losing its financing and the ability to 
conduct its operations going forward. The debtor might have negotiated a 
different financing package, but when the matter is presented to the 
bankruptcy judge, it is too late. A refusal to approve the restructuring 

 
79 It has long been argued that it makes sense to allow parties to contract for their own bankruptcy 

process. This extensive literature begins with Robert K. Rasmussen, Debtor’s Choice: A Menu 
Approach to Corporate Bankruptcy, 71 TEX. L. REV. 51 (1992). Central to these arguments, however, 
is the idea that such a bargain among creditors and their common debtor should take place before anyone 
has parted with their capital. Matters are altogether different when bargaining takes place just on the eve 
of bankruptcy. 
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support agreement and the backstop it envisions may sink the Chapter 11 
before it even starts.  

It is hard for bankruptcy judges to prevent parties from painting them 
into such a corner. Bankruptcy judges do a tolerably good job of policing 
misbehavior over the parties after the bankruptcy begins, but incentivizing 
good behavior before the fact is another matter. In theory, individual 
bankruptcy judges might develop strategies to keep from being put in such 
positions. Among other things, bankruptcy judges can develop a reputation 
for calling the bluff of creditor coalitions that try to force their hands. After 
all, it is the lender, and not the judge, who stands to lose if the reorganization 
fails and the debtor is liquidated.  

IV. CONCLUSION 

The new arena for gladiatorial combat in the reorganization world lies 
in the shadow of reorganization. Parties jockey for position and attempt to 
form coalitions between themselves and between themselves and their 
common debtor. The winners stand to benefit handsomely once the 
reorganization begins. No one should shed any tears for the losers in this 
game of thrones. The losers, like the winners, are overwhelmingly 
sophisticated investors who can anticipate the costs of such combat and 
price it accordingly. But such conflicts produce deadweight loss. The need 
to keep such mischief in mind is one more burden that bankruptcy judges 
must bear. 

There are no silver bullets here, but recognizing the fundamental 
difference between contractual provisions agreed upon at the outset and 
legal rules that govern negotiations once bankruptcy begins may be a useful 
place to start. Contract terms respond to market forces over time. Judges are 
well-counseled to put on narrow visors when interpreting contracts that are 
themselves commodities that are bought and sold in a market. They should 
be reluctant to exercise much discretion when it comes to interpreting them. 
Policing negotiations in bankruptcy, however, is a different matter 
altogether. Statutory commands, while similarly subject to interpretation, do 
not change dynamically the way contracts do. A contractual pari passu 
clause can evolve, but the statutory requirement that claims be treated the 
same is essentially frozen. Hence, a judge should have more latitude to find 
treatment unequal in interpreting § 1123(a)(4) than a corresponding terms 
in a contract.  

Similarly, assessing whether past behavior violated the contractual duty 
to act in good faith is altogether different from the Bankruptcy Code’s 
mandate that plan negotiations be undertaken in good faith. When a new 
form of mischief is discovered, the contract can change quickly to prevent it, 
but the statute changes slowly, if at all. Controlling misbehavior once 
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contractual constraints disappear is a bigger problem and requires a greater 
exercise of judicial discretion.  

Discretion is necessary because it is not possible to advance the 
competing goals of bankruptcy simultaneously. We should not expect 
bankruptcy judges to make the necessary trade-offs the same way. The 
available benchmarks—even those of the market—often fall short. And the 
goals often stand in tension with one another. Resolving such tensions is 
the Sisyphean challenge from which judges cannot escape. 


