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Abstract

Bankruptcy reallocates value in a faltering firm. The bankruptcy apparatus
eliminates some claims and alters others, leaving a reduced set of claims to match the
firm’s diminished capacity to pay. This restructuring is done according to statutory and
agreed-to contractual priorities, so that lower-ranking claims are eliminated first and
higher ranking ones are preserved to the extent possible. Bankruptcy scholarship has long
conceptualized this reallocation as a hypothetical bargain among creditors: creditors
agree in advance that if the firm falters, value will be reallocated according to a fixed set
of predetermined rules and contracts. In any given reorganization case, creditors may
contest how the priority rules are applied — arguing over which creditor is prior and by
how much. But once creditors’ relative status under the fixed priority rules is determined
or compromised, the lowest-ranking financiers are eliminated. If there is not enough value
left to go around for a group of equal-ranking creditors, creditors in that lowest-ranked
group share proportionately.

In this paper, we argue that over the long haul, the normal science of Chapter
11 reorganization differs from this creditors’ bargain. The bargain is never fixed because
creditors regularly attempt to alter the priority rules and often succeed. Priority is in fact
up for grabs. Bankruptcy should be reconceptualized as an ongoing rent-seeking contest
in which creditors continually seek to break priority — to obtain categorical changes in
priority rules in order to jump themselves ahead of competing creditors. Creditors seek to
break priority by inventing innovative transactional structures, by persuading courts to
validate their priority jumps with new doctrine, or by inducing Congress to enact new
rules. Because these breaks are often successful, creditors must continually adjust to other
creditors’ successful jumps. They can adjust to a priority break either by accepting it and
modifying their terms for future transactions, or by attempting to suppress it with
countermeasures. In recent years, major priority jumps have come from transactional
innovation — such as special purpose vehicles — and from judicial sanction — via roll-
up financing and critical vendor payment doctrines. And they have come from lobbying
Congress. Financial industry participants obtained jumps from Congress for derivatives
and repurchase agreements in the 1980s and 1990s, concessions that facilitated the
financing that exacerbated the 2007-2009 financial crisis. Priority jumping, and the
subsequent acquiescence, reaction, and reversal, are also part of bankruptcy history, from
the equity receivership to the chapter X reforms of the 1930s to the 1978 Bankruptcy
Code.

We explain how priority jumping interacts with finance theory and how it
should lead us to reconceptualize bankruptcy not as a simple, or even a complex,
creditors’ bargain, but as a dynamic process with priority contests fought in a three-ring
arena of transactional innovation, doctrinal change, and legislative trumps. The process
of breaking bankruptcy priority, of reestablishing it, or of adapting to it is where
bankruptcy lawyers and judges spend a large portion of their time and energy. While a
given jump’s end-state (when a new priority is firmly established) may sometimes be
efficient, bankruptcy rent-seeking overall has significant pathologies and inefficiencies.

Electronic copy available at: http://ssrn.com/abstract=2254555
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Breaking Bankruptcy Priority:
How Rent-Seeking Upends the Creditors’ Bargain

Mark J. Roe " and Frederick Tung

INTRODUCTION

Bankruptcy priority rules are fixed — or so it seems. Absolute priority is
central to the structure of business reorganization and is, quite appropriately,
bankruptcy’s most important and famous rule.' Because a firm in bankruptcy lacks
sufficient assets to repay all its creditors, priority rules determine the order of payment.
The absolute priority rule commands that when distributing value in bankruptcy,
claimants’ priorities outside of bankruptcy are honored inside bankruptcy.2 The rule is
sufficiently ingrained in bankruptcy thinking that, as its name suggests, priority must
be immutable. It is absolute. On this view, the normal science of Chapter 11 corporate
reorganization involves primarily the resolution and compromise of legal and factual
ambiguities relating to creditors’ competing priorities. The absolute priority rule
provides the fixed framework within which the players negotiate the plan of
reorganization and within which the judge evaluates it.’

The immutability of priorities is so central to our understanding of corporate
reorganization that violations of absolute priority are troubling,4 deserving careful
study and detailed explication. “Explaining ... deviations [from absolute priority] has
been a central preoccupation of reorganization scholars for decades.” The incidence
and magnitude of bankruptcy distributions not conforming to absolute priority are

" Professor, Harvard Law School.

** Professor, Boston University School of Law.

' N. Pac. Ry. Co. v. Boyd, 228 U.S. 482, 502 (1913) (“[A] transfer by stockholders from
themselves to themselves cannot defeat the claim of a nonassenting creditor.”); Case v. L.A. Lumber Prods.
Co., 308 U.S. 106, 116 (1939) (absolute priority rule is the fixed principle for evaluating reorganization
plans); G. Marcus Cole, Anna Nicole Smith Goes Shopping: The New Forum-Shopping Problem in
Bankruptcy, 2010 UTAH L. REV. 511, 512 (2010) (absolute priority has been a foundational element of
corporate reorganization since bankruptcy laws have existed in the United States); David Gray Carlson,
Bankruptcy’s Organizing Principle, 26 FLA. ST. U. L. REV. 549 (1999); Bruce A. Markell, Owners,
Auctions, and Absolute Priority in Bankruptcy, 44 STAN. L. REV. 69, 74 (1991) (absolute priority rule as
foundational).

? The absolute priority rule mandates that absent the consent of senior creditors, junior creditors are
entitled to no bankruptcy distribution unless and until senior creditors are paid in full. Bankruptcy Code,
§ 1129(b).

> DAVID G. EPSTEIN, STEVE H. NICKLES, & JAMES J. WHITE, BANKRUPTCY § 11-25 (1993);
DAVID L. BUCHBINDER, A PRACTICAL GUIDE TO BANKRUPTCY 311-14 (1990).

* See, e.g., Allan Eberhart et al., Security Pricing and Deviations from the Absolute Priority Rule in
Bankruptcy Proceedings, 45 J. FIN. 1457 (1990); Lawrence A. Weiss, Bankruptcy Resolution, 27 J. FIN.
ECON. 285 (1990).

* Douglas G. Baird & Donald S. Bernstein, Absolute Priority, Valuation Uncertainty, and the
Reorganization Bargain, 115 YALE L.J. 1930 (2006).



2 Breaking Bankruptcy Priority

repeatedly analyzed in both the legal and finance literature.® Oftentimes investigators
explain why their results, when properly analyzed, did not violate priority after all.”
Deviations beg for correction.

Despite this perception that bankruptcy’s priority rules are fixed, they are in
fact regularly contested. Important ones regularly change. Of course, local priority
disputes occur unremarkably: courts routinely apply settled priority law to contested
facts to resolve claims in particular cases. But this commonplace phenomenon is not
the process that we have in mind. Beyond the normal science of litigation and
negotiation over the application of settled rules to particular facts, the process we
suggest involves changes in priority rules that affect distributional rights globally. The
bankruptcy process is in fact rife with rent—seeking, as creditors and their professionals
contest existing distribution rules and seek categorical changes to improve their private
bankruptcy returns. Priority is not in fact absolute. It is often enough up for grabs.

This pursuit of priority change is continual and multi-dimensional, fought in
multiple legal forums — from the transactional lawyers’ offices to the bankruptcy
courts to Congress. Investors, creditors, and managers invent innovative transactions
that enhance their priority. They persuade judges that old priorities are wrong and new
priorities are justified. And they turn to Congress to legislate new priority rules. This
rent-seeking process is understood to be central to corporate law, securities law, and
financial regulation® — particularly when legislatures and administrative agencies are
lobbied — but to date has not been central to our conceptualizations of bankruptcy.
With this article, we aim to remedy that.

Recent years have witnessed important, successful priority jumps through
doctrinal innovations in the courts. Trade creditors now regularly jump priority by
persuading bankruptcy courts to designate them as critical vendors to the debtor firm.
This entitles them to early and full payment of their prebankruptcy claims, instead of
the pro rata “10 cents on the dollar” that unsecured creditors typically receive in the
absence of any priority jump. At the same time, bank lenders have convinced judges to
“roll up” their unsecured prebankruptcy debts — debts that were quite likely not
entitled to priority payment — into new, secured, and highly-prioritized loans to the
debtor in bankruptcy.’

6 See, e.g., Brian L. Betker, Management's Incentives, Equity's Bargaining Power, and Deviations
from Absolute Priority in Chapter 11 Bankruptcies, 68 J. BUS. 161 (1995) (examining the cross-sectional
determinants of absolute priority deviations in Chapter 11 bankruptcies); Julian R. Franks & Walter N.
Torous, An Empirical Investigation of U.S. Firms in Reorganization, 44 J. FIN. 747 (1989) (finding
deviations from absolute priority); Lynn M. LoPucki & William C. Whitford, Bargaining Over Equity's
Share in the Bankruptcy Reorganization of Large, Publicly Held Companies, 139 U. PA. L. REV. 125, 126
(1990) (analyzing deviations from absolute priority empirically).

7 See, e.g., Betker, supra note 6 (arguing that shareholders’ priority jumps in Chapter 11 result
from creditors’ voluntary acquiescence to shareholders’ demands in order to speed up bankruptcy
proceedings); LoPucki & Whitford, supra note 6 (proposing several strategic explanations for priority
jumps).

¥ Richard L. Hasen, Lobbying, Rent-Seeking, and the Constitution, 64 STAN. L. REV. 191 (2012);
Robert H. Sitkoff, Corporate Political Speech, Political Extortion, and the Competition for Corporate
Charters, 69 U. CHIL L. REV. 1103 (2002).

® See infia Part ILB.1.
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Other interested parties have pursued priority jumping through private
ordering — sometimes within the formal bankruptcy process and sometimes outside it.
For example, when debtors have sold business units during the bankruptcy proceeding
via § 363 sales, favored creditors have sometimes had their claims assumed by the
acquirer as part of the sale, effectively jumping ahead of the disfavored creditors left
behind."® Structured finance deals crafted well before bankruptcy enable investor-
creditors of debtor-sponsored special purpose vehicles to enjoy priority over the
debtor’s other creditors should the firm find itself in bankruptcy.''

Creditors also go to Congress for favored treatment. The range and impact of
these congressional efforts have not been small: Legislative priority-jumping
facilitated the explosive growth of unstable financial techniques that preceded the
2007-2009 financial crisis. The massive derivatives market, for example, owes its
existence in part to Congress according super-priority to critical parts of the derivative
debt contract."” Similarly, the gargantuan repo market would not have been viable
without the extra priorities Congress accorded to repo debt,”” which figured
prominently in major financial firm failures during the financial crisis. Early in the
crisis, for example, Bear Stearns collapsed with an over-extended repo financing
structure, which triggered a “run on repo,” which imperiled a number of other financial
firms."* With a bankruptcy commission organized by the American Bankruptcy
Institute planning to submit a plan to Congress for a new Bankruptcy Code within the
next two years,15 one can expect more such rent-seeking to reveal itself soon.

Though the pursuit of priority jumps has become a regular activity for
bankruptcy lawyers, lobbyists, and interested creditor groups, scholars and policy
makers have not yet analyzed the generality of this rent-seeking activity or
incorporated it into our conceptualization of bankruptcy. Instead, bankruptcy’s
standard positive and normative conceptualization is contractarian,'® viewing

' Most § 363 sales do not proceed that way, but some do. See infi-a Part TL.B.3.

"' See infra Part I1.B.4.

"> Gary Gorton & Andrew Metrick, Regulating the Shadow Bankruptcy System, BROOKINGS
PAPERS ON ECONOMIC ACTIVITY, Fall 2010, at 261, 276-77. See also Mark J. Roe, The Derivatives
Market’s Payment Priorities as Financial Crisis Accelerator, 63 STAN. L. REV. 539 (2011); Timothy P.W.
Sullivan, Comment, Swapped Disincentives: Will Clearinghouses Mitigate the Unintended Effects of the
Bankruptcy Code’s Exemptions?, 80 FORDHAM L. REV. 1491 (2011); Bryan G. Faubus, Note, Narrowing
the Bankruptcy Safe Harbor for Derivatives to Combat Systemic Risk, 59 DUKE L.J. 801 (2010); Franklin
R. Edwards & Edward R. Morrison, Derivatives and the Bankruptcy Code: Why the Special Treatment, 22
YALE J. ON REG. 91 (2005).

¥ See infra Part 11.C.1.

" Id. Gary Gorton & Andrew Metrick, Securitized Banking and the Run on Repo, 104 J. FIN.
ECON. 425 (2012). Repos arise when a firm needing financing “sells” an asset to the financing source,
agreeing to repurchase that asset the next day. The repos get super-priority in bankruptcy, facilitating their
widespread use. Overnight financing of heavily-leveraged firms, such as Bear Stearns, Lehman Brothers,
and MF Global, makes them more fragile, subject to rapid failure.

'* Robert J. Keach & Albert Togut, Commission to Explore Overhauling Chapter 11, AM. BANKR.
INST. J. 36 (June 2011).

16 THOMAS H. JACKSON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW 17 (1986); Lynn M.
LoPucki, A Team Production Theory of Bankruptcy Reorganization, 57 VAND. L. REV. 741 (2004); Donald
R. Korobkin, Contractarianism and the Normative Foundations of Bankruptcy Law, 71 TEX. L. REV. 541
(1993); Thomas H. Jackson, Bankruptcy, Non-Bankruptcy Entitlements, and the Creditors’ Bargain, 91
YALE L.J. 857, 860, 866-67 (1982); Thomas H. Jackson, & Robert E. Scott, On the Nature of Bankruptcy:
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bankruptcy as “a system designed to mirror the agreement one would expect the
creditors to form among themselves were they able to negotiate such an agreement
from an ex ante perspective.”17

That the reality of rent-seeking remains unexamined is unsurprising. The
notion that priority could be regularly up for grabs across multiple forums clashes with
the more congenial conventional view of bankruptcy as a court-centered contract
enforcement mechanism, honoring the debtor’s obligations to the extent its limited
pool of value allows." We contend, however, that priority jumping is core to the
normal science of corporate reorganization.

Rather than viewing Chapter 11 as a set-piece application of fixed priority
rules within bankruptcy courts, the bankruptcy process should be seen as a continuing
struggle among creditor groups to break priority, both within and outside the courts.
Priority jumps are not isolated or idiosyncratic. We document their regularity in recent
years, and we revisit several historically important priority jumps. Pursuing or
maintaining priority jumps is a staple activity among organized creditor groups and
their professionals. These regular changes to bankruptcy priority not only alter
bankruptcy distributions but also attract resources in the competitive pursuit of further
favor from Congress and the courts. Priority jumps beget more priority-jumping
activity,19 either by successful creditors seeking more or by recently jumped creditors
seeking to reverse or minimize their loss from the latest priority jump.

It may seem counterintuitive to conceptualize priority-jumping activity as part
of the normal science of corporate restructuring. After all, politics occurs in Congress,
while bankruptcy practice occurs in the courts, or in the conference rooms where deals
are made and companies are financed. This court-centered, deal-oriented perspective is
an artifact of bankruptcy’s institutional setting. Other business-based administrative
processes are run not by courts but by government agencies that regularly interact with
affected constituencies and conduct public rule-making processes. Rent-seeking in this
setting is common and often transparent.21 In securities regulation and financial
regulation — kindred fields to corporate reorganization — the affected private parties
and their lawyers regularly lobby public officials to shape broad-based rules.
Administrative agencies like the Securities and Exchange Commission and the banking
regulators are headed by political appointees. The regulators effectively report to
Congress, on which they depend for their budgets. In contrast, courts run the

An Essay on Bankruptcy Sharing and the Creditors’ Bargain, 75 VA. L. REV. 155, 155-56, 160 (1989);
Douglas G. Baird, The Uneasy Case for Corporate Reorganizations, 15 J. LEGAL STUD. 127, 128 (1986);
Alan Schwartz, 4 Contract Theory Approach to Business Bankruptcy, 101 YALE L.J. 1807 (1998).

' Jackson, Creditors’ Bargain, supra note 16, at 860.

'® JACKSON, supra note 14, at 22 (“[I]n its role as a collective debt-collection device, bankruptcy
law should not create rights. Instead, it should act to ensure that the rights that exist are vindicated to the
extent possible.”).

' GORDON TULLOCK, RENT SEEKING 70-74 (1991).

% See, e.g., In re Lehman Bros. Holdings, Inc., 452 B.R. 31 (Bankr. S.D.N.Y. 2011) (denying
parties’ efforts to alter derivatives priority); /n re Lehman Bros. Holdings, Inc., 439 B.R. 811 (Bankr.
S.D.N.Y. 2010) (rejecting creditor’s effort to cast particular setoff as derivatives setoff permissible under §
560); In re Kmart Corp., 359 F.3d 866 (7th Cir. 2004).

2! FRANK R. BAUMGARTNER ET AL., LOBBYING AND POLICY CHANGE: WHO WINS, WHO LOSES,
AND WHY (2009).
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bankruptcy process. No one doubts that the financial industry is deeply involved in
constructing financial law and regulation. But the courts are removed from the political
process; they make rules primarily as a byproduct of litigation. So it seems natural to
view bankruptcy as a court-centered, largely apolitical process — one susceptible to a
largely contractarian understanding based on fixed rules.

But both courts and Congress have entertained all manner of priority-jumping
proposals in recent decades and have acted on many. Rent-seeking efforts play no solid
institutional favorites, occurring in every setting from which bankruptcy priority rules
issue — contracting, litigating, and legislating. 2

We briefly consider the consequences of jumping priority, from both
efficiency and political economy perspectives. A priority jump can lead to more
efficient risk allocation. Creditors disadvantaged by a priority jump adjust,” realizing
that they face greater credit risk than before the jump because a newly favored creditor
has moved ahead in the line for repayment. The jumped creditors adjust over time, in a
manner understood formally in the famous-in-finance, Nobel-Prize-winning
Modigliani-Miller irrelevance propositions. But if the jumped creditors adjust more
slowly than the nimble jumping creditors, then value transfers occur and such jumps
make for winners and losers. Often creditors adjust by rushing to join the favored
creditor classes. The resulting financing patterns can change firms’ financial structures,
sometimes for the worse.”*

This process can, however, be efficient if the cheaper credit from jumping
priority derives from lenders’ lowered costs of evaluating, monitoring, and managing
credit portfolios, and if those benefits outweigh the costs that the disfavored creditors
incur plus the social losses from creditors’ pursuit of priority jumps in the first place.25
Some priority jumps will be efficient, some inefficient. Creditors may seek a priority
jump, not because of its ultimate transactional efficiency, but because they can react
quickly and shift losses to less nimble creditors or because they enjoy a comparative
advantage in obtaining priority in one decisional forum or another. The less nimble
may suffer from institutional or cognitive scleroses that impede them from reacting
rapidly and effectively. The overall costs of priority-seeking may therefore not be
trivial. Especially when the process becomes competitive, the total cost spent pursuing
and contesting priority jumps may swamp any efficiency gains from streamlined credit
provision.26

Many, perhaps most, priority jumps in recent years show strong indicia of
having been overall inefficient, even if some were locally efficient in one deal or
another. Too many resemble the classic rent-seeking story applied to the costs of

2 On rent-seeking efforts generally, see Anne O. Krueger, The Political Economy of the Rent-
Seeking Society, 64 AM. ECON. REV. 291 (1974) (modeling the costs of competitive rent-seeking).

 Stockholders are typically out of the picture in a major modern bankruptcy, regardless of creditor
priorities.

** Cf. Roe, supra note 12.

> On the costs of rent-seeking, see generally JAMES M. BUCHANAN, ROBERT D. TOLLISON, &
GORDON TULLOCK, EDS., TOWARD A THEORY OF THE RENT-SEEKING SOCIETY (1980); CHARLES K.
ROWLEY, ROBERT D. TOLLISON & GORDON TULLOCK, EDS., THE POLITICAL ECONOMY OF RENT-SEEKING
(1987).

% See Krueger, supra note 22.
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monopolization: if monopoly profits are high enough, social resources will be over-
spent as parties pay for a chance of obtaining those monopoly proﬁts.27 We offer
examples of priority jumping in which rent-seeking costs are likely to have dominated
any transactional efficiencies. While we do not seek to evaluate fully the efficiency
implications of priority jumping, there is good reason to surmise that it generates many
inefficiencies and that priority jumping contributed to the emergence and explosive
growth of unstable financial techniques that contributed to the severity of the 2007—
2009 economic crisis.

* %k ok

A roadmap for this article: In Part I, we outline baseline absolute priority. We
show how fixed priority is central to the conventional static conceptualization of
bankruptcy. In Part II, we explain the integrated process of bankruptcy rent-seeking,
which incorporates transactional innovation, doctrinal innovation through litigation,
and legislative lobbying that produces new law. We also recount recent priority-
jumping episodes, showing that every major creditor type has contested priority in
recent decades. We situate these numerous priority jumps within our political
economic framework. In Part III, we explore the implications of breaking priority,
conceptualizing the findings from Part II. Bankruptcy, rather than just effecting a
contractarian creditors’ bargain, is a rent-seeking process, one with deep and wide
inefficiencies. Lastly, we conclude. Creditors regularly attempt to break bankruptcy
priority, and they often succeed. Breaking priority, reacting to the break,
counterattacking to restore a lost priority are central features of modern bankruptcy
practice. Without understanding the bankruptcy rent-seeking, priority-jumping process,
we cannot fully understand or reform corporate reorganization to make it as efficient
and as fair as possible.

1. BASIC PRIORITY

A. The Bankruptcy Code’s Basics

The Bankruptcy Code’s core principle is that distribution conforms to
predetermined statutory and contractual priorities, with creditor equality within each
priority class.”® Creditors cannot jump out of their class to obtain more value; they
receive payment only after higher-ranking creditors are paid. The Code formally defers
to state law priorities. For example, secured creditors’ state-created priority allows
them to be paid out of their state-based property interest in their collateral, to the
exclusion of the debtor’s unsecured creditors.” Other creditors may agree by contract

*7 Richard A. Posner, The Social Costs of Monopoly and Regulation, 83 J. POL. ECON. 807 (1975);
Gordon Tullock, The Welfare Costs of Tariffs, Monopolies, and Theft, 5 WESTERN ECON. J. 224 (1967).

*8 See American United Mut. Life Ins. Co. v. City of Avon Park, 311 U.S. 138, 147 (1940) (stating
general proposition that “a [class] composition would not be confirmed where one creditor was obtaining
some special favor or inducement not accorded to others, whether that consideration moved from the debtor
or from another.”).

¥ 11 U.S.C. [the “Bankruptcy Code”] § 506.
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to be paid only after more senior creditors are fully paid.*® These subordination
arrangements are common. Bankruptcy-specific rules prioritize favored creditors, such
as tax authorities and employees claiming unpaid back wages.”’ As bankruptcy
distribution moves down the priority ladder, for an unfortunate class that does not
receive full payment, creditors in the class share proportionately in the value
remaining,32 and lower priority classes receive nothing.

Section 1129(b) enacts these priority concepts, embodying the absolute
priority rule. A creditor class that is not paid in full under a plan is entitled to have the
judge rule that no lower-ranking claimant or equity interest may be paid a dime,” and
that no similarly situated creditor may be paid proportionately more.** The bankruptcy
judge is barred from confirming a proposed plan that violates either priority feature
over the objection of the not-paid-in-full creditor class.”

Conceptually, this statutory structure is unexceptional. The Bankruptcy Code
crisply and clearly sets up this priority scheme and proportionate sharing of
insufficient assets.® Creditors in a Chapter 11 proceeding understand the priority
ladder and come to terms with one another, resolving and compromising contractual
and situational ambiguities and cross-claims to present a plan of reorganization for the
bankruptcy judge to approve.”’ If claimants cannot agree on the facts, terms, or validity
of the pre-bankruptcy priorities, the court resolves the ambiguities. If the proposed
plan accords with the priority principle, with ratable sharing of losses among similarly
situated creditors, then the bankruptcy judge approves the plan, cramming it down on
any recalcitrant creditors who object to a plan that accords them their appropriate
priority. Indeed, policymakers see bankruptcy priority as fundamental to sound
business, with bankruptcy’s fundamental goal being to “[e]stablish[] a single, clear
hierarchy of payment.”® This clear hierarchy is needed to facilitate a rapid
reorganization of the failed firm in bankruptcy, as well as to facilitate smooth
financing outside bankruptcy.

** Bankruptcy Code, § 510(a).

*' Bankruptcy Code, § 507(a).

*2 Bankruptcy Code, §§ 1129(a).

*3 The statute’s formal language is:

[TThe court ... shall confirm the plan [over the objection of a creditor] [only] if the plan does
not discriminate unfairly, and ...
* ok %

(B)(i) the plan provides that each [dissenting creditor] receive or retain ... property of a
value ... equal to the allowed amount of such claim; or
(i1) [all] junior[s to the dissenting creditor] will not receive or retain ... any property[.]

Bankruptcy Code, § 1129(b). The bar to the reorganization plan “discriminat[ing] unfairly” gets its content
elsewhere. It requires that that incompletely compensated creditors either consent or have their claims paid
ratably with similarly situated creditors. H.R. Rep. 595, 95™ Cong., 1*' Sess. 415-18 (1977).

** Bankruptcy Code, § 1129(b) (plan cannot discriminate unfairly); H.R. Rep. 595, supra note 33.
*> Bankruptcy Code, § 1129(a).

*% Bankruptcy Code, §§ 726, 1129.

*7 Bankruptcy Code, §§ 1126, 1129(a)(8).

*¥ Elena Cirmizi, Leora Klapper & Mahesh Uttamchandani, The Challenge of Bankruptcy Reform,
THE WORLD BANK RES. OBSERVER, July 26, 2011, at 1, 4-5. Cf 1 MAX WEBER, ECONOMY AND SOCIETY
43, 327-29, 336-37 (Guenther Roth & Claus Wittich eds., 1978) (commerce depends on uniform, stable
rules and standards).
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The contractarian principles at the foundation of absolute priority, hence, are
simple.

B. Some Code Refinements

The Code articulates priority-related refinements beyond the basic rule of
absolute priority. For example, for secured creditors, a mechanism is needed to
ascertain whether their security is good;39 the court must value the security in close
cases. For new post-bankruptcy lenders to the cash-starved enterprise, their priority
must be established. (They rank, with some exceptions, prior to all pre-existing
creditors.”®) Similarly, post-bankruptcy suppliers would hesitate to supply needed
services, raw materials, or machinery unless they are assured of payment. The Code
offers such assurance.”' Specialized provisions govern the priorities for pension claims
and mass tort claims.*

With these refinements, then, the Code effects a largely contractarian structure
of claim priority.

% %k 3k

Bankruptcy can thus be seen as a set of fixed priority rules into which
creditors organize themselves. Most organize themselves via contract; statute accords
priority to a few typically noncontracting parties like tax authorities and tort claimants.
Once organized, the players take on their assigned risks, and if the enterprise suffers,
their pre-set priorities determine their distributions in the ensuing bankruptcy.

I1. PRIORITY JUMPING AND ITS POLITICAL ECONOMY

The basic priority structure detailed above is conventionally viewed as fixed
and static. We now counter that view, showing priority to be very much in flux. It’s
hard to find a basic priority rule that has not been pressured in recent decades, with
many being altered or replaced. We do not evaluate the efficiency of any priority jump
in this Part — an issue we take up in Part IIl. Instead, we demonstrate that priority
jumping is widespread, and we locate priority jumps within a general political
economy framework. We recount recent priority jumps to support our claim that
priority jumping is an important facet of bankruptcy’s normal science.” Bankruptcy
reorganization should be characterized as a rent-seeking process as much as a

* Bankruptcy Code, § 506.

40 Bankruptcy Code, §§ 364, 503, and 507. To the cognoscenti, these are the DIP (for debtor-in-
possession) lender provisions.

* Bankruptcy Code, §§503(b), 507(a).

* Bankruptcy Code, §§ 524(g), 1113, 1114, and [tax].

* For brevity’s sake, we relegate a number of historical examples of priority jumping to the
Appendix. Together with the instances exemplified in the text, these examples offer compelling evidence of
the regularity of priority-jumping activity and the centrality of rent seeking to a full understanding of
everyday bankruptcy process.
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contractual, financial process. The latter facet is now well understood; the former is not
yet even part of the discussion.

A. An Integrated Process of Bankruptcy Rent-seeking

Priority jumping costs something to creditors who pursue it.* They hire
expensive attorneys to design complex private arrangements for bankruptcy proofing
— e.g., special purpose vehicles (SPVs), which are just elaborately constructed priority
jumps — and roll-up DIP loans, through which a creditor has its nonpriority pre-
bankruptcy loans rolled into prioritized post-bankruptcy loans. Creditors pay attorneys
to argue for the doctrinal changes that bring about court-created priority jumps. And
creditors pay to lobby Congress when these other approaches fail. We can think of
these three mechanisms — innovative transactions, doctrinal mutation, and legislative
lobbying — as a single integrated rent-seeking process. The process is not unique to
bankruptcy, but it is not accorded the weight and analysis for bankruptcy that it
receives elsewhere.

Rent-seeking via priority jumping is typically socially costly, as it is in other
contexts, such as monopolization. Efficient competitors can sometimes capture an
entire market and monopolize it, because no other competitor can provide as good a
product. But inefficient competitors can monopolize a market as well by lobbying
legislatures for exclusive privileges. Examples abound, from the trading privileges of
the East India Trading Company of long ago to the licensing privileges in
telecommunications of recent decades. The costs of monopolies include more than just
the pricing, production, and resource allocation distortions they cause. When multiple
competitors see potential monopoly profits, they will invest in mechanisms to obtain
and preserve them — lobbying, excessive price wars, and so on. These costs are also
social costs of monopoly.

Transactional innovation can be the cheapest way to pursue a priority jump. If
a new type of credit transaction accords priority to the lender in a way that the
borrower’s preexisting creditors had not expected, then it’s priority jumping. Existing
creditors suffer a loss as they bear more risk with no commensurate price adjustment.
The new lender (and often the firm’s owners) transfers value from the older creditors
to itself.

Crafting a new transactional structure is likely to be cheap relative to litigating
or lobbying for a jump. If the transactional adjustment “takes” and is left unchallenged,
the priority-seeker wins. If the priority seeker’s innovation is challenged, then the
priority seeker can seek validation in court. If successful, the priority-seeking creditor

* In the efficiency-oriented analysis, these monopolies transfer value from consumers to
producers, and they reduce overall social value because, to get that transfer, the monopolist must reduce
production below what it could produce profitably and raise price beyond what it really needs to charge.
That lost production is the social cost of monopoly, in the traditional rendition.

Keith Cowl