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THE BANKRUPTCY

Chapter 11 bankruptcy has been a graveyard

THE ALABAMA LAWYER

30 January 2023

for far too many small businesses.
Too often, small businesses enter a
Chapter 11 bankruptcy case only
to have the bankruptcy case subse-
quently dismissed or converted to
liquidation in Chapter 7.

For several years prior to 2019, a
brew of practitioners, academics,
and judges weighed in on the proba-
ble causes of the high rate of failure
of small business reorganizations in
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SUBCHAPTER V:

A New Reorganization Model for Small Businesses

By Gary E. Sullivan

Chapter 11. Among other explana-
tions, traditional Chapter 11 cases
were deemed to be too expensive,
too complicated, and too drawn out
for a typical small business to fund
and survive. Following years of
commentary and studies designed to
recommend changes that could
make Chapter 11 more effective for
small businesses, Congress ac-
knowledged in 2019 that “small
business chapter 11 cases continue
to encounter difficulty in success-
fully reorganizing.™
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Help arrived. Seeking to stream-
line the process’ by which small
businesses reorganize, Congress
passed the Small Business Reorgan-
ization Act of 2019 [the “SBRA™].
The SBRA introduced a new small
business subchapter of Chapter 11
that was codified as Subchapter V.?
This subchapter provides a new
model for struggling small busi-
nesses seeking to reorganize.

Definition of “Small

Business” for Purposes
Of SubchapterV

Since the passage of SRBA, the
definition of small business — those
qualifying to file a small business
case under Subchapter V — has
expanded significantly. Using debt
as the measure of the size of a

business, the SRBA originally lim-
ited eligibility for Subchapter V to
businesses with non-contingent,
liquidated debts of no more than
$2,725,625.* Along came the pan-
demic and with it enactment of the
CARES Act. One provision of the
CARES Act expanded the non-
contingent, liquidated debt dollar
limit to qualify as a “small busi-
ness” for purposes of Subchapter
V to $7,500,000.° The higher dol-
lar amount definition of small
business was recently renewed and
will remain in effect until 2024.6

Key Features of
SubchapterV

In several important respects,
Subchapter V differs from the tradi-
tional Chapter 11 model. This arti-
cle highlights and briefly discusses
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some (but certainly not all) of the
features of this new small business
reorganization model.

One central difference is the role
of the bankruptcy trustee. In tradi-
tional Chapter 11 cases, existing
management (the Debtor-In-Pos-
session, or DIP) is empowered to
administer the bankruptcy case,
and the appointment of a bank-
ruptcy trustee is disfavored and
rarely occurs.

By contrast, Subchapter V re-
quires the appointment of a trustee
in every case, with the role of that
trustee including a novel duty to
“facilitate” development of a con-
sensual reorganization plan.

A second difference is the abro-
gation of the absolute priority rule
in Subchapter V cases, allowing
existing small business owners to
more confidently make additional
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investments in the future of the re-
organized business. Additionally,
Subchapter V vests the exclusive
power to propose a reorganization
plan in the debtor, thereby stream-
lining the confirmation process
and avoiding prolonged fights
over competing plans proposed by
creditors or other stakeholders.
Finally, Subchapter V enables
the modification of a mortgage on
the debtor’s principal place of res-
idence in certain circumstances.

SubchapterV Trustee :
Overseer and. ..

Mediator?

Subchapter V requires the ap-
pointment of a trustee in every
case.’ The length of a Subchapter
V reorganization plan is similar to
the length of plans in chapter 13
individual reorganization cases —
three to five years.

As for the trustee, the term
served by the Subchapter V trustee
is determined by the type of plan
confirmed. If a consensual plan,
agreed to by debtor and creditors
alike, is confirmed by the court,
the trustee’s duties end following
substantial consummation of the
plan.® If a contested plan is con-
firmed, the trustee’s roles continue
until the plan is complete.” Many
of the duties of a Subchapter V
trustee are “traditional” bankruptcy
trustee duties, including objecting
to claims, administering payments,
filing reports, and being heard on
various matters such as valuation
disputes, confirmation and any sale
of property of the estate.'’

In one important respect, however,
a Subchapter V trustee takes on a
duty foreign to trustees in Chapters
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7 or 11 or 13: the duty to “facilitate
the development of a consensual
plan of reorganization.”"!

The contours of what all a Sub-
chapter V trustee might do to “fa-
cilitate” the development of a
consensual plan are somewhat nas-
cent and evolving given that Sub-
chapter V was only codified a few
years ago. The Bankruptcy Code
provides little to no guidance.

Furthermore, during those few
short years, the pandemic, along
with the substantial monetary and
fiscal stimulus provided by the fed-
eral government, caused a sharp
drop in bankruptcy filings includ-
ing business filings. As a result, the
numbers of Subchapter V cases
filed since 2019 has been relatively
small; hence, caselaw discussing
Subchapter V trustees’ roles is pre-
dictably sparse.

Because the development of a
consensual plan requires that the
debtor and creditors reach an agree-
ment, some commentators view the
Subchapter V trustee’s facilitation
role as that of a mediator.' In this
regard, arriving at a consensual plan
of reorganization is simply “settling
the case” with the trustee serving as
mediator. Many of the practices and
techniques employed by mediators
in general will almost certainly
serve Subchapter V trustees well as
they attempt to bring debtors and
creditors together with the goal of
arriving at consensual plans of reor-
ganization in Subchapter V cases.

Goodbye, Absolute
Priority Rule; Hello,
Disposable Income

Another important reform
imbedded in Subchapter V is the

abrogation of the Absolute Priority
Rule [APR]. APR is a general
legal doctrine that requires that a
class of claimants in the capital
structure be paid in full before an
inferior class may receive value.
Chapter 11 requires that reorgani-
zation plans adhere to APR." In
the context of a garden variety
Chapter 11 case, APR requires, for
instance, that objecting unsecured
creditors receive full payment of
their claims before equity holders
can retain or receive any value.'*
A plan of reorganization that vio-
lates the APR cannot be con-
firmed. As a result, the owners of
a business in bankruptcy often
have a disincentive to make addi-
tional equity investments in sup-
port of the reorganization and may
even lose their equity to unsecured
creditors."

Subchapter V cases are free
from the limitations of the APR.
Owners of small businesses in
bankruptcy can now seek confir-
mation of plans of reorganization
that propose fresh investments
from equity holders regardless of
whether or not receiving value
from the new investments would
otherwise violate the APR.

Instead of applying the APR, Sub-
chapter V requires that a small busi-
ness dedicate all its “disposable
income” toward paying creditors for
a period of at least three years to as
long as five years.' This feature of
Subchapter V is similar to the chapter
13 individual reorganization model.
Central to this model is the quid pro
quo requiring that unsecured or
under-secured creditors accept less
than full payment in exchange for the
debtor’s promise to dedicate all dis-
posable income for a period of years
to the payment of creditors’ claims."’
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The Exclusive Right to
Propose a Plan of
Reorganization

In addition to being free from the
strictures of the APR, debtors in
Subchapter V also enjoy the exclu-
sive right to propose a plan of reor-
ganization.'® The ability to propose
a plan is a source of control in a
bankruptcy case. In a traditional
chapter 11 case, that control is
vested in the DIP for a limited pe-
riod of time, called the exclusivity
period.” Once the exclusivity pe-
riod lapses, creditors are free to
file their own competing plans.*
The ability to file a competing plan
provides a creditor leverage in sev-
eral ways, not least of which is the
ability to seek support from other
creditors to have the competing
plan confirmed.

By vesting the exclusive right to
file a plan in the debtor, Subchapter
V strengthens the debtor’s hand in
negotiations with its creditors.
Paired with the trustee, aka the con-
sensual plan facilitator, Subchapter
V debtors are placed in a strong po-
sition in terms of seeking consensus
among creditors regarding the terms
of a reorganization plan. Anecdotes
by bankruptcy practitioners support
the notion that plans are being con-
firmed more quickly and more effi-
ciently in Subchapter V versus
traditional chapter 11 cases.”!

Debtor’s Shiny New
Power: Cramming
Down a Residential
Mortgage

A debtor’s ability to reduce the
amount of a secured claim can be

a powerful tool in bankruptcy be-
cause secured claims generally
must be paid in full only up the
amount of value of the property.*>
By way of example, if a creditor is
owed $50,000 secured by a secu-
rity interest in collateral worth

$10,000, bankruptcy allows the
amount of that creditor’s secured
claim to be “crammed down” to
$10,000.

When a creditor’s claim is secured
by a mortgage on debtor’s principal
place of residence, however, the
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debtor is prevented from cramming
down that claim in Chapter 11 or
Chapter 13 cases.” Accordingly,
bankruptcy has historically offered
little to no respite from a mortgage
taken out by a small business owner
on his or her home.

Thanks to Subchapter V, small
business owners can now cram
down mortgages on their homes.
Or at least some of them. There
are two basic requirements for
cramming down a mortgage on the
small business debtor’s home: (i)
the mortgage loan proceeds were
not used to acquire the home, and
(ii) the loan proceeds were used
primarily in connection with the
small business of the debtor.** As
to the latter requirement, a reason-
able construction of “primarily” is
that over half the proceeds were
used in the small business.

Although the ability to cram
down a home mortgage is doubt-
less a valuable right in a small
business bankruptcy case, there is
an obvious practical limitation: the
value of the home must leave the
secured claim under water. Be-
cause home values in most areas
of our state have continued to
climb over the past few years, the
Subchapter V home mortgage
cramdown provision may well be
the proverbial solution in search of
a problem. Or, just perhaps, the
ongoing unwinding of the mone-
tary stimulus that fueled the hous-
ing boom may breathe new life
into this cramdown power. Only
time will tell.
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Final Thoughts

Struggling small businesses now
have new tools available for reor-
ganizing thanks to Subchapter V.
This new model should lead to
higher rates of confirmed plans of
small business reorganizations
and, hopefully, the preservation of
more value for the benefit of
debtors and creditors alike. A
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