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JUSTICE AND BOUNDED MORAL
RATIONALITY IN BANKRUPTCY

JOOHO LEE†

I. INTRODUCTION

What is corporate reorganization about?  How ought we treat
firms under financial distress?  Should we even allow them to reorgan-
ize at all?  These questions have motivated an ongoing debate about
the purpose of Chapter 11 of the Bankruptcy Code—and about bank-
ruptcy law in general—that one commentator has dubbed the ‘Great
Normative Debate’ in bankruptcy theory.1  The Great Normative De-
bate is often seen as a debate between two major camps of scholars
who hold “radically different views of the underlying normative bases
of the role of bankruptcy law and the aims of legal scholarship.”2  On
one side are the “proceduralists” who deny the preservation of firms as
an aim of bankruptcy, pay special attention to ex-ante effects of poli-
cymaking, and place limits on judicial discretion.  On the other side
are “traditionalists” who desire to see firms preserved for the sake of
non-creditor stakeholders, pay special attention to the ex-post deter-
mination of rights and needs of those who are involved in bankruptcy
proceedings, and advocate for broader judicial discretion in satisfying
the aims of bankruptcy.

However, even after several decades, the Great Normative Debate
continues to rest on shaky ground.  In fact, it is not much of a norma-
tive debate at all.  A normative theory is one that appeals to reason in
attempting to establish and justify ultimate values or norms that
ought to guide its subject matter.3  Normative debates require ra-
tional deliberation over the reasoning by which theories develop and
justify their ultimate norms and values.  Yet, too often, bankruptcy
theories are offered without much of a justification for their founda-
tional norms or values.  Instead, groups of bankruptcy scholars have
engaged in a great deal of talking past each other as they appeal to
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1. See Adam J. Levitin, Bankruptcy Markets: Making Sense of Claims Trading, 4
BROOK. J. CORP. FIN. & COM. L. 67, 71 (2009).

2. Douglas G. Baird, Bankruptcy’s Uncontested Axioms, 108 YALE L.J. 573, 575
(1998).

3. See, e.g., Donald R. Korobkin, The Role of Normative Theory in Bankruptcy De-
bates, 82 IOWA L. REV. 75 (1996).
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each of their uncontested axioms.4  This process, in the words of an-
other in a similar context, is akin to an argument between one group
of scholars who argue, “ ‘I like oysters and think everyone should eat
oysters’” and another group of scholars who argue, “ ‘I like strawber-
ries and think everyone should eat strawberries.’”5  Such debates are
not truly normative debates, and the theories that emerge from such
debates are not truly normative theories.

In this Article, I address the continuing deficiencies within nor-
mative theories of bankruptcy by critiquing existing normative theo-
ries and presenting an alternative contractarian theory of bankruptcy
that emphasizes the importance of ongoing consent in determining
justice in bankruptcy.  The Great Normative Debate has been deeply
influenced by the “Creditors’ Bargain” model, a theory widely under-
stood to be a contractarian theory of sorts.6  Contractarianism is a
philosophical approach to resolving a normative disagreement that
proceeds by asking “what the people involved in the dispute would
have agreed to do about the issue had they considered the possibility
of disagreement before reaching the point at which the actual disa-
greement took place.”7  Although contractarian theories of bankruptcy
come closest to presenting a genuine normative account for bank-
ruptcy law, existing theories fall short because they have serious de-
fects within their normative argument.

In response to the normative shortcomings of existing theories,
this Article will present an alternative contractarian theory8 of bank-
ruptcy by beginning with a different starting point than other existing

4. Baird, supra note 2, at 575.
5. Thomas Donaldson, The Epistemic Fault Line in Corporate Governance, 37

ACAD. MGMT. REV. 256, 269 (2012).
6. Thomas H. Jackson, Bankruptcy, Non-Bankruptcy Entitlements, and the Credi-

tors’ Bargain, 91 YALE L.J. 857, 858-60 (1982).  I will argue later in this essay that the
Creditors’ Bargain is not quite a contractarian theory.

7. Kim Lane Scheppele & Jeremy Waldron, Contractarian Methods in Political
and Legal Evaluation, 3 YALE J.L. & HUMAN. 195, 196 (1991). JOHN RAWLS, A THEORY

OF JUSTICE (1971) is widely considered to have revitalized contractarianism as a mod-
ern philosophical approach with deep roots in classic social contract theorists such as
John Locke, Thomas Hobbes, and Jean-Jacques Rousseau.

8. While it can refer to social contract theories in general, contractarianism can
also refer to a type of social contract theory that follows the Hobbesian tradition of self-
interested agreement. See, e.g., DAVID P. GAUTHIER, MORALS BY AGREEMENT (1986).
This contractarianism is distinct from contractualism, which is a type of social contract
theory that follows the Kantian tradition of agreement as a form of justification out of
respect for individuals. See, e.g., THOMAS M. SCANLON, WHAT WE OWE TO EACH OTHER

(1998).  In this Article, I will use the term “contractarian” to refer to social contracts
reasoning in general without distinguishing between contractarianism and contractual-
ism.  Nevertheless, my views align closer to those of the contractualists as opposed to
the contractarians.
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theories.  Contractarian theories have a variety of starting points.9
Mine will be a notion familiar in the economics literature: bounded
rationality.10  I will argue that bankruptcy law and the political pro-
cess by which norms and policy goals are determined can be justified
as a contractarian response to bounded moral rationality.  Reasonable
people within a hypothetical choice situation would choose to rely on a
democratic political process within a norm-generating community to
supply the content of justice within a specific bankruptcy context
rather than determine principles of justice in bankruptcy in the ab-
stract.  One of the most important normative implications for such a
theory is the importance of ongoing consent as a foundational value for
bankruptcy policy.

One important reason for revisiting the Great Normative Debate
is that there is a growing concern that normative theories of bank-
ruptcy have little relevance for many concrete policy issues.  Take, for
instance, the issue of claims trading, which is the practice of buying
and selling of claims against companies in financial distress.  Tradi-
tionalists argue that debtor and community interests ought to play a
role in bankruptcy policymaking in addition to creditor interests.
Practically, this translates to a heavier reliance on the bankruptcy
court to balance competing creditor, debtor, and community interests
within the context of a particular Chapter 11 filing.11  Unfortunately,
this line of argument does not provide much guidance for claims trad-
ing policy.  While some may feel that claims trading undermines the
community of shared interests among various actors within the reor-
ganization,12 others may feel that the practice ought to be preserved
because the debtor is the one who ultimately benefits.13  On the other
hand, proceduralists typically criticize Chapter 11 as inefficient and

9. See Rawls, supra note 7.  Rawls gave us the “veil of ignorance” for instance,
whereas Dworkin asked us to imagine a hypothetical insurance market in RONALD

DWORKIN, SOVEREIGN VIRTUE: THE THEORY AND PRACTICE OF EQUALITY (2002).
10. For a classic introduction to the notion of bounded rationality, see Herbert A.

Simon, A Behavioral Model of Rational Choice, 69 Q.J. ECON. 99 (1955).
11. See KAREN GROSS, FAILURE AND FORGIVENESS: REBALANCING THE BANKRUPTCY

SYSTEM (1999); see also Karen Gross, Taking Community Interests into Account in Bank-
ruptcy: An Essay, 72 WASH. U. L.Q. 1031 (1994).

12. Frederick Tung, Confirmation and Claims Trading, 90 NW. U. L. REV. 1684,
1716 (1995); Harvey R. Miller, Chapter 11 Reorganization Cases and the Delaware
Myth, 55 VAND. L. REV. 1987, 2015 (2002).

13. Adam J. Levitin, Finding Nemo: Rediscovering the Virtues of Negotiability in
the Wake of Enron, 2007 COLUM. BUS. L. REV. 83, 87-88 (2007) (“Creditors’ ability to
cashout at a certain value, rather than remain involved through the course of a bank-
ruptcy and receive an uncertain payout, increases their risk tolerance when originating
loans, making equity investments, or purchasing debt from other creditors. Creditors’
ability to assume more risk ultimately benefits borrowers in the form of lower borrow-
ing costs.”).
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tend to favor market- or contract-based approaches.14  Yet nothing
about these approaches would necessarily preclude or require the
practice of claims trading as a matter of normative theory either.
Even if the introduction of market mechanisms within the reorganiza-
tion process might seem like a step in the right direction to some,15

claims trading might seem like a threat to efficiency gains of bank-
ruptcy law to others.16  Given the variance of policy proposals that can
result from similar starting points, the ultimate verdicts on policy pro-
posals for claims trading seem as if they are a matter of empirical
knowledge and theory rather than a normative one.  As a result, Pro-
fessor Adam Levitin has argued that the Great Normative Debate is
“of little use in formulating policy”17 concerning issues like claims
trading.  Instead of turning these issues into an “imperfect battle-
ground”18 for the Debate, Levitin advocates for understanding policy
issues for what they are: “a diverse collection of practices and mar-
kets—rather than as a meme for normative ideas . . . .”19

However, while a deeper and richer understanding of the issue at
hand is certainly necessary for better policymaking, it is a mistake to
downplay the importance of normative theories in bankruptcy policy,
including those that pertain to issues like claims trading.  In fact,
while it is not sufficient in and of itself, a normative grounding is nev-
ertheless just as necessary for policymaking as an empirical under-
standing of the issue at hand because an evaluation of plausible policy
alternatives first requires determining their aims.  Any comparison
between alternatives requires a criterion by which they will be evalu-
ated—in other words, what philosophers call a “covering value” of a

14. For instance, Professor Baird proposes a market-based solution in which any-
one, including the firm’s claimants, who can bid for the entire firm in an auction may be
able to reduce the costs of reorganization. See Douglas G. Baird, The Uneasy Case for
Corporate Reorganizations, 15 J. LEGAL STUD. 127 (1986); Douglas G. Baird, Revisiting
Auctions in Chapter 11, 36 J.L. & ECON. 633 (1993).  More radically, Professor Barry
Adler suggests that a “Chameleon Equity” firm comprised of ex-ante contracts between
equity investors and creditors in dealing with financial distress would be more efficient.
Barry E. Adler, Financial and Political Theories of American Corporate Bankruptcy, 45
STAN. L. REV. 311 (1993).  Similarly, Professor Bebchuk has proposed that individual
claimants be given a waterfall-like allocation of rights to exercise options, with the low-
est classes of claimants first, to pay the claimants above them in the waterfall the full
value of their claims and receive a pro-rata share of the remaining value of the firm,
should they choose to exercise them. Lucian Arye Bebchuk, A New Approach to Corpo-
rate Reorganizations, 101 HARV. L. REV. 775 (1988).

15. Robert K. Rasmussen & David A. Skeel, Jr., The Economic Analysis of Corpo-
rate Bankruptcy Law, 3 AM. BANKR. INST. L. REV. 85, 104 (1995) (stating that claims
trading “epitomizes the development of markets in connection with bankruptcy . . . .”).

16. Douglas G. Baird & Robert K. Rasmussen, Antibankruptcy, 119 YALE L.J. 648
(2010).

17. Levitin, supra note 1, at 112.
18. Id. at 76.
19. Id. at 112.
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comparison. 20  For instance, to evaluate which one of two mountains
is taller, one must refer to “height” as a value, even if height is a
placeholder notion that encompasses a set of specified values.  In the
same way, choosing a “better” policy among several alternatives for
any issue first requires asking the question of “better how?”  Only by
clearly articulating a true normative theory of bankruptcy that estab-
lishes some foundational value as the ultimate covering value for poli-
cymaking can policy debates even begin, even if they cannot end until
the empirical facts have been considered as well.

As a result, ignoring the role that normative theories play in
bankruptcy policymaking can lead to a serious lack of attention to the
covering value of one’s policy proposals.  Take, again, Professor Levi-
tin’s policy proposal for claims trading.  His analysis might be the
most helpful and insightful examination of claims trading in recent
years.  Nevertheless, Levitin simply seems to assume that the sole
covering value of claims trading policy is whether it increases the effi-
ciency of the claims trading process itself.  For instance, he advocates
utilizing creditors’ committees to facilitate claims trading because it
would represent a step toward “improving market efficiency by ena-
bling claims sellers to comparison shop among buyers’ offers . . . .”21

But why ought claims trading be allowed in the first place?  Why
should we care about improving the efficiency of the claims trading
market?  Shouldn’t communitarian concerns also matter?  And if im-
proving the efficiency of claims trading undermines the communitar-
ian interests represented in Chapter 11, how ought the tension be
adjudicated?  Professor Levitin gives no answers to such questions.
Instead, he simply assumes that we ought to care about the efficiency
of the claims trading market and that efficiency alone can provide gui-
dance for policymaking, yet all the while acknowledging that
“[b]ankruptcy law will always straddle market and communitarian
tendencies . . . .”22

By outlining a normative theory that argues that policymakers
should take care to not interfere with the practice of claims trading
because it preserves an important aspect of ongoing consent in ensur-
ing justice in bankruptcy, this Article responds to Professor Levitin’s
dismissal of the Great Normative Debate.  In Part II, I discuss the
Great Normative Debate and focus on two contractarian theories—the

20. RUTH CHANG, MAKING COMPARISONS COUNT 3-4 (2002) (“Every comparison
must proceed in terms of a value . . . . To deny that comparisons must be relative to a
value is to assert that there is a sensible notion of comparison simpliciter. But there is
no such notion.”).

21. Levitin, supra note 1, at 112.
22. Id.
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Creditors’ Bargain model and the Bankruptcy Choice model23—that
exemplify “true” normative theories with real normative implications
for claims trading.  I will argue that while these two theories have
much to offer, they ultimately fall short.  Then, in Part III, I introduce
a contractarian framework with the notion of bounded moral rational-
ity as a starting point.  Since a just outcome is difficult to ascertain ex-
ante in a bankruptcy proceeding, I will argue that justice in bank-
ruptcy is best understood in purely procedural terms.  Rather than
choosing normative principles ex-ante, reasonable actors who are
aware of their limits would respond within a hypothetical choice situa-
tion to defer distributive judgments to the “community” of interested
parties within a bankruptcy proceeding.  Then, in Part IV, I discuss
why the notion of ongoing consent is necessary to a procedural scheme
for determining justice in bankruptcy under the conditions of bounded
moral rationality and connect it to the practice of claims trading.  In
doing so, I show why the Great Normative Debate matters for policy
issues like claims trading.  Claims trading, along with the negotia-
tions among creditors in Chapter 11, reflects the morally necessary
predicates of the procedural norm of ongoing consent: the rights of
voice and exit.  I close in Part V.

II. THE GREAT NORMATIVE DEBATE AND
CONTRACTARIANISM

Given the different “uncontested axioms” that opposing sides
have as starting points within the Great Normative Debate, any
meaningful advancement of discussion requires an undertaking fo-
cused on “aesthetics and morals.”24  And if this undertaking is to not
devolve into an assertion of mere preferences, what is required is a
rational examination of the normative foundations and methods that
are implicit between these two sides.  Unfortunately, such a rational
examination is often missing.  Take, for instance, a classic example of
the Debate: the exchange between Professors Elizabeth Warren and
Douglas Baird on bankruptcy policy in 1987.25  Rather than offering
rational justifications of their fundamental value claims, they merely
offer them as premises to be assumed.

23. Donald R. Korobkin, Contractarianism and the Normative Foundations of
Bankruptcy Law, 71 TEX. L. REV. 541 (1993).

24. Baird, supra note 2, at 599.  The reference to aesthetics and morals is a citation
of Professor Ronald Coase, who remarked that the choice between different social ar-
rangements and their total effects ought to be carried out in broader terms than simply
economic ones. Ronald H. Coase, The Problem of Social Cost, 3 J.L. & ECON. 1, 43
(1960).

25. Elizabeth Warren, Bankruptcy Policy, 54 U. CHI. L. REV. 775 (1987); Douglas
G. Baird, Loss Distribution, Forum Shopping, and Bankruptcy: A Reply to Warren, 54
U. CHI. L. REV. 815 (1987).
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Professor Warren looks to legal and historical analyses and con-
cludes that bankruptcy law is an instrument that distributes the
losses of a debtor’s multiple defaults according to a number of factors
that encompass a variety of competing values.26  However, this style
of argumentation amounts to committing what is known as the natu-
ralistic fallacy, which is a well-known philosophical mistake of at-
tempting to derive an “ought” from an “is.”27  One cannot derive what
bankruptcy law ought to be simply by pointing to what it is or what it
has been if one does not provide any justification for why the law
ought to continue to reflect what it is or has been.28  To do so would be
to bypass the normative argument altogether and just assume an
“ought” from an “is.”

On the other hand, Professor Baird maintains that the costs of
forum shopping introduced by bankruptcy law as an alternate debt
collection mechanism can only be justified by a collective action prob-
lem among debtors.29  He seems to dismiss policy goals that do not
pertain to economic efficiency, such as rehabilitation, as sources of po-
tential justifications for the increased costs of a parallel debt collection
system.30  Yet he provides no justification for why economic efficiency
is the only relevant value for bankruptcy policy.  To assume a value
for policy making without providing a normative justification as to
why it ought to be the sole value is to simply beg the question.31  Just
as was the case with Professor Warren, Professor Baird also assumes
that which he ought to rationally justify.

Fortunately, not all contributions to the Great Normative Debate
resort to question begging.  Whether by coincidence or design, the best
attempts to articulate the normative principles undergirding each po-
sition within the Debate are contractarian theories.  The Creditors’
Bargain model, which is explained in Subsection A below, represents
the proceduralist position.  Insofar as it is a departure from the stan-

26. Warren, supra note 25, at 777.
27. This mistake has roots in the discussion of the “is-ought problem” in DAVID

HUME, A TREATISE OF HUMAN NATURE (David Norton & Mary J. Norton eds., Oxford
Univ. Press 2000) (1739) and has first been formalized in GEORGE E. MOORE, PRINCIPIA

ETHICA (1903).  For a modern version of the argument that a prescription cannot be
merely factual, see Richard M. Hare, Objective Prescriptions, in 4 PHILOSOPHICAL ISSUES

15 (Enrique Villanueva ed., Ridegview Pub. Co. 1993).
28. Professor Baird makes the same point in Baird, supra note 25, at 817 (“Warren

seems to derive what bankruptcy law ought to be from what it is, but one cannot derive
the normative from the positive.”).

29. Baird, supra note 25, at 827.  This account is largely based on the Creditors’
Bargain model, which I will discuss below in greater detail.

30. Professor Warren makes this point in Warren, supra note 25, at 803 (“By focus-
ing on an economic rationale—without defending this exclusive focus—Baird eliminates
without discussion or proof any other values that may be served by bankruptcy.”).

31. Question begging is a form of circular reasoning in which the argument as-
sumes as its premise the very conclusion that it is arguing.
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dard wealth-maximization paradigm, it utilizes the contractarian
method to rationally justify the need for bankruptcy law as a solution
to a collective action problem among the contracting actors.  Unfortu-
nately, it leaves much to be desired as a normative theory.  Alterna-
tively, the Bankruptcy Choice model, which is explained in Subsection
B, represents the traditionalist position.  It uses the contractarian
method to rationally justify two broad normative principles of bank-
ruptcy law within a Rawlsian framework.  However, it also has a fatal
flaw in that it attempts to apply a theoretical framework for the basic
structure of society to only bankruptcy law without paying attention
to how it relates to the rest of the basic structure.

A. THE CREDITORS’ BARGAIN

The dominant normative paradigm for the proceduralists (and for
bankruptcy theory in general) is the Creditors’ Bargain model.  Intro-
duced in 1982,32 this paradigm is widely recognized as having “ele-
vated” bankruptcy scholarship from its more humble origins by
offering a theoretical framework for explaining and justifying bank-
ruptcy’s existence.33  Since its introduction, the model has been fur-
ther developed in subsequent articles and a book on the subject.34  The
crux of the model begins with an important assumption: bankruptcy
law’s purpose is to maximize the value of the debtor’s total pool of as-
sets available for creditors.35  Because the bankruptcy estate is a com-
mon pool, however, there arises a coordination problem among
creditors if left to their own devices under state collection law.  Thus,
the sole and distinct purpose of bankruptcy within the Creditors’ Bar-
gain model is to set in place rules that allow the creditors to act as if
they were only one creditor who would rationally choose between
courses of action to maximize his or her return.36  Within this model,
nonbankruptcy entitlements are disrupted within bankruptcy only in-
sofar as they solve this coordination problem, nothing more.  Distribu-
tional issues that are undesirable as a result of a corporate
reorganization, for instance, are not bankruptcy issues and ought to
be addressed outside of bankruptcy.

32. See Jackson, supra note 6.
33. See, e.g., Mary Josephine Newborn, The New Rawlsian Theory of Bankruptcy

Ethics, 16 CARDOZO L. REV. 111 (1994).
34. See Douglas G. Baird & Thomas H. Jackson, Corporate Reorganizations and

the Treatment of Diverse Ownership Interests: A Comment on Adequate Protection of
Secured Creditors in Bankruptcy, 51 U. CHI. L. REV. 97 (1984); see also THOMAS H. JACK-

SON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW (Beard Books 2001) (1986); Thomas H.
Jackson & Robert E. Scott, On the Nature of Bankruptcy: An Essay on Bankruptcy Shar-
ing and the Creditors’ Bargain, 75 VA. L. REV. 155 (1989).

35. Jackson, supra note 34, at 24.
36. Id.
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Unfortunately, the Creditors’ Bargain rests on a murky norma-
tive foundation.  On one hand, the model, along with other law and
economics approaches to specific issues in bankruptcy, can be under-
stood to rely on a utilitarian normative framework.  While this is
rarely explicitly stated, it is usually understood that increasing the
efficiency of the bankruptcy process, the result of which is the max-
imization of the value of the total bankruptcy estate and thus overall
social wealth, will lead to a more desirable, and thus morally pre-
ferred, outcome for all of society.37  This is the reason behind the
model’s fundamental assumption that creditors’ returns ought to be
maximized.38  On the other hand, the model is also explicit in utilizing
what seems like a contractarian normative framework.  The Creditors’
Bargain is introduced as a way of viewing 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 agree-
ment from an ex-ante position.”39  The use of the contractarian
method is even more explicit in a revision and update of the original
Creditors’ Bargain—a “bargain redux”—which justifies the ex-ante
agreement among creditors to disrupt their nonbankruptcy entitle-
ments in the event of a bankruptcy by appealing to a risk-sharing
“bankruptcy tax” among those involved in the bankruptcy
proceedings.40

This dual approach to normative reasoning is a serious problem.
Resorting to both utilitarianism and contractarianism within the
Creditors’ Bargain can render the entire normative framework inco-
herent and disingenuous.41  In fact, modern contractarianism is a re-
jection of and an alternative to utilitarianism and other
consequentialist moral theories.42  Yet, if this is the case, where can

37. See, e.g., Michael Bradley & Michael Rosenzweig, The Untenable Case for
Chapter 11, 101 YALE L.J. 1043, 1089 (1991) (“Our model would produce more efficient
allocations of the assets . . . . As a consequence, social welfare would be enhanced.”).

38. Jackson, supra note 34, at 24.
39. Jackson, supra note 6, at 860.
40. See Jackson & Scott, supra note 34.
41. David Gray Carlson, Philosophy in Bankruptcy, 85 MICH. L. REV. 1341 (1987).
42. See, e.g., Rawls, supra note 7, at 15 (“To be sure, I want to maintain that the

most appropriate conception of this situation does lead to principles of justice contrary
to utilitarianism and perfectionism, and therefore that the contract doctrine provides an
alternative to these views.”).  Utilitarianism has its share of critics. See, e.g., David Ly-
ons, Utility as a Possible Ground of Rights, 14 NOÛS 17 (1980) (arguing that utilitarian-
ism is incapable of accommodating or accounting for institutional rights); Bernard
Williams, Integrity, in UTILITARIANISM: FOR & AGAINST 108 (1973) (arguing that utilita-
rianism is an attack on an individual’s integrity).  Citing the problems of boundaries,
indefiniteness, and moral monstrosity within utilitarianism, Judge Richard Posner at-
tempted to articulate wealth maximization as a distinct normative theory. See, e.g.,
Richard A. Posner, Utilitarianism, Economics, and Legal Theory, 8 J. LEGAL STUD. 103
(1979).  However, this position also has its share of astute critics. See, e.g., Jules L.
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the true normative basis of the model be found among the twin pillars
of hypothetical consent and utility maximization?

Unfortunately, any attempt to interpret one in light of the other
results in the model losing its legitimacy as a distinct normative
framework.  If the Creditors’ Bargain is interpreted as a contractarian
framework ultimately resting on a utilitarian normative foundation,
there is not much of a contractarian theory left to make a distinct nor-
mative contribution apart from utilitarianism or wealth maximiza-
tion.  Yet, from a utilitarian or wealth maximization perspective, the
Creditors’ Bargain becomes unnecessary and not all that particularly
helpful.  As other proceduralists have noted, there may not be a com-
mon pool problem at all when looking at the issue from a pure effi-
ciency-centric point of view.43  Furthermore, again from the point of
view of efficiency, there may be other problems (such as issues of illi-
quidity and the debt overhang problem) that bankruptcy ought to ad-
dress beyond the common pool problem.44  Lastly, it may even be the
case that overall social welfare or wealth would not be enhanced by
enacting rules among creditors to act as if the reorganizing firm were
owned by one owner.45

On the other hand, it is unclear whether the Creditors’ Bargain
can even be seen as a utilitarian framework ultimately resting on a
contractarian foundation.  Why should not other values that creditors
have, including those that may conflict with economic efficiency, play
a role in bankruptcy policy if what really matters is their hypothetical
consent?  At first blush, to assume that creditors would only wish to
maximize the value of the bankruptcy estate at the expense of any
other values that they would hold would be to resort to question beg-
ging.  Yet, even if the Creditors’ Bargain model could be interpreted as
a contractarian model, it is a shoddy contractarian theory at best.
This is because even if one were to accept the premise that bankruptcy
exists solely to solve the common pool problem among creditors, there
is no justification as to why only creditors are a part of the con-
tractarian position.46  The core tenet of contractarianism—indeed, the

Coleman, Efficiency, Utility, and Wealth Maximization, 8 HOFSTRA L. REV. 509 (1979);
Ronald M. Dworkin, Is Wealth a Value?, 9 J. LEGAL STUD. 191 (1980); Anthony T.
Kronman, Wealth Maximization as a Normative Principle, 9 J. LEGAL STUD. 227 (1980).

43. See, e.g., Adler, supra note 14, at 314 (“Bankruptcy’s solution to the common
pool problem, however, rests on a faulty premise: that there is a common pool
problem.”).

44. See, e.g., Kenneth M. Ayotte & David A. Skeel Jr., Bankruptcy Law as a Li-
quidity Provider, 80 U. CHI. L. REV. 1557 (2013).

45. The contractarian device within the risk-sharing modification to the “bargain
redux” is likely not even as efficient as other market-based ex-ante approaches. See
Barry E. Adler, Bankruptcy and Risk Allocation, 77 CORNELL L. REV. 439 (1991).

46. There may be an unspoken assumption that society as a whole would agree
that social welfare is best served if bankruptcy policy were enacted as if only creditors
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reason why it is a justifiable philosophical method—is that it is a hy-
pothetical thought experiment used to justify the state of affairs or
norms to the very people who are subject to the contractarian out-
come.  This means that the scope of the contracting parties must be
broad enough to include, at the very least, “those whose interests
clash directly in the dispute, as well as others who stand to be affected
by the externalities of a settlement one way or another.”47  Artificially
limiting the scope of the contracting parties by resorting to a specific
function of bankruptcy (in this case, a solution to the common pool
problem among creditors) is also begging the very question that the
contractarian method must justify.

B. THE BANKRUPTCY CHOICE MODEL

Despite the shortcomings of the Creditors’ Bargain model, tradi-
tionalist accounts have not been particularly successful in challenging
its dominance.  The reason for the lack of success may be because “the
articulation of alternative points of view has not been nearly so coher-
ent and well focused.”48  Nevertheless, there is an alternative con-
tractarian approach to the Creditors’ Bargain that advances a
traditionalist position: the “Bankruptcy Choice” model.49  This ac-
count begins with a “value-based account” of bankruptcy law.50  From
this perspective, the firm is not a pool of assets but rather a “moral,
political, and social agent.”51  As a result, the core “problem” to be
solved is not the problem of collecting debt, but rather the transforma-
tion of “competing and various interests and values accompanying fi-
nancial distress . . . into a renewed vision of the corporation . . . .”52

Thus, bankruptcy law’s main function is to create the conditions
needed for a discourse that rehabilitates a “crisis of human values”
into an “informed and coherent vision of the corporation as
personality.”53

were parties to the hypothetical contract (perhaps because it would lower the cost of
capital), but such an assumption must be justified or, at the very least, made explicit.
And even if such an assumption were explicit, the theory would no longer be a con-
tractarian theory but rather a variant of a utilitarian or wealth maximization theory.

47. Scheppele & Waldron, supra note 7, at 210.
48. Elizabeth Warren, Bankruptcy Policymaking in an Imperfect World, 92 MICH.

L. REV. 336, 337-38 (1993).  This admission comes from Professor Elizabeth Warren,
who is widely acknowledged to be one of the leading proponents of the traditionalist
viewpoint.

49. Korobkin, supra note 23, at 544.
50. Donald R. Korobkin, Rehabilitating Values: A Jurisprudence of Bankruptcy, 91

COLUM. L. REV. 717, 721 (1991).
51. Id. at 768.
52. Id. at 766.
53. Id.
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This discourse is not to be completely unguided, however.  In-
stead, the Bankruptcy Choice model deduces normative principles of
bankruptcy law by proceeding from a hypothetical choice situation
similar to that of John Rawls in A Theory of Justice.54  Within this
scenario, normative principles are justified because they would be
“freely, fairly, and rationally chosen” by consenting rational persons.55

Because “the problem of financial distress affects virtually all persons
in society to some degree,” the model begins with all persons in society
within the choice situation rather than merely creditors.56  Further-
more, to preserve the fairness of the conditions under which the prin-
ciples are to be derived, those within the choice situation are to be
ignorant of their legal status (for example, whether he or she is a cred-
itor or a debtor), in addition to “all other natural and social character-
istics that might affect their position relative to others in the context
of financial distress,” including social status, risk tolerance, and per-
sonal wealth.57  Under these conditions, the model argues that the
normative principles that ought to guide bankruptcy policy are the
principles of “inclusion of affected persons,” which would allow all af-
fected persons to have at least some possibility of promoting their
aims within the reorganization,58 and “rational planning,” which
would seek to maximally satisfy the diverse aims of all those who are
affected by giving those who are most affected (essentially, those who
are most vulnerable) the most influence within the reorganization.59

Unfortunately, while the Bankruptcy Choice model is an admira-
ble attempt to deduce rational normative principles of bankruptcy, it
suffers from the crippling defect of ignoring the economic relationship
between bankruptcy and nonbankruptcy law.  Within the Rawlsian
framework, the primary subject of justice is the basic structure of soci-
ety, which is defined as “the way in which the major social institutions
fit together into one system, and how they assign fundamental rights
and duties and shape the division of advantages that arises through
social cooperation.”60  Thus, A Theory of Justice is not concerned with
the specifics of a particular segment of the law.  Instead, it is con-
cerned with how all of the institutions work together as a whole in
concert.  Justice is evaluated at the societal level, not at the level of a
particular segment of the basic structure.  However, despite purport-

54. Korobkin, supra note 23, at 544 (arguing that “the bankruptcy choice model
closely follows the paradigm of the hypothetical choice situation as originally developed
by John Rawls in A Theory of Justice.”); see also Rawls, supra note 7.

55. Korobkin, supra note 23, at 552.
56. Id. at 554.
57. Id. at 565.
58. Id. at 572, 575.
59. Id. at 584-86.
60. John Rawls, The Basic Structure as Subject, 14 AM. PHIL. Q. 159, 159 (1977).
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ing to be a variant of the Rawlsian theory of justice, the Bankruptcy
Choice model attempts to deduce the normative principles of bank-
ruptcy without taking into consideration the way in which they fit
with nonbankruptcy law.  Bankruptcy law is already criticized for not
being cognizant enough of the ways it interacts with nonbankruptcy
law.61  A normative theory of bankruptcy ought not exacerbate the
problem.

Bankruptcy law cannot be coherently examined without also ex-
amining nonbankruptcy law, which exist alongside one another, be-
cause “by and large, existing bankruptcy law does not set substantive
rights and its procedural rights can be understood only against the
background of nonbankruptcy procedural rights.”62  What implica-
tions would the principles of inclusion and rational planning have on
the Uniform Commercial Code, which governs all transactions that
create a security interest in personal property, or various state and
regional laws that govern security interests in real property, for in-
stance?  Would the principle of inclusion somehow overrule a corpora-
tion’s board’s fiduciary duties to its shareholders?  How can the
principle of rational planning, which advocates that those who have
the most financial stake in a reorganization ought to have the most
influence in it, be reconciled with contract or tort law, which both re-
quire more than mere impact?  A contractarian theory of bankruptcy
must be able to provide us with some kind of answers to these
questions.

More importantly, by examining only a part of the broader insti-
tutional framework that addresses financial distress, the Bankruptcy
Choice model fails as a normative theory in toto.  The hallmark of a
normative theory of bankruptcy is that it provides a justification for
why bankruptcy law ought to exist at all.  For example, the fundamen-
tal justification for the Creditors’ Bargain model is that bankruptcy
law is the rational and desirable response to the collective action prob-
lem among creditors under nonbankruptcy law.63  However, in apply-
ing the hypothetical “social contract” only to bankruptcy law as
opposed to social structure in general, the Bankruptcy Choice model

61. See, e.g., Theodore Eisenberg, Bankruptcy Law in Perspective, 28 UCLA L. REV.
953 (1981).

62. Baird, supra note 25, at 827.
63. Id. at 827-28 (“Jackson and I have asked why a parallel debt collection system

is desirable at all. The answer, we assert, is the collective action problem. But we then
suggest that this reason for a second avenue of enforcement provides no reason for reas-
sessing relative entitlements. Workers should not have a different place in line simply
because someone has been able to start a bankruptcy proceeding. All that Jackson and I
require is that the differences in the two avenues follow from the reasons for having the
two avenues in the first place. We have no objection to differences in multiple avenues of
enforcement. We object only to unnecessary differences.”).
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fails to answer the most important question for normative theories:
Why have bankruptcy at all?  How does bankruptcy law fit with the
rest of the basic structure?  After all, why should value-based delibera-
tion not occur continuously for all group activities in society?  Would
pluralistic values not be better adjudicated at the democratic and leg-
islative level rather than at the level of reorganization?  Furthermore,
if the normative principles of bankruptcy law are chosen by all in soci-
ety, why should they not apply to the basic structure in general as
well?  Could it be that the principles of inclusion and rational plan-
ning are not adequate or even compatible with what hypothetical ac-
tors would choose for the basic structure of society overall?  These
questions are not adequately addressed within the Bankruptcy Choice
model.  Answers must be sought elsewhere.

C. POLICY IMPLICATIONS OF FLAWED NORMATIVE THEORIES

Before presenting an alternate contractarian theory of justice in
bankruptcy, it is important to pause here to recognize that even
flawed theories can have concrete implications for policy issues when
they are explicit in articulating and defending the normative values
that motivate their ultimate conclusions.  Despite the claims of Profes-
sor Levitin, for instance, both the Creditors’ Bargain and Bankruptcy
Choice models have something concrete to say about the practice of
claims trading because they both provide rational arguments defend-
ing their views.

The Creditors’ Bargain model has direct normative implications
for claims trading because it provides a clear rationale that can be
applied to analyze various economic issues associated with the prac-
tice.  Claims trading attracts sophisticated buyers who aim to maxi-
mize their profits rather than minimize their losses.64  These buyers
often attempt to leverage their superior knowledge of the bankruptcy
reorganization process and sometimes use their position on the credi-
tors’ committee to further their own interests, which are different
from that of the creditors as a group.65  This may result in the intro-
duction of an anticommons problem in which “ownership interests are
fragmented and conflicting.”66  In an anticommons, “multiple owners

64. Chaim J. Fortgang & Thomas Moers Mayer, Trading Claims and Taking Con-
trol of Corporations in Chapter 11, 12 CARDOZO L. REV. 1, 114-15 (1990) (“In most tradi-
tional chapter 11 cases, claims and interests are held by parties who are losing money.
Therefore, the business people at the negotiating table usually focus on minimizing
losses so that their institution can focus on profit-making activities elsewhere. With the
advent of claims trading, however, claims are increasingly held by parties who are mak-
ing money. For these parties, the chapter 11 process is their profit-making activity.”).

65. Baird & Rasmussen, supra note 16, at 661-66.
66. Id. at 652.
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are each endowed with the right to exclude others from a scarce re-
source, and no one has an effective privilege of use.”67  In a mirror
image from the tragedy of the commons, the anticommons can result
in a tragedy of the anticommons in which the shared resource is un-
derutilized.68  Yet, the hypothetical choice situation within the Credi-
tors’ Bargain model, insofar as it is a prescriptive rather than a
descriptive account of bankruptcy, advocates that such a tragedy be
prevented and the assets of the bankruptcy estate be maximized.  As a
result, the model provides a normative account of why claims trading
ought to be prevented or regulated so as to preserve the shared owner-
ship interests among creditors or otherwise promote the maximization
of the estate somehow.69

Although it is not as clear as the Creditors’ Bargain, the Bank-
ruptcy Choice model can also have direct normative implications for
claims trading because it emphasizes the deliberative purpose of
bankruptcy proceedings.  The model’s underlying assumption is that
bankruptcy law “accomplishes a kind of ‘group therapy’: the values of
the participants in financial distress are rehabilitated into a coherent
and informed vision of what the estate as enterprise shall exist to
do.”70  Yet, claims trading can undermine this therapeutic process be-
cause it replaces those who may have a long-term or value-based stake
in the corporation with those whose only concern is to maximize their
returns.71  This can destroy the valuable relationships within the com-
munity of shared interests that are created by Chapter 11.72  As a re-
sult, claims trading can compromise the group therapy, throwing it
into a chaotic zero-sum game of profit maximization and undermining
the principle of “rational planning” in the process.  Given these effects,
the normative foundations of the Bankruptcy Choice model implies
the need for greater regulation of claims trading or, at the least,
greater judicial discretion to disallow the practice or impose greater
requirements so as to “protect” the vulnerable parties who often are
the assignors of claims73 and bring order and stability into the value-
based discourse over the fate of the reorganizing entity.

67. Michael A. Heller, The Tragedy of the Anticommons: Property in the Transition
from Marx to Markets, 111 HARV. L. REV. 621, 624 (1998).

68. Id.
69. As an empirical matter, however, it is not at all clear whether claims trading

actually introduces or exacerbates the anticommons problem, if it exists at all. See, e.g.,
Levitin, supra note 1, at 101-08.

70. Korobkin, supra note 50, at 722.
71. See, e.g., Fortgang & Mayer, supra note 64, at 6 (stating that “there is a real

world difference between the attitude of a longtime creditor and an investor who has
just invested its money.”).

72. Tung, supra note 12, at 1718.
73. See, e.g., In re Allegheny Int’l, Inc., 100 B.R. 241, 243 (Bankr. W.D. Pa. 1988)

(“By the filing of a bankruptcy case, a market in nonpublicly traded securities is cre-
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On its face, the Great Normative Debate may seem to say very
little about a myriad of concrete policy issues.  However, once the de-
bate is narrowed down to theories that have clearly articulated their
rationale for the covering values that should guide bankruptcy policy,
it becomes clear that careful attention to normative theories can play
an important role in policy debates.  In fact, when one considers the
alternative of not grounding one’s argument in any fundamental val-
ues and simply leaving one’s assumptions and axioms unstated, care-
ful attention to normative theories is a necessary part of any
policymaking decision.

III. JUSTICE IN BANKRUPTCY

In this section, I will argue that bankruptcy law exists to cope
with the difficulties of making an ex-ante determination of justice in
dealing with financial distress.  I begin with the relatively uncon-
troversial assumption that bankruptcy proceedings ought to have a
just outcome.74  Of course, justice is a contested concept, with varying
conceptualizations throughout history.  The same holds true for any
given bankruptcy proceeding and for financial distress as a general
matter.  Nevertheless, I argue below that justice in bankruptcy law is
best understood in the purely procedural sense.  This is because rea-
sonable people in society who attempt to determine the content of jus-
tice in response to financial distress are constrained by bounded moral
rationality, which is an idea that humans have significant limits to
discerning justice in a messy, complex web of interests and morally
relevant factors such as those that constitute a bankruptcy proceed-
ing.  Furthermore, the myriad of interests and the shifting composi-
tion of those who have a stake in a corporation render any ex-ante
determination of a just outcome even more difficult in the context of
reorganizations.  As a result, I will draw on a theory of business ethics
known as Integrative Social Contracts Theory (“ISCT”) and argue that
reasonable people in society who are attempting to establish a set of
rules that guide the aftermath of financial distress will opt to defer
the determination of the content of justice to those who will partici-

ated. Claimants are not protected by a disclosure statement. It is an undesirable
practice.”).

74. If one conceives bankruptcy law as a subset of the law of civil procedure, one
could even point to the Federal Rules of Civil Procedure to support this position. See
generally Charles W. Mooney Jr., A Normative Theory of Bankruptcy Law: Bankruptcy
as (Is) Civil Procedure, 61 WASH. & LEE L. REV. 931 (2004); FED. R. CIV. P. 1. (“[These
rules] should be construed and administered to secure the just, speedy, and inexpensive
determination of every action and proceeding.”).  Of course, whether or not bankruptcy
law is a subset of civil procedure, it seems uncontroversial to assume that the outcome
of a bankruptcy proceeding (or any legal matter) ought to have a just outcome.
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pate within the bankruptcy system, both at a general level and at a
sub-level of each reorganization.

A. BOUNDED MORAL RATIONALITY

Bounded rationality is primarily an economic concept that rejects
unrealistic assumptions about the capacity of rational actors in neo-
classical economics and, instead, takes seriously the human con-
straints under which economic decisions are made.  Simply put,
human rationality has limits, and decision-making has costs.  The
costs associated with decision-making for finite decision-makers
means that “satisficing” behavior, which is to stop seeking greater re-
turns once one’s returns exceed a predetermined “aspiration level”
rather than to continue to seek to maximize returns, is more rational
than the utility maximization model of the standard rational choice
model, which presupposes an unbounded capacity for rational deliber-
ation about preferences and outcomes.75  Since the introduction of the
notion of bounded rationality in economic decision-making, over-
whelming evidence of its descriptive validity and the greater predic-
tive accuracy it provides when incorporated within economic models,
among other reasons, have led to its widespread acceptance.76

The insight of bounded rationality can be extended into the realm
of moral reasoning.  Bounded moral rationality describes the limita-
tions of moral reasoning as an analogical corollary of bounded ration-
ality within behavioral economics.77  It refers to human limitations in
discovering and processing all morally relevant facts during moral de-
liberation, and in identifying and applying the relevant normative
principles to the appropriate interpretation of the context for moral
action.78  The former limitation is largely cognitive; there is not a big
difference between this limitation and the limitations that are as-
sumed by the notion of bounded economic rationality.  The latter, how-
ever, is a departure in that it concerns limitations in interpreting

75. See, e.g., Simon, supra note 10.
76. For an overview of this development, see John Conlisk, Why Bounded Rational-

ity?, 34 J. ECON. LITERATURE 669 (1996).
77. The notion of bounded moral rationality is not my own creation.  Along with a

contractarian response to it that is roughly similar to that of my own, bounded moral
rationality was introduced in Thomas Donaldson & Thomas W. Dunfee, Toward a Uni-
fied Conception of Business Ethics: Integrative Social Contracts Theory, 19 ACAD. MGMT.
REV. 252 (1994).  It was later developed in a subsequent book-length treatment in
THOMAS DONALDSON & THOMAS W. DUNFEE, TIES THAT BIND: A SOCIAL CONTRACTS AP-

PROACH TO BUSINESS ETHICS 30 (1999) (“All of this is fiendishly difficult for finite minds
to accomplish with any confidence. This pattern of difficulty, indicative of the ‘bounded-
ness’ of moral rationality, is similar to Herbert Simon’s concept of the same name.
Human beings have finite intellectual resources and will inevitably be forced to ‘satis-
fice’ in both economic and moral decision making.”).

78. DONALDSON & DUNFEE (1999), supra note 77, at 28-31.
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moral intuitions and moral theory.  Our moral intuitions are not al-
ways consistent, and no moral theory has been able to give a fully
satisfying account of them.79  As a result, bounded moral rationality
refers to both the limitations and the incoherence of our moral deci-
sion-making capacity.

Our bounded moral rationality is only amplified within the con-
text of financial distress because the institutional context of any hypo-
thetical bankruptcy regime will be so artifactual and complex.  The
very idea of bankruptcy and the rules that govern financial distress
are the products of human artifice.  The institutional context that gov-
erns firms in financial distress is a complicated historical artifact, con-
stituted from the input and actions of countless politicians,
businessmen, legislators, judges, lawyers, etc., over a long period of
time, and this complicates—perhaps fatally problematizes—any at-
tempt to deduce any “pure” moral logic or reason from it.80  Further-
more, financial distress occurs within an imperfect world, where the
market, the political and legislative processes, and market partici-
pants do not always act in consistent ways.81  As an illustration, take
the existing institutional governance regime for bankruptcy in our so-
ciety.  Our bankruptcy laws are the result of a wide array of complex
and often inconsistent sets of regulatory regimes.  The federal bank-
ruptcy regime interacts with a myriad of both state and federal law in
difficult ways.82  State collection laws are complex and multifaceted,
and they differ from jurisdiction to jurisdiction.83  And not only does
bankruptcy law build off of nonbankruptcy law, it also disrupts
nonbankruptcy law as well.  Any attempt to comprehend and interpret
the systemic effects of financial distress through a consistent norma-
tive lens, therefore, is likely to add to the limitations of our bounded
moral rationality.

Moral rationality is even more highly bounded at the level of cor-
porate reorganizations because firms are purely artifactual as well.
Firms are legal fictions that exist to serve the purposes of those who
create or have a stake in them.84  Because their aims and very nature

79. See, e.g., Saguiv A. Hadari, Value Trade-off, 50 J. POLITICS 655, 655 (1988) (“no
known ethos has managed to be entirely coherent.”).

80. See, e.g., Carlson, supra note 41, at 1389 (“Considering the tens of thousands of
congressmen, judges and lawyers who have contributed to the content of bankruptcy
law, it would have been a miracle if all of them were driven by the same ethical impulse
every time a legislative decision was made.”).

81. See, e.g., Warren, supra note 48.
82. See, e.g., Eisenberg, supra note 61; see also Adler, supra note 14.
83. See, e.g., Warren, supra note 25, at 783-84; Warren, supra note 48, at 382-84.
84. See, e.g., Dartmouth College v. Woodward, 17 U.S. 518, 636 (1819) (“A corpora-

tion is an artificial being, invisible, intangible, and existing only in contemplation of
law. Being the mere creature of law, it possesses only those properties which the charter
of its creation confers upon it, either expressly, or as incidental to its very existence.”).
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are what their stakeholders make of them, determining justice when
corporations are reorganized requires adjudicating between a fluid
and dynamic set of interests and parties who have a stake in the out-
come.  First, like most other group endeavors, various stakeholders
are likely to have differing views on what constitutes a just outcome.
For instance, secured creditors may construe justice as receiving that
to which they are entitled by contract, whereas employees of a reorga-
nizing business may construe it as a fair allocation of the losses associ-
ated with financial distress among all responsible parties.
Furthermore, different parties are likely to have a wide range of val-
ues that inform their conception of the business, which will also affect
their understanding of what a just outcome would be.  Lastly, given
the proliferation of practices like claims trading and the growing use
of sophisticated financial instruments, the composition of those who
have a stake in the reorganization is more fluid and dynamic.  In sum,
ascertaining the justice of an outcome in a bankruptcy proceeding
prior to the proceeding itself is a very tall order, particularly when one
attempts to do so without all the relevant facts that are sensitive to a
complex and artificial institutional context.

B. PURE PROCEDURAL JUSTICE

Given the state of our moral limitations, what ought to be the
principles of justice for any given bankruptcy proceeding?  From a con-
tractarian perspective, they ought to be those that arise from a hypo-
thetical agreement among reasonable people in society.  Imagine a
society that is without bankruptcy but otherwise similar to ours.  How
would those within this fictional society choose to handle financial dis-
tress in light of a dizzying array of complex state collection laws,
debtor practices, and, in the case of corporate financial distress, a po-
tential creditor rush to dismember an economically sound business?
What principles of justice could they agree on if they held a wide range
of value systems and interests and were aware of their bounded moral
rationality, assuming that they were able to strive for agreement in
good faith and as impartially as possible, almost as if they were com-
pletely unaware of their own particular economic situation?85

85. Most contractarian theories would proceed by making an assumption that hy-
pothetical contractors would not be aware of various aspects of their situation so that
the agreement would be impartial.  But I am sympathetic to the basic critique that the
self cannot exist apart from its connections from the world and that there is no view
from nowhere. See, e.g., STANLEY FISH, DOING WHAT COMES NATURALLY: CHANGE, RHET-

ORIC, AND THE PRACTICE OF THEORY IN LITERARY AND LEGAL STUDIES 436-67 (1989).
Nevertheless, an assumption that parties can strive for an agreement on principles of
justice as disinterested as possible does not seem as nearly controversial as imposing
ignorance that strips the contractors of their identities.
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As argued above, moral reasoning in the context of a firm in fi-
nancial distress is highly bounded.  Not only does this render an ex-
ante determination of justice difficult, it also makes it unlikely that
the justice of a reorganization can be ascertained as a matter of uni-
versal principle without regard to the nature of the firm and its situa-
tion at hand.  Yet, this is what the aforementioned models within the
Great Normative Debate often attempt to do.  Proceduralists often in-
terpret justice in bankruptcy as a matter of welfare, whereas tradi-
tionalists often interpret it as a matter of adjudicating multiple values
or policy goals.  Unlike these positions, a contractarian justification
for a bankruptcy regime would opt for a much more modest approach.
Given the highly bounded nature of morality in bankruptcy, reasona-
ble people choosing normative principles within our hypothetical
choice situation would choose to understand justice in bankruptcy as a
matter of pure procedure.86

Procedural justice is a notion of justice that is distinct from dis-
tributive and corrective justice.87  In the most general terms, it per-
tains to the legitimacy of an outcome as a property of the way it was
produced rather than as an intrinsic property.88  Procedural justice
can be divided into three types: perfect procedural justice, imperfect
procedural justice, and pure procedural justice.89  Perfect procedural
justice is characterized by (a) an independent criterion of a just out-
come that is defined separately from the procedure itself, and (b) the
possibility that a procedure can be devised to ensure the desired out-
come.  The procedure for requiring the person who slices the cake to
take the last piece to ensure an equal division is a famous example of
perfect procedural justice.  Imperfect procedural justice also shares
characterization (a) but does not share (b).  A criminal trial, in which
the desired outcome is that the defendant be charged as guilty only if
he committed the offense is an example of imperfect procedural justice
because there can be no set of laws devised to ensure this outcome.
Attempts to justify and refine bankruptcy law according to just one

86. In doing so, I am assuming that bankruptcy law is a set of procedures that
pertain to financial distress, regardless of its scope (meaning, whether bankruptcy per-
tains only to debt collection or is also concerned with a broader value-based discourse on
the reorganizing entity), and that procedural justice can be a relevant and sufficient
criterion for determining the justice of a reorganization.  To assume these things is not
to assume that bankruptcy law cannot be a matter of distributive justice as well.  In-
stead, my argument is that bankruptcy law can also be a matter of procedural justice
and that this conception is superior.

87. For a more extensive discussion of procedural justice and its relation to distrib-
utive and corrective justice, see Lawrence B. Solum, Procedural Justice, 78 S. CAL. L.
REV. 181, 238-40 (2004).

88. See, e.g., BRIAN BARRY, POLITICAL ARGUMENT 97-98 (reprt. 2010) (1965).
89. For an introduction to, and a more in-depth discussion of, this distinction, see

RAWLS, supra note 7, at 85-86.
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criterion, such as economic efficiency, or multiple criteria, implicitly
assume an imperfect procedural notion of justice because concepts
such as economic efficiency or community interest are understood in-
dependently from the bankruptcy procedure itself.  Pure procedural
justice, however, shares neither (a) nor (b).  Instead, an outcome is
just in the pure procedural sense if the procedure is properly followed.
An example of pure procedural justice is gambling, where the final
distribution of money among players is just as long as they all fol-
lowed the predetermined rules of the game.

The main advantage of conceiving the justice of a hypothetical
bankruptcy proceeding in purely procedural terms is that it does not
require omniscience on the part of the theorist or the policymakers.  In
the words of John Rawls:

[T]he great practical advantage of pure procedural justice is
that it is no longer necessary in meeting the demands of jus-
tice to keep track of the endless variety of circumstances and
the changing relative positions of particular persons.  One
avoids the problem of defining principles to cope with the
enormous complexities which would arise if such details were
relevant.90

Thus, conceiving the justice of a hypothetical bankruptcy proceed-
ing as a matter of pure procedure is an attractive and justifiable posi-
tion.  Rather than choosing a single norm, such as economic efficiency,
without any justification or deferring to a bankruptcy judge to come to
an imperfect facsimile of a just outcome evaluated along a wide set of
norms and values that are defined separately from the bankruptcy
process itself, reasonable people in our hypothetical choice situation
would opt to leave aside the ex-ante determination of the substance of
justice according to normative principles and, instead, agree on an ac-
ceptable procedure that will define the justice of a bankruptcy pro-
ceeding on its own and without reference to some other principles of
justice outside of the bankruptcy proceeding.

C. THE SHAPE OF PROCEDURAL JUSTICE IN BANKRUPTCY

If a just determination of the outcome of a firm in financial dis-
tress can depend solely on a set of procedures, what kinds of proce-
dures would hypothetical contractors in a society without a
bankruptcy regime want?  ISCT91 can help flesh out the type of proce-
dure that our hypothetical actors will choose to give substance to jus-

90. Id. at 87.
91. See generally, supra note 77 and accompanying text.
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tice in bankruptcy.92  ISCT is a contractarian theory of business ethics
that begins with bounded moral rationality as a starting point.  Al-
though it has had limited influence on legal scholarship to date,93 it is
widely considered to be one of the foremost “centers of gravity” in
management literature as a normative theory of business,94 and it is
intended to be a general normative theory of business, with implica-
tions for all economic activity.  The theory posits that reasonable ac-
tors who are aware of (a) their bounded moral rationality in economic
activity and (b) their diverse and often conflicting sets of commitments
would quickly realize that “it would be impossible to obtain an intel-
lectual consensus concerning adoption of a single morality as the
framework” for business activity.95  Given this realization, they would
agree to 1) defer a majority of substantive norms to norm-generating
communities that are embedded in particular economic contexts and
2) allow themselves the freedom to choose and affiliate with these
communities while 3) ensuring the basic conditions for freedom and
economic cooperation.96

Following the lead of ISCT, I propose that the hypothetical actors
within our fictional society would do the same for determining the jus-
tice of dealing with a firm in financial distress.  First, they must deter-
mine what are the appropriate norm-generating communities in the
context of financial distress.  A helpful approach to address this ques-
tion is to apply a systems analysis to the law.97  Systems are “regu-
larly interacting or interdependent group[s] of items forming a unified
whole” guided by one or more purposes of functions.98  They can be
identified through the “human participant test,” which asks if people
actually participate in the activity under consideration; the “interac-

92. In general, ISCT is not an attempt to spell out the substance of the norms that
will guide economic activity in the world.  Rather, it is an attempt to establish a mode of
moral reasoning and a broad framework for guiding the process by which norms are
generated within economic communities.

93. Some notable exceptions include: 1) an attempt to apply ISCT to the issue of
credit card solicitations to college students in Laurie A. Lucas, Integrative Social Con-
tracts Theory: Ethical Implications of Marketing Credit Cards to U.S. College Students,
38 AM. BUS. L.J. 413 (2001); and 2) the usage of ISCT in determining the parameters of
corporate social responsiveness in regulating corporate behavior in David Hess, Social
Reporting: A Reflexive Law Approach to Corporate Social Responsiveness, 25 J. CORP. L.
41 (1999).

94. For a discussion on the influence of contractarian methodology and ISCT in
particular, see Pursey P.M.A.R. Heugens, Muel Kaptein & J. (Hans) van Oosterhout,
The Ethics of the Node Versus the Ethics of the Dyad? Reconciling Virtue Ethics and
Contractualism, 27 ORG. STUDIES 391, 392 (2006).

95. DONALDSON & DUNFEE (1999), supra note 77, at 27.
96. Id. at 36-38.
97. Lynn M. LoPucki, The Systems Approach to Law, 82 CORNELL L. REV. 479

(1996).
98. Id. at 482.
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tion principle,” which attempts to set boundaries to systems by group-
ing persons and things that interact more closely and more frequently
with each other than others; and the “purpose principle,” which identi-
fies the purpose or goals of the system and includes those that are
necessary for the achievement of these ends within the system. 99  Le-
gal systems such as bankruptcy are self-organizing networks com-
prised of elements and their interconnections that order themselves
through form innovation and norm emergence.100  Thus, norm-gener-
ating communities within our contractarian model can be understood
as networks of highly interactive participants who, along with the in-
stitutions that they create, organize themselves according to norms
that define and guide their shared purpose.

Once our hypothetical actors use a systems approach to delineate
the scope of the norm-generating communities in question, they are
likely to agree that there ought to be at least two distinct levels of
norm-generation within their procedure for determining the content of
justice in bankruptcy.  This is because their shared purpose in crafting
their agreement (also, the ultimate purpose of bankruptcy law), is to
cope with the problem of bounded moral rationality in determining the
justice of a bankruptcy proceeding.  As argued above, moral rational-
ity is even more bounded when it comes to reorganizing the distressed
entity rather than simply liquidating all of its assets.  This difference
is not of degree but of kind.  Entities such as corporations and munici-
palities can be reorganized because they are purely artifactual and
reflect the aims and commitments of various interested parties, which
can be adjusted through collective deliberation.  Natural persons, on
the other hand, have aims and commitments that are uniquely their
own, and they cannot be adjusted through collective deliberation.
Thus, reorganization requires dealing with problems of coordinating
the adjustment of vested interests and commitments in the very na-
ture of the enterprise that do not arise in simple liquidations.  Yet,
reorganizations nevertheless face most, if not all, the problems of coor-
dination among claimants and context-specific determinations of good
faith, fraudulent transfers, etc., that are present even in a liquidation
case.

Thus, our hypothetical contractors are likely to recognize that
there exists one broad set of problems associated with bankruptcy in
general and, at a lower level, numerous context-specific sets of
problems associated with each particular reorganization.  This would
give rise to multiple levels of norm-generating communities within our

99. Id. at 498-99.
100. See Bernard Trujillo, Self-Organizing Legal Systems: Precedent and Valuation

in Bankruptcy, 2004 UTAH L. REV. 483 (2004).
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procedure to produce a just outcome.  At the broader level, there
would be a single system that governs bankruptcy proceedings.  Yet,
nested within this broader system would be particular and short-lived
sub-systems that are organized around particular issues and entities
that are candidates for reorganization.  Coming back to the real world,
such an agreement would reflect, respectively, (1) a federal bank-
ruptcy system comprised of the interactions among bankruptcy profes-
sionals, academics, policymakers, and other repeat players and
general bankruptcy institutions, such as the Bankruptcy Code and the
Federal Rules of Bankruptcy Procedure; (2) different communities
within the system governed by distinct sets of regimes for individual
bankruptcies, firms undergoing liquidation, and firms undergoing re-
organization; and last, (3) discrete “reorganization communities” of in-
stitutional actors and stakeholders, such as the bankruptcy judge, the
debtor-in-possession, and the creditors’ committee, that are formed
around each particular reorganization at the sub-level.  In other
words, our hypothetical contractors would essentially choose a regime
that mirrors what we have today and look to these communities to
generate a conception of justice that is applicable to the particular
bankruptcy proceeding at hand.

IV. THE IMPORTANCE OF ONGOING CONSENT

In the previous section, I argued that the contractarian response
to bounded moral rationality would be to defer the determination of
justice in bankruptcy to a broad bankruptcy community and make a
further delegation to organization-specific communities for reorgani-
zation-specific determinations of justice.  It is the legitimacy of this
process rather than congruence with a predetermined notion of justice
that renders an outcome of a bankruptcy proceeding just.  In this sec-
tion, I will flesh out the conditions for this legitimacy and connect
them to the current bankruptcy system.  In doing so, I will also be able
to show why claims trading matters for bankruptcy policy and why the
Great Normative Debate matters for claims trading policy.  The norm
of ongoing consent is a procedural requirement for norm-generation
due to the nature of the hypothetical contract entered under the condi-
tions of bounded moral rationality.  Ongoing consent has at least two
components: the right of voice and the right of exit.  The political sys-
tem in the United States allows for the rights of voice and exit at the
broad system level of bankruptcy policymaking, and the Bankruptcy
Code allows for the right of voice at the level of particular reorganiza-
tions.  However, there would be no adequate right of exit within this
regime if there were no robust claims trading market to support the
right of exit at the reorganization level.
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A. THE PROCEDURAL NORM OF ONGOING CONSENT

Consent is a central legitimizing principle in bankruptcy.101  This
is not so only for intuitive reasons.  From the point of view of bounded
rationality, consent is a necessary procedural constraint upon the hy-
pothetical social contract that justifies the deference of norm-genera-
tion to context-specific communities as well as the democratic political
process by which the norms are generated.  By consent, I do not mean
voluntary acquiescence to political authority.102  Instead, I use it to
refer to the nature of participation within a process that proceeds from
an individual’s freedom and autonomy.  This notion of consent is foun-
dational to modern social contracts reasoning in which individual con-
tractors come to an agreement on a set of principles or procedures
within the hypothetical choice situation.103  Communal consent is
thus synonymous with the social contract itself.  Without it, there is
no ground for justification for normative principles or procedures
within a modern contractarian theory.

Within my account, consent is important also as an ongoing phe-
nomenon because the hypothetical contractors have no possibility of
knowing ex-ante the content of justice that will emerge from norm-
generating communities.  Because they desire and need to preserve
their freedom and autonomy throughout the norm-generation process,
our hypothetical contractors would insist on interpreting consent as
an ongoing phenomenon, comprised of a right to participate in or with-
draw from the deliberative process of norm-generation.104  Ongoing
consent preserves the freedom and autonomy of the actors in unex-
pected situations.  Democratic processes typically operate upon the
principle of majority rule.105  Without the ongoing notion of consent,
participants within norm-generating communities could potentially
find themselves in minority positions without any opportunity to exer-

101. See, e.g., Daniel J. Bussel & Kenneth N. Klee, Recalibrating Consent in Bank-
ruptcy, 83 AM. BANKR. L.J. 663, 737 (2009) (“Understanding and improving bankruptcy
law requires continued sensitivity to the bankruptcy system’s traditional reliance on
party consent.”).

102. This notion of consent is a hallmark of classic social contract theorists. See, e.g.,
JOHN LOCKE, SECOND TREATISE ON CIVIL GOVERNMENT (Peter Laslett ed., Cambridge
Univ. Press 1988) (1690).

103. See, e.g., SAMUEL FREEMAN, THE CAMBRIDGE COMPANION TO RAWLS 1, 5 (2002)
(“For the first priority of justice for Rawls is to maintain equal freedom and respect for
persons in their capacity as democratic citizens. This indicates the way justice as fair-
ness is grounded in an ideal of persons as free and equal citizens who exercise their
capacities for justice and rationality (the two moral powers) as they jointly govern pub-
lic matters and freely pursue their conceptions of a good life.”).

104. DONALDSON & DUNFEE (1999), supra note 77, at 41.
105. See, e.g., LOCKE, supra note 102, § 96.  Agreement by the majority is also a

prerequisite for legitimate community-norms in ISCT. See DONALDSON & DUNFEE

(1999), supra note 77, at 39.
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cise their autonomy and freedom.  Thus, ongoing consent is a safe-
guard against unforeseen circumstances that hypothetical contractors
would agree to uphold within norm-generating communities.

The two rights implied by the notion of ongoing consent are the
rights of voice and exit.  First, ongoing consent implies the right of
voice within a community.  The right of voice is “the right of members
of a community to speak out for or against existing and developing
norms” during the norm-generating process.106  This right preserves
the consent of economic actors in the evolution of norms within moral
communities and ensures that the content of justice that emerges
from the political process is broadly acceptable to those within the
community rather than only to a few of its members.  Although com-
munity members are not required to exercise their voice, the option to
do so must be available in the event that the need arises.  Second,
ongoing consent implies the right of exit from a community.107  This
right is important particularly because of the moral free space that is
accorded to norm-generating communities and the dynamism with
which circumstances and morally relevant facts change over time.
Without the right of exit, the agent would be consenting to a form of
coercion that lies beyond the bounds of her moral rationality, which is
inconsistent with the aims of the hypothetical agreement itself.  As a
result, the legitimacy of the contractarian response to bounded moral
rationality involves not only a democratic deliberative process but also
one that is constrained by the procedural norm of ongoing consent,
characterized by the right of voice and the right of exit.

B. THE RIGHT OF VOICE IN BANKRUPTCY

Bankruptcy policymaking is a political process.108  As a matter of
principle, it can be characterized as “fundamentally a political exer-
cise” because it pertains to making collective decisions about loss dis-
tribution in society.109  And as a descriptive matter, there can be no
doubt that politics drives bankruptcy policymaking.  Of course, the
legislative process behind the drafting and refinement of the Bank-
ruptcy Code is a political exercise.110  Throughout its history, the
main forces that have characterized American bankruptcy—“the rise

106. DONALDSON & DUNFEE (1999), supra note 77, at 43.
107. Id. at 42.
108. See, e.g., Adam J. Levitin, Bankrupt Politics and the Politics of Bankruptcy, 97

CORNELL L. REV. 1399, 1405 (2012) (“Bankruptcy is ultimately a distributional exercise,
rather than a system to maximize returns to creditors, and this characteristic makes it
inherently political.”).

109. Id. at 1453.
110. See, e.g., Stephen Nunez & Howard Rosenthal, Bankruptcy “Reform” in Con-

gress: Creditors, Committees, Ideology, and Floor Voting in the Legislative Process, 20
J.L. ECON. & ORG. 527 (2004).
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of organized creditor groups and the countervailing influence of popu-
lism, together with the emergence of the bankruptcy bar”111—have
been primarily political factors, and this reality “shows no signs of de-
cline.”112  Not only do bankruptcy professionals and special interest
groups exert political pressures on possible bankruptcy policy re-
form,113 they can also derail reform efforts as well.114

For both parties to the Great Normative Debate, relying on a po-
litical process to determine just outcomes is a major problem.  Tradi-
tionalists often see the political process as a necessary “imperfection”
that “constrains” policy options and debates.115  Proceduralists view
the political process as a significant obstacle for achieving market-
based solutions to an inefficient system.116  Such resistance to politics
stems from the parties’ commitment to justice in bankruptcy as a form
of perfect or imperfect procedural justice.  Within a representative de-
mocracy with political parties representing discrete policy options to
which the electorate has a nontrivial amount of party-based commit-
ment, the political equilibrium that results from the democratic pro-
cess lies somewhere between the prevailing party’s desired policy
outcome and a utilitarian optimum.117  In other words, subjecting
policymaking outcomes to a political process will result in an equilib-
rium that would be considered to be imperfect regardless of which
point of view one takes.  As a result, if one evaluates the outcome of
the political process in light of principles of justice determined apart
from the process, the result is likely to be imperfect.

Once justice is understood in purely procedural terms, however,
the reliance on politics is no longer a problem.  In fact, the democratic
political process becomes the primary and necessary forum for exercis-
ing the right of voice—and thus satisfying the norm of ongoing con-
sent—at the broad bankruptcy policy level.  Because the right of voice
arises out of a notion of ongoing consent with respect to the content of
the norms that emerge from the bankruptcy system, it refers to advo-
cacy with respect to values or commitments.  Nevertheless, concern
for one’s own interests, both economic and noneconomic, is also a valid
commitment, and thus the right of voice within the political process

111. DAVID A. SKEEL JR., DEBT’S DOMINION: A HISTORY OF BANKRUPTCY LAW IN

AMERICA 2 (2001).
112. Id. at 2.
113. See, e.g., Elizabeth Warren, The Changing Politics of American Bankruptcy Re-

form, 37 OSGOODE HALL L.J. 189 (1999).
114. See, e.g., Jeb Barnes, Bankrupt Bargain? Bankruptcy Reform and the Politics of

Adversarial Legalism, 13 J.L. & POL. 893 (1997).
115. Warren, supra note 48, at 377-86.
116. See, e.g., Adler, supra note 14.
117. Assar Lindbeck & Jörgen W. Weibull, A Model of Political Equilibrium in a

Representative Democracy, 51 J. PUB. ECON. 195 (1993).
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ought not be artificially restrained by preordained principles.118  Fur-
thermore, in terms of exercising the right of voice, there is nothing
deficient about asserting unjustified values and commitments accord-
ing to one’s preferences, provided that they take place within the rules
and procedures set forth by the larger political system itself.  As a re-
sult, there is no need for any Rawlsian veil of ignorance that con-
strains the process of determining a just outcome in bankruptcy.
What is needed is real actors advocating for their values and interests
while conforming to basic structural norms to guarantee ongoing
consent.

The right of voice is exercised at all levels of the general bank-
ruptcy regime.  In actual bankruptcy policymaking, normative com-
mitments such as justice, fairness, and beneficence play a real role in
shaping the preferences of all those who are involved, and they shape
the very way that bankruptcy is interpreted, both in practice and in
law.  Throughout its history, bankruptcy politics has been swept up by
the “currents of ideology” and normative concerns.119  Political and ju-
dicial actors’ consistent appeal to normative virtues such as equity,
fairness, honesty, truthfulness, justice, and loyalty influence bank-
ruptcy jurisprudence and give content to the Bankruptcy Code it-
self.120  Within academic circles, collective deliberation takes the form
of exchanges like the Great Normative Debate, which also sometimes
influence legislative and policy debates as well.  Most importantly, all
citizens in our society have the formal right of voice through their po-
litical participation and through their elected representatives.  As a
result, the general bankruptcy regime is infused with the input of par-
ticipants who exercise their right of voice.

The right of voice is also present at the sub-system level of partic-
ular reorganizations.121  In fact, some have argued that the whole
point of Chapter 11 is to create “a community of interests by providing
a bargaining framework and devices to encourage cooperation among
the various actors in the reorganization.”122  From this point of view,
the automatic stay, which provides temporary relief for the distressed

118. Indeed, this is the approach within the current bankruptcy system, to a certain
extent. See, e.g., In re Figter Ltd., 118 F.3d 635 (9th Cir. 1997) (providing an example of
allowable strategic behavior that is intended to further a claimant’s economic self-inter-
est).  Nevertheless, 11 U.S.C. § 1126(e) (2012) allows the court to disqualify entities
from voting during the confirmation period if they act in bad faith.

119. SKEEL JR., supra note 111, at 15.
120. See, e.g., Matthew Bruckner, The Virtue in Bankruptcy, 45 LOY. U. CHI. L.J.

233 (2013); see also In re Kaiser Aluminum Corp., 456 F.3d 328 (3d Cir. 2006).
121. For instance, 11 U.S.C. § 1109(b) (2012) grants a “party in interest” the right of

voice on any issue under a Chapter 11 proceeding.  11 U.S.C. § 901(a) (2012) grants this
right to Chapter 9 cases as well.

122. Tung, supra note 12, at 1718.
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entity by halting most actions against its property upon the filing of
bankruptcy,123 can not only solve the collective action problem of debt-
ors attempting to dismember an economically sound debtor prema-
turely, but can also provide the necessary breathing room for
participants within the bankruptcy proceeding to have the opportu-
nity to exercise their right of voice.

The strongest avenue for stakeholders to exercise their right in
Chapter 11 is through creditors’ committees, which are the primary
negotiating bodies for the formulation of a reorganization plan.124

The plan confirmation process is another way for various classes of
affected parties to voice their opinion with respect to the justice of the
outcome.125  However, the current framework may not provide non-
claimant stakeholders enough of an opportunity to exercise their right
of voice.  Parties of interest, such as the town in which the reorganiz-
ing business is located or neighboring small businesses whose fates
are tied up with that of the distressed entity, may turn to informal
mechanisms like the media and local politics to exert a certain amount
of pressure within a particular Chapter 11 proceeding.  However, if
they can be considered part of this reorganization “community” (the
determination will vary from context to context and party to party, of
course), the right of voice may require a more formal means for these
“community interests” to be represented as well.126

One major set of proposals within the bankruptcy process that
threatens the norm of ongoing consent, and thus ought to be discour-
aged, concerns the elimination of much of the political process of reor-
ganization due to concerns associated with economic efficiency.  Some
of these proposals include eliminating the reorganization process alto-
gether in favor of a market-based approach.127  Nevertheless, there
was a significant amount of concern in the aftermath of the
Chrysler128 and GM bankruptcies129 over the possibility that section
363 sub rosa asset sales could undermine the procedural guarantees
set forth within the confirmation process.130  Much of the worry has

123. 11 U.S.C. § 362 (2012). See also Frank R. Kennedy, The Automatic Stay in
Bankruptcy, 11 U. MICH. J.L. REFORM, 175 (1978).

124. 11 U.S.C. § 1102(a)(2) (2012) allows the U.S. Trustee to appoint committees not
only of claimants holding unsecured claims, but also other creditors or equity holders
upon request of a party of interest if necessary to assure adequate representation.

125. 11 U.S.C. § 1129 (2012).
126. See, e.g., GROSS (1999), supra note 11; Gross (1994), supra note 11, for an ex-

tended argument along these lines, but for reasons different from that of my own.
127. See, e.g., Baird, Adler, and Bebchuk, supra note 14 (discussing various market-

based proposals to auction off the firm or its assets).
128. In re Chrysler LLC, 405 B.R. 84 (Bankr. S.D.N.Y. 2009).
129. In re Gen. Motors Corp., 407 B.R. 463 (Bankr. S.D.N.Y. 2009).
130. See, e.g., Barry E. Adler, A Reassessment of Bankruptcy Reorganization after

Chrysler and General Motors, 18 AM. BANKR. INST. L. REV. 305 (2010); see also Ralph
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since died down,131 but practices such as asset sales or prepackaged
bankruptcies that sacrifice some inclusiveness for the sake of eco-
nomic efficiency and speed nevertheless pose a real danger to the right
of voice for some stakeholders in the reorganization.  Insofar as these
practices replicate some of the abuses of the old equity receivership
system, particularly that of freezing out certain classes or types of
claimants,132 they represent not only the potential to raise the cost of
credit but also to violate the constraints of the procedural norm of
ongoing consent, as represented by the right of voice for all members
of the reorganization community.

Lastly, it is important to note that the right of voice does not im-
ply a right to get one’s way.  Take, for instance, the so-called Chapter
11 cramdown provisions within the Bankruptcy Code.133  Among
other requirements, Chapter 11 of the Bankruptcy Code requires that
all impaired classes of claimants must approve a reorganization plan
for it to be confirmed. 134  However, the Code also allows the court to
approve a plan even if an impaired class of claimants does not accept
the plan as long as the plan meets all other applicable requirements
for plan confirmation, does not discriminate unfairly, and is fair and
equitable.135  Such provisions allow for the procedural determination
of justice in corporate reorganizations without violating the right of
voice of the impaired claimants who refuse to accept a proposed plan
because the very act of refusal is an exercise of voice in and of itself.
The refusal to accept a plan will also most likely be preceded by nego-
tiations during which the claimants express their views and partici-
pate within the process of determining the just outcome of a particular
case.  The failure to get one’s way cannot be an impediment to a proce-
dural conception of justice.  A requirement for unanimity will cripple
rather than promote any meaningful deliberation.  Nevertheless, be-
cause the right of voice does not necessarily imply that one has given
consent to an outcome in bankruptcy, the right of exit is just as impor-
tant, if not more so, as the right of voice in securing the ongoing con-
sent of those who participate within the bankruptcy process.

Brubaker & Charles Jordan Tabb, Bankruptcy Reorganizations and the Troubling Leg-
acy of Chrysler and GM, 2010 U. ILL. L. REV. 1375 (2010).

131. See, e.g., Stephen J. Lubben, No Big Deal: The GM and Chrysler Cases in Con-
text, 83 AM. BANKR. L.J. 531 (2009).

132. See, e.g., Mark J. Roe & David Skeel, Assessing the Chrysler Bankruptcy, 108
MICH. L. REV. 727, 767-68 (2010).

133. 11 U.S.C. § 1129(b)(1).  For more on cramdowns, see Kenneth N. Klee, All You
Ever Wanted To Know About Cram Down Under the New Bankruptcy Code, 53 AM.
BANKR. L.J. 133 (1979).

134. 11 U.S.C. § 1129(a)(8).
135. 11 U.S.C. § 1129(b)(1).
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C. THE RIGHT OF EXIT AND CLAIMS TRADING IN BANKRUPTCY

The right of exit is essential for the exercise of ongoing consent
because exit is often the only viable means of legitimizing a procedural
determination of justice in matters that will almost always lead to dis-
agreement.  At the general bankruptcy level, the right of exit exists as
a matter of political and social reality.  Those who do not wish to par-
ticipate within the federal bankruptcy system can choose to change
professions, academic interests, or political allegiances without an in-
ordinate amount of hardship.  Even simple abstinence from the polit-
ics of bankruptcy policy may be enough.  However, things become
more difficult at the reorganization level for some stakeholders within
the reorganization community.  Aside from simply walking away from
one’s claims against the distressed entity and excusing one’s self from
the proceedings, how can one avoid compromising one’s autonomy by
being forced to go along with a conception of justice that cannot be
reconciled with other commitments that one has?

Claims trading is a practice that allows those who are bound to a
bankruptcy proceeding to exercise their right of exit.  Sellers may wish
to sell claims for a variety of reasons.  They may desire to avoid the
administrative hassle of reorganization, lack bankruptcy expertise,
face liquidity concerns, or have a low tolerance for risk.136  More im-
portantly, however, they may wish to exit the bankruptcy proceeding
because of some non-economic reason that has a special bearing on
one’s commitments and values.  The bankruptcy court can approve a
reorganization plan without the consent of a class of creditors as long
as the plan fully compensates their claim.137  However, the shape of
justice that is determined through the plan may nevertheless violate
the commitments or values of claimants in ways that extend beyond
the amount of their claim.  Claims trading gives them a procedure by
which they can exit the proceeding for such non-economic reasons.

Suppose, for instance, a large firm obtained a secured loan from a
socially responsible lender to finance its sustainability initiatives.
However, its eco-friendly ventures flop and the firm files voluntarily
for Chapter 11.  Fortunately for the majority of its creditors (who do
not care about environmental sustainability), the debtor in possession
has negotiated with the employees’ union to lower its pension obliga-
tions and has streamlined the firm’s business operations to focus ex-
clusively on hydro-fracking.  The socially responsible lender opposes
both of these maneuvers, but the reorganization plan leaves all se-

136. Levitin, supra note 1, at 93-94; see Tung, supra note 12, at 1700; see also Baird
& Rasmussen, supra note 16, at 660.

137. 11 U.S.C. § 1129(a)(8)(B).
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cured creditors unimpaired.138  Given the state of affairs, what is our
lender’s option from a normative standpoint?  It lent to the firm be-
cause its commitments and values were aligned with that of the firm
at the time.  But it is powerless now to oppose the plan from confirma-
tion.  Thus, the lender’s freedom and autonomy is at stake if it cannot
exercise its right of exit.  Having been aware of such a possibility
within the hypothetical social contract, this lender would not have
agreed to defer the generation of norms to the reorganization commu-
nity if it were not assured the right of exit by some other way.  A ro-
bust claims trading market affords this guarantee.

Because the right of exit is often central to the norm of ongoing
consent, courts should generally be wary of limiting claims trading.
However, there may be instances when the right of exit can under-
mine rather than reinforce the ongoing norm of consent within a bank-
ruptcy proceeding.  In such instances, courts should exercise their
general equitable powers139 to limit claims trading as narrowly as
possible.  For instance, courts will sometimes limit or refuse to recog-
nize the trading of claims if it could cause the distressed entity to lose
its ability to carry over its net operating losses (“NOLs”) to offset fu-
ture liability on taxable income.140  Debtors who ask for an injunction
against claims trading in such instances typically claim that because
NOLs constitute a property of the bankruptcy estate, attempts to sell
one’s claim and jeopardize its loss for the business as a going concern
constitutes a violation of the automatic stay.141  As noted above, the
automatic stay is important to secure the ongoing consent of bank-
ruptcy participants because it allows for the breathing room to exer-
cise their right of voice.  If there arises a situation in which a claimant
exercising its right of exit would jeopardize the entire bankruptcy pro-
ceeding even before it begins, the claimant could effectively be com-
mandeering the right of voice from the rest of the participants within
the proceeding.  In such instances, the court might be able to best pre-
serve the ongoing consent of bankruptcy participants by granting a
temporary injunction against the trading of claims for a limited period

138. 11 U.S.C. § 1124 (2012).
139. 11 U.S.C. § 105(a) (2012) grants the court very broad powers to administer the

bankruptcy estate.  “The court may issue any order, process, or judgment that is neces-
sary or appropriate to carry out the provisions of this title.” Id.  The need for careful
contextual analysis due to bounded moral rationality is why we grant bankruptcy courts
such a broad power, and the need for determining when and how to utilize these powers
is certainly one of the reasons for having a normative theory of bankruptcy.

140. 26 U.S.C. § 172 (2012) allows for a tax deduction equal to the amount of net
operating loss carryovers and carrybacks for a particular tax year.  However, 26 U.S.C.
§ 382 (2012) limits the entity’s ability to utilize this deduction if it undergoes an owner-
ship change, subject to special exceptions for Chapter 11 reorganizations under
§ 382(l)(5).

141. See, e.g., In re Prudential Lines Inc., 928 F.2d 565 (2d Cir. 1991).
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of time.  Doing so would provide enough space for legitimate negotia-
tions to take place but nevertheless provide a meaningful opportunity
for exit.  Only in the most exceptional cases should a court ever grant
a permanent injunction against claims trading.

As the case with NOL carryovers shows, balancing the right of
exit with other considerations in bankruptcy can be a tricky affair.
However, this is why a normative theory is important.  Once the norm
of ongoing consent is established as the fundamental value by which
all considerations are measured, other considerations like maximizing
the value of the estate, for instance, must take a backseat to the right
of exit in instances when the exercise of this right would not under-
mine ongoing consent.  Limits to core aspects of this fundamental
value can only be justified due to various aspects of the value itself.
Limiting the right of exit, which is an important aspect of the norm of
ongoing consent, is only permitted when the exercise of this right
would undermine the norm of ongoing consent.  Other considerations
are relevant and should certainly play an important role in determin-
ing and fine-tuning various policy decisions, but not at the expense of
ongoing consent.

V. CONCLUSION

Re-examining the Great Normative Debate through the small
window of claims trading sheds light on the central justification for
having bankruptcy and corporate reorganizations at all.  Bankruptcy
law exists to cope with the problem that bounded moral rationality
poses to the determination of justice in a complex phenomenon that is
the handling of firms in financial distress.  Bankruptcy is complicated,
but it nevertheless requires a normative justification of its aims, not
for its own sake but for regulating and refining practices and institu-
tions that intersect with bankruptcy law.  As a matter of normative
justification, we cannot simply throw up our hands and adopt an any-
thing-goes approach or defer completely to a bankruptcy judge with
unlimited power.  Neither can we attempt to reduce a complicated
phenomenon for the sake of simplicity or elegance.  Both mistakes are
fatal because they rely on central tenets as axioms rather than provid-
ing a fully justified account for these tenets.  In this Article, I have
outlined an approach in which those assumptions are not made.  In-
stead, I have argued for a contractarian theory that explains why a set
of policy aims advanced within a democratic political process guided
by the procedural norm of ongoing consent can be rational, justified,
and legitimate.  Nevertheless, the norm of ongoing consent has signifi-
cant implications for the substance of bankruptcy law as well.  There
must be sufficient avenues for participants within both the bank-
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ruptcy policymaking level and the particular bankruptcy proceeding
level to advocate for or against developing norms within their context
and to exit their respective “systems” if they desire to do so.

In a way, I have outlined a meta-theory of bankruptcy, insofar as
it recognizes the value of the ongoing debates between proceduralists,
traditionalists, and others who have a stake in the policy debates.
Such exchanges are a part of an ongoing political process by which
norms emerge within the bankruptcy system.  They are thus central
to determining the substantive content of justice in bankruptcy as a
general matter.  They are also certain to influence the determination
of justice at the particular reorganization level over time as well.
Within this political approach to normative bankruptcy theory, the
discourse at the policy level can merely reflect various preferences and
commitments.  Some may prefer to see bankruptcy law refined to max-
imize economic efficiency, whereas others want to see noneconomic in-
terests also be given weight.  This is fine.  Advocating policy proposals
based on such uncontested axioms is not a problem, provided that
those who do so adhere to the procedural norm of ongoing consent.  In
particular, if bankruptcy scholars do not already do so, they ought to
feel fully justified in exercising their right of voice within the academic
debate.  Or even their right of exit.


