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I
METHODOLOGY

A.

Predicting the Effects of Legal Reform

MECKLING.t First, I have a general comment about what I believe is the
main issue that has come up with respect to my paper,' an issue which is
methodological in nature. A lot of questions have been raised about the facts.
I am in complete agreement with those who raised the question of the elasticity of supply. I don't have, have not made, and do not intend to make, actual
estimates of the elasticity of supply for the consumer finance industry. Some
people in this room-Professor Benston, for example-have done research
close to that. 2 It is an empirical issue on which all of us would like to have
better evidence; that's true, in general, of many of the questions which have
been raised. I am somewhat disappointed that the Bankruptcy Commission
apparently had resources to fund detailed studies by a variety of people but

t A complete list of the participants appears on pp. 11-12.-Ed.
1. Meckling, Financial Markets, Default, and Bankruptcy: The Role of the State, LAW & CONr.EMP.
PROB., Autumn 1977, at 13.-Ed.
2. See Benston, The Impact of Maturity Regulation on High Interest Rate Lenders and Borrowers, 4 .
FINANCIAL ECON. 23, reprinted in LAW & CONTEMP. PROB., Autumn 1977, at 180.-Ed.
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didn't have resources to study consequences of the sort I am talking aboutconcerning, especially, the cost of different rules--or at least didn't allocate its
resources that way. In my judgment it's not appropriate to put the burden on
the rest of us to make those estimates. If certain people want to change the
law, then it seems to me they're the ones who ought to be looking at the
evidence, not I. Even though people like Professor Miller command very high
consulting fees, it would have been worthwhile to consult with him about that
problem.
But let me go beyond that, because I do think there is a methodological
issue here, an issue that involves the question of evidence and theoretical
foundations. What I have discussed in my paper is a body of theory which, I
think economists would agree, is fairly well tested. We would not assert that
the predictions we make out of those theories would be corroborated in every
detail. But I believe there is wide agreement in the economics profession with
respect to both evidence and theory on these kinds of issues. It's very hard to
apply that general evidence to individual cases without making special studies,
or to make unequivocal assertions about those things. We never can prove
things in that sense in any of the sciences. There are always exceptions of the
sort Mr. Shuchman cites. 3 I don't believe we have any way of resolving those
except by continuous investigation and research. But we don't throw away the
main body of theory where we find those exceptions. We add to it and expand it, but we don't throw it all away and start over again. I think we have a
lot of evidence about how financial markets operate and a lot of good theory
which will predict what will happen if certain things are changed.
It is true that we don't have estimates of the size of the cost differences
among various bankruptcy laws. If the costs are as small as others say they
are, I don't know why we're holding this conference: the conference is costing
us more than the bankruptcy reforms. Furthermore, since I'm convinced
there's no such thing as a free lunch, if the costs are that small, I believe that
the benefits of revising the law are likely to be small. In any case, I'd insist
that somebody tell us what those benefits are. While many want to talk about
the costs, nobody's told us yet what the benefits are, outside of somebody's
preference for transferring wealth from one group to another. I don't even
care about having an estimate of their size; I'd just like to know what they are,
other than a wealth transfer.
Just some facts from studies concerning what difference legal
reforms make: There have been many studies of credit allocation and restraints on credit allocation. Without going through them all, I can say that
almost all of them have shown that except in very extreme circumstances in
an absolutely controlled economy such as the Soviet economy, the constraints
BENSTON.

3. Shuchman, Theory and Reality in Bankruptcy: The Spherical Chicken,
Autumn 1977, at 66.-Ed.
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4
raise costs but in fact are not effective. That is, I can cite studies in Norway,
or Allan Meltzer's work on the funding of housing in the United States and
Europe, 5 that analyzed the effect of various kinds of constraints that were instituted to draw lenders into or out of certain sectors of the economy. The effect was that over fairly short periods of time-a few years or less-these constraints did not hold. Money is fungible, and like water it gets down the hill
from the top. It may not follow a particular track, but it gets down there.

MANNE.

What do you mean by "do not work"?

BENSTON,

I mean that the constraints didn't do what the legislators in-

tended them to do. Norway attempted to restrict savings banks from lending
for other than mortgage loans by controlling the rates of interest. So the savings banks lent on what were ostensibly real estate loans, but these were made
under special circumstances that permitted the banks to charge higher interest rates. In fact, they turned out to be commercial loans going under the
guise of real estate loans. In another period when the yield on real estate loans
was relatively high, the commercial banks lent money to the savings banks,
who then lent it out again as real estate loans. So there are all kinds of institutional ways of getting around these restraints, and most of them, given a little
bit of time, don't hold.
SMIDT. It's very often the case that the actual effect of some rule or regulation is the opposite of what it seems to be. Let me give a hypothetical example
to illustrate how the effects which Bill Meckling referred to could be just the
opposite. Normally bankruptcy is declared primarily because the borrower
needs to borrow again. Otherwise borrowers would stay out of the courts:
they're too expensive. But if a borrower would like to borrow again, some
people are likely to lend to him, and he wants to pay them off. Others are
probably not going to lend to him again, and he'd like not to pay them off.
The borrower can go into bankruptcy court, be discharged of the debts he
doesn't want to pay, and pay off the ones he wants to pay. So contrary to
expectation, professional lenders may find their costs lowered if they make it
easier for somebody to go into bankruptcy. I'm not saying that this is the
effect. You can't conclude on a theoretical basis what the effect of a change in
law is; you have to know how these things are really working in practice.
SHUCHMAN. Here is another example of the same thing: When there was
6
pressure in the Congress for change in the fraud exception, it was in fact the
consumer lenders who agreed to a change which prevented them from bar4. Benston, Savings Banking and the Public Interest, 4 J. MONEY, CREDIT, & BANKING 222 (1972).
-Prof. Benston.
5. Meltzer, Credit Availability and Economic Decisions: Some Evidence from the Mortgage and Housing
Markets, 29 J. FINANCE 763 (1974). -Prof. Benston.
6. 11 U.S.C. § 35 (a)(2) (1970).-Ed.
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ring the discharge but allowed them to except their debts from it. The oneshot lender was out in the cold: he didn't have the forms, the wherewithal, or
the knowledge to assert his exception. Those in the lending business, however, were indeed better off. As a result of the exception of their debts from
the discharge the consumer lenders had valid debts, and the debtor, because
of the bankruptcy discharge, was in much better financial condition to repay
or refinance. And that, I think, does support the notion that one doesn't
know the effects of legal reform, except perhaps in retrospect.
B.

Making Policy with Inadequate Data

FARNSWORTH. What should policymakers do in the absence of reliable
data? This question seems to become more and more important as the discussion continues. At the risk of offending at least half of the people here, I
think the answer is probably that policymakers should go back to talking
about "the merits," which I would put in quotation marks and define as what
law professors talked about before they got mixed up with economists.
MANNE. I think we should have at least one economist address himself to
what kind of recommendation should be made in the absence of empirical
verification of one proposition or another. We have some evidence suggested
by Phil Shuchman that seems to cut one way. 7 I can recall that many years
ago when I was in law school, everyone was amused by the fact that a federal
district could have an incredible number of personal bankruptcies, while the
district next door, with no apparent differences in the legal rules, had a totally different number of personal bankruptcies. I had assumed that in the
ensuing twenty-eight years someone had discovered the reasons for it. I was
shocked to learn that we are still asking the same question. I think Phil properly offers us this to raise the question why we think any legal rules make any
difference. If that apparently random result has been around for so long and
seems to persist, is it characteristic?
MILLER. I have a couple of very brief observations on what policymakers
do if they don't have specific evidence that tells them how something that
hasn't happened yet is going to work out. That's acutally the position they are
in most of the time, and I think Bill Meckling did cover it even without addressing it directly. He didn't have to, because we have a huge body of evidence about how markets work, how incentives are created, and how firms in
general can be expected to behave in response to market incentives. Let me
give an example drawn from another conference that you and I attended,
Henry [Manne], on Wall Street some years ago when brokers were concerned
about what would happen if their fixed commissions were eliminated. The
people on Wall Street could not understand the confidence of the economists

7. Shuchman, supra note 2, at 84-85.-Ed.
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present. They kept saying, "We've never had competitive rates before. How
can you be sure that our national capital markets won't collapse?" We
economists were not worried because we had so much general evidence about
competition in other industries. And as it turned out our predictions were
pretty accurate, all things considered. So there's more than just the specific
case that confronts policymakers. It's always a specific example of a much
wider class of problems.
MANNE. In defense of lawyers who've not spent years and years amassing
the data that economists have, I think that too often-I'm certainly not accusing Mert Miller of this-economists are unwilling to understand sympathetically the role of lawyers both intellectually and professionally. It becomes
very difficult for lawyers to have the same confidence that economists do in
a generalized theory adduced from many factual situations. But that difference underscores the importance of meetings such as this.
C.

Providing Data to the Bankruptcy Commission

My point is not theoretical but an observation on the process that
led to the three acts now before Congress. Unless I'm wrong, there was not
one economist on the Commission.' Phil Shuchman is sensitive to this because
he tried, in his own way, to get more economists involved.' There was a oneday seminar at which economists were invited to speak to the Commission. As
far as I know only half of that seminar was ever transcribed, and nothing in it
was really acted upon. There were a few studies performed by individuals
who I guess could be classified as economists. I won't comment on the quality
of those studies.
While Henry Manne's comment on the insensitivity of economists to the
position of the legal profession is no doubt true, my guess is that when these
acts are drawn up, the economist's viewpoint is either not sought out efficiently
or not sincerely sought. Maybe it's not too late. There are three acts before
Congress. At this point the process involves expert witnesses as opposed to
studies, but there has already been a lot of empirical work in the area of
consumer loans. A lot of people not really represented at this conference have
looked at changes in state laws and how they affect interest rates and allocation of funds. I guess my point is that we need better communication and
more interdisciplinary communication. This conference is performing the latter function.
ALTMAN.

SHUCHMAN. On Ed Altman's comment about why there are few economists
involved in the legislative process, I'll give one example that I hope will be a
surrogate for most of what goes on. One gets very little time and can't mount
8.
9.

The Commission on the Bankruptcy Laws of the United States.-Ed.
Mr. Shuchman was a Deputy Director of the Commission.-Ed.
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studies, because they take too long and the data are messy. Congress wants
answers, and its notion of empirical study is to poll a group of experts. If it
wants to find whether and how to change the law, it asks a hundred lawyers.
We had been in business in the Commission for perhaps three months of
what was to be an almost two-year undertaking-a year and a half of research
and half a year of writing. At that point a man from the Office of Management and Budget came to visit us. Without going through the poetics of his
statement, what he put to us was the following question: "What is going to be
in your final report? Once you tell me this"-he was ready with his pencil"we'll work backwards from there." There is an example of what a large part
of the legislative process is like, unfortunately, and there was almost nothing
we could do about it, try as we could. Another problem was that when we did
consult social scientists-I mean now sociologists, social psychologists, historians, as well as economists-the results with few exceptions were in the
pejorative sense of the word academic and useless for making the decisions we
had to make.
BENSTON. Could you explain further what the OMB guy did on the Commission's work?

We were three months into this, George, just starting to get
underway, ready to do every study we could do, planning the Commission
staff studies, looking for grants to fund others-the whole bit. This OMB guy
came in and said, "Look: you know what's going to be in your conclusions.
Let's get those out right now. Then we'll work backwards and that'll help us
with budgeting and everything else." A model of efficiency.
SHUCHMAN.

UNIDENTIFIED.

But why is it that you had no option to refuse his request

or quit?
To quit would have involved big transaction costs. I was on
leave and didn't have a job to go back to at that time. I just left the room.
Frank Kennedy, who is a saintly type, sat through the whole thing.
SHUCHMAN.

MANNE. I think the criticism I'm about to make applies less to Phil
Shuchman than to many other law professors in the field. I'm a little bit on
the side of the OMB man. I don't know why there hadn't already been studies
in the legal literature drawing on social science research to tell the Commission
what it should conclude. I think that every time somebody in Washington gets
a new idea for legislation, he is expected to finance all the studies that would
be necessary. It's not asking too much to want law professors to wonder about
these questions long in advance of the next round of legislative reform.
COOGAN. I would like to make a statement of personal privilege. I think
you are undervaluing the efforts of the bar in this field. Since 1954 I've spent
a week every year as a member of the National Bankruptcy Conference,
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which answers questions posed by Congress. We have no foundation to pay
our expenses. There are fifty people, and I suppose that the average attendance is forty-eight. At the present time all of us get questions from the Conference staff: What do we think of this change? What do we think of that
change? We're not as delinquent as you would imply.
MANNE. I think you misunderstand the nature of my charge. It's not that
lawyers don't work hard.

No. The fact is that there are studies being made all the time.
These are made by people who act as bankruptcy referees, or by professors of
creditors' rights from various universities, or by bankruptcy practitioners.
And among them they have in their heads a great deal of information.
COOGAN.

It
BANKRUPTCY COSTS

A.

Theory: The Elasticity of Credit Supply

I'd like to turn to a basic proposition in Bill Meckling's paper, the
question why we assume a perfectly elastic supply of lendable funds. Do we
have any evidence on this? And does it follow that all increased costs of bankruptcy will be passed back to borrowers?
MANNE.

MECKLING.

I was a little disappointed with what Fred Weston said in his

10

paper, since I thought I had produced a long list of evidence in my paper
pertaining to issues for which he said there was no theory and no evidence.
The reason I discussed the complicated nature of the financial system and the
way funds flow around it is precisely that I think it is, in a sense, an explanation of why we would expect a highly elastic supply in something as narrow as
consumer credit. People can shift their funds from one place to another. And
the evidence I adduced is that when inflation occurs we see huge intermediations in the credit system between savings banks and commercial banks, and
among the kinds of claims that people hold. I think George Benston's study in
Maine supports this view: small finance companies simply left the business
when they were caught between the interest rate ceilings and the rules about
renewing loans. This suggests that in fact there is a highly elastic supply in
this instance.
1. In What Frame of Reference Should Elasticity
Be Viewed?
MILLER.

A distinction should be made between the long run and the short

10. Weston, Some Economic Fundamentalsfor an Analysis of Bankruptcy, LAW & CONTEMP. PROB.,
Autumn 1977, at 47.-Ed.
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run. In the long run it seems hard to believe that the supply could be anything but perfectly elastic. In the short run that may not be true. It depends
on how specialized the human and other capital resources of the lending business are.
LINTNER. Whatever the uses of other parts of Keynesian economics nowadays, Keynes' quip that in the long run we are all dead is relevant here. It is a
question of social costs and losses in the intermediate period that complicates
the cost-benefit analysis.

ROLL. I would like to go back even further to Adam Smith and talk about
the extent of the market. I think the issue here really involves that: there's no
doubt. In fact, it seems to me trivial to say that the costs are going to be borne
by borrowers. In the aggregate that has to be true. No one else can possibly
pay the costs, borrowers and lenders being the same. When we start talking
about a smaller market, we should talk about one individual.
MANNE. YOU may want to elaborate for some of the group who may think
that's a shocking statement.

ROLL. How can you elaborate the fact that at some rates of interest every
individual will be a lender, and at other rates of interest he will be a borrower? At a lower rate of interest every individual will be a borrower, and at a
higher rate of interest he will be a lender. In aggregate the total amount of
lending is zero. As a class, borrowers-who are also in the same class as
lenders-will bear the full cost.
If we are talking about an individual, the smallest element of the market,
it seems clear to me that as a lender he has so many alternatives that he
creates a perfectly elastic supply curve. Then the only question is how big an
aggregate we need before we observe some inelasticity in the total supply.
Inelasticity in the aggregate supply curve does not mean that borrowers won't
pay the full cost. It will be fully borne, even though the aggregate supply
curve is inelastic with respect to the rate of interest.
SHOVEN.

I have a comment on the idea that consumers as a whole are

completely hedged in these markets because the total lending is equal to the
total savings: Most individual consumers are not completely hedged; they are
either borrowing or lending. Those who are borrowing, say, on unsecured
consumer loans are not indifferent to the interest rate. So while I agree that
there is complete hedging overall, there is a distribution of burdens that's still
an interesting question.
The whole issue of elasticity of supply seems to hinge on how broad a
proposed bankruptcy reform is. If it were simply a form of settling unsecured
consumer loans, then I think we might have something approaching an infinite elasticity in the supply of those funds. But if it's a broad bankruptcy
reform, despite the fact that savers have a wide variety of savings oppor-
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tunities through intermediaries, a large percentage of the funds would ultimately flow to loans that would be affected by the bankruptcy reform. If that
large share of the savings were subject to the reform, I doubt that there
would be an infinite elasticity in that supply of funds.
2.

How Does Regulation Affect Elasticity?

H. SCOTT. I have a couple of questions for the economists here about
elasticities of supply. If the commercial lending markets are highly regulated
(which I think they are), is perfect elasticity of supply a theoretical possibility?
There are regulations on entry, reserve requirements for banks, interest rate
limitations, and all sorts of regulations that apply to financial institutions. If
we change the regulations for one group of institutions, like consumer-credit
lenders, can there be perfect elasticity of supply if all the other credit markets
are regulated?
As a separate question, I guess I'm a bit confused about the implications
for policy if there isn't perfect elasticity of supply-if we didn't bear the burden of showing that there is a perfect elasticity of supply and assumed that
creditors (or some set of creditors) were going to have to absorb some of the
costs. What turns on this demonstration of elasticity of supply in terms of
policy recommendations?
MILLER. You mentioned restrictions on entry and restrictions on price but
you didn't say anything about restrictions on exits; and that would partially
determine elasticity. If the law tries to get lenders to accept a revenue that's
less than adequate compensation for the risks they're bearing, they will just
leave, drawing capital from the industry.
UNIDENTIFIED.

There is a question whether they can exit from the credit

industry as a whole.
MILLER. That's one of the things that we'll have to discuss. They'll just get
out of the business and their resources will be reallocated, maybe in the same
industry, maybe not. The resources go back into the general pot and get
stirred up. It may be that the next best thing for many of them is some kind
of competing lending activity. If they're prevented from doing that, they
won't remain in the credit industry. But in that sense the supply curve is
horizontal on the exit side over that range, at least narrowly focused on this
industry.

H. SCOTT. If their choice is between changing their loan-making activity
and exiting, will that affect the elasticity of supply or credit? Maybe this is a
refinement of my original question.
MANNE.
I think he's saying that regulation is going to raise the cost of
other lending activities; so it's going to reduce the supply elasticity in one type
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of lending to the extent that shifting to other lending activities is more costly.
Wouldn't a perfect example be the application of usury laws in certain areas
but not in others, which causes funds that might have been shifted into personal lending to be shifted into business lending instead? Is that a fair illustration of the question you're asking?
H. SCOTT. Part of it. As a theoretical matter my question is whether your
proposition depends on an unregulated credit market.
MECKLING. It's as though there were a huge stream of water, and somebody turned a little faucet shutting off the flow in one little duct; but the total
amount of water coming to that point is the same. That flow will be diverted
into other ducts. And that's essentially what will happen in lending. There is
such a diverse range of opportunities for investors to lend money that a
finger in one little hole in the dike will hardly have any effect on the total.
Investors will change the contracts they have in some way that leaves some
lending in that area, or they will just leave it.
UNIDENTIFIED. Let's say that regulation totally controls the allocation of
credit: lenders can exit from the industry as a whole, but there are total controls on the amount of lending in various credit markets. Now would you still
say there would be perfect elasticity of supply, because lenders could exit?
MECKLING. Well by definition, if regulation would do all that, supply
would be inelastic. What you're really talking about is something like a state
bank in Yugoslavia. There are real problems then. In that case there is the
problem of convincing the lenders to put up the money in the first place,
given the fact that the industry is regulated in that way. I certainly would not
argue that we can't think up any kind of regulation which would affect the
elasticity of the supply of credit. If we sat around thinking about it enough we
could figure out all kinds of ways; abolition of consumer loans, for example.
All I'm really saying is that the kinds of regulation in the past and the kinds
now are very unlikely to have any real effect on the elasticity of supply of
consumer loans. They may affect the level of the supply curve; but it doesn't
seem to me that they will affect the fact that the curve is perfectly elastic, or
approximately so.

3.

How Should Elasticity Affect Policy?

Let's turn to the second part of Hal Scott's question.11 I'm not
sure whether we've set up the conditions, because the second part of his question was premised on the supposition that in the short run for some people
there may be less than perfect elasticity of supply. To the extent that this is
MANNE.

1I.

See p. 132 supra.-Ed.
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true, what are the implications for policy?
JENSEN. First of all, I'd like to know what criteria you have for policymaking. I have a criterion: maximizing welfare. I want to make the size of the pie
as big as possible. I don't understand Mr. Shuchman and Mr. Weistart' 2-and
perhaps some of the others-who think that more restrictive language will
make the bankruptcy laws better. Nobody ever answered the question that Bill
Meckling asked at the outset: What are the benefits? 13 I think that this debate
about the elasticity of supply is beside the point. Your question is a very good
one, because I don't think the elasticity of supply has any implications whatsoever for policy. The supply curves are virtually perfectly elastic, and that
only implies that regulations will not be able to transfer wealth from creditors
to debtors. If there is a wealth transfer, it's from debtors who pay to debtors
who don't. But if the supply curves have some inelasticity, part of the cost is
going to be imposed on the creditors. Well, if you don't like creditors maybe
you're willing to say we ought to do that. I don't see any reason to like creditors any better or worse than debtors.

Are there any macroeconomic implications in terms of the aggregate productivity of savings?
MANNE.

JENSEN.

We're going to throw resources away in either case.
B.

Prediction: The Costs of Legal Reform

1. Who Bears the Costs of Legal Reform?
LEIPZIGER. I thought I understood Dean Meckling to suggest that the use
of sophisticated evaluation and monitoring devices will cause the costs of legal
changes-if there are major costs-to be passed back to the group of probable
bankrupts. If he is suggesting that, then I have two questions about what
really happens to these costs.
One is how it will be feasible-at least in the consumer area-to predict
such things as divorce, bad health, automobile accidents, and other things that
often cause bankruptcy. But perhaps that is just a quibble. More fundamentally, it seems to me-from my experience working with creditors-that what
lenders are more often predicting is the risk of default. That may be relatively
predictable with sophisticated devices. It's a big step beyond that to predict
the likelihood of bankruptcy, which by no means always follows from insolvency and default. And it is yet another step to where I think most of our
attention is focused at this seminar: predicting the likelihood of nonpayment
resulting from bankruptcy.

12.
13.

See Weistart, The Cost of Bankruptcy, LAW & CONTEMP. PROB., Autumn 1977, at 108.-Ed.
See p. 125supra.-Ed.
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Change in the fraud law or the reaffirmation rules doesn't affect the
likelihood of bankruptcy, it seems to me, so much as it affects what happens
to the creditor in bankruptcy. I really doubt that creditors have the tools to
predict, in addition to the likelihood that particular debtors will default, that
if they go bankrupt they will reaffirm particular debts. My suggestion is that if
the costs are being absorbed, then they aren't really being passed back to
borrowers generally.
It's only a question of the extent to which the costs are passed
on to subgroups rather than to borrowers generally. I think it's clear that costs
are not passed on to commercial firms, let's say, who borrow from banks. In
fact, creditors can discriminate between consumer borrowers and commercial
firms.
In addition, I believe that within the consumer-borrower category for
many of the contingencies you mention-for example, divorce-there are data
that will enable lenders to predict better than by simply assuming a uniform
distribution. I think you can make better predictions for subgroups of the
14
population. Again, George Benston has looked at that in his redlining study.
I'm sure that some other people in the room have done financial research
with data of that kind.
MECKLING.

TAGGART. I have trouble keeping a focus on the various issues. Maybe I'll
just use a hypothetical. If Congress were to leave the law alone, any default
that occurred anywhere in the economy would cause a nondefaulting party to
pick up part of the cost. In other words, without reference to bankruptcy, if
there is default-if a borrower defaults today and dies tomorrow and leaves
no assets-the loss that is incurred by the lender will be reflected in subsequent interest rates.
UNIDENTIFIED.

It would have already been reflected in previous interest

rates.
All right, it would have been reflected in previous interest rates.
Now, the point I thought Dave Leipziger was making was precisely that the
incidence of default that lenders can predict is built into their interest rates.
And the empirical question, then, is to what extent this default factor is reduced by the prediction that some loans will be reaffirmed or that some discharges will be denied because of fraud in credit applications. I thought
David's point was that this reduction in the default factor is minimal because
these eventualities are extremely hard to predict. And if that is true, then
wouldn't it follow that the default factor in today's interest rates contains only
a guess as to the number of reaffirmations and subsequent collections? And
TAGGART.

14. Benston, Horsky, & Weingartner, An Empirical Study of Alleged Redlining in Rochester,
New York (report to the State of New York Banking Dep't, Feb. 1978). -Prof. Benston.
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therefore, if we want to predict how the abolition of reaffirmation will affect
the costs passed to borrowers, we have to estimate the size of that minimal
adjustment in the default factor of the interest rates. How do we quantify it?
Still, taking reaffirmations out of the litigation process simplifies the process and eliminates the costs associated with determining whether a reaffirmation is valid. When we compare the adjustment in the default factor to the
savings associated with eliminating reaffirmations, we may conclude in strictly
economic terms that eliminating reaffirmations creates a more efficient syste m.
That is exactly right. That is the reason why there's a long
discussion in my paper which points out that the decision a potential bankrupt
has is not dichotomous. 1 5 He has a whole range of options starting with default as the simplest and going down to discharge in straight bankruptcy,
which I would regard as the other end of the spectrum. It's certainly true that
the lender is only concerned about his bad-debt losses. He doesn't care why
those bad-debt losses occur, that is, whether they are due to the number of
defaults or the number of bankruptcies. I think, however, that we know the
direction of the effect of the changes we're talking about. If you're saying we
don't know that, I believe you're not correct. But if you're saying we don't
know quantitatively how large those effects would be, I agree with you. We
don't know how large those effects would be, and I would not even be prepared to argue that they would be very large. For example, we have suggested
today that bankruptcy costs in corporate bankruptcies are small when compared to the total values involved.
Some economists are disappointed about that, because they had hoped that
these costs would explain the financial structure of the firms. Now it turns out
that those numbers are very small and can't really explain what a lot of people
had hoped to explain. So I'm not prepared to argue that the numbers are
large, and you're absolutely right about that spectrum of alternatives which
the potential bankrupt has.
However, making it easier for the borrower to go into bankruptcy will
increase the chance that he'll choose default, because it's easier for him to
proceed into straight bankruptcy from there. If Congress reduces the cost of
straight bankruptcy for borrowers, they will not only choose more straight
bankruptcies but will also choose more defaults.
Now, it's conceivable that Congress could change the law so as to increase
the number of chapter XIII cases 1 6 and decrease the number of straight bankruptcies, thus in fact raising the amount collected by creditors. The changes
that have been proposed are not attempts to do that, so far as I can see. They
MECKLING.

15.
16.

Meckling, supra note 1, at 25-26.-Ed.
See II U.S.C. §§ 1001-1086 (1970).-Ed.
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are in fact attempts which affect that whole spectrum of borrowers' options
and raise the bad-debt losses of the firms. If a reform could at the same time
reduce the cost of the system-that is, if it could somehow raise the bad-debt
losses by less than what it saves the firms in the administration of the
system-the reform could make the whole system more efficient in terms that
economists would like. There is no discussion of that so far as I can see in
anybody's proposals for reform. That's not the intent of the proposals, and it's
hard for me to see that it is, in fact, likely to be the outcome of the things that
are proposed.
2.

How Large Are the Costs of Legal Reform?

ALTMAN. Dean Meckling's comment that his paper is by no means finished
refers mainly, I believe, to the documentation of certain statements with
which I agree almost completely. What I would like to do is to help document
these statements.
Dean Meckling states that eliminating misrepresentation as a defense
would increase bad-debt losses sustained by lenders, either because nonpayment is more frequent or because the average amount recovered in the case
of nonrepayment declines, or both. 7 I'd like to suggest a methodology for
looking at this and also to cite some empirical evidence that has not been
published yet but which will be very shortly. I'm not qualified to talk about
changes in the Act and how they will affect the actions of creditors towards
debtors or debtors towards creditors. However, assume that eliminating misrepresentation as a defense will result in certain actions by lenders, specifically
that "lenders will establish stricter standards."'" In other words, it will be more
difficult for individuals to qualify for loans after the change in the Bankruptcy Act.
I cannot say whether or not changes in the Act will occur, but let me
speculate on what might happen if the elimination of the fraud exception has
these effects. Credit scoring models, which have been implemented to a much
greater extent in consumer finance than in the commercial area, essentially
produce an optimal cutoff score which determines whether an individual or
corporation qualifies for loans.
The optimal cutoff score (and here I refer to work I've been involved in
on statistical scoring models, particularly discriminant analysis models' 9 ) is a
function of two variables. The first variable is the prior probability that the
individual or corporation will default. The second variable is the cost of two

17. Meckling, supra note 1, at 22-23.-Ed.
18. Id. at 23.-Ed.
19. See, e.g., Altman & Eisenbeis, Financial Applications of Discriminant Analysis: A Clarification (1976) (Salomon Bros. Center for the Study of Financial Institutions, New York University,
working paper no. 79).-Ed.
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kinds of potential error. The first error (type 1 error) is making a loan to a
customer who will eventually default. The type 2 error is not making a loan to
a customer who would have paid it back. The optimal cutoff score is the
natural logarithm of the quotient of the probable cost of type 1 error and the
probable cost of type 2 error. So it has in the numerator the cost of type 1
error times its prior probability and in the denominator the cost of type 2
error times its prior probability.
If a change in the Act causes the prior probability of default for all lenders to increase, then that can be imputed into the function directly. In that
case the prior probability of default in the numerator increases in relation to
the prior probability of repayment in the denominator. So, for instance, if
there was a -percent chance on average that individuals will default prior to
the change and a 1.5-percent chance after the change, then this could very
well be reflected in the cutoff score.
The cost of type I error might increase if the average amount recovered
in nonpayment declines. I've done some empirical work with current data
about what the financial institutions can expect to recover in case of default.
The data from one sample of large commercial banks and one sample of
relatively small Southeastern banks seem to show that for all loans, consumer
and commercial, the average loan loss recovered as a percentage of the gross
loan losses charged off was less than thirty percent. So the cost of a type 1 error
is greater than seventy percent. I found this surprising, but when I speak to
bankers they say it is not that surprising. In other words, on average, banks
can expect to recover less than thirty percent of the loan that is charged off
when they attempt to recover. This is on all loans. I don't have a breakdown,
but for commerical loans the recovery rate is lower. It's less than twenty percent.
LOGUE.

What percentage of loans are charged off?

ALTMAN.

In other words, what is the bad-debt experience?

LOGUE. Yes.
ALTMAN. Well, that varies depending on the economic cycle. For instance,
in 1975 it was quite a bit higher than before. I don't have the exact amount,
but I think you have in mind the total dollar amount rather than the number
of loans.
LOGUE.

Percentage.

ALTMAN. My guess is that it is under five percent, perhaps under three
percent; but I don't know the exact proportion.
SMITH.

It's right around one percent, according to the ABA installment
20

credit survey.
20.

See American Bankers Association Department of Economics & Research, Trends in In-
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And it was quite a bit higher in 1974 and 1975.

UNIDENTIFIED. I

presume this is the rate for chargeoffs and not defaults or

delinquencies.
ALTMAN. Yes, these are chargeoffs and the amount of the loan losses recovered. I might add for those of you who are interested in the difference
between large banks and relatively small banks in the Southeast, the general
recovery rate was higher in the smaller Southeastern banks than in the sample
of twenty-six of the largest banks in the country.
Now, the cost of a type 2 error is much more difficult to measure. It is the
cost of not making a loan to a customer who would have paid off. This reflects the bank's opportunity cost as the rate of return it would have earned
on the loan. I've estimated that as between zero and five percent. Zero percent would be appropriate if the institution could have made another loan to
another customer of the same risk and therefore charged the same rate of
return. Five percent is the riskless rate of return that Bill Meckling mentions
in his paper when he cites the more recent work on capital asset pricing models. If we put these inputs together and take a look at what happens to the
cutoff scores for financial institutions as these variables change, we can do a
type of sensitivity analysis. I don't have the data, of course, since we don't
know the change in the laws and what effect it will have. But this is a
mechanism for measuring empirically the effects of changes in the law on the
lending function of financial institutions.
These costs do not include the legal costs of going after a bad debt, or
many other intangible costs which are important to the total efficiency of the
organization. I think it would be very interesting-perhaps Jerold Warner has
done some of this in his work with railroads 21-to estimate the percentage of
loan losses recovered if these costs are also included. The net recovery would
be much smaller in comparison to the amount lent. I guess an analysis could
be made by going into the banks and looking at their data about the amount
they spend on recovering these bad loans.

3.

Can We Predict the Costs of Legal Reforms?
H. SCOTT. There may be limitations on empirical studies to observe

changes in interest rates after changes in the law, because lenders will discount changes in the law in advance. This could be related to some of Henry
Manne's work in the securities market. 22 That is, the information about the
change of law will be discounted by the lenders; so there will be changes in
stalment Credit 35 (1967) (prepared for National Instalment Credit Conference conducted by
A.B.A. Instalment Credit Committee) (1966 average was 1.76% of instalment loans delinquent,
computed as ratio of delinquent loans to total number of loans outstanding).-Ed.
21.
See note 46 infra.-Ed.
22. See, e.g., Manne, Economic Aspects of Required Disclosure under Federal Securities Laws, in
WALL STREET IN TRANSITION (1974).
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contracts and interest rates before the law actually changes. It may be interesting in some of these studies to see what happened, let's say, two or three
months prior to the change in the law.
SHUCHMAN. Another problem in predicting the effects is that there are
dozens, if not hundreds, of laws that are on the books but that examination
shows are almost never enforced. Let me take one example going back, way
back, to the colonial period. All lawyers are familiar with the writ of elegit,
which existed in the laws of most of the states that were in the original Thirteen Colonies. I don't know when that writ was last used. If, then, legislators
change the law to abolish writs of elegit, they may really be making no
change. The thrust of this remark is that we have no way of knowing whether
a change in law is a functional change which will result in any reallocation of
wealth, even assuming that our theory is correct.
MECKLING. I'm not sure I understand what the function of the change in
the law is. If it doesn't in fact bestow benefits on bankrupts, why are we here?
BENSTON. Another problem is the difference between ex ante and ex post
behavior on the part of borrowers, which affects the results of studies such as
we conducted in Maine. 2 3 Finance companies make a small loan to a borrower
to find out whether he can pay. Now, their ultimate goal is to get credit information on the borrower, and this is an efficient way to do it. Then if the
borrower makes payments on time, the company permits him to borrow more.
If legal reform suddenly puts small lenders out of business, the borrowers
who can bring their credit ratings to a bank and get money much cheaper are
better off. No question about it. But ex ante they wouldn't be better off, because the bank never would have lent to them in the first place; that is, the
banks wouldn't have incurred the costs of dealing with these borrowers without knowing if they were good credit risks.
By the way, I might say that subsequent data from Maine suggest that
banks are finding the costs of dealing with former customers of small loan
companies much higher than expected, because these customers are used to
being dealt with very personally. Banks make a loan, give the borrower a
payment book, tell him to mail in his payment, and that's all there is to it.
Their operating costs, the cost of making a consumer loan and processing it,
were about $25 per loan per year in 1970, when I did this study. The costs incurred in consumer finance companies, however, were close to $60 per loan
per year. And that does not include risk costs or chargeoffs; that is just the
cost of dealing with the customers, good customers, generally speaking, who
simply require personal treatment. With consumer finance companies out of
business and a law imposing costs that prevent anyone else from entering

23.

Benston, supra note 2.-Ed.
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that business, this class of borrowers will not be served. So the availability of
loans to those borrowers is totally restricted until the pre-1916 situation returns in which illegal lenders, loan sharks, provide these services. And they
used other means than bankruptcy proceedings to collect their loans.
MARCUS. I have certain hesitations about the Maine study as an analogy to
changes in the bankruptcy law. Look at it from the perspective of the customer of a finance company. I wonder if I'm the only person here with that
experience. From the point of view of the customer of those companies, that
Maine law 2 4-assuming that the eight percent interest is ridiculous-is in effect a limitation on the amount of credit he can carry. There are already
upper limits on how much he can borrow; and even if there weren't, the
finance companies would impose such limits. But the borrower's monthly
statement has a line that says, "Need $300?" A few months later, when he has
reduced his debt outstanding, it will say, "Need $400?" Renewals of this kind
fall under the eight-percent limit; and lenders therefore stopped offering
them. So from the point of view of a borrower, the law is really a restriction
on the amount of credit he can get or the amount he can be using at any one
time rather than a chafige in the conditions of borrowing, as bankruptcy-law
reform would be. I think it probably would work very differently in its overall
economic effects, from the points of view of both the lender and the borrower. I'm just not sure that the analogy is very strong.

4.

What Costs Should Be Considered in Policymaking?

Bill Meckling stressed the costs of bankruptcy in terms of misallocated resources. His arguments for internalizing most of those costs, pushing
them back upon the bankrupt individual, are really misdirected. That current
bankrupts may be treated more gently than their forebears (for whom indentured servitude was tolerated) merely creates a pecuniary externality for other
borrowers. Even if limited personal liability raises banks' costs, leading to an
upward shift of their interest schedules, there is still no solid foundation for
arguing against limited personal liability.
Let me analogize. People who own dogs demand dog food; and that demand is satisfied generally by slaughtering milk cows who, while past their
prime, are still capable of giving milk. The price of milk is higher because of
dog-food demand. But this fact should not influence legislators to raise the
price of dog licenses in an attempt to make dog ownership less attractive and,
perhaps, the price of milk lower. This is a pecuniary externality and should
not really influence public policy. Similarly, the increase in loan costs due to
LOGUE.

24.

1967 Me. Acts 474, § 5 (amending ME. REV. STAT. tit. 9, § 3108).-Ed.
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the conventions surrounding limited liability does not deserve the attention
given to it.
In practice limited liability in personal borrowing may simply encourage
lenders to price risk more precisely. This by itself is a desirable result and one
which those in finance would not find objectionable.
It is also important to consider that in personal lending there are other
parties aside from the lender and borrower. There are two parties: let me
term them near third parties and distant third parties. A near third party
would be the individual bankrupt's family. They are third parties in the sense
that they might have absolutely no control over the acceptance of a loan or
the ability to repay; yet ultimately in the bankruptcy proceeding they might
bear some costs that simply cannot be internalized to the individual bankrupt.
There are those who would argue that a measurement of society's progress
is its ability to favor administrative arrangements that help the least advantaged members of society. The distant third party, then, is society in general,
which witnesses the elimination of personal assets during a bankruptcy proceeding and as an expression of concern over the families of bankrupts may
step in and prevent the near-third-party effects. In other words, if somebody
goes broke and cannot support his family, society-the massive welfare system
of this country-is going to support that family. I may personally disagree
with this sort of activity, but given the contemporary structure of our political
system, such help will almost surely be forthcoming.
No matter what kind of institutional arrangements one has, there are
going to be some third-party costs. In the kind of institutional arrangement
that Bill Meckling seems to suggest, the third-party costs are going to be
borne by the near third parties, the family of the bankrupt. But society may
not allow those penalties to work fully, and then all taxpayers have to pay the
costs of a market in which they may not participate. Society, politicians in
particular, will not stand idly by while someone yields a pound of flesh to
discharge a debt. Taxpayers in general may ultimately bear those costs.
The question is whether it is better to allow the bankruptcy costs to be
borne generally by society or to accept the institutional arrangement that will
internalize them to the consumer loan market. In questions of this sort, my
starting point is always, What's in it for me? Personally, I feel my own best
interests are most adequately served by confining all the effects of bankruptcylaw changes to the personal credit market. This would tend to prevent my tax
bill from rising as society rushes to the aid of bankrupts.
SMIDT. Consider this case of third-party costs: In the earliest loan contracts
there were clauses which allowed the debtor to specify that if he went into
default, his children could be taken as indentured servants. Now, is that a
kind of contract that we should allow to internalize the costs of the credit
market? What happened to the children? Are they parties to the contract? Do
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they have an interest? Does the borrower have to get their approval? And
who in fact is a child in these circumstances?
JENSEN. I'd like to say something about the third-party effects that Sy
Smidt just mentioned. I guess I've never heard the externality argument
made in a weaker or more empty form than I have now. You can literally
justify anything you want with that argument taken in that form-any action
of the state to control an individual. Nothing is outside the application of that
argument. Now, if that's what you want, fine. But let's recognize it for what it
is. And it isn't the kind of externality argument we normally make.
When I look at the problem of the debtor-creditor contractual relationship, I cannot see any substantial third-party effects. All of the effects are
capitalized onto the two parties to the contract and no one else. And no
one-other than you, with the argument about the children-has provided an
argument of any other effects. I'd like to know where they are.
LOGUE. In a marginal change in the bankruptcy law only one small set of
administrative arrangements is being altered within a vast array of institutional arrangements. In view of the fact that this country spends somewhere
in the vicinity of $200 billion per year on social welfare, one small change in
bankruptcy law may leave us in just as bad a condition as we would be without
the change. My earlier argument was not that the third-party effects are so
overwhelming that we simply have to do something about them but that in
the context of the whole array of institutional arrangements in the United
States today, it probably makes little difference in terms of the total costs to
society whether we leave the bankruptcy laws as they are, make them more
severe, or make them more lenient. Personally, I would want to place the
costs on the relevant market.

III
BANKRUPTCY LAW

A.
1.

The Right to Contract

What is Freedom in Contracts?

MECKLING. The statement in my paper about limitations on the right to
contract was, I think, misinterpreted."5 I didn't intend to suggest that a contract to surrender personal freeedom is in principle any different from other
kinds of contracts. I simply think it's foolish to talk about going back to a
system of indentured servitude, because it isn't politically feasible.
I don't mean to suggest by that statement that I am willing to give up the
principle that contracts on personal freedom are just like any other contracts.

25.

Meckling, supra note 1, at 27-29.-Ed.
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The fact is that in some cases we do allow people to indenture themselves, at
least to some extent. That's true of professional athletes. The present rules of
contract for professional athletes provide that athletes either play for the team
with which they have a contract or do not play at all; which is a major restraint on the use of their human capital, a restraint which is not allowed in
general. So it's not true that we never allow people to write contracts containing constraints of that kind.
Therefore, I do not mean that I am giving up the principle. All I mean is
that it's impractical for us to talk about going backwards.
WEISTART. Let me pick up on Dean Meckling's last point. In my paper I
do not ascribe to myself the view that contract limitations are desirable; I find
it more convenient to ascribe it to third parties. I identify the third parties as
consumer advocates.2" So if you disagree, you can go talk to them. I suggest
in the paper that they are making precisely the same argument, or they would
like us to make the same assessment, that Dean Meckling makes in reference
to the prohibition on imprisonment.
Now, it's true that for political reasons we can't go back and change the
ban on imprisonment. I think there's a reason for that, and the reason is that
as a society we have reached the conclusion that we place a high value on
personal freedom and the individual's prerogative to have his personal freedom. The reason we can't go back is that we're not going to change our
values: our values are already struck. I suggest in my paper that consumer
advocates are attempting to make a similar assessment of the new reforms.
They are suggesting that there are different types of infringement at stakeinfringements on the emotional well-being of the debtor, infringements on his
relationship with his family. The implication is that if our value system forbids
infringements upon personal freedom, it ought also to forbid these other infringements. In the same sort of assessment that Dean Meckling makes on
imprisonment, they suggest that the costs of avoiding these infringements
aren't very significant.
My response to them is the same as my response to him: We don't know
what, in fact, would be the result; we don't know what costs are. But I would

agree with Dean Meckling that this illustrates exactly the same principle as the

ban on imprisonment.
MECKLING. The use of the word "freedom" in that context seems to me
very ambiguous. Does it increase or reduce my freedom to rule that I can't
make a contract to do certain things? You may call it an increase, but I call it
a decrease in my freedom. You may not like the things I put in those contracts, but I am being told what I can't do-I'm being constrained, not given
more freedom.

26.

Weistart, supra note 11, at 115.-Ed.
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would certainly concede that. I think it goes back to a point
that was raised in Fred Weston's paper. Perhaps there's some reason not to
involve the government in enforcing terms that two private parties might
agree to between themselves. For example, we might decide that we don't
want the goverment to be involved in enforcing a contract in which the debtor
agrees to have his arm cut off in the event of nonpayment. Why would we not
want the government to be involved? Well, because of concern about the
moral tone that would be established by government enforcement of that type
of agreement. I think this argument is much the same as those made in the
debate about capital punishment. Some people don't want to see the state
involved in physical abuse of other individuals because they are concerned
about what the general consequences will be for society. Now, I assume that
the assessment of what those consequences are is an assessment that neither
lawyers nor economists can make with any accuracy and for which we have to
turn to some other discipline.
WEISTART. I

2.

Can Debtors Be Imprisoned?

SHUCHMAN. I want to comment briefly on this question of imprisonment.
Imprisonment of debtors does exist in a somewhat different form even now
in many states. It exists in what we call postjudgment remedies. If a woman
owes money and her creditor summons her to be deposed or respond to interrogatories regarding her assets and income and she fails to respond (which
is quite common), she can be held in contempt and arrested. This is true in a
large number of states notwithstanding the constitutional prohibition on arrest
for debt. This is arrest for something else, namely, contempt of court. Even
where such remedies exist, however, the best information we have is that they
are very rarely used. It appears there are two reasons for this. One is that in
some states the creditor is required to pay the costs of the imprisonment. It
seems that unless the debtor's failure to respond is made a crime (and that
would be an equal inhibition of the freedom of contract), it's the creditor's
responsibility to pay for his debtor's incarceration. If so, no consumer loan is
worth the costs. Incarceration now costs more than $11,000 a year per prisoner.
The other reason that these remedies are rarely used is that they are selfdefeating. If word gets around that creditors have done this, borrowers may
not deal with them. So the remedy is rarely used, although I guess that at
least a third of the states still permit imprisonment of this kind.
These reasons, I take it, fall within the general ambit of Dean Meckling's
argument. The costs of these remedies are much greater than the benefits. I
suspect that the same is true of many "severe" creditors' remedies.

ROLL. It occurs to me that there is an economic theory to explain the
institution that the creditor should pay the cost of imprisoning the debtor. If

LAW AND CONTEMPORARY PROBLEMS

there is a debtors' prison which is not paid
of default on contracts are borne by a third
in an economic society to internalize these
be internalized. So I think there is a good
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for by the creditor, then the costs
party. Generally when it's possible
third-party costs, they will in fact
economic rationale for the disap-

Who Benefits from ContractRestrictions?
MILLER.

I would like to hear the question who benefits from revisions in

the law discussed in the context of the regulation of the right to contract. I
want to preface the discussion by contrasting two views about why there are
proposals for changes in the law. The first might be called the Milton Friedman approach. It says that legislators propose laws of this kind because they
have good intentions, but they don't fully understand the consequences of
what they're doing. The classic example is the minimum wage law. Legislators
make a case on moral grounds that people shouldn't have pitifully low incomes. But if they try to push up incomes by pushing up wages, they force
low-productivity workers into unemployement and thus disadvantage the very
group that they're trying to help. That's one view. The other view, more
closely associated with George Stigler, is that when proposals have been
around for a long time, their effects are pretty well understood. So if legislation of this kind is introduced, the explanation is not ignorance. The
minimum wage law benefits organized labor, especially the unions in New
England and the Northeast, by slowing the loss of jobs to the South. In the
case of bankruptcy, I'm more in the Stigler camp. I can't believe that the
concern underlying the proposed changes is just a matter of social work. I
would like to hear some discussion of the economic interests of the various
groups that are involved in supporting legislation of one kind or another.
ROLL. To answer Mert Miller's question, it seems to me that there are two
explanations of the restrictions on the kinds of debt contracts one can form.
One is that there are third-party costs imposed by some forms of penalty
clauses which might be written into the contracts; this is what I mentioned a
moment ago. The second possibility is that there are interest groups which
benefit from having these restrictions placed on debt contracts. What groups
might benefit? One group clearly does: the lawyers. Lawyers generally become
judges, and they work in bankruptcy courts and so forth. On the other hand,
I'm not so sure, now that I think about it, that enforcing the contracts
wouldn't also provide employment for lawyers. So it's not clear to me that
they are the major interest group involved. In fact, it's hard to think what is
the major interest group. So we might be thrown back on the first alternative-the good intentions of legislators-although I certainly wouldn't want to
make that conclusion.
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4. Is Freedom of Contract Our Only Value?
PETERS. One notion occasionally floats through this discussion that disturbs
me as a law professor. I do not think that we live in a world in which freedom to contract on individual terms is the only important social value. There
is a whole range of contractual relationships in which we impair the individual's capacities to make an individual choice. One can't buy an automobile
these days that doesn't have certain kinds of emission controls. One may not
like that: it impairs the freedom to contract, and it makes a car more costly.
It seems to me that the relevant question is in each case whether the cost-benefit ratio works out-because clearly there will be costs.
MANNE. Do you throw into that equation anything for the people who put
a very high value on freedom of contract?

May I finish? then maybe you can attack afterwards. It seems to
me that it's oversimplifying to say either that all benefits can justify all costs or
that no cost is worth the benefit. In part our discussion has been difficult for
me to follow because we have treated all changes in the Bankruptcy Act as if
they were the same, as if our interest in preserving alternate values were the
same, as if the reaffirmation question were the same as the fraud question,
which I think it is not. I can't answer your question, or any other question,
unless I know the particular reform which we are addressing. I think discussing the generality doesn't work.
PETERS.

B.

Discharge

MANNE. I think we should move to the issue of discharge, partly because it
may raise the question of the ultimate use of government sanction for the
enforcement of contract.

1. Who Favors Discharge?
ROLL. Can we identify interest groups in this society who would apply
political pressure to have the discharge provisions made a statutory feature of
the bankruptcy laws? I was trying to figure out what groups would be interested in that, and they're hard to identify. A priori, creditors shouldn't be
interested in it, and I'm not sure that debtors as a group should be either,
because they might have to pay a higher interest rate if discharge is permitted. But it occurred to me that there is another rationale. This rationale leads
me to predict that even if the discharge provision were not a statutory feature
of bankruptcy, it would be included on a voluntary basis in most contracts.
The reason for this is the tax situation.
The rate of interest charged by a creditor when he writes a contract with a
discharge provision will be higher than without, based on his after-tax expected loss. If he has a tax rate which is higher than the debtor's tax rate, the
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deduction that the debtor receives for the interest he pays will be less than
what the creditor will have to pay on an expected-value basis, including the
loss. The net interest gained after tax by writing a contract with a discharge
provision will be beneficial. So I think we could predict that even if the feature were not in the law, it would be included on a voluntary basis.
However, I don't want to imply that the fact that it might exist voluntarily
means that it ought to be part of the law.
MECKLING. Based on my brief reading of the history of bankruptcy law in
the United States (largely Charles Warren's book2 7), there seems to be some
evidence that when bankruptcy laws were passed in the last century, it was
largely where there had been big financial crises or civil war, when a lot of
debtors had gone broke and a lot of real property had been destroyed. In
those situations it was probably hard to engage new debts, that is to say, get
new creditors; new potential creditors didn't know what their rights were in
relation to old claims. As far as I can see, both debtors and creditors tried to
get those laws passed. This was the case up to the 1898 law, which is the one
that then stayed on the books. 28 The earlier laws were all attempts to correct
specific situations in which the credit markets were having a hard time functioning because of hungover debts from catastrophes, financial or otherwise.
SHUCHMAN. Let me add that discharge was not sought by debtors in its
original application. So far as we can tell, in English history--discharge dates
from about 1705, I think--discharge was a reward offered by the creditors to
the debtors for assembling their property and not concealing anything. 29 Discharge was a reward for the honest insolvents; jail could be avoided. It was
thought to be a benefit to the creditors. And from what we can tell from
history, it was the creditors who put the discharge through.

27.

C. WARREN, BANKRUPTCY IN UNITED STATES HISTORY (1935).-Ed.
28. 11 U.S.C. §§ 1-1255 (1970).-Ed.
29. See 4 Ann., c. 17, §§ I-VII (1705):
An Act to Prevent Frauds Frequently Committed by Bankrupts
Whereas many persons have and do daily become bankrupt, not so much by reason of
losses and unavoidable misfortunes, as to the intent to defraud and hinder their creditors of their just debt and duties to them due and owing; for the prevention thereof,
be it enacted ... That if any person or persons ... shall become a bankrupt ... [he
must] full), and truly disclose and discover how, and in what manner, and to whom, and
upon what consideration, he, she or they hath or have disposed, assigned or transferred
any of his, her or their goods, wares, merchandizes, money or other effects or estate....

VII And be it further enacted . . . That all and every person and persons so becoming
bankrupt ... who shall . . . in all things conform as in and by this act is directed, shall be
allowed the sum of five pounds per centum out of the neat product of all the estate that
shall be recovered in and received on such discovery . . . so as the said five pounds per
centum shall not amount in the whole to above the sum of two hundred pounds, and shall
be dischargedfrom all debts by him, her, or them due and owing at the time that he, she, or they did
become bankrupt. [Emphasis added.]
-Ed.
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What did they get out of it, the creditors?

Well, I think the preamble to the discharge act reads, Because

debtors have been known to go to divers places and conceal . . . and so forth

I In an effort then to give them a reward for not doing this and for
bringing their property together so that the creditors could liquidate it and
get the proceeds, they will be discharged. If you were an honest debtor and
did this, you got the discharge. To this day we say that only the honest debtor
is entitled to a discharge.
BENSTON. Do I understand correctly that if a man owed $1,000 in unsecured claims and brought his property together, and it was sold for $800, he
was discharged from the $200? Is that what happened?
SHUCHMAN. Originally he was just discharged from the $200. Only much
later was he discharged from everything. But the original impetus came from
the creditors and not from the debtors.

2.

Why Provide Formal Discharge?

FARNSWORTH. I think that if I were to accept the logic of Bill Meckling's
paper, I would come to the conclusion that there should be a bankruptcy
system but no discharge.

a.

Countries That Don't Give Discharge

SHUCHMAN. As to the effects of abolishing discharge, we have some information from abroad. Stanley Joslin, of Emory, has done a study of that in
England. ° I recently did one (which unfortunately is not yet published) in
Israel, 31 which has the English system. In that system the debtor is not automatically entitled to a discharge. What we discovered is that functionally,
although there are no discharges given, the effect is very much the same. The
creditors just stop bothering the bankrupts. They have an official receiver on
a salary, he takes in what he can get from the bankrupt, and after a while, in
most cases, he just doesn't bother. The exemptions are considerable, based on
how large the family is, and in fact, although the discharge may be delayed
for years, we found cases ten and twelve years old where there had been no
activity for the last eight or nine years. But no discharge had been given; the
debtor hadn't bothered to come in and ask for one. There's a socio-psychological reason: If the bankrupt would come in and ask for the discharge, the
receiver would begin to hassle him. If he doesn't ask for the discharge, nothing will happen--quite probably for the rest of his life.

30. Joslin, Bankruptcy: Anglo-American Contrasts, 29 MODERN L. REV. 149 (1966).-Prof.
Shuchman.
31. Shuchman, Field Observations and Archival Data on Execution Process and Bankruptcy in
Jerusalem, 52 AM. BANKR. J. (1978 in press). -Prof. Shuchman.
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LINTNER. A question from a mere economist: If you are declared bankrupt
but are not discharged, what is your status? Can you incur subsequent debts?
SHUCHMAN. I can't speak for the Continent, but in England and Israel
(which follows the English bankruptcy law) you must reveal the fact of your
32
bankruptcy to anyone from whom you are going to take credit.
LINTNER.

But any subsequent notes signed are valid in court?

SHUCHMAN.

They would be valid notes, yes.

And the status of being bankrupt but undischarged means that
your creditors are still free to hound you?
LINTNER.

SHUCHMAN. No, they are no longer free to hound you; they can only go to
the official receiver. They can't hassle you at all.
LINTNER. But the official receiver does not hound you.
SHUCHMAN. That's right. He can legally, but mostly he does not. Most of
these cases show a spurt of activity for a year or two during which the receiver gets some money; then after that, nothing.
b.

Cost-Benefit Analysis of Discharge: the Work-Leisure Tradeoff

FARNSWORTH. I raised the question whether Dean Meckling's logic didn't
push him to argue against discharge. It seems to me that if his logic doesn't,
the logic as it's been picked up by others here does.

MANNE. I'm not sure your point was clear to everyone. Was it that the
logical extension of Meckling's argument would be the abolition of discharge
for any reason?
FARNSWORTH. Yes, that we should have a bankruptcy system more or less
on the European model with court proceedings but no discharge.
MECKLING. What we're talking about is a fact of life which I'm glad to find
out is demonstrated in countries which don't have discharge. There are situations in which every system will cease to pay the creditor and stop trying to
collect from the debtor. The same thing happens in bankruptcy courts in England.
There will be cases in any credit system where it does not pay the creditor
to continue to try to collect from the debtor. At some point he is using up
more resources in trying to collect the debt than he is likely to get out of the
debtor; and at that point the debtor has an effective discharge, whether it's a
formal discharge or not. The issue then becomes whether there ought to be
some system which formalizes that discharge. And I have mixed emotions
about that.
32.

See 4 & 5 Geo. 5, c. 59, § 155 (1914).-Ed.
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On the one hand, there is the problem of the work-leisure tradeoff. If the
creditor insists on collecting from the debtor and keeps harassing him, the
debtor is very likely to refuse to work; or at least he will work at less than full
effort in order to prevent the creditor from collecting all the balance from
him. So without formal discharge there are negative effects which are real
social costs if the guy won't work. On the other hand, once the system grants
a formal discharge, it encounters another problem. Now some people will be
discharged who, I think, impose other social costs. What we really have to
think about is an optimum, some balance between the costs of the workleisure tradeoff and the costs of discharging people who otherwise would not
be discharged.
SHOVEN. I want to mention some empirical work about the importance of
the work-leisure tradeoff.33 The general finding is that the elasticity of the
labor supply is rather small: people work despite very high effective tax rates.
In fact the effective tax rate faced by people on federal welfare, AFDC, is in
excess of 67 percent; if they're on food stamps, it is closer to 100 percent.
And yet these people continue to work anyway. So I want to discount the
work-leisure criterion as a reason for giving people a fresh start. I don't think
it's very important.

John Shoven mentioned that AFDC recipients have an effective
tax rate of 100 percent on their wages. Well, that's a mistake, because those
numbers don't include the value of on-the-job training, which for the group
involved is very substantial. So the apparent tax on wages may be 100 percent,
but what the people are really working for is on-the-job training.
BENJAMIN.

I want to return to Allen Farnsworth's question, which still hasn't
been fully answered. That is the question whether Dean Meckling's logic does
not argue in effect for no discharge whatever, as opposed to the selective
discharge we now allow.
MANNE.

It's perfectly possible to raise the issue whether parties could
contract for discharge themselves; but I think that discharge would not be
written into a contract in advance. As a practical matter, not all contracts will
be fulfilled. There will sometimes be discharge simply by default, because it
simply doesn't pay the creditor to continue to try to collect.
The only real issue is whether in fact we want some formal system for
recognizing that situation. And as I said the last time, that depends, on the
one hand, on the costs that it imposes and, on the other hand, the benefits
from improving the potential work-leisure tradeoff for the debtor.
MECKLING.

FARNSWORTH.

It seems to me that this logic-which seems to be that in

33. See, e.g., G. G. CAIN & H. WATTS, INCOME MAINTENANCE AND LABOR SUPPLY (1973); Lewis,
The Economics of Time and Labor Supply, AM. ECON. REv., May 1975, at 29.-Prof. Shoven.
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practice it doesn't make a lot of difference what the law is-would push me to
stop at the first page of Dean Meckling's paper and say that it doesn't make
any difference.
MECKLING. I didn't say that it doesn't make any difference what the law is.
The question is whether a specific kind of formal provision-that is, a provision for discharge-is a logical implication of my paper. I don't think that
issue is decided by my paper, but the framework is there for deciding it. I
don't know the costs and benefits of the formal recognition of something
called discharge. I don't know what the numbers are; and if I knew what the
numbers are, I could tell you which side I would be on. What I'm saying is
that I think they are not large numbers at the level we're talking about.
WEISTART. The easy case for justifying discharge is that in which the debt
is uncollectible. There are competing claims which would have to be litigated
in individual lawsuits, and a formal bankruptcy can settle them all at once in
one proceeding. But then we start down what a lawyer might call a slippery
slope. In the next case the claims are technically collectible, but the cost of
collection would exceed the amount recovered. There may be some savings in
consolidating the claims in the bankruptcy proceeding, and we then give a
discharge when the settlement is reached because, in fact, there would have
been a discharge anyway: the claims wouldn't have been collected. The problem is that those are the easy cases.
In the tough case the claim would have been collectible at some time, the
cost of collection would not have exceeded the amount recovered, but a discharge is given nonetheless. And I suggested in my paper something I would
like to invite Mike Jensen to respond to. The question is whether there is
validity to the notion that the bankruptcy process is actually an attempt to
improve the productivity of some of the people involved. If I'm not mistaken,
some of Marjorie Girth's statistics from the Brookings study suggest that overextension really does interfere with the debtor's performance on the job.34
Particularly in the wage garnishment situation, debtors have a tendency to
leave their jobs and shift to other employment for no reason other than to
avoid the garnishment. Isn't there something to be said for trying to put these
people back into a more stable, better emotional state? Or at least into a more
stable job?
JENSEN. The productivity argument does not justify formal discharge; but
a related argument does. If there is a single creditor dealing with a single
debtor, I claim that there are no third-party effects once the point prior to
the contract is considered. The debtor and creditor both understand that if

34. See D. STANLEY, M. GIRTH, V. COUNTRYMAN, G. JANTSCHER, W. LAW, V. ROSENBLUM, & M.
SHIMM, BANKRUPTCY: PROBLEM, PROCESS, REFORM (1971) [hereinafter cited as D. STANLEY & M.
GIRTH].-Ed.
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something happens to destroy a large fraction of the debtor's wealth and he
can't pay off directly, there are contractual provisions which provide for the
sharing of his labor income. The debtor and creditor both understand that
those provisions will reduce the debtor's incentives to work. They will therefore arrive at an optimal arrangement taking account of those losses. So the
contract accounts for those losses in advance.
Now, the case in which it doesn't is where there is more than one creditor.
Then there is a priority problem. There are the same incentives for the parties to write into their contracts arrangements for handling priority. But it
may be efficient to have a standard procedure rather than try to write everything down in advance. And it may be wise to have a simple procedure to use
where priorities are not stated in the contract: allocate what's there by a lottery. That reduces the incentives of the parties to expend expensive talent of
lawyers and economists to provide justification for the courts to allocate the
assets one way or the other.
c.

Ending the Game: the Statute of Limitations

BENJAMIN. I think the formal aspect of discharge is due to the needs of
subsequent creditors. If there is still some chance that old creditors will assert
their claims, new creditors must know exactly what the debtor's liabilities are.
It would be costly to find out under what conditions an old creditor might
step in and try to collect on his debt. It's difficult to keep track of a guy's old
debts that are still formally there.

But there are many ways besides discharge to clarify the position
of new creditors; in particular, there's one that's very common: private
negotiation leading to debt consolidation. New money pays off the old creditors, and the supplier of the new money becomes the sole creditor. That's
possible as long as it's clear what the old debts are; perhaps in the nineteenth
century it wasn't clear what those old debts were. It was the legal uncertainty,
rather than merely the fact that there were debts outstanding, that might
have been the obstacle to the redrawing of the claims.
MILLER.

R. SCOTT. I want to modify what Dan Benjamin said. It seems to me that
his point can be misleading, because the statute of limitations would take care
of stale claims. So it doesn't seem to me that discharge is a necessary
mechanism for the prevention of stale claims. It has to serve some other purpose.
What you're really saying is that the statute of limitations is a
form of discharge.
MECKLING.

R. SCOTT. That's exactly right, as long as there are statutes of limitation on
judgments, as there are now. Of course, I suppose the creditor can renew his
judgment for an additional period.
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H. SCOTT. It would be interesting to compare the policies behind the statute of limitations with the policies behind the more formal bankruptcy discharge. It strikes me that one of the policies behind the statute of limitations
is a desire to put things in repose, to reach a solution to a problem rather
than let it hang around forever. Taking this a step further, the purpose is to
solve a dispute so that the courts will not be subject indefinitely to the responsibility for solving it. So I would ask the question whether our desire for a
certain solution to a problem could be a part of the calculus of the formal
discharge. It seems to be one of the reasons for the statute of limitations.
AYER. I think Bob Scott is right for a very significant class of claims,
namely the class which is governed by the statute of limitations. But there are
claims which might not be governed by statutes of limitation at all. A claim
reduced to judgment can in most states, as I understand it, be extended indefinitely. Chattel security interests can also have a virtually indefinite life if the
parties so choose. With reference to these claims, I think the point about
doubt over order of collection or method of settlement is valid, and is one of
the reasons for a priority system in bankruptcy.

Just a question. Suppose someone is very heavily in debt and
goes to a creditor to get a loan on which the rate of interest is, let's say, fifty
percent-very high because of the probability of bankruptcy. Does that creditor stand equally with the earlier creditors, who didn't know the risk at the
time they made their loans? What happens?
BENSTON.

PETERS. There are cases in which someone has taken a secured loan on
very onerous terms in which the court has said that if those are the only terms
upon which a corporation could have access to that kind of loan, it's okay. 5
And a creditor can really tie up the debtor if he has put in the last money, on
the theory that without that last money the whole enterprise would collapse:
that last money may be the last chance the enterprise has to survive. So that's
perfectly possible. At that moment, staring bankruptcy in the face, the debtor
makes a very different bargain. But that seems to me a very different issue.

d.

Other Explanations of Discharge.

WHITE. Let me give one reason that I think may lie behind the bankruptcy
discharge. It is to prevent what we might regard as deviant or antisocial behavior. Bill Meckling makes the point that there is a de facto discharge in
many cases because the rational creditors realize that the debtor can't pay. But
the debtor who goes through bankruptcy is not typically among the abject
poor who obviously can't pay. The debtor going through bankruptcy usually
has a job, and the job may produce enough revenue to pay off one or two of
his creditors. So if one creditor can convince the others not to chase him, or if
35.

See, e.g., In re Elkins-Dell Mfg. Co., 253 F. Supp. 864 (E.D. Pa. 1966).-Prof. Peters.
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one creditor is more aggressive than the others, he may be able to collect
from the debtor when the others can't. If there is no discharge, the rational
and less rapacious creditors may all conclude that there's no sense pumping
the debtor any more: they think it's inappropriate to do the things they would
have to do to get him to pay. So they quit. The rapacious creditor is rewarded
because he deviates from the norm of the other creditors. Discharge prevents
that from happening.
TAGGART. I want to make a related observation: There are no deficiency
judgments on purchase money mortgages in California.3 6 The reason is that
the legislature thought that credit grantors were putting clients into homes
that they could not afford, and one way to make credit scarcer was to deny
them deficiency judgments. The net effect was to reduce the loan-to-value
ratio. Instead of a $65,000 loan on a $70,000 house, the best that was available was a $40,000 loan on a $60,000 house.
UNIDENTIFIED.

What's a deficiency judgment?

TAGGART. The creditor sells the collateral, and the difference between the
face amount of the obligation and the proceeds of the collateral sale is the
deficiency judgment.
UNIDENTIFIED.

Levied against the individual? A general claim on it?

TAGGART. Yes. Then the creditor goes after the debtor's other assets. The
point is that in at least some areas of the country many think that the discharge performs a related function: the creditors took their risks and at some
point have to accept their losses. The discharge is, in a sense, a way of telling
the creditors that they shouldn't have extended the credit: Learn your lesson.
Be more cautious.
WEISTART. I regard the notion that Wally Taggart just put forth as most

dubious-the notion that we should regulate the amount of credit that is extended by the gross device of granting discharges. That is not a very specific
cure of the general problem of overextension and will punish creditors who
have not been greedy as well as those who have.
3.

When Is an Entity Solvent?
COOGAN. A number of people have made statements implying that there is

an easy way to determine whether an entity is solvent. I wonder if there is any
basis for that. It is one of the hardest questions that ever come up in an actual
case. I suppose I have a disadvantage not shared by many people here in that
for the last thirty-five years I have specialized in the law of companies in difficulties, either as creditors or as debtors. Some of the assumptions that I hear
36.

See CAL. CIv. PROC. CODE §§ 580 b, d (West); see also Prunty v. Bank of America, 37 Cal.

3d 430, 112 Cal. Rptr. 370 (1974).-Prof. Taggart.
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just appear to be out of the blue sky. They don't have any relation to the
problems that I face in practice. What do we mean by insolvent?
a.

Individual Solvency: Valuing Human Capital

MECKLING. Some of the finance experts here can answer for corporations,
but let me talk about the individual, because I think that the nature of his
insolvency is not generally recognized. Insolvency is almost never a serious
problem in individual bankruptcies if lifetime income is considered. Discharge
could be made to depend on whether it is impossible for the debtor ever to
repay. That's very different from the question that is asked now in real bankruptcy cases. Now, suppose the debtor is twenty and will become very wellto-do when he is forty. Is he then responsible to pay the debt plus interest? In
an economic sense the guy's insolvent when the present value of that future
income stream is less than the liability that he has. We all know the stories
about the young M.D.'s who go bankrupt as soon as they leave medical school.
And it is, or was, perfectly legal for them to do that.3 7 And that is precisely
the problem: the criterion of insolvency does not reflect the present value of
their whole future income stream. A guy whose lifetime income might be
worth millions of dollars in present value can claim he's bankrupt right now.
The system doesn't capitalize the value of his human resources. So when it
comes to human beings, the question Peter Coogan is asking is never faced by
the courts.
UNIDENTIFIED.

Not faced by the courts with respect to the individual.

MECKLING. That's right. It's never faced by the courts with respect to the
individual. Now let Mert Miller talk about corporations.
WEISTART. I would first like to pick up on a thought that Dean Meckling
raised. Something in the report of the National Commission studying the
bankruptcy laws struck me as very interesting. It concerns their response to a
proposal supported mainly by creditors' interests. 38 This was a proposal that
chapter XIII be made mandatory unless the debtor could come forth with
evidence that he would be unable to fulfill a chapter XIII arrangement. If we
had that sort of rule, we might be able to establish a formula for wealth that
included human capital. But the National Commission didn't give much credence to the idea that chapter XIII ought to be mandatory, and the reason
why they didn't was interesting: It would be difficult to develop a national
standard. There would be great variances among districts because of the indi-

37. See Act of Oct. 12, 1976, Pub. L. No. 94-482, § 127, 90 Stat. 2141 (codified at 20 U.S.C.
§ 1087-3).-Prof. Girth.
A similar provision was passed by the House as part of its bankruptcy-law revision. H.R. 8200,
95th Cong., 1st Sess. § 523(8), 124 CONG. REC. 466-72 (1978). -Ed.

38.

See

REPORT OF THE COMMISSION ON THE BANKRUPTCY LAWS OF THE UNITED STATES,

Doc. No. 137, 93d. Cong., 1st. Sess., pt. I, at 158-59 (1973).-Ed.
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vidual judges' or administrators' perceptions of how human capital ought to
be valued. I would think that economists would be able to refute that. We
ought to be able to develop a computer program into which we constantly fed
information about actual human capital values.
39
UNIDENTIFIED. In chapter X the future stream of income is capitalized.
WEISTART. The question is, Why not in the case of individual bankrupts?

Is it really impossible? Is there a methodological problem that we can't overcome? I personally don't see one.
MANNE. Aren't there legal problems that we've just been discussing, or alluding to? Specifically, there is the difficulty of enforcing contracts for sale of
future services that generate that income stream.

WEISTART. But we wouldn't necessarily have to place any restrictions on

the debtor's willingness to maintain his job. He wouldn't be required, for
example, to maintain a particular job or a particular income. He would be
free to change jobs, go back to school, do other things; but if he is able to pay
off his debts in the long run, he would be obligated to do so. I am not sure
there would be any constitutional problem with that.
LOGUE. In the case of a physician who has an earning stream of several
million dollars, enforcement of the contract would require him to remain a
physician rather than move into some other occupation.

ROLL. I'd like to return to the value of human capital. Human resources
are evaluated in other court cases: compensation cases. There is no reason
why they couldn't be evaluated in bankruptcy.
Nonetheless, the courts would be involved in the enforcement of
what might often be a personal service obligation.
MANNE.

WEISTART. Why do you say that? This would enforce only the debt contract; it wouldn't require an individual to maintain a particular job and would
not attempt to control his employment. He would have complete freedom to
work wherever he wanted to.

MANNE. I'm referring to the question of evaluation that Professor Coogan
raised. 4 ° A correct economic assessment involves the present discounted value
of the future income stream. But it requires that we have some way of determining that the income will in fact be realized.
PETERS. But all you're really talking about here is whether there will be a
discharge, whether the courts will wipe out an indebtedness, not what the
future consequences will be if the income stream is not generated.

39.
40.

See note 41 infra.-Ed.
See pp. 155-56 supra.-Ed.
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WHITE. I would like to suggest why we probably don't want to evaluate
human capital. And you economists will be happy to hear that it is an antilawyer position. Economists seem to me ridiculously ignorant of friction in
the system, and lawyers are the friction in the system. Let's take an example.
Let's say that Congress adopts a law that says a debtor can't have a discharge
if he has enough human capital. In every case a creditor will say, "There's
enough human capital here. We've got to evaluate it." And as Dick Roll has
pointed out, we do know how to evaluate it: we have personal injury cases.
But one reason that personal injury cases are so expensive is that both
sides have to hire lawyers and have to hire experts to testify about how much
somebody is going to earn. That's exactly what the bankruptcy proceeding
would become if human capital were considered. The process would incur
high legal costs, because both sides would need a lawyer; there would have to
be rules of evidence; and there'd have to be trained experts making the
evaluations. The cost of that, I would suggest, would far outweigh the benefits
of recovering the small percentage of debts-5 percent or 2 percent or 1
percent-where there is clearly enough human capital to warrant denying a
discharge.

MANNE. That's not the question as I understand it. Rather it was how we
know when an individual is insolvent.

b. Corporate Solvency: Valuing Going Concerns
In the Bankruptcy Act the test for individuals is a balance of
their present liabilities against their present assets. It makes no recognition of
future assets. In chapter X or chapter XI the future earning power in a company is recognized. 4 1 When it is hard to determine what the value would be
apart from earnings, some awful questions arise.
I'll take one example that's been well publicized. The Saturday Evening Post
had gone down in circulation and gone down in revenues. We asked the
economists whether the company was solvent. They turned back to us and
said, "You'll have to tell us whether the company can continue as a going
concern. Here's a building that for running the Saturday Evening Post is ideally
situated, ideally built. Here's a printing plant which is made to service this
particular operation very efficiently. There's no other magazine that has quite
the same paper or the same problems. If it is going to continue, it is worth x
million. If it is going to discontinue, it's worth scrap."
More importantly, there was the question whether the subscription list was
an asset or a liability. It would seem that lawyers and economists should easily
agree on that, but we struggled with it for days and days. The company had
COOGAN.

41.

See 11 U.S.C.A. § (19) n. 33-58 (1966).-Ed.
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spent money to build up a subscription list, primarily for the purpose of selling advertising. The Saturday Evening Post would sell advertising on the basis
of the particular audience represented by the list. It probably cost much more
than the subscription paid by each customer to put each name on the list. If
they were going to continue, they had this built-in audience. If they were not
going to continue, they had a terrible liability: a contract to deliver magazines
over two, three, or four years. Now, this would make a difference of millions
and millions of dollars.
The distinction between the corporate level and the individual
level is that at the corporate level we don't have to calculate present values in
order to determine the value of the firm as a going concern. It's done for us
in effect by the market for the firm's securities. When I use the term "the
value of the firm"-the firm as a going concern-I'm using it as just a simple
summation of the market value of its current securities.
This is true even for firms in bankruptcy. There is a reference in Dean
Meckling's paper to work by a former student at Chicago, Jerold Warner, now
working with Dean Meckling at Rochester, who did a study on evaluation of
securities of firms in bankruptcy.42 He found that many people would accept
market valuations as long as a firm wasn't in bankruptcy, but believed that
uncertainty about whether a claim would be recognized in an eventual reorganization somehow made market valuations worthless. Well, he took a sample of seventy-three bonds of railroads in reorganization and tested the proposition that the market was able to price these securities properly even though
these firms were in bankruptcy and there was no assurance of what, if anything, the securities would be worth when the final resolution came. He found
that on the average, people who bought these securities earned a reasonable
rate of return for the risks. For a period that was not true. But Warner
argues-plausibly, I think-that there were some changes in the bankruptcy
laws at this period, and their effects were being learned. But before and after
that period there seemed to be no striking inaccuracy in market valuations of
securities simply because a firm happened to be in bankruptcy and the resolution of the bankruptcy was uncertain.
MILLER.

4.

Is Discharge Analogous to the Impossibility Doctrine?

MANNE. It's been interesting to observe the number of different occasions
on which the point has been made that what is in the statute or proposed for
the statute either would have or did develop in the common law or could be
handled in private contractual arrangements.

42. Warner, Bankruptcy, Absolute Priority, and the Pricing of Risky Debt Claims, 4 J. FINANCIAL
ECON. 239 (1977).-Ed.
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a.

The Impossibility Doctrine as an Interpretation of the Contract:
the Analogy to Bankruptcy
43
AVER. Some people compare discharge to the doctrine of impossibility.
But I think whether impossibility is analogous to discharge in bankruptcy depends on how the impossibility doctrine is defined in the first place.
Now, in briefest form, I suppose, the impossibility doctrine says that in
certain instances a contract obligation which would otherwise create a liability
will be excused because some sort of performance is impossible in some sense.
We might conceive of the impossibility doctrine as a supervening rule of law,
but that may not be what it is at all. The impossibility doctrine may be a
method of interpreting the contract that the parties made. Take for example
the classic cases of extraordinary catastrophes, in which a boat didn't get
through because a canal blew up, or something of the sort. In those cases the
contract may be excused because it was impossible to perform. What we may
be saying is that the parties meant to bargain over some risks, but they simply
didn't mean to bargain over that risk.
Another classic example is the problem posed by Wittgenstein. I say,
"Show the children a game," and the babysitter shows them a game of dice;
and I say, "Not that kind of game." Was the limitation implicit in the instruction I first gave? The impossibility doctrine may be a method of interpreting
what was implicit in the agreement from the start. One bit of evidence in
support of this view is that some contracts do make provision for extraordinary catastrophe. Marc Bloch's Feudal Society presents lists of medieval contracts containing the exception that the parties will be excused if the Normans
invade and take over the land. 4
WEISTART. Let me reinforce a point that Jack has made. I am less uncertain about the purposes of the impossibility doctrine. I've come fairly strongly
to the conclusion that it is a means of interpreting the parties' contract. At
least in the classic formulation of the doctrine, one condition of employing it
is whether the parties have allocated the particular risk.
I'm not sure whether Henry Manne was suggesting that there is error in
this logic, but it seems to me that the impossibility doctrine is similar to what
happens in bankruptcy, particularly in cases of unanticipated illness or accident. There is one doctrinal slip, however. It is that under the impossibility
doctrine, if I'm not mistaken, one usually can insist upon restitution. But that
doesn't bother me, because in bankruptcy restitution is impossible.
UNIDENTIFIED.

WEISTART.
AYER.

Could you explain restitution?

Paying back what you received from the other party.

This ties in with the discharge of student loans. There is one

43.

See, e.g., Weistart, supra note 12, at 111-12.-Ed.

44.

M. BLOCH, FEUDAL SOCIETY 41 (L.A. Manyon trans. 1961).-Prof. Ayer.
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wrinkle in the student loan case that is present in a few, but by no means all,
of the cases we've been talking about. Conventionally, when a debtor goes
through bankruptcy and gets his discharge, he has to give back what he got in
the first place. The education that a student got for a student loan is something that he can't give back. So a distinctive feature of the student's situation
is that if he gets his discharge, he can keep the asset.
b.

Discharge in Cases Where Impossibility Is Absent:
Arguments Against the Analogy

SHUCHMAN. One problem with the impossibility doctrine in both cases is
that a debtor can file a petition in bankruptcy and be solvent, be able to pay
all his debts. In fact, I have seen cases in which debtors have filed petitions in
bankruptcy although they are solvent in some legal senses of the word. Usually they are insolvent in the sense that they can't meet their debts as they
become due (often because of marital problems), but are solvent in every
other way. The bankruptcy is just a means of distribution so that no one can
hassle them. But there is no impossibility required. So the analogy to a large
extent will fail.
WEISTART. I want to respond to Phil Shuchman. Phil was trying to suggest
that the impossibility doctrine won't explain the discharge in bankruptcy because the discharge is given in cases in which there is no real impossibility. I
wasn't suggesting the impossibility doctrine as a defense of the existing bankruptcy system, but as a standard that we might use to define a more desirable bankruptcy system. One of the things that bothers me about the existing
system is that it gives discharges to people who are fully solvent, and in particular to people who are fully solvent if their human capital is valued. For
some reason the government is unable to put together the formula that would
make a logical inquiry into the value of a person's human capital. Interest-

ingly, the exceptions made for student loans recognize this. 4 5 People are un-

comfortable with this explicit case of debtors ripping off the system, if you
will, because their human capital is very high in relation to their debts. But if
they're going to make that inquiry into the educational loans, why don't they
make it in other situations? Jack Ayer suggested that there might not be many
other cases beyond the educational loan, but I suspect that the number would
be fairly high.
AYER. I agree with you. I've known of other cases. There might be quite a
few. The reason that I don't think impossibility is analogous to the bankruptcy
discharge is that if the parties had contemplated a specific risk and had articulated a method of allocating that risk as part of their agreement, that articulation is likely to be recognized by the courts. But if the parties contemplate the
possibility of a bankruptcy discharge in advance and write a contract saying
45.

See note 37 supra.-Ed.
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that the debtor agrees not to take advantage of the discharge, of course it
won't be enforced. The analogy breaks down there.
c.

The Doctrine as a Backdrop, Not a Restriction, to Contracts:
How Discharge Ought to Work.

JENSEN. The impossibility doctrine presents a Coase theory problem.
What's important is that the uncertainty be allocated to one of the parties or
the other. Something in the background might say that if the parties haven't
allocated it explicitly in the contract, it will be allocated in a particular way.
Maybe that's the way the impossibility doctrine works. If an event arises which
the contracting parties forgot to treat in advance, it prevents them from
haggling over who had the liability. But there isn't any reason to legislate that
one particular party should bear the liability in every case. The opposite may
be best in many situations, and we want to provide for that freedom of contract.
The same is true in the case of the discharge provision (and this is the
argument I've been making all along): one shouldn't deny the parties to the
contract the right to bargain the discharge away. Take the example of the
students. I would argue that had the students not been barred from discharge, they would have been much worse off. That is, if they had been allowed the right to bargain the discharge away, they would have done so, because with the discharge they'd have to pay more onerous terms or they
wouldn't get credit. In this case, it may be that the law was passed as an
emotional reaction. But it was also the best thing to do, since the students
would simply have been eliminated from that market. And it just reemphasizes the basic point that I would like to make: the difference between
setting up a model to lie in the background and denying the right to ignore
the model in an explicit contract.

A lawyer friend of mine, a very learned gentleman, once argued
that court proceedings might look a little silly to an economist, but there really
is logic in them; the judges, taken together, make economically sound decisions. What judges try to do in their decisions is put the burden of enforcement on the party who is in a better position to bear it. The judges have an
implicit efficiency criterion and try to see that the party for whom it is most
economical to be careful about drawing a contract should bear the costs of
enforcement. I'm wondering why, in all of the hard cases, we can't leave it to
the courts to decide rather than try to cover so many specific contingencies by
statute. I think that would be an expensive method, perhaps, but each case
would serve as a precedent.
MILLER.

SHUCHMAN. The student example, as someone just said, is an emotional
reaction, but an emotional reaction of a very specific kind; and this goes back
to the evaluation of human capital. There are numerous other cases that do
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not cause the same reaction as the students did. For example: An old
prizefighter owes a great deal of money. He has one last bout that will provide his nest egg for his retirement. The week before the fight he files his
petition of bankruptcy. Since the discharge is absolute and the cutoff date is
the date of filing, the purse then becomes his property, free and clear, for his
retirement. This takes care, in part, of Jim White's response about costs, since
there is no friction here, no great expense; we know what the purse is going
to be. And yet that bankruptcy filing is the cutoff date. There is no pressure
on the House Judiciary Committee to do much about this, as there was with
the students. I think that's a very specific emotional response.
d.

The UCC on Allocation of Scarce Resources:
the Analogy Reconsidered

FARNSWORTH. I don't want John Weistart's analogy between impossibility
and bankruptcy to get lost. One can write a great deal on what the differences
are and how the analogy is not perfect; and indeed most classical contracts
writing and the Restatement do that.46 But very little has been written from the
point of view that he takes, and it's a very interesting point of view. For
example, one could pose the following question: Suppose there had been no
bankruptcy law in the late nineteenth century; would the common law have
remained as adamant that it was never, or virtually never, impossible to pay
money in the sense that one was excused? My guess would be that the courts
would have developed some common-law doctrine, which suggests that there
is an analogy between discharge and impossibility. For the benefit of the
economists, perhaps I should say that the Uniform Commercial Code deals
with the problem of allocation in which a seller has 1,000 tons and is obligated
to deliver 10,000 tons to a variety of buyers. 47 It seems to me that that section
suggests a problem that is not at all different from the bankruptcy problem.
WEISTART. To reinforce the notion that we have similar developments in
contracts and in bankruptcy, I'd like to note that the standard applied to the
allocation of scarce resources and to impossibility under the Code is not much
different from the standard applied by the bankruptcy system.
FARNSWORTH. To make it a little more vivid, the leading example of the
use of that section is the case in which Westinghouse sought to allocate al48
legedly scarce resources.

46. See RESTATATEMENT (SECOND) OF CONTRACTS § 281, comment b, at 47-8 (Tent. Draft No.
9, 1974); RESTATEMENT OF CONTRACTS § 455, Illustration I, at 845 (1932).-Ed.
47. U.C.C. § 2-615.-Ed.
48. See Wall St. J., Sept. 5, 1975, at 5, col. 2 (Westinghouse announces intention to cancel
contracts for delivery of uranium to power companies); Wall St. J., Sept. 30, 1976, at 1, col. 6
(suits by utility companies against Westinghouse filed in Richmond, Va., and Pittsburgh, Pa.);
Wall St. J., Mar. 31, 1977, at 4, col. I (Westinghouse settles out of court with 3 northern utilities):
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PETERS. There is a great difference between the scope of an obligation and
the consequences if that obligation cannot be carried out. The Uniform
Commercial Code tries, as does all of modern law, to be open-textured in
understanding the parties' bargain. That seems to me to be fundamentally
different from what I would call hard-core breach. A good deal of bankruptcy
does address hard-core breach, so that breach which raises issues of impossibility is not the only concern. We would possibly have much less concern
about a bankruptcy system which only provided discharge in circumstances
similar to impossibility which the parties did not previously contemplate.

John Weistart suggests that section 2-615 of the UCC is an expansion of the impossibility doctrine. The recent cases don't indicate that the
courts are willing to expand that doctrine very much. 4" Westinghouse may
win its lawsuit only because it is facing such a huge and catastrophic loss.
Otherwise they would lose, and all along the parties asserting the doctrine
have lost. In cases of shipping through the Suez Canal in which the Canal
closes, if it is clear from the contract that the carrier intended to go through
the Suez Canal going from Houston to India, if otherwise the voyage is twice
as long and costs twice as much, then the court doesn't allow the carrier to get
any extra money to go around Africa. So I question whether there is general
acceptance of the proposition that 2-615 expands the doctrine of commercial
frustration. Law professors seem to like the doctrine better than anybody else,
but the courts are rather hostile to it. I know of only one case, for example,
where the party has been excused from a contract because the price went up
50
as a result of embargos; and that's a lower-court case from New York.
WHITE.

LEIPZIGER. In tying this discussion into the possibility of changes in the
bankruptcy discharge provisions, we ought to pay more attention to the different types of creditors in bankruptcy proceedings. The papers that we've
heard all assume that the paradigm creditor is a lender of money; but there
are also the sellers of goods and services, who are both rather important in
the bankruptcy process. To a somewhat lesser extent the tort creditors are a
significant factor also-at least in consumer bankruptcies. I don't think we've

paid enough attention to those distinctions. Much of the discussion of elastic-

ity would be applicable to the money lender (although I'm not entirely convinced of that). But assuming that, I think one could argue that it's much less
applicable to the seller of goods or the provider of services in terms of their
Wall St. J.. Oct. 18, 1977, at 45, col. 4 (Westinghouse settles out of court with Alabama Power
Co.); Wall St. J., Dec. 28, 1977, at 2, col. 2 (Westinghouse settles out of court with 3 Texas
utilities); Wall St. J., Apr. 13, 1978, at 7, col. 3 (suits by 20 utilities proceeding).-Ed.
49. See, e.g., United States v. Wegematic Corp., 360 F. 2d 674 (2d Cir. 1966); Transatlantic
Financing Corp. v. United States, 363 F. 2d 312 (D.C. Cir. 1966).-Prof. White.
50. Gay v. Seafarer Fiberglass Yachts, Inc., 14 UCC REP. 1335 (N.Y. Sup. Ct. 1974).-Prof.
White.
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ability to switch among different markets, change styles of doing business, and
so forth.
I think that the same distinction applies also to the impossibility doctrine. I
have a hard time seeing discharge as merely an extension of the impossibility
doctrine, because I've never seen the impossibility doctrine applied to a contract which merely called for repayment of money. The impossibility cases all
involve different kinds of contracts, in which the purpose of somebody's performance was frustrated-not where somebody borrowed money, the time
came to repay it, and all he could argue by way of impossibility was that he
didn't have the money.
5.

Why Provide Exceptionsfrom Discharge?

MANNE. The logical next step in the effort to define the arguments favoring discharge may be to consider this question: If there is a justification for a
fresh start, why do we allow exceptions for anything? Why do we allow exceptions for taxes, embezzlement, child support?" Would someone address that?

a.

Possible Reasons for Exceptions

GIRTH. I don't think the idea of a fresh start is very illuminating in this
context, because the data indicate that many people who obtain a discharge
finally repay a certain percentage of the technically discharged debt. 2 They
do this, of course, because they need additional credit; they think some creditors have treated them fairly, and they have no intention of not repaying
them. The exceptions for alimony and taxes are designed to discourage preplanning of bankruptcy. Likewise, I think the exception for student loans is a
reaction to a specific kind of petitioner: a new group of people who run up
substantial debts and early in the game decide that they will not pay them.
BENJAMIN. I have thought about exceptions from two standpoints. First,
exceptions are an effort to avoid having people who are not normally creditors undertake creditorlike activities. An eighteen-year-old girl who falls in
love does not have a comparative advantage in checking out a guy's credit
rating.
Second, exceptions make a distinction for contingencies that are out of the
debtor's control. If the law discharges people who have obtained loans fraudulently, it encourages fraud. But if it discharges them when they are hit by a
stroke of lightning, it doesn't affect their future behavior (except, perhaps,
the number of lightning rods they buy).

51.

For these and other exceptions to the discharge see I I U.S.C. § 35 (a) (1970).-Ed.

52. See D. STANLEY & M. GIRTH, supra note 34, at 59-61; Note, Reafirmation of Debts Discharged
in Bankruptcy: An Empirical Study of an Area of Potential FTC Regulations, 8 CONN. L. Rrv. 519

(1975-76).
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JENSEN. What's the argument for the exception of taxes, except that the
government doesn't want to be treated like any other creditor?
GIRTH.

Who favors it, first? Is there anybody around the table who favors

it?
SHUCHMAN. The biggest hassle we had was with the Treasury Department. 3 They were intransigent about their right to be a priority claimant, and
didn't want to hear any arguments. Ed Altman will recall what we went
through with them. The amounts involved were trivial by their standards, but
no arguments would persuade them.

BENSTON. I would add one minor point on the subject of exemptions. At
first exemptions were included in order to give someone a homestead, a place
to live: one can't throw a debtor into total poverty. But once these exemptions were included, the lawyers got hold of them and asserted that a homestead is any place to live. Then the homestead becomes any place, and the
exemption is perverted. The interesting question to me is why those perversions are allowed to remain.
To what extent do we get the laws that we get not so much from wellthought-out costs and benefits but from extreme cases? Do people get upset
that some poor person is deprived of his livelihood when his farm is taken
away and support passage of a law without thinking through what the full
implications are-that another person will claim a homestead in downtown
Dallas? Or do those things get into the law because somebody says, I know my
homestead is downtown Dallas, and I'm going to get a law passed so that I can
strip other people of their assets fraudulently?

To respond to George's question, I think it is fair to say, given
the state of our knowledge of what positive laws do and don't do, that many
laws are passed as a result of what we call the horribles, the cases that get a
great deal of publicity. There is one recent example in the prohibition, or the
considerable inhibition, of the discharge for students who have taken out student insured loans. The one case that motivated that was the bankruptcy of a
husband and wife, both law students when they incurred the debt, who
shortly after graduation took advantage of what they had learned and filed
petitions in bankruptcy. Ultimately the student loan provision passed not in
any of the committees that were considering the new Bankruptcy Act but
before the Senate Education Committee, with no legislative history whatever.
It now becomes law in September.54 That's a perfect example.
SHUCHMAN.

FARNSWORTH. As I've been listening I have constructed in my mind the
following hypothetical proposition: Resolved that a debtor should be barred
53. Mr. Shuchman is referring to the work of the Commission on the Bankruptcy Laws of the
United States, of which he was a Deputy Director.-Ed.
54. September 30, 1977. See note 37 supra.-Ed.
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from claiming discharge if he misspells any word on his application.
I think all of you would say, "That's ridiculous: that makes no sense at all."
But why does the fraud exception make sense? Well, it may or may not; but
no one has addressed himself to what sense the exception makes. One could
say about my silly proposition on misspelling that it might impose no cost, that
it might impose a small cost, that it might impose a substantial cost. But if it
does impose a cost, one can't find it or prove it or measure it; or if one can,
one hasn't yet. And one can argue about who would bear the cost; and if one
dislikes discharge enough, one could say, "That's a stupid rule, but nevertheless it cuts in the right direction. I'm prepared to support it, because fewer
people would be discharged."
One can, at least depending on one's state jurisdiction and reading of the
cases, argue that the fraud exception bears no relation to any moral judgment; that is, it doesn't reflect a judgment that people who are morally bad
should not be discharged in bankruptcy. For in many jurisdictions one can
avoid a contract on the ground of the other party's misrepresentation even if
the misrepresentation is innocent, as long as it is material. (I also think the
bankruptcy laws would be a bad place to allow moral judgments of this kind,
but that's perhaps a separate point.) But if one argues that the fraud exception is not a moral judgment but a judgment that the creditor is entitled to
accurate information-at least entitled not to have the borrower lie--one
troublesome aspect is that the law of fraud for contract (as opposed to tort)
does not require materiality. So the fraud exception would not require the
creditor to have been in fact misled or to have made a loan he would not
otherwise have made. I wonder if either argument makes sense.
But what troubles me most is that no one has discussed whether creditors
rely on these representations, whether fraud in these statements is costly for
them.
Finally, in sum, my problem is that there must be some rationality about
the contours of the law. I would have supposed that one objection to the
fraud exception is that it is not a particularly rational exception-probably
more rational than the one I've proposed, but less rational than the law would
require.
b.

Is the Fraud Exception Rational?
Consumer Protection v. Freedom of Contract

GIRTH. I think that the changes now suggested for the law are due to
reservations about penalizing uninformed judgments (which are not necessarily the same as reservations about enforcing unwise judgments) on the part of
borrowers. That is, many borrowers now enter contracts in ignorance of the
behavior which is required to preserve their ultimate access to the discharge.
And so the fraud exception denies the discharge to some debtors who were
simply misinformed.
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There has been a lot of misinformation about the present status of the
proposals. Originally the draft legislation proposed that misrepresentation
would no longer be the basis for an exception of a consumer debt from the
discharge.5 5 In the course of hearings, creditors objected so much to that provision that the proposal has been revised, and misrepresentation will still be
a litigated matter. The proposal merely shifts the incentive somewhat: if creditors litigate and lose, they will pay the costs of litigation. 56 Such a change would
remove the incentive to settle now felt by debtors who do not know that legal
service is available or who for some other reason respond to the pressure of
possible litigation.
There is also misinformation about reaffirmation. The present statute does
say that reaffirmations will be void; but it does not mean that debtors will not
pay discharged debts. We talk very loosely here about discharges and fresh
starts. The empirical data indicate that the typical bankrupt wants to and does
repay a substantial portion of his discharged debt, and that the difference
between payments after discharges and receipts in chapter XIII's which the
debtor cannot pay in full is relatively little. And creditors know that. What the
reaffirmation provision says is that a debtor who doesn't realize that he has
reaffirmed, who later finds himself with a $3,000 debt instead of a $1,000
debt, cannot be pursued by his creditors.
Marjorie Girth has argued that one of the objectives of changing
the bankruptcy laws-and, in fact, of having bankruptcy laws-is to protect
borrowers from entering into contracts on the basis of poor information about
the conditions of their access to a discharge. I don't want to yield that point in
general, but for the moment led me yield it. If that's true, why don't we
concern ourselves with trying to solve that information problem?
To illustrate why I put the question that way, let me ask you, Marjorie, if
you can imagine that a borrower might want to write into his contract the
explicit provision that if he has given any misleading or fraudulent information, he will not have the forgiveness of the discharge provision of the bankruptcy laws at his disposal?
JENSEN.

GIRTH.

Sure. That's the present law.

JENSEN.

No. I mean, Can you imagine that it would make him better off?.

GIRTH.

Well, what is "better off'?

JENSEN.

Would it increase his welfare?

55.

For the original proposal see H.R. 10792, 93d Cong.,

1st Sess. § 4-506 (1973) (rein-

troduced as H.R. 31, 94th Cong., 1st Sess. (1975)).-Prof. Girth.
56. See H.R. 8200, 95th Cong., 1st Sess. §§ 523 (a)(2) and 523d (1977) (approved by a voice
vote on Feb. 1, 1978). A similar provision appears in S. 2266, 95th Cong., 1st Sess. §§ 523(a) (2)
and (d) (1977) although the damage provision in subsection (d) is more restrictive than the House
version. No action has yet been taken on S. 2266.-Prof. Girth.
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He would get the money.

JENSEN. Yes. It would increase his welfare because he might not get the
loan if he can't guarantee enough.
GIRTH.

I think you and I agree on this.

JENSEN. If we can agree on that, then we can see considerations against the
conclusion some people jump to in opposing the fraud exception. Let me
grant for the sake of argument that there are information problems, that
some people have entered into contracts in ignorance of the conditions on
their right to a discharge. But there are other people who want to enter into
contracts in which those conditions are an exclusion provision. And now we're
talking about passing law which denies them that right. That's going to make
them worse off.
GIRTH. Well, I was trying to articulate what I thought people used as a
basis for justifying the proposals. I agree with you on the problem of who will
be deprived of loans. Everybody in this room, I would bet, would place a
different cutoff on depriving some people of loans to protect other people.
You and I are probably not too far apart. But I do think that at some point
the proportion of uninformed people becomes high enough to make me willing to deprive, or limit, other people.

R. SCOTT. It seems to me that Allen Farnsworth reminded us of our basic
failure, the failure to consider the merits. 57 The economists ask for an enumeration of the benefits of abolishing the fraud exception. Their argument is
that if the fraud exception is abolished, there will be an increase in the
amount of fraud. Policing against that fraud will be costly for creditors, and
there is some evidence that those costs will fall on those consumer-debtors
whom the proposal is designed to protect. Consequently, the proposal, viewed
in that light, doesn't make any sense. The argument is probably correct.
Unfortunately, it misses the point. The point is that the abolition of the
fraud exception is not premised on the notion that the fraud exception prevents consumer fraud. Rather it reflects the belief that the fraud exception is
a vehicle for creditor fraud. Of course, this assumption may well be gratuitous, but there are some rather explicit data to support it. Marjorie Girth was
alluding a moment ago to the classic case.
MANNE.

For our record, will you repeat the classic case?

R. SCOTT. Yes. A creditor will say to a borrower, "List some of your debts,"
and the debtor replies, "How many?" The creditor responds, "Well, there are
three spaces; put down three creditors." Subsequently that list will be used to
prevent discharge when it is discovered that, indeed, the debtor had a dozen
additional creditors.
57.

See p. 127 supra.-Ed.
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Well, one may respond, as Mike Jensen would, "That's easy; that's creditor
fraud. We'll solve that." But that is trying to solve one legal problem in a
vacuum. It narrows the inquiry in such a way that it becomes meaningless.
From our perspective as lawyers, the cost of policing against that creditor
fraud is quite high, because of the existence of other legal rules. They may be
archaic, but nonetheless there's the parole evidence rule, among others, which
prevents the kind of testimony which could demonstrate that the creditor has
been fraudulent. So one can develop an argument (which should be tested)
that the costs of policing this kind of creditor fraud exceed the costs that
would be imposed by the abolition of the exception to discharge of loans
gained through fraudulent financial statements. And that's the argument behind this proposal.
JENSEN. I don't want you to misinterpret my argument as favoring the
state's imposing the fraudulent condition on every contract.

R.

SCOTT.

JENSEN.

Then I think it ought to be a matter of negotiation.

I realize that you think it should be a matter of negotiation, and

perhaps you are right.
R.

SCOTT.

And it shouldn't be required to be in every contract, that's all.
C.

Government Administration

1. Why Do We Need A Government Bankruptcy System?
MANNE. At this point I would like to exercise the prerogative of suggesting
that we address ourselves to the question, Why do we have a governmentadministered system of bankruptcy?

a.

The Need for Central Administration

WEISTART. I attempted in my paper to address that question. It seems to
me, on the surface at least, that bankruptcy can be defended by what I described as an efficiency argument: that there are great information problems
that confront creditors and the lawyers representing creditors when they attempt to collect from a particular debtor. If they knew in advance what the
debtor's economic state was, that obviously would affect their decision about
whether to bear the cost of litigation in order to collect. The fact is that it is
very difficult for some creditors to find out the true state of a debtor's affairs
after a default. There can be any number of reasons. The estate may be
spread over several different jurisdictions, for example, so that the creditors
must gather the information from different states, different counties, or different levels of the court system. By consolidating all these actions into the
bankruptcy court, we improve the information flow and-if we leave the discharge question aside-may end up saving the creditors a good deal of litigation costs.
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There are other reasons I suggest in defense of the bankruptcy system.
One argument-not my own idea, but one that appears in periodicals-is that
the bankruptcy system controls the conduct of all creditors towards any particular creditor. As I mentioned in my paper, the private contract would be a
very ineffective way for one creditor to control the conduct of other creditors.
As the alternative, we use a bankruptcy system in which the central administration attempts to insure that debtors don't hide assets or attempt to arrange
preferences among the creditors. It would be very difficult for any single creditor to achieve that through agreements with the other creditors. He might
not know of their presence-or most likely not know of their presence until
his loan was made.
The other cost-saving function is simply central administration of the assets. There are many common questions that arise in bankruptcy proceedings:
What's the size of the estate? What are the assets in the estate? Rather than
make these inquiries in four or five different proceedings the parties benefit
from a central inquiry. Since the government makes such inquiries in private
collection actions, wouldn't it follow that the government is the appropriate
agent to make the inquiries in the bankruptcy court? Another advantage is
that some coercion may have to be brought to bear on either the debtor or
the creditor to elicit the necessary information. Again, isn't it more desirable
that we continue the government monopoly on the most egregious forms of
coercion rather than put it in the hands of private parties?
b.

The Need for a Framework for Private Agreements

COOGAN. I see the importance of bankruptcy in a different light. I think
the bankruptcy rules provide the bylaws against which private parties, in a
great majority of the cases, work out their problems without ever resorting to
bankruptcy. I would think that there are 500 serious defaults to every 1 bankruptcy; and in 499 an agreement is worked out. If there is a limited number
of creditors, a private arrangement is faster, cheaper, and more satisfactory all
around-that is, if all the creditors join in.
Where the aid of the bankruptcy court is needed is the case in which one
creditor refuses to cooperate. This requires the coercion which John Weistart
has mentioned.
I talked to a bankruptcy practitioner, whom My. Ayer knows, who is probably the leading reorganization man in the United States. He gets only the
difficult cases. He says that of the cases that come into his office a full sixty
percent are managed without resort to a bankruptcy proceeding of any sort;
only in forty percent does he consider a bankruptcy proceeding.
In my thirty-five years of practice I represented mainly creditors for the
first thirty years. With the great influx of large bankruptcies in the last five
years, I've had to work both sides of the street. But I don't find that my
analysis is basically different when representing the shareholders or the very
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senior creditors, because everybody is interested in saving the tremendous difference between the going-concern value and the liquidation value. It's almost
impossible to underestimate the difference between those two values. If you
had to sell the shirt that you have on, you might be lucky to get fifty cents.
Yet you have use value in it which for you is considerably in excess of fifty
cents. And the same is true of any piece of industrial equipment.
Now, we have different kinds of bankruptcies which save this value in
different degrees. A liquidation bankruptcy liquidates, but in an orderly manner. A reorganization tries to avoid liquidation, or liquidates in a very slow
manner, which often will bring two, three, or four times what a quick liquidation would bring. But it's only when the normal contract processes break
down that the parties have to resort to the help of the court's coercive power.
MANNE. An implication, if I understand what you're saying, is that there is
really very little use of government coercive power in the administration system we have.
COOGAN. Even after a case goes into the court, there is nothing that can be
done without the agreement of a substantial number of the creditors. One
cannot railroad through any kind of plan; there are exceptions, but generally
one cannot railroad a plan through. What one can do is bind one third of the
parties after getting the consent of two thirds of each of the classes.

AVER. I just want to pick up on what Peter Coogan said about deals outside the bankruptcy courts and deals inside. Most reorganizations or arrangements take place outside of bankruptcy, but Peter emphasized that they
take place under the parameters of the bankruptcy law. A very important
parameter is the capacity of the bankruptcy court to restrain recalcitrant
minority creditors. Very often the choice whether to go into a proceeding will
depend on whether a creditor can be restrained outside of the bankruptcy
court.
One other point. Peter's experience is much broader than my own. My
experience is specific to Los Angeles County, and I would speculate that creditors are more sophisticated about out-of-court arrangements in Los Angeles
County than anyplace else in the world. Another way of looking at it may be
that there is nobody more reasonable than an undersecured banker who
knows he made a lousy loan.

ROLL. I would like to go back to Mr. Coogan's point. He made an important point in noting that one of the major advantages of the Bankruptcy Act
is that it provides a set of rules, a coherent set of rules, which people can use
when they make contracts originally. It seems to me a corollary of his point
that any set of rules could serve the same purpose.
One alternative set of rules would include fewer specifically stated restrictions on the original contract. But whatever the set of rules are, there is an
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advantage to having them, and I think that is one of the major advantages of
a bankruptcy system.
It is impossible to write a loan agreement for an insurance company or a bank without a fairly good understanding of what the status of that
loan would be if the sky fell in. One wouldn't make the loan if one thought
the sky was going to fall in. But the parties need to know where they stand in
the event of bad luck.
COOGAN.

c.

The Need to Protect Junior Creditors

TAGGART. A related objective, which has been mentioned but not emphasized, is preventing senior creditors from making a quick liquidation that
disadvantages junior creditors. Suppose an asset of a corporation could be
sold in distress for 25 units, and the secured claim is 30 units. The senior
creditor may want to jump quickly, take his twenty-five, and run. In a nondistress sale, if the asset were managed for another six or eight months and
potential buyers were found, the asset might be sold for 42 units. The increment in value is to the benefit of junior creditors who have claims below the
senior secured debt. From the junior creditors' point of view, the Bankruptcy
Act is a protective mechanism through which they receive payment of some of
their claims.
In consumer bankruptcies my hunch is that many people use the credit
counseling services that Bill Meckling cited, through which creditors and debtors more or less voluntarily scale down the debt or work out a new arrangement outside of bankruptcy court. I suppose this is similar to a chapter
XIII, except that there is no court involvement of any sort. I know the service
in Los Angeles handles around 20,000 people a year, which is probably more
people than declare bankruptcy in Los Angeles. This is more or less a private
market solution which probably reduces the system costs and has positive benefits. Debtors are worried about the stigma of bankruptcy; they avoid it
through this voluntary route.
JENSEN. I want to go back to the point that Walter Taggart made about
junior creditors. I think his argument is wrong for the following reason: If
the junior creditors believe that their claims can be saved, they can certainly
buy the asset and keep it in the firm. In fact, if they really believe that liquidation threatens their claims, they can pay off the senior bond holders, take
the firm over, and realize the gains. And if there is a serious disagreement
between the two classes, the junior creditors are likely to be able to buy the
others off for something less than a dollar on a dollar.
TAGGART. That's Peter Coogan's point on collective action-that what the
Bankruptcy Act does, technically, is preempt state law and provide a central
lawgiver. Whatever rules Dick Roll would want to use, the way they are im-
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plemented is that the supremacy clause and federal law preempt state-law
execution rights.
It is difficult for unsecured creditors to make an informed collective
judgment. They generally know little about potential valuation. The bankruptcy system provides them time to become educated, though the funding
for this interim may come from senior creditors.
If the junior creditors draw the conclusion that seventeen units of value
would be lost in liquidation (as in my example), they will act as Mike Jensen
predicts. But the Bankruptcy Act is necessary to hold state-court remedies in
abeyance for an interim in which junior creditors can make that analysis.
JENSEN. I think that's what Merton Miller did a brilliant job of laying out
for us in his paper;5 8 that is, why we have the voting rules that Peter Coogan
speaks of. Why do we have rules which demand the approval of all sets of
creditors? It seems inefficient. Nobody would write it into a contract in advance. It would be obviated by the priority claims. The voting provisions are
to give junior claimants, or stockholders, the opportunity to play Merton's
OPM game-to play poker with Other People's Money.

COOGAN. There may be some misunderstanding about what I intended to
say. The stockholders can't vote on what the bondholders will do, and the
bondholders can't vote on what the stockholders will do; except insofar as
they take everything, leaving the stockholders nothing. But two thirds of the
bondholders can bind the bondholder class, two thirds of the debenture holders can bind the debenture class, and two thirds of the stockholders can bind
the stockholder class.
JENSEN.

And do they all have to agree? Do all classes have to agree?

COOGAN.
JENSEN.

All classes would have to agree.

That's what I don't understand. That doesn't make any sense.

COOGAN. That is the case with minor qualifications. If there is a small class
which another class claims is not voting for the economics of the case but for
some other interest, the judge has some power to clamp down the plan.

d.

The Need to Determine the Priority of Claims

H. SCOTT. On the question of why we want the bankruptcy system, I
would like to put another thing on the table. What are the relative claims of
the various parties to the assets in a bankruptcy? One might ask: Could one
order all the priorities by private contract? And if one could, what would
happen if one didn't?
A secured lender might use what we call a negative pledge clause saying
58. Miller, The Cost of Bankruptcy: A Numerical Model, LAW & CONTEMP. PROB., Autumn 1977,
at 39.-Ed.
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that the debtor may not take any more loans without clearance from the lender. The lender would, in effect, establish priorities on all future loan contracts. Maybe that would be a model-although the law has had a lot of difficulty enforcing negative pledge clauses in the past, for reasons I don't fully
understand."
The more interesting problem arises if lenders don't choose to put negative pledge clauses in their security agreements. They just make a secured
loan, and someone else comes along and makes another loan to the same
borrower. Should people transact with each other at very high costs and, if
anything goes wrong, meet in a room to argue out what the priority solution
is? Or should they set up priority rules in advance-for example, rules that
the earliest transaction, or the largest outstanding claim, has priority? We
could think of many different rules. The criteria for the choice of rules are
not clear to me, but I think that the need for priority rules decided upon in
advance plays a role in the bankruptcy system.
AVER. But even if the priorities were written in advance, the bankruptcy

system would be needed. Suppose the debtor violates a negative pledge clause
and gets credit from another lender. The agreement with his first creditor
really can't bind that third party. We're going to need some external
mechanism to factor the new creditor in. It seems to me that many of the
priority rules in bankruptcy are meant to deal with these third-party rights,
for which a contract won't work.
JENSEN. I don't understand why the priorities that are written in the contracts can't be applied in a straightforward way.
TAGGART. Let me give you the simplest example. Suppose that you buy a
washing machine from me, and we write in our contract that you won't sell
that washing machine to anybody else. Suppose you do sell it to somebody
else, and I try to grab the washing machine from the third person. Well, I
don't know how I want to resolve that third person's rights in the machine,
but I don't think it is fair to say that our contract, to which the third person is
not a party, will be the controlling factor. And once we've established that, we
have the beginning of the need for a priority system.
2.

What If There Were No Bankruptcy System?

MECKLING. Many of the things we're saying about contracts refer to the
situation in which the bankruptcy law is already in effect. We can't infer from
the nonexistence of private arrangements now that they wouldn't exist if there
were no bankruptcy system. Contracting parties are not very careful over
things they think will be settled by the courts. It's not in their interest to
59.
Scott.

See 1 G. GILMORE, SECURITY INTERESTS AND PERSONAL PROPERTY ch. 38 (1965).-Prof.
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spend much time trying to solve those problems when they're making a contract. If they know in advance that the courts won't settle an issue, they will be
much more careful about what they say about it in the contract.
WEISTART. It seems to me that we're using the term "bankruptcy" in a
couple of different senses. I use it in the sense of a formal bankruptcy act, a

formal court-ordered procedure for the reallocation of liabilities, reallocation
of assets, and settlement of claims. I would say-although I'm not normally
given to broad generalizations-that it is impossible to imagine that there
wouldn't be some rules governing bankruptcy situations in a common-law judicial system. If Congress repealed the bankruptcy law today, there would still
be rules to govern the settlement of estates: I don't think it's realistic to talk
about a world in which there are no rules for the settlement of estates. There
would certainly still be a statute of limitations. And essentially, there would be

a whole set of rules like that.
What we are talking about is a different set of rules of formal federal law.
(It happens to be a federal law, but it could be some other law.) When we talk
about bankruptcy rules, it seems to me useful to limit ourselves to those federal rules.
MANNE. That's not inconsistent with Bill Meckling's view that we don't
know what sort of alternatives would be devised in the absence of bankruptcy

laws.
WEISTART. Well, we could examine what techniques the common law had
developed before the beginning of separate bankruptcy law. I think we would
find that those weren't very satisfactory, in part because of the difficulty of
dealing with so many parties, but in particular because of the third parties,

who weren't involved in a particular action before the court.
H. SCOTT. I would like to ask Bill Meckling whether he wasn't looking for
a private solution, not a common-law solution. That is, would you be happy if
we just substituted another set of decisionmakers for federal regulators? Or
do you envision a system in which there is no judge? Do you think we must at
least have private contract laws to present a framework for this private bargaining?
MECKLING. I certainly do think that there must be a framework, that is,
some adjudication mechanism and some police powers to enforce the decisions that are made in the adjudication process. Now, what I was really saying
however, was that we mustn't be too naive about how ingenious people will be
in generating these mechanisms privately. The courts, for example, have not
always been public institutions. It's perfectly possible to have all kinds of ad-

judicators. If adjudication were not done by the state, private parties would go

into the business of adjudication and get a reputation for being fair and honest. There would be a demand for their services in the absence of public
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adjudicators. Furthermore, we have some evidence in the case of one kind of
loan-I don't want to make too much of it-that there is a police force which
is outside the legal system.
I don't claim to know what would develop. All I'm saying is that we
mustn't be too sure that private institutions wouldn't develop to supplant the
public institutions. Now, whether that would be right is a separate issue.
WEISTART. I am not sure how much different that system would be in a
hundred years from the system we would write legislatively. Private arbitration or private settlement of debt will produce something like precedent to be
followed in other cases. Pretty soon, that precedent may become embodied in
a code of rules for the trade association, to increase the flow of information.
When you think about it, that is not much different from, first, the commonlaw development of rules, and then as those rules are incorporated into
statue, the Federal Bankruptcy Act. While it normally is attractive, in this context there is no advantage to the private alternative. There may still be other
reasons why we prefer to have the state administer the system. I think the
main reason is coercion again. At some point, the debtor must be forced to
give up his asset or to tell the truth; the creditor must be forced to disclose his
dealings with the debtor. Isn't it better to have that coercion regulated by
public authority?
JENSEN. That can be done by the state. There is no reason why that should
have to be done privately.
WEISTART. Then I think the two systems would eventually merge, and I
would suggest that this in fact is what happens. There were something like
merchants' courts at one time that produced a good deal of the judical doctrine that we presently enforce.

APPENDIX
EDITOR'S NOTE

Participantsin this symposium frequently refer to
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published in the Journal of Financial Economics.
That study is reprinted here by the kind permission
of the author and publisher.

