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One of the pillars of a debtor’s fresh start is 
the anti-discrimination provisions of § 525 
of the Bankruptcy Code, which codifies the 

U.S. Supreme Court’s decision in Perez v. Campbell.1 
The Court held that two state statutes that required 
satisfaction of a dischargeable tort claim as a condi-
tion for the renewal of the debtor’s drivers’ license 
were invalidated by the discharge provisions of the 
Bankruptcy Act. The section featured prominent-
ly in the Court’s decision to overturn the Federal 
Communications Commission’s (FCC) revocation 
of the debtor’s wireless spectrum licenses in FCC v. 
NextWave Pers. Communs. Inc.,2 wherein the FCC 
sought to recover the auction value of those licenses. 
 The utility of § 525 extends beyond the Code’s 
fresh-start policy. State-created priorities violate the 
common pool problem by advancing a state’s credi-
tor self-interest by contravening the interests of all 
creditors as a group.3 Although the statute prohibits 
post-discharge discrimination with respect to state-
issued licenses and private employment, the potential 
for harm to the bankruptcy estate and reorganization 
arises most acutely with respect to licenses. Corporate 
debtors face discrimination with unpaid fees in a vari-
ety of regulatory environments or government con-
tracting. The following are some examples:

• refusal to transfer or renew a liquor license in the 
face of unpaid regulatory fees or franchise taxes;4 
• refusal to approve the transfer of retail cus-
tomers to the purchaser of a corporate telecom 
debtor’s assets based on unpaid fees;5

• refusal to approve an organization’s report 
based on officer involvement in prior violation 
of well-closing and other financial regulations 
of mineral rights;6

• refusal to license a general contractor based on 
officer involvement in prior license suspension 
due to financial issues;7 and
• the government’s refusal to renew corporate 
debtor’s procurement contract.8

 Thus, § 525 prevents value drain resulting from 
the state, as a creditor, acting against the interests 
of the collective creditor body. Naturally, state 
and government advocates seek to limit the sec-
tion’s application to a variety of regulatory fees 
by couching those fees and financial provisions as 
serving other regulatory objectives. There might 
also be a sufficiently pure regulatory motive for 
post-bankruptcy regulatory decisions to not run 
afoul of § 525. Some requirement of a prospective 
financial wherewithal is a proper regulatory require-
ment post-discharge.9 Courts have had little problem 
distinguishing between discrimination based on an 
unpaid dischargeable debt and legitimate regulatory 
concerns, as seen in the following examples. 

• A city’s ban of turboprop operations at a par-
ticular terminal had no evidentiary relationship 
to a discriminatory motive; the city wanted to 
allocate gate resources away from turboprops to 
increase overall passenger capacity.10

• A debtor’s prospective financial issues were 
properly the subject of a discrimination where 
suitability and security were legitimate concerns.11 
• Saturation of the pari-mutuel horse-racing mar-
ket and lack of current financial integrity justi-
fied denial of license.12

• Numerous decisions have properly held that 
§ 525 has no application to the extension of 
credit outside the student loan arena.13 

 Despite an abundance of examples of bank-
ruptcy courts teasing out discriminatory vs. non-
discriminatory motives, state advocates propose 
that § 525 be amended to allow for the “enforce-
ment of economic and consumer protection regu-
lations.” One has to wonder how the enforcement 
of “economic regulations” could ever be recon-
ciled with the underpinnings of § 525.14 State 
advocates also seek to allow for discrimination 
in connection with contracting decisions and self-
insurance programs.15 However, these proposals 
would nullify many of the fresh start principles 
on which § 525 and many other Code provisions 
are based. If a corporation that was a debtor, or 
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a corporation that has an officer that was once an officer 
of a debtor, can presently demonstrate current financial 
responsibility, no harm befalls the state as contractor or 
self-insured programs in order for § 525 to continue to 
prohibit references to past debts. To suggest otherwise is 
to paint corporate debtors and the officers of those debt-
ors with a scarlet “B” that would follow them the rest of 
their economic lives. 
 Relegating corporate debtors and officers to a suspect 
class solely by virtue of having been associated with a bank-
ruptcy case serves no regulatory interest and ascribes a moral 
sanction that should have died with Charles Dickens,16 yet 
that is the result that state advocates seek. Modifying the 
statute to include value-laden financial terms such as “public 
security and trust” and “enforcement of economic regula-
tions” simply eviscerates the bankruptcy courts’ ability to 
negate state-created priorities and barriers to reorganization 
disguised as regulation. This is particularly borne out by the 
tendency of state agencies to condition licensure or benefits 
to the payment of dischargeable debts.17 
 Empirical evidence supports the policy underlying § 525. 
State collection strategies disguised as regulations limit the 
economic potential of both corporations and their officers 
simply by virtue of being associated with a failed enter-
prise. Empirical evidence suggests that this result thwarts 
both capitalism and entrepreneurship.18 Section 525 imple-
ments important bankruptcy policies as well. Any successful 
reorganization effort is dependent on the continued wealth-
creating capacity of the corporate entity. Government-
administered licenses, permits and privileges are integral to 
maximizing corporate value for the benefit of all creditors. 
 Ascribing more power to governmental entity through 
the proposed amendments to § 525 foments more money 
grabs and harmful state-created priorities. As expressed by 
Thomas Jackson, pre-petition creditors should not be allowed 
to leverage post-petition privileges and attributes to extract 
preferential payment to the detriment of the common pool.19 
Critics should see these proposals for what they are: addi-
tional methods for extracting priority of payment to the detri-
ment of other creditors and enterprise value. “Unlike all other 
creditors, however the state occupies a dual position as both 
a player and a referee in bankruptcy law. At the same time, 
the state competes with banks and small firms and consumers 
for unpaid debts, the state devises and enforces bankruptcy 
law.... In this unique ... situation, it seems likely that govern-
ments will try to ensure a high priority to state claims and 
will endeavor to [e] nsure that their revenue interests would 
be satisfied as completely as possible.”20 

 Again, courts addressing § 525 as it is currently writ-
ten readily recognize when a state’s regulatory vs. pecuniary 
interest is at stake. State advocates understandably seek to 
weaken its provisions in specific, economic terms because 
of a perception that it will increase the state’s recovery on its 
claim or other revenue sources. Although this postulate has 
little empirical support,21 the proposed amendments belie the 
states’ mostly pecuniary motives. 
 Other issues with § 525 do merit statutory amendment. 
The most discussed are the results in Rea v. Federated 
Investors22 and other cases that allow for discrimination in 
hiring despite § 525 (b)’s prohibition of discrimination “with 
respect to employment.” The job-applicant issue is the sub-
ject of several articles urging the amendment to § 525 (b) to 
prohibit hiring discrimination based on prior bankruptcy fil-
ings.23 One democratic congressman has introduced at least 
one bill proposing to remedy this language.24

 More relevant to this article’s focus on state issues is the 
exception to § 525 (a), which was enunciated in In re Betty 
Owen Schools Inc.25 and In re Lon Morris College26 that gut 
§ 525 for a sole creditor: the Department of Education. The 
issue is far more muddied, and in both cases, the issue is the 
Student Loan Default Prevention Initiative Act of 1990, as 
contained within the Omnibus Reconciliation Act of 1990. 
The legislation modified the definition of “property of the 
estate” to exclude “[a] ny eligibility of the debtor to partici-
pate in programs authorized under [the Higher Education 
Act (HEA)].”27 Congress, in turn, limited the application of 
automatic stay to exempt “any action ... regarding the eligi-
bility of the debtor to participate in programs under [HEA]” 
from the “automatic stay.”28 The legislation also amended the 
HEA to exclude from its definition of “eligible institution” 
any school that filed for bankruptcy protection.29 
 The bankruptcy court in Betty Owen cited to the Senate 
Report on “Abuses in Federal Student Aid Programs,” 
which referenced, among the issues facing student aid 
and loans, institutions taking refuge in bankruptcy to pre-
vent accrediting agencies from taking action to conserve 
scarce funds, even when the debtor school might not be 
able to make loan refund payments to former students 
and might continue to admit new students despite the fact 
that the school might close or otherwise cut back its edu-
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cational programming.30 The report further lamented the 
“unscrupulous, inept and dishonest elements that have 
flourished throughout the 1980s [and] have reaped huge 
profits.”31 The court concluded that “Congress intended 
to limit educational-assistance resources from financially 
unsound institutions, including schools, which have filed 
for bankruptcy.”32 
 In Lon Morris College, the institution at issue was not the 
“unscrupulous” and “dishonest” for-profit institution that the 
1990s legislation targeted. Lon Morris College was a non-
profit junior college in East Texas that was founded by the 
Methodist Church in 1854 — before student aid was invent-
ed. Its bankruptcy filing was necessitated by decreasing 
enrollment followed by over-enrollment that necessitated the 
construction of dorms and other facilities, and the borrow-
ing that goes with such necessities.33 The bankruptcy court 
acknowledged in its oral ruling that the school was not of the 
kind that was targeted by the legislation but that congressio-
nal intent was unyielding to any distinction. Necessarily, the 

amendments to the HEA also hamstring the Department of 
Education from making any distinction. 
 One could argue that a bankruptcy court charged with 
“good-faith” findings on a consistent basis should have 
the ability to distinguish between a sham operation and a 
long-standing institution with recent financial difficulties. 
Congress took that discretion away from the Department of 
Education, so bankruptcy courts might sound the death knell 
for other landmark institutions.
 Unlike the state-created priorities garnered through discrimi-
natory licensure used by government institutions such as the 
FCC in In re NextWave, the Department of Education does not 
use title VII eligibility to extract payment ahead of other credi-
tors or any payment at all. The goal of the exclusion from eligi-
bility is to protect students and taxpayers from abusive practices. 
Nonetheless, creditors, jobs and enterprise value are decimated 
even for legitimate institutions in the wake of this goal. Lon 
Morris exemplifies the effects of overbroad legislation.
 Section 525 works hand-in-glove with other provisions 
of the Bankruptcy Code that implement a debtor’s fresh start. 
Particularly in the reorganization context, the section also 
prevents state-created priorities from thwarting enterprise 
value maximization and equality of distribution. As much 
as state advocates lament the result in NextWave, the deci-
sion demonstrates that § 525 is a necessary supplement to 
§ 362 to preclude debt prioritization through the subterfuge 
of regulation. Courts have had no issue teasing out legitimate 
regulatory goals from pecuniary interests disguised as regula-
tion. Aberrant results, however, occur with respect to private-
employer discrimination against prospective applicants and 
the overbroad legislation amending the HEA.  abi
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