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Introduction
• 1111(b) affords rights to undersecured creditors
1) Recourse treatment
2) Election right -- right to remain fully secured
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Statutory Text of Section 1111(b)
• 1111(b) (1) (A) A claim secured by a lien on property of the estate
shall be allowed or disallowed under section 502 of this title the
same as if the holder of such claim had recourse against the debtor
on account of such claim, whether or not such holder has such
recourse, unless—
(i) the class of which such claim is a part elects, by at least
two-thirds in amount and more than half in number of allowed
claims of such class, application of paragraph (2) of this
subsection; or
(ii) such holder does not have such recourse and such property
is sold under section 363 of this title or is to be sold under the
plan.
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Statutory Text of Section 1111(b) (cont’d)
(B) A class of claims may not elect application of paragraph (2)
of this subsection if—
(i) the interest on account of such claims of the holders of
such claims in such property is of inconsequential value; or
(ii) the holder of a claim of such class has recourse against the
debtor on account of such claim and such property is sold
under section 363 of this title or is to be sold under the plan.
(2) If such an election is made, then notwithstanding section
506(a) of this title, such claim is a secured claim to the extent that
such claim is allowed.
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Historical Background of 1111(b)
• Enacted to overturn In re Pine Gate Associates, 1976 U.S. Dist.
Lexis 17366 (Bankr. N.D. Ga. Oct. 14, 1976)
• 1111(b) is intended to prevent a cramdown of a secured creditor by
judicial valuation and payment in cash
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Recourse vs. Non-Recourse Status
• Recourse – a secured creditor, whose collateral is insufficient to satisfy its
claim, can assert a claim for the deficiency against the debtor obligor
• Nonrecourse – a secured creditor can only recover from its collateral and
cannot assert a claim against the debtor obligor after realization of its
collateral

63003802

Privileged and Confidential

10

arnoldporter.com

Recourse Status under 1111(b)
• Section 1111(b)(1)(A) provides that a nonrecourse creditor is to be
treated under the Bankruptcy Code as a recourse creditor, subject to
two exceptions:
oException 1: Creditor makes “1111(b) election” waiving recourse
oException 2: Debtor sells property under Section 363 or a plan
and creditor is afforded the right to credit bid
‒Abandonment treated as sale within scope of exception
‒“Sale Under a Plan” vs. Delayed or Partial Sale
‒Foreclosure
‒Section 502(d)(3)
oNote that most courts have held that a nonrecourse creditor is
entitled to recourse even if fully undersecured
oIssue: Is a creditor’s 1111(b)(1)(A) right to recourse waivable
prepetition?
63003802
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Section 506(a)
Section 506(a)(1) provides:

An allowed claim of a creditor secured by a lien on property in
which the estate has an interest, or that is subject to setoff under
section 553 of this title, is a secured claim to the extent of the value
of such creditor’s interest in the estate’s interest in such property, or
to the extent of the amount subject to setoff, as the case may be, and
is an unsecured claim to the extent that the value of such creditor’s
interest or the amount so subject to setoff is less than the amount of
such allowed claim. Such value shall be determined in light of the
purpose of the valuation and of the proposed disposition or use of
such property, and in conjunction with any hearing on such
disposition or use or on a plan affecting such creditor’s interest.
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Section 506(a) (cont’d)
• 506(a) effectively bifurcates an undersecured creditor’s claim into
two claims -- (1) a secured claim equal to the court-determined
value of the collateral and (2) an unsecured claim equal to the
deficiency claim
• Per 1111(b)(1), even a nonrecourse creditor is afforded a recourse
deficiency claim against the debtor under 506(a) (subject to the two
noted exceptions)
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The 1111(b) Election
• A secured creditor (either a recourse or nonrecourse creditor) can
elect to waive recourse status and be afforded enhanced cramdown
protection under 1129(b)
• Election protects creditor from undervaluation of collateral and
enables creditor to realize any appreciation in the collateral

• 1111(b) Election cannot be made if:
o1) Inconsequential value: The creditor’s interest in the collateral is
of inconsequential value
o2) Sale of Collateral: The collateral is sold under section 363 or is
to be sold under the plan with the secured creditor being afforded
the right to credit bid
o3) Lien Extinguishment: where the lien securing the claim is
extinguished, for example by a non-judicial foreclosure, that
creditor loses the right to make an election
63003802
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Procedure for Election
Rule 3014 governs the procedure:

An election of application of §1111(b)(2) of the Code by a class of
secured creditors in a chapter 9 or 11 case may be made at any time
prior to the conclusion of the hearing on the disclosure statement or
within such later time as the court may fix. If the disclosure
statement is conditionally approved pursuant to Rule 3017.1, and a
final hearing on the disclosure statement is not held, the election of
application of §1111(b)(2) may be made not later than the date fixed
pursuant to Rule 3017.1(a)(2) or another date the court may fix. The
election shall be in writing and signed unless made at the hearing on
the disclosure statement. The election, if made by the majorities
required by §1111(b)(1)(A)(i), shall be binding on all members of the
class with respect to the plan.
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Procedure for Election (cont’d)
• Only the secured creditor can make the election; debtor or plan
proponent cannot make or force the election
• If multiple creditors in the class, then the election is made by at
least two-thirds in amount and more than half in number of allowed
claims of such class
• In writing and signed, unless made at the disclosure statement
hearing
• Made prior to conclusion of disclosure statement hearing or within
such later time as fixed by the court
oIf court has conditionally approved the disclosure statement and
combined the disclosure statement hearing and confirmation
hearings, election must be made prior to voting deadline
• Election cannot be withdrawn unless the plan has been materially
modified
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Effect of the 1111(b) Election
Section 1129(b)(2) governs the cramdown of secured creditors:
(2) For the purpose of this subsection, the condition that a plan be fair and equitable with respect to a
class includes the following requirements:
(A) With respect to a class of secured claims, the plan provides—
(i) (I) that the holders of such claims retain the liens securing such claims, whether the property subject
to such liens is retained by the debtor or transferred to another entity, to the extent of the allowed
amount of such claims; and
(II) that each holder of a claim of such class receive on account of such claim deferred cash
payments totaling at least the allowed amount of such claim, of a value, as of the effective date of the
plan, of at least the value of such holder’s interest in the estate’s interest in such property;
(ii) for the sale, subject to section 363 (k) of this title, of any property that is subject to the liens
securing such claims, free and clear of such liens, with such liens to attach to the proceeds of such
sale, and the treatment of such liens on proceeds under clause (i) or (iii) of this subparagraph; or

(iii) for the realization by such holders of the indubitable equivalent of such claims.
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Effect of the 1111(b) Election (cont’d)
• If election is made, Section 506(a) does not bifurcate claim between
secured and unsecured claim
• Under subclause (i), a creditor that does not make the 1111(b)
election will be entitled to retain its lien and to receive deferred
cash payments having a present value equal to the value of its
collateral, and will also be entitled to receive a distribution on its
unsecured deficiency claim
• A creditor that makes the 1111(b) election will be entitled under
subclause (i) to the same treatment as a nonelecting creditor (i.e.,
retention of its lien and payments having a present value equal to
the value of its collateral) as well as total payments (without regard
to present value) at least equal to the total claim. But, the electing
creditor gives up its unsecured deficiency claim and receives no
unsecured distribution
63003802
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Effect of the 1111(b) Election (cont’d)
• Open issue -- do total payments to be paid to electing creditor
include principal and interest payments or just principal payments?
oOne view: creditor must receive principal payments equal to total
amount of allowed claim
oMajority view: interest payments can serve as double duty;
creditor must receive principal and interest payments equal to
total amount of allowed claim
oIn sum, if election is made, plan payments must satisfy two
requirements:
▪total of the payment stream must equal the total claim
▪present value of the total payments must equal the collateral
value
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Effect of the 1111(b) Election (cont’d)
• If no 1111(b) election, future increases in collateral value will be
for the sole benefit of the debtor
• If 1111(b) election, then creditor is entitled to future increases in
collateral value up to the amount of its claim
• Effect of 1111(b) election on cramdown under 1129(b)(2)(A)(ii)
(sale under a plan) and 1129(b)(2)(A)(iii) (indubitable equivalent)
• Interplay with best interests test in respect of other unsecured
creditors
• Issue: due on sale requirement
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Modified Best Interests Test
oModified best interests test with respect to creditors making the 1111(b) Election
oSection 1129(a)(7) (“best interests test”) provides:
With respect to each impaired class of claims or interests—
(A) each holder of a claim or interest of such class—
(i) has accepted the plan; or
(ii) will receive or retain under the plan on account of such claim or interest property
of a value, as of the effective date of the plan, that is not less than the amount that
such holder would so receive or retain if the debtor were liquidated under chapter 7
of this title on such date; or
(B) if section 1111(b)(2) of this title applies to the claims of such class, each
holder of a claim of such class will receive or retain under the plan on account
of such claim property of a value, as of the effective date of the plan, that is not
less than the value of such holder’s interest in the estate’s interest in the
property that secures such claims.
oThis modified best interests test eliminates from the calculation the distribution that
would be paid on the unsecured deficiency claim if the election had not been made
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Summary of Effect of 1111(b) Election

No 1111(b) Election

1111(b) Election

Claim bifurcated between secured claim equal to value of
collateral and unsecured deficiency claim
Will have recourse and unsecured deficiency claim, whether or
not such creditor was recourse or nonrecourse

No bifurcation of claim

Unsecured Voting
Right

Will vote as unsecured creditor on account of unsecured
deficiency claim
Potential blocking right as to class of unsecured claims

No right to vote as unsecured creditor
No blocking right

Unsecured
Distribution Right
Confirmation Rights

Will receive distribution on account of unsecured deficiency
claim
As unsecured creditor, can raise absolute priority rule and unfair
discrimination arguments (if separately classified from other
unsecured creditors)
Can raise secured creditor objections to confirmation (e.g.,
feasibility, fair and equitable arguments, etc.)

Forgoes distribution as unsecured creditor

Best Interests Test

Measured against total recovery in Chapter 7 liquidation

Section 506(a)
Recourse/Unsecured
Claim

No recourse; waiver of unsecured deficiency claim

Unable to raise confirmation objections in capacity as
unsecured creditor
Still able to raise secured creditor objections to confirmation
(e.g., feasibility, fair and equitable arguments, etc.); arguments
may be more likely to succeed based on modified payment
structure (i.e., higher or delayed payments, longer duration
and/or modified interest rate)
Measured against collateral value

Cramdown Treatment Retention of lien
Deferred payments having a present value equal to collateral
value

Retention of lien
Deferred payments equal to present value of collateral value
and equal to total amount of allowed claim

Recovery from
Collateral

Entitled to future increases in collateral value up to the total
amount of its allowed claim; potential due on sale requirement

63003802
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Application of 1111(b) Election – Case Example
• In re Settlers’ Housing Serv., Inc., 505 B.R. 483 (Bankr. N.D. Ill. 2014)
• Facts re secured creditor:
o Loan balance (total): $5,103,326
o Collateral value: $2,721,000
• Proposed cramdown treatment under plan
o $12,000/month for 30 years plus balloon payment of $783,326
• Cramdown analysis by court:
‒ Total payments: $12,000 x 360 plus $783,326 = $5,103,326 so total payments equal the total claim
amount
‒ Present value (using Debtors’ proposed 5% discount rate):
▪ PV of 12,000/month for 30 years: $2,235,379
▪ PV of balloon payment: $175,329.19
▪ Total PV = $2,410,708.19 which is less than $2.7 million collateral value, thus rendering the plan
unconfirmable

63003802

Privileged and Confidential

23

arnoldporter.com

Application of 1111(b) Election – Examples
• Assumptions for each Scenario
oTotal claim: $1500
oCollateral value: $1000
oMarket rate of interest: 10%
• Scenario 1
o5 year amortizing note in amount of $1000 @ 10% interest
(payments of $263.80/year)
oPresent value of payments: $1000
oTotal payments: $1319 (includes $319 interest)
oSatisfies cramdown if no 1111(b) election, but fails cramdown if
1111(b) election because total payments do not equal $1500

63003802

Privileged and Confidential

24

arnoldporter.com

Application of 1111(b) Election – Examples (cont’d)
• Scenario 2
o10 year amortizing note in amount of $1000 @ 10.01% (payments
of $150.71/year)
oPresent value of payments: $1000
oTotal payments: $1507 ($507 interest)
oSatisfies 1111(b) cramdown if principal and interest payments are
counted
‒But fails cramdown if only principal payments are counted
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Privileged and Confidential

25

arnoldporter.com

Application of 1111(b) Election – Examples (cont’d)
• Scenario 3
o7 year amortizing note in amount of $1500 @ 3.5% interest
(payments of $245.32/year)
oPresent value of payments: $1194
oTotal payments: $1717 (includes $217 interest)
oSatisfies 1111(b) cramdown whether or not interest payments are
counted
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Application of 1111(b) Election – Examples (cont’d)
• Proposal 4
o10 year amortizing note in amount of $1500 @ 3.5% interest with
balloon payment at end of year 10 in amount of $500 (payments
of $150.58/year for first 9 years)
oPresent value of payments: $1059
oTotal payments: $1855 (includes $355 interest)
oSatisfies 1111(b) cramdown whether or not interest payments are
counted
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Benjamin Mintz
Partner, Bankruptcy and Restructuring Department

Benjamin Mintz has extensive transactional and litigation experience and
has played active roles in many high-profile restructuring matters. Mr.
Mintz's transaction experience is broad-based and includes the
negotiating and drafting of complex asset purchase agreements, loan
agreements, investment agreements, subordination and intercreditor
agreements, factoring agreements, and reorganization plans. He has
also been actively involved in litigation matters throughout the country,
including bankruptcy courts, federal district courts, state courts, and
appellate courts.
Mr. Mintz's clients include bank groups, lenders, hedge funds, asset
managers, and other senior secured investors as well as debtors,
creditor committees, fiduciaries, equity holders, and other creditors. Mr.
Mintz has experience in a variety of industries including health care,
energy, real estate, retail, financial, gaming, manufacturing,
entertainment, telecommunications, and apparel. Mr. Mintz also has
extensive experience in distressed M&A, having represented both
buyers and sellers in complex distressed acquisition transactions,
involving operating assets, financial assets and real estate.
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Secured Creditor Cramdown – Basic Concepts
•

“Cram Down" refers to the power of the bankruptcy court to force confirmation of a Chapter 11 Plan
notwithstanding the dissent of one or more classes of creditors or ownership interests.
‒

•

“Cram Up” refers to a plan proposed or sponsored by a junior class of creditors who seek to
impose the terms of a plan on an objecting class of creditors.

Common cram down methods:
‒

Abandonment of collateral;

‒

Giving secured creditor “indubitable equivalent;” or,

‒

Having secured creditor retain a lien on its collateral to secure its allowed secured claim, and
receives on account of its claim deferred cash payments totalling at least the allowed amount
of the claim with a present value of at least the value of the creditor’s "interest in the estate's
interest in such property.”

•

Bankruptcy Code Section 506 permits bankruptcy court to bifurcate under-secured claims into secured and
unsecured components based on judicial valuation of the collateral securing the claim.

•

Difficult policy issue: does the Bankruptcy Code’s principle of debtor rehabilitation justify the
imposition of substantial valuation risks on secured creditors?
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Determination of Secured Claims
•

•
•
•

Value of secured claim to be determined in light of
–
the purpose of the valuation and
–
the proposed disposition or use of such property, and
–
in conjunction with any hearing on such disposition or use or on a plan affecting such creditor's
interest." 11 U.S.C. § 506.
Fair market value, going concern value, or liquidation value may be appropriate valuation method,
depending on the proposed use of the property.
Timing of valuation determined by status of the case (i.e., at the commencement of case, if plan or sale
motion has been filed, etc.).
The Supreme Court's Rash Decision: Where debtor intending to retain collateral sought to satisfy
cram down requirements for confirmation of Chapter 13 plan confirmation, debtor was required to
pay the secured creditor the full value of its collateral with interest. Associates Commercial Corp. v. Rash ,
520 U.S. 953 (1997).
–
Debtor argued that court should adopt a "foreclosure value“ for the property, a truck (i.e., the
net amount that would have been realized in a foreclosure sale of the property).
–
Secured creditor argued that court should use "replacement value“ (i.e., cost to purchase similar
collateral).
–
The Supreme Court, reversing the Fifth Circuit, held that, given the debtor’s intent to use the
property after bankruptcy, the proper valuation of the collateral for purposes of Chapter 13
cram down is the replacement value to the debtor.
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The Rash Court relied on Section 506(a) requirement that the court value property according
to the "proposed disposition or use."
‒
Bankruptcy court is charged with finding the best way to determine replacement value under
a particular set of circumstances. In Rash, court used replacement value (collateral was truck
owned by the debtor); would not “split the difference.”
‒
Actual sales under Section 363(b) (or in connection with plan confirmation) are the best
evidence of value.
Adequate protection protects secured creditor against a decrease in value of its interest in the debtor’s
property.
‒
Secured creditor’s motion for relief from the automatic stay requires valuation by bankruptcy
court to determine whether the debtor has any equity in the collateral.
Oversecured creditor is entitled to include accrued interest, fees and charges in its claim up to the
value of the collateral.
‒
Current hot issue – whether secured claim includes make-whole / yield protection claims?
‒
Intercreditor disputes raise issue of whether the collateral has sufficient value to afford junior
lien holders a secured claim in some amount
Undersecured creditor may have Section 1111(b) election to protect itself against post-bankruptcy
appreciation in value of collateral, and may exercise credit bid rights in connection with Section 363(b)
sale.
‒

•

•

•
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Make-Whole Payments
•

In re MPM Silicones, LLC (Momentive Performance Materials): Bankruptcy Court determined that the
senior lien creditors were not entitled to a make-whole premium notwithstanding the Indenture
provided for the payment of a make-whole premium if the senior lien notes were redeemed before
a specified date, which was approximately 13 months after the Bankruptcy Court’s decision on plan
confirmation. See In re MPM Silicones, LLC, 2014 Bankr. LEXIS 4062, 2014 WL 4637175 (Bankr.
S.D.N.Y. 2014).
‒
Senior lien noteholders argued that the Debtors’ Chapter 11 filing constituted a redemption
of the senior lien notes prior to the Indenture date, thereby entitling them to a make-whole
payment
‒
Bankruptcy Court agreed with the Debtors that the Indenture acceleration clause triggered
by the Chapter 11 filing (the Chapter 11 filings constituted an event of default, resulting in a
mandatory acceleration whereupon all obligations under the notes automatically became
immediately due and payable) extinguished the senior lien noteholders’ right to a makewhole premium, because
‒
Under governing New York law the payment of debt pursuant to an acceleration clause
does not constitute an early redemption, but, rather, changes the maturity date to the
date of the Chapter 11 filing; and
‒
A prepayment can only occur prior to the maturity date. see In re AMR Corp., 730 F 3d
88, 103 (2d Cir. 2013); In re Solutia Inc., 379 B.R. 473, 488 (Bankr. S.D.N.Y. 2007).
‒
Neither the senior lien notes nor the indenture “clearly and unambiguously” entitled the
noteholders to the make-whole payment in the event of debt acceleration cause by
borrower’s voluntary bankruptcy filing.
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•

Second Court agreed that the senior-lien noteholders were not entitled to the make-whole
premium, affirming its decision in In re AMR Corp., 730 F 3d at 88. Matter of MPM Silicones, L.L.C., 874
F.3d 787 (2d Cir. 2017)
‒

As the district court noted, the principle of AMR does not turn on the distinction between
“prepayment” and “redemption” ,,, because American’s debt was accelerated … upon its
bankruptcy filing [it] is not now voluntarily redeeming the notes.”

‒

Acceleration brought about by a bankruptcy filing changes the date of maturity of the
accelerated notes to the date of the petition, so any payment on such accelerated notes
following a bankruptcy filing would be a post-maturity payment.

‒

The obligation to issue the replacement notes came about automatically by operation of the
automatic acceleration provisions of the indenture – therefore, any payments by the debtors
would not have been at their option, as required to trigger the indenture’s optional
redemption clauses

‒

‒

A payment made mandatory by operation of an automatic acceleration clause is not one
made at the borrower’s option.

‒

The more specific optional redemption clauses, pursuant to which the premiums were
not triggered, was given greater weight that more vague terms used in the acceleration
clauses.

The automatic stay precludes a creditor from exercising its contractual right to rescind an
automatic acceleration.
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•

However………..
‒
In 2016, one year before the Second Circuit’s Momentive decision, the Third Circuit, in In
Energy Future Holdings, 842 F.3d 247 (3d Cir. 2016), had required the payment of a makewhole premium under facts similar to Momentive in some respects.
‒
The Third Circuit held that, under governing New York law, a redemption may occur
either before or after an automatic acceleration triggered by a bankruptcy filing.\
‒
Despite the automatic nature of acceleration, the debtor’s note repayments were
voluntary, especially where the noteholders had sought to rescind acceleration and the
resulting repayment.
‒
Possible distinguishing facts: In EFH, a debtor sought to refinance pre-petition debt prior
to plan confirmation/consummation at a time when it have become solvent, to take
advantage of a lower interest rate environment, and the debtor was solvent at the time
of the refinancing.
‒
Accordingly, an argument can perhaps still be made that, in EFH, there was an
optional redemption as opposed to a mandatory debt repayment upon maturity.
‒
And………
‒
In In re 1141 Realty Owner LLC, No. 18-12341 (SMB), 2019 WL 1270818 (Bankr. S.D.N.Y.
Mar. 18, 2019), Bankruptcy Judge Bernstein recognized that a make-whole premium is
typically not enforceable post-acceleration yet enforced and allowed the “Yield
Maintenance Default Premium” in question, finding that the parties had expressly
contracted to require payment of the make-whole premium in the event of any postdefault payment, which, unlike a prepayment, could occur either before or after an event
of default.
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•

Yet ………..

In January 2019, the Fifth Circuit weighed in on make-whole premiums in In re Ultra
Petroleum Corp., No. 17-20793, 2019 WL 237365 (5th Cir. January 17, 2019):

‒

•

‒

Reversing the bankruptcy court decision, the Fifth Circuit found that the make-whole
premium provision in question was the “economic equivalent of ‘interest,’” compensating
for interest that was “unmatured” when the debtors filed for chapter 11 protection

‒

Accordingly, the Court remanded to the bankruptcy court on the question of whether
the unsecured bondholders were entitled to the make-whole amount and post-petition
interest based on the “solvent debtor” exception.

‒

Note: if make-whole payments could therefore be viewed as unmatured interest by
another name, which would be disallowed under Bankruptcy Code Section 502(b)(2).

With the split in Circuits, and the emphasis on whether contract language is clear and unambiguous,
the make-whole issue is likely one to be addressed at the time of drafting, with healthy borrowers
perhaps having greater leverage to limit make-wholes to pre-acceleration and pre-maturity
redemptions, and distressed borrowers, having lesser leverage to narrowly define the borders around
make-whole payments.
‒

Penalty and unmatured interest arguments appear to continue to have their place.

‒

In addition, court’s likely will not reward borrowers who create circumstances under
which make-whole payments will not be honored if no other good business reasons exist
for those situations (i.e., if a borrower intentionally defaults to trigger acceleration and
thereby evade payment of the make-whole premium).
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Key Section 1129 Confirmation Requirements
•

A bankruptcy court can only confirm a plan that satisfies all of the confirmation requirements set forth
in Bankruptcy Code Section 1129, including:
–

The plan has been proposed in good faith. See 11 U.S.C. § 1129(a)(3).

–

Payments made by the plan proponent, the debtor or certain other parties for services or for
costs and expenses incurred in connection with the case, or in connection with the plan and
incident to the case were either approved by, or are subject to approval by, the Bankruptcy
Court as reasonable. See 11 U.S.C. § 1129(a)(4).

–

Each impaired class of claims has either accepted the plan or is receiving as much under the plan
as they would under a Chapter 7 liquidation (“Best Interests Test”). See 11 U.S.C. § 1129(a)(7).

–

All of the impaired classes have voted to accept the plan, but even if a plan does not meet this
requirement, it may be “crammed down” on the dissenting classes of creditors if at least one
class of impaired claims under the plan, without including acceptances of insiders, has accepted
the plan. See 11 U.S.C. § 1129(a)(10).

–

The plan is feasible. See 11 U.S.C. § 1129(a)(11).
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Fair and Equitable Treatment
•

Fair and Equitable Test, in general:
–

Absolute priority rule.

–

No creditor may be paid more that its allowed claim.

–

Shifting of risk must be fair and reasonable. See, e.g., Fed. Nat’l Mortgage Assoc. v. Vill. Green I, GP,
No. 12-21b3-STA-tmp, 2012 WL 6045896 (W.D. Tenn. 2012).

–

–

“Fair and Equitable” test could include non-monetary considerations that shift the risk to
the secured creditor, including modifications to the pre-petition loan documents as to
discretion over property management.

–

A negative amortization plan (where part or all of the interest on the secured claim is not
paid currently but instead is allowed to accrue and be added to principal, with payment
deferred until income increases) is to be viewed with suspicion, only to be permitted with
shorter terms. See In re K&K Holdings, LLC, 2014 Bankr. LEXIS 626 at 50-52 (Bankr. N.D.
Ill. 2014) (10 years is too long, 4 years may be outer limit)

Exceptions to the absolute priority rule permitted in certain circumstances:
–

Gift plans (where a senior creditor or senior class “gifts” some of its recovery to a junior
class), if permitted by Circuit.

–

New value plans.
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•

Fair and equitable test for secured creditors:

–

Full payment of claim through deferred cash payments totalling at least the present value of the
collateral (i.e., the allowed amount of secured claim not including the deficiency claim) at market
rate of interest secured by pre-petition collateral. See 11 U.S.C. § 1129(b)(2)(A)(i); see also First
Fed. Bank of Cal. v. Weinstein (In re Weinstein), 227 B.R. 284, 296-297 (B.A.P. 9th Cir. 1998); In re
Pamplico Highway Dev., 468 B.R. 783, 789-90 (Bankr. D. S.C. 2012).

–

Sale of collateral free and clear of liens, with liens attaching to sale proceeds. See 11 U.S.C. §
1129(b)(2)(A)(ii).

–

Realization of “indubitable equivalent.” See 11 U.S.C. § 1129(b)(2)(A)(iii).

Present Value
•

•

•

"Present value" reflects the time value of money.
–

$10 today is worth more that $10 paid a year from today.

–

Calculation of present value is determined by commonly accepted practices and formulas.

Present value analysis calculates the value of property or cash to received in the future.
–

Assumes that the payments or distributions or property will be made as promised.

–

Compensation for the risk that the promised payments or distributions will be made is reflected
in components of the analysis such as the interest or discount rates used.

Market conditions and feasibility considerations are significant in selecting a rate at which an amount
today could be invested to yield the promised amount when it is promised to be paid.
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•

Compensation for the risk that the promised payments or distributions will be made is reflected in the
components of the analysis, such as the interest or discount rates used.
–

•

•

Interest rate factors in profit component. Discount rate does not.

Components of a present value determination:
–

The amount of each payment (including any accrued and payable interest).

–

The timing of each payment.

–

The number of payments.

–

The effective discount rate (considers risks but not profit).

–

The terminal value of the collateral.

The bankruptcy court must determine an appropriate rate to serve as the measuring standard.
–

Court’s determination is based on the facts of a given case.

–

Courts have used many different rates and formulas.

–

The plan proponent bears the burden of proof on all confirmation issues, and must establish the
applicable discount rate and entity valuation.

–

If the plan proponent does not carry its burden, confirmation should be denied, regardless of
whether opponents to the plan have introduced contrary evidence.
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Absolute Priority Rule
•

If not all impaired classes vote to accept a plan then the debtor or another plan proponent must cram
down the plan under Section 1129(b) to achieve confirmation.

•

To satisfy the “fair and equitable” rule, the plan proponent must comply with the absolute priority rule.

•

The absolute priority rule requires that either (i) a dissenting class receives the full value of its claim, or
(ii) no classes junior to that class receives any property under the plan on account of their junior claims
or interests.
–

Under the absolute priority rule, unsecured creditors must be paid in full before shareholders or
other interest holders can receive anything under a plan on account of their interests.

•

Absolute Priority Rule: A senior creditor is entitled to be paid or allocated all value from the debtor
before any of that value is paid or allocated to a junior class. Accordingly, if all of the debtor's
reorganization value is allocated to senior classes and they are still not paid in full, absolute priority
mandates that no junior class receives a distribution on account of its junior interest.

•

Three key elements of the Absolute Priority Rule:
–

What "property" of the debtor’s estate will the junior class receive?

–

Is the junior class receiving value "on account of" a prior interest?

–

How is the property being valued?
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Indubitable Equivalent
•

Section 1129(b)(2)(A)(iii): Fair and equitable treatment with respect to a class of secured creditors
under a Chapter 11 plan includes the realization by such secured creditors of the indubitable
equivalent of their claims.

•

What is the Indubitable Equivalent?

•

–

Abandonment, or other unqualified transfer of the collateral, to the secured creditor.

–

Granting of substitute collateral, where its value exceeds, and is likely to continue to exceed, the
allowed secured claim.

–

Providing an oversecured creditor no payments for a period of time, followed by transfer of
collateral if the collateral is not sold by a certain time, where the bankruptcy court finds the
collateral’s value will “always” exceed the secured claim.

What is not the Indubitable Equivalent?
–

Providing a payment stream with a present value of less than the allowed amount of the claim.

–

A partial transfer of the collateral.

–

“Dirt for debt" plans, whereby a debtor proposes to transfer only so much of the collateral as is
necessary to satisfy the secured creditor's claim.
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•

•

The plan proponent bears the burden of proof on all confirmation issues, and must establish the applicable
discount rate and entity valuation.
–

If the plan proponent does not carry its burden, confirmation should be denied, regardless of whether
opponents to the plan have introduced contrary evidence.

–

Once the plan proponent satisfies its burden, opponents must make their own presentation on each
issue.

Three common present value methods:

–

Creditor’s cost analysis: looks at costs incurred by the creditor in being treated as provided for in the
plan.

–

Coerced loan analysis: treats any deferred payment of an obligation under a plan as a coerced loan,
such that the rates used in the analysis would correspond to the rate that would be charged or
obtained by the creditor making a loan to a third party with similar terms, duration, collateral and risk.

–

Specifically crafted discount-rate analysis: adds to the interest rate paid for treasury notes (i.e., a riskless
cost of money) a premium based on a number of factors, including:
–

The term;

–

Physical and financial quality of security;

–

Risk of repayment, future default or financial condition of the borrower;

–

Profit component which reasonably could be expected to be provided to the creditor forced by
the plan into a lender/borrower relationship.
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•

Chapter 11 cram down rate may bear relation to the rate an efficient market would produce.
–

•

The market rate of interest is to be used where an efficient market exists. See Till v. SCS Credit Corp.,
541 U.S. 465, 476 n. 14 (2004); see also Bank of Montreal v. Official Comm. of Unsecured Creditors (In re
Am. Homepatient, Inc.), 420 F.3d 559, 567 (6th Cir. 2005); In re Pamplico Highway Dev., 468 B.R. at 792.
–

•

DIP and exit financing rates may not be relevant to the cram down rate.

However, while courts acknowledge Till endorses a market rate approach, courts” almost
invariably conclude that such markets are absent. In re Texas Grand Prairie Hotel Reality, L.L.C., 701
F. 3d 324, 333 (5th Cir. 2013); CRE/ADC Venture 2013, LLC v. Rocky Mt. Land Col, LLC (In re Rocky
Mt. Land Co. LLC), 2014 Bankr. LEXIS 1370 at 19-26 (Bankr. D. Col. 2014).

Where no efficient market exists, the appropriate interest rate to be used in discounting to present
value is best determined by use of a formula approach starting with the prime rate of interest and
adding a risk factor component. See Till v. SCS Credit Corp., 541 U.S. 465, 476 n. 14 (2004).

–

The probability of plan failure;

–

The rate of collateral depreciation;

–

The liquidity of the collateral market; and

–

The administrative expenses of enforcement. See Till, 541 U.S. at 499-500 (Scalia, J., dissenting).

44

Determination of Cramdown Interest Rate
Momentive – Bankruptcy Court Decision
•

•

In re MPM Silicones, LLC (Momentive Performance Materials): Chapter 11 plan provided for (i) senior
lien notes – 100% cash recovery of the principal balance and accrued interest, (ii) second lien notes –
equity in the reorganized debtors valued at an estimated 12.8%-28.1% recovery, and (iii)
subordinated notes – no recovery.
‒
Senior lien noteholders given an option: (a) accept the Plan and immediately receive a cash
payment equal to the outstanding principal and interest due on the notes without a makewhole premium, or (b) reject the Plan, in which case the holder would receive replacement
notes with a present value equal to the allowed amount of the holder’s claim and litigate in
the Bankruptcy Court issues included whether they were entitled to the make-whole
premium, as well as the interest rate on the replacement notes
‒
The subordinated noteholders were deemed to have rejected the Plan, while the second lien
noteholders unanimously accepted the Plan
‒
Bankruptcy Court confirmed the Plan following a four-day hearing under Chapter 11’s
“cramdown” provisions
‒
Bankruptcy Court and District Court denied senior lien noteholders’ motion for a stay of
the confirmation order pending appeal.
Bankruptcy Judge Drain (S.D.N.Y. Bankruptcy Court) conducted an extensive analysis of Till and
relevant case law both prior and subsequent to Till:
–
The cramdown interest rate under §1129(b)(2)(A)(i)(II) should not contain any profit or cost
element, as these were rejected by the Second Circuit in Till as being inconsistent with the
present-value approach for cramdown purposes
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–

Market testimony or evidence should not be considered, except, arguably, to consider a proper
risk premium in the formula approach taken by the Supreme Court in Till, and by the Second
Circuit in In re Valenti, 105 F. 3d 55 (2d Cir. 1997).
–

The DIP Loan rate was found to be not an analogous rate for purposes of a cramdown
present value calculation.

However, in footnote 14, the Court warned that an approach best applied in a Chapter
13 context may not be suited to Chapter 11 – “…[W]hen picking a cramdown rate in a
Chapter 11 case, it might make sense to ask what rate an efficient market would
produce.”
The Formula Approach: In Till, a plurality of the Supreme Court endorsed a “formula” method to
determine the proper interest rate to be applied to a Chapter 13 individual debtor’s sub-prime
auto loan, rejecting methods relying on purported “market” rates as covering factors no longer
relevant in the context of court-determined cramdown loans.
–

–

–

The Bankruptcy Court ruled, and the S.D.N.Y. agreed, that Till and Valenti mandate a riskfee (or low risk) base rate which would then be increased by a percentage, reflecting a
risk factor, based on the circumstance of the estate, the nature of the collateral security
and the security itself, and the duration and feasibility of the reorganization plan, where
the risk adjustment should be between 1 – 3%.

–

Accordingly, the Bankruptcy Court selected interest rates of 4.1% and 4.85%

–

It was not disputed that the Formula Approach resulted in a below market rate
compared with rates associated with comparable debt obligations
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•

Ultimately, the plan proponents changed the interest rates under the plan to the two senior lien
replacement notes (“First Lien Replacement Notes” and “1.5 Lien Replacement Notes”) issued to the
holders of first lien notes, while the second lien lenders appealed the Bankruptcy Court’s use of the
Formula Approach in calculating the cramdown interest rate (alternatively, arguing that the Bankruptcy
Court’s calculated the rate under the Formula Approach incorrectly).

Momentive – S.D.N.Y. & Second Circuit Decisions
•

District Court (U.S. Bank N.A. v. Wilmington Sav. Fund Soc'y, FSB (In re MPM Silicones, LLC), 531 B.R. 321
(S.D.N.Y. 2015): Among other rulings, the District Court AFFIRMED the Bankrutpcy Court’s
determination on cramdown interest rate using the Formula Approach.

•

However, the Second Circuit disagreed with the Bankruptcy Court and District Court solely as to the
Bankruptcy Court’s calculation of the proper cramdown interest rate, and therefore remanded to the
Bankruptcy Court on the proper cramdown interest rate determination. Matter of MPM Silicones, L.L.C.,
874 F.3d 787 (2d Cir. 2017)
–

(Second Circuit declined to dismiss the appeals as equitably moot notwithstanding that
the Plan had been confirmed and substantially consummated..

–

Second Circuit adopted the 6th Circuit’s two-part process of determining a Chapter 11
cramdown interest rate:
–

The market rate should be applied where there exists an efficient market.

–

Where no efficient market exists for a Chapter 11 debtor, then the bankruptcy
court should employ the Till plurality Formula Approach.
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‒

Markets for financing are “efficient” – and therefore relevant - where, for example, they offer a
loan with a term, size, and collateral comparable to the forced loan contemplated under the
cramdown plan.

‒

“The best way to determine value is exposure to a market.” Bank of Am. Nat’l Trust and Sav. Ass’n
v. 203 N. LaSalle St. P’ship, 526 U.S. 434, 457 (1999)

‒

Second Circuit [874 F.3d at 800]: The Senior-Lien Notes holders presented expert testimony in
the bankruptcy court that, if credited, would have established a market rate. This evidence
showed that if the Senior-Lien Noteholders were to have approved the Plan and accepted a
cash-out payment for their notes, MPM would have had to secure exit financing to cover the
lump-sun payment. In preparation for that possible eventuality (which did not come to pass in
light of the Senior-Lien Notes holders’ rejection of the Plan), MPM went out into the market
seeking lenders to provide that financing. Those lenders quoted MPM rates of interest ranging
between 5 and 6+%. … The Plan was objectionable to the Senior-Lien Notes holders because, in
essence, it required them to lend Debtors a significant sum of money and receive a much lower rate of
interest than any other lender would have received for offering the same loan t MPM on the open
market.” [emphasis added, citations deleted]

‒

[874 F.3d at 801]: “We have no reason to believe the task [of determining an appropriate market
rate] varies materially in difficulty from the myriad tasks which we regularly rely on the expertise
of our bankruptcy courts to resolve. We therefore conclude that the lower courts erred in
categorically dismissing the probative value of market rates of interest. We remand so that the
bankruptcy court can ascertain if an efficient market rate exists and, if so apply that rate, instead
of the formula rate.”
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Momentive – On Remand to the Bankruptcy Court
•

Bankruptcy Court’s Order on Remand For Determination of Cramdown Interest Rate, entered April
19, 2019:
–

‒

First Lien Replacement Notes: “efficient market” was evidenced by backup exit financing Debtors
had negotiated as an alternative to the First Lien Replacement Notes
–

Negotiated at arms-length by sophisticated parties in a relatively transparent process
ultimately subject to Court review in which competitive offers were encouraged..

–

Negotiated at a time sufficiently close to Plan confirmation to serve as a reliable
comparison.

1.5 Lien Replacement Notes: while there was no similar back-up exist financing negotiated at the
time, the court was able to determine a “process efficient” market based on the combination of
(a) a proposed bridge facility commitment letter and (b) expert testimony employing a
reasonably reliable methodology to calculate a step-up from the first lien exit financing to reflect
the junior priority of the 1.5 notes
–

“The evidence supports a modest application of “market flex” to be applied to the
previously negotiated first lien back-up exit financing.

–

The “process efficient” interest rate negotiated with respect to the back-up first lien
exit financing was a floating rate.
▪

Calculations based on a floating rate are reliable.

▪

Floating rate avoids a windfall for either the debtors or lenders based on postconfirmation changes to the general interest rate environment.
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–

Under the chapter 11 cramdown provisions, the holders of the replacement notes were
found to be entitled to a “process efficient” market rate of interest on the difference
between the interest paid under the replacement notes to the date of the order and the
interest that should have been paid, as determined on remand.

The cramdown interest rate for the Replacement First Lien Notes = LIBOR + 4.50% (which
included .5-0% of OID and .375% of market flex), with a floor of 1.00% (LIBOR to be calculated
on a 3-month basis).

‒

–

The cramdown interest rate for the Replacement 1.5 Lien Notes = 7.9%

Commentary
•

The Second Circuit’s Momentive decision, together with Bankruptcy Judge Drain’s ruling on remand,
should significantly reduce the likelihood that secured creditors will be forced to take back replacement
debt with a below market coupon in a Chapter 11 reorganization.

•

As the first Circuit Court decision to address the determination of an appropriate cramdown interest
rate since Till, the Second Circuit’s decision may start to remove the risk to secured creditors of being
crammed down with take-back paper bearing a below market rate of interest - although, note that
this is typically what happens when a creditor makes the 1111(b) election.

•

Going forward, debtors may decide to go through an exit financing competitive bidding process similar
to what has now become market-standard with respect to DIP Loans, in order to provide current
evidentiary evidence to support proposed cramdown terms.
•

Market survey / competitive bidding perhaps can provide to courts more efficient benchmarks
than a battle of the experts in the context of a contested hearing.
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•

•

•

•

•

Since the plan must be fair and equitable as to each dissenting class, where a class of claims or equity is to be
eliminated (thus, assumed to be a dissenting class), holders in the impaired class can force a valuation of the
reorganized Debtor to ensure that whoever does receive the equity interests in that entity will not be
overcompensated.
“Value is a word of many meanings. It may suggest actual or original cost, replacement cost, book value, fair
market" value, liquidation value, scrap value and a host of other concepts. The term, however, gathers its
meaning in a particular situation from the purpose for which a valuation is being made." Group of Institutional
Investors v. Chicago, Milwaukee, St. Paul & Pacific Ry. Co., 318 U.S. 523, 540 (1943) .
Common valuation methods:
–
Capitalized earnings: the capitalization of average annual income, determined based on average
prospective earnings and an appropriate capitalization rate
–
Discounted Cash Flow Analysis: estimates value based upon the ability of the business to generate cash
for its owners, determined by the sum of two calculations:
–
the net present value of projected cash flows over a chosen period; and
–
the net present value of the company's "terminal" value at the conclusion of such projections
–
Valuation determined based on cash flow, discount rate / weighted average cost of capital,
terminal value.
–
Market-based offers may serve as the basis for entity valuation.
Capitalized earnings tend to be backward-looking, to rely on accounting earnings and to select discount rates
for the debtor's income by analogy.
Discounted cash flow analyses are designed to be forward-looking, to rely on actual earnings generated and
to calculate discount rates for the specific debtor
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Use of Till in Determining TEV
•

Mirant: In determining total enterprise value of debtor for plan confirmation purposes, court found,
among other things, that the debtor’s value depended, in part, on the economic characteristics of the
debt and equity assumed under the DCF method, the required return on debt and equity being a
necessary element in calculating enterprise value. In re Mirant Corp., 334 B.R. 800 (Bankr. N.D. Tex.
2005). See also. Dietz v. Jacobs, 2014 U.S. Dist. LEXIS 37144 at 35 (An appropriate rate may be the
projected weighted average cost of capital for the company); In re Vill. at Camp Bowie I, L.P., 454 B.R.
702, 714 (Bankr. N.D. Tex. 2011) (In Mirant the benefit of bankruptcy included resolution of numerous
disputes and a concomitant improvement in the debtor's balance sheet. See Mirant, 334 B.R. at 834-35.
In the case at bar, those benefits are not present).
–

Because Till instructs what return a secured creditor is entitled to for cram down purposes, Till
effectively determines the cash flow that is required to treat that creditor fairly and equitably.
The value of the obligation, “naturally dependent on the interest it bears,” is not determined by
the market, but, rather, through court’s objective inquiry as to appropriate interest rate.

–

Till instructs that the formula for determining the present value of secured debt or equity
securities under a plan will be a risk-free rate plus an adjustment for risk based on the specific
risks shown in evidence.

–

According to Till, the market does not properly measure the value of an obligation undertaken in
a plan.

–

In this manner, a debtor’s value, credit-worthiness and attractiveness as an investment can be
objectively assessed as of the proposed plan effective date.
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Market Testing
•

Granite Broadcasting: Bankruptcy court overruled objection of preferred equity holders to confirmation
of the Plan, which had argued that the plan undervalued the debtors and paid the secured creditors
more than the full amount of their claims, thereby depriving the preferred equity holders of their
appropriate value. In re Granite Broad. Corp., 2007 Bankr. LEXIS 4723 (Bankr. S.D.N.Y. 2007), aff’d Foster
V. Granite Broad. Corp. (In re Granite Broad. Corp.), 385 B.R. 41 (S.D.N.Y. 2008).
–

The Court found that the evidence supported the debtor’s projections of future performance,
and the preferred holders were unable to offer a selling price supporting a different market
value.

–

In this case, there was no risk that a market test would undervalue the debtors, since the
preferred holders had the information necessary to make an informed offer and the ready ability
to pay the price, as well as an interest in acquiring the Debtors.

–

The expert valuations and the proposal made by the preferred holders confirmed that there was
no value beyond the secured debt, where the preferred holders’ proposal refused to pay any
pre-payment penalty asserted by the secured lenders under the loan agreement, which would
have been payable in a transaction between a willing buyer and willing seller when neither is
under any compulsion to act.
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Role of Expert Testimony
•

Young Broadcasting: Bankruptcy court denied confirmation to competing plan proposed by unsecured
creditors committee which provided for reinstatement of the secured lenders’ loan. Court found that
the committee’s plan was not feasible, being premised on the repayment of the debt upon maturity
through a sale of the reorganized entity. Projections of the company’s growth relied on by the
committee were unrealistic and not supported by any reasonable analysis. In re Young Broadcasting
Corp., 430 B.R. 99 (Bankr. S.D.N.Y. 2010).
–

Court would not allow reinstatement where the committee’s plan violated the loan agreement’s
change of control provisions.

–

Expert’s used of a “Levered DCF” valuation was inadmissible because the court determined that
it was not a reliable method of valuation, by failing to meet any of the Daubert factors: (i) it
included multiple novel assumptions that do not exist in the generally accepted DCF analysis, (ii)
was not a method that has been tested or relied upon by other experts, (iii) had never been
subjected to peer review or discussed in any publication, (iv) the potential rate of error was
unknown, and (v) there was no evidence that the method was ever employed or generally
accepted in any academic or professional community.

–

The committee’s plan was not feasible, since it was based on purely speculative assumptions
regarding the reorganized debtor’s ability to satisfy the debt at the restated date of maturity.
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Fair and Equitable Analysis
•

Spansion Inc.: Bankruptcy court found debtor’s plan was fair and equitable to the one dissenting class
based on the court’s analysis of the debtors' net distributable value, but denied confirmation on other
grounds. In re Spansion, Inc. (U.S. Bank Nat’l Assoc. v. Wilmington Trust Co.), 426 B.R. 114 (Bankr. D. Del.
2010).
–

The Court found that the evidence supported the debtor’s projections of future performance,
and the preferred holders were unable to offer a selling price supporting a different market
value.

–

The more reliable comparable company analyses used an EBITDA multiple rather than using a
combination of EBITDA and revenue multiples, since the combination approach produced a
variance in valuation ranges more than twice the range using only the EBITDA multiple.

–

The more reliable DCF valuations used both base case and contingency case projections, rather
than only the base case projections as advocated by the objecting parties, and the experts
justifiably accorded less weight to the contingency case projections than the base case
projections.

–

Compared to the analyses by plan proponents’ experts, objecting parties expert’s DCF analysis
was found to have used a lower discount rate which resulted in a higher value, a higher
perpetuity growth rate which resulted in a higher terminal value, and out-year projections
inconsistent with the reasonable assumptions of the debtors’ management.

–

Pre-confirmation claims trading found to not be an accurate measure of value.
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Determination of Deferred-Cash Payments
•

Houston Regional Sports Network: Bankruptcy court found creditor was not allowed to elect not to
bifurcate its claims where tangible collateral was sold or abandoned under the plan and intangible
contract rights collateral was found to have no value as of the petition date. Houston SportsNet Fin. V.
Houston Reg’l Sports Network (In re Houston Reg’l Sports Network), 2015 U.S. Dist. LEXIS 110060 (S.D.
Texas 2015).
–
Creditor Comcast argued that its “carriage agreement” with debtor cable network should have
been valued by the bankruptcy on the plan’s effective date, because the agreement was
remaining with the reorganized network post-confirmation. Upon Comcast’s appeal of the
bankruptcy court’s decision, the District Court affirmed the bankruptcy court’s ruling.
–
Bankruptcy Court found that on the plan effective date, the carriage agreement was worth
$54.3 million but that on the petition date, the agreement was worth nothing.
–
Valuing the collateral in light of its disposition informs how to value the collateral, not when:
“[T]he amount of the deferred-cash payments is determined on the effective date of the plan,
not the amount of the allowed claim or the value of the collateral that secures it.”
–
The secured creditor is protected against depreciation, but the value of the claim is not to
be altered by he appreciation of the collateral during the course of the bankruptcy case.
–
The value of a creditor’s collateral must account for the costs incurred to realize its value such as
the administrative costs of the network’s bankruptcy case, in this instance)” “Unless the court
accounted for the cost of the reorganization, the collateral’s appreciation would be a windfall to
Comcast.”
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•

In attempting to defend against a cram down of its claims under a proposed Chapter 11 plan, secured
creditors have invoked various other defensive maneuvers, which have been heavily litigated:
‒ The Section 1111(b)(2) Election.
‒ Credit bidding when the collateral is sold under a plan.
‒ Challenging classification.
‒ Asserting the Plan is based on unfair discrimination.
‒ Attacking “gift plans” based on the absolute priority rule.

Sale of Collateral
•

On May 29, 2012, the Supreme Court issued a unanimous decision in RadLAX Gateway Hotel, LLC, et al. v.
Amalgamated Bank, 132 S. Ct. 2065 (2012) and held that a cram down plan providing for the sale of the
secured creditor’s collateral may not use the “indubitable equivalent” prong of Bankruptcy Code Section
1129(b)(2)’s fair and equitable requirement to circumvent the right of a secured creditor to credit bid its
claim.
–
The decision resolved the split between the Third and Seventh Circuits as to whether a secured
creditor’s right to credit bid its entire claim would be recognized and preserved in the context of the
indubitable equivalent prong of a cram down under Section 1129.
–
The Third Circuit, in In re Philadelphia Newspapers, LLC, 599 F.3d 298, 338 (3d Cir. 2010), had held
that a secured creditor could be crammed down and denied the right to credit bid under the
“indubitable equivalent” prong of Bankruptcy Code Section 1129(b).
–
When the secured creditor is a group of syndicated lenders, the ability to credit bid could cause
intramural issues.
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Classification
•

Section 1129(b): A Chapter 11 plan shall be confirmed if “it does not discriminate unfairly, and is fair
and equitable, with respect to each class of claims or interests that is impaired under, and has not
accepted, the plan.”
–

–

Bankruptcy Code Section 1122 requires the classification of claims or interests:
a)

Except as provided in [Section 1122(b)], a plan may place a claim or an interest in a
particular class only if such claim or interest is substantially similar to the other claims or
interests of such class.

b)

A plan may designate a separate class of claims consisting only of every unsecured claim
that is less than or reduced to an amount that the court approves as reasonable and
necessary for administrative convenience.

All substantially similar claims are not required to be placed in the same class. For example, a
debtor might wish to cure and reinstate a particularly low interest loan while paying other
creditors or giving them notes at a more current interest rate.
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Other Challenges to Cramdown Plans
Unfair Discrimination
•

Any disparity of treatment between different classes of creditors must be supportable under the
Bankruptcy Code (i.e., not the result of unfair discrimination).
–

Does the proposed discrimination have a reasonable basis?

–

Is the proposed discrimination necessary for reorganization? See In re 203 N. LaSalle St. Ltd.
P'ship., 190 B.R. 567, 585-86 (Bankr. N.D. Ill. 1995).

–

Key classification issues include:

–

–

Whether all claims of the same type must be placed in the same class?

–

When and under what circumstances substantially similar clams may be placed in separate
classes?

–

Whether the unsecured portion of an under-secured claim (i.e., a deficiency claim) can be
placed in its own class separate from any other unsecured claim?

“Substantially similar" means similar in legal character or effect as a claim against the debtor's
assets or as an interest in the debtor.
–

Contractual subordination usually results in separate classification.

–

The nature of the claim or interest is relevant to classification, not the identity of the
holder.
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Other Challenges to Cramdown Plans
•

Claims may be divided into separate classes if separate classification is reasonable.

‒

Claims of the same kind and the same rank involving the same property may be included within a
single class.

‒

Claims secured by different properties usually are not substantially similar.

‒

Claims may not be separately classified where the only rationale offered for separate classification
is that the claims are disputed.

‒

While separate classification of unsecured claims may be appropriate where claims of certain
unsecured creditors are subordinated in favor of other unsecured creditors, claims that are
subject to equitable subordination should be classified without consideration to subordination.

‒

Separate classification of unsecured claims may be appropriate for future claims (normally existing
in mass tort claims).

•

Claims cannot be classified to gerrymander the vote on the plan.

•

Debtor must establish a credible business or economic justification to separately classify substantially
similar claims.

60

Other Challenges to Cramdown Plans
•

Discriminatory treatment is permitted among classes of creditors having the same priority – e.g.,
lenders holding deficiency claims, unsecured note holders, critical trade creditors, lease and contract
rejection creditors, tort and other litigation claim creditors – as long as the discrimination is not unfair.
–

Examples of discrimination: (i) same recovery, different terms; (ii) different recoveries based on
different pre-petition rights or plan contributions; (iii) different treatment based on subordination
agreements or insider status.

–

Unfair discrimination tests:

–

Does the proposed discrimination have a reasonable basis, and is it necessary for the
debtor’s reorganization? See In re 203 N. LaSalle St. Ltd. P'ship, 190 B.R. at 585-86.

–

A rebuttable presumption of unfair discrimination exists when the difference in the plan’s
treatment of two classes of the same priority results in (a) a materially lower percentage
recovery for the dissenting class, or (b) regardless of percentage recovery, an allocation of
materially greater risk to the dissenting class. See In re Dow Corning Corp., 244 B.R. 705,
710-11 (Bankr. E.D. Mich. 1999).
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Other Challenges to Cramdown Plans
•

Unsecured deficiency claims should not be classified separately from general unsecured claims if the
sole purpose for separate classification is to create an impaired class that will vote in favor of the plan.
–

–

Likely reason for separate classification of large deficiency claim is to prevent a "no" vote by the
secured creditor from overwhelming the unsecured class, thus preventing any class from
accepting the plan.
–

A number of circuits have held that similarity of claims must be judged based upon the
nature of the claims with respect to the assets of the bankruptcy estate, despite the fact
that such claims come from differing origins or that such claims have rights against nonestate assets. See, e.g., Boston Post Road Ltd. P’ship, 21 F.3d 477, 483 (2d Cir. 1994); see also
In re AOV Indus., Inc., 792 F.2d 1140, 1150 (D.C. Cir. 1986); In re Quigley Co., Inc., 377 B.R.
110, 116 (Bankr. S.D.N.Y. 2007).

–

The Ninth Circuit considered the circumstances under which a Chapter 11 plan
proponent can separately classify a large unsecured deficiency claim of a secured creditor
from other unsecured claims. See Wells Fargo Bank, N.A. v. Loop 76, LLC (In re Loop 76, LLC),
465 B.R. 525 (B.A.P. 9th Cir. 2012).

The court upheld the lower court decision to allow separate classifications. The lower court,
basing its decision on the language of the Bankruptcy Code, legislative history and Ninth Circuit
case law, concluded that a debt that has another source of repayment (in this case, the deficiency
claim at issue was partially guaranteed by non-estate collateral) is not substantially similar to nonguaranteed claims that lack other sources of repayment.
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Other Challenges to Cramdown Plans
Absolute Priority Rule and Gift Plans
•

Historically, a senior class of creditors could consent, as a class, to “gift” value to junior classes even if
that senior class is not paid in full or allocated all of the debtor’s reorganization value. Under a gift
plan, a senior creditor voluntarily sacrifices a portion of its recovery under a plan for the benefit of a
junior creditor or interest holder.

•

This tactic has recently been eroded by decisions in the Second, Third and Fifth Circuits, holding that it
is impermissible to circumvent the absolute priority rule.

•

In a major development, the Second Circuit rejected gift plans in In re DBSD North America, Inc., 634
F.3d 79 (2d Cir. 2011) (Dish Network Corp.).
– Under the proposed plan, general unsecured creditors were to participate in a small amount
(0.15%) of reorganized debtor’s new equity on a pro rata basis and second lien creditors were to
receive the remainder.

– Based on an agreement between second lien creditors and existing equity, the second lien creditors
were to retain approximately 95% of all of the equity remaining after distribution to the general
unsecured creditors, while the existing equity would take the other 5% as a “gift” from the
distribution otherwise allocable to the second lien creditors.
– An unsecured creditor objected and the court held that while a gift plan could be a useful tool in
facilitating restructuring efforts, the absolute priority rule does not permit the operation of a gift
plan in a Chapter 11 plan.
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Other Challenges to Cramdown Plans
•

The Dish Network decision leaves open the possibility of transferring gifts to junior creditors in a private
agreement outside the plan.

•

At least one other circuit (1st Circuit) has allowed “gifting” in a Chapter 11 plan.

•

The venue of the bankruptcy case may be determinative of whether gifting is permitted as a result of
the split among the Circuits.

•

However, the Third Circuit (Delaware) eliminated the use of gift plans in In re Armstrong World
Industries, Inc., 432 F.3d 507 (3d Cir. 2005).
–

The plan in Armstrong provided warrants to equity and provided for less than full recovery to
more junior creditors.

–

The court reversed confirmation of the plan because creditors are not “free to do whatever they
wish with the bankruptcy proceeds they receive” under a plan.
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Other Challenges to Cramdown Plans
New Value Exception to the Absolute Priority Rule
•

•

New Value Exception: Junior classes of creditors or equity owners may participate in a plan, without
full payment to the dissenting senior creditors, if they make a new contribution:
–

In money or money's worth – release of pre-petition claims likely not sufficient;

–

That is reasonably equivalent to the value of the new equity interests in the reorganized debtor –
valuation is subject to litigation, with varying tests and standards applied by court;

–

That is necessary for implementation of a feasible reorganization plan – new value is the most
feasible source of new capital, and the reorganization of the debtor must be feasible; and

–

The contribution must be substantial – this requirement is not applied by all courts, and has been
viewed as subsumed within the three other tests.

“Bank of America National Trust and Savings Association v. 203 North LaSalle Street Partnership, 526 U.S.
434 (1999):
–

“On account of” means “because of.”

–

Degree of causation between prior claims or interests and opportunity to provide new value in
exchange for interest in reorganized debtor.

–

The exclusive ability of a debtor’s equity holders to propose a plan is a form of “property,” similar
to an option.

–

The adequacy of an old equity holder’s proposed new value should be tested against some form
of market valuation.
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Other Challenges to Cramdown Plans
•

“LaSalle” market test:

–

Must every new value plan be tested by a competing plan?

–

Role of Section 363(b) auction process.

–

Reorganization versus liquidation.

•

Debt-for-equity and gift plans.

•

Bankruptcy court valuation of new value:

•

Exit financing.
–

Asset acquisition.

–

Rights offering.

–

Allocation of equity in reorganized debtor among creditors or shareholders providing new value
and creditors receiving less than the amount of their claims.
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