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INTEREST IN BANKRUPTCY
(Gaming the System/What is an Unacceptable Windfall?)

Valuation as it pertains to secured claims and the right to reorganization value, and
its relation to the proper post-effective date present value interest rate.

Effect of Assocs. Commer. Corp v. Rash, 520 U.S. 953 (1997), on Till v. SCS Credit

Remaining discretion in valuing secured claims after Rash. Compare In re SW Boston

Hotel Venture, 748 F.3d 393 (1* Cir. 2014), In re Residential Capital, LLC, 501 B.R.

549 (Bankr. S.D.N.Y. 2013), In re Sunnyslope House, Ltd. P’ship, 838 B.3d 975 (9th Cir.
2016)

Till and judicial discretion over post-effective date rate in chapter 11 cases

How much discretion does Till permit in chapter 11? Does the size of the case
(complexity, assets, length of delay and amount of fees case will bear) matter? Inre
Bayard Views, LLC, 445 B.R. 83 (Bankr. E.D.N.Y. 2011)

Is there a constitutional or 1129 limitation (i.e. is 1129 materially different than
1325) on the court’s power to set the post-effective date rate under Till?

Sources of authority on postpetition/pre-effective date interest. Equity: unsecured
claims, secured claims. Sexton v. Dreyfus, 219 U.S. 339 (1911); Vanston Bondholders
Protective Committee v. Green, 329 U.S. 156 (1946); Bankruptcy Code: sections
506(b), 726/1129(a)(7), 1123(d), 1124

Section 1124 and the default rate/compound interest, etc.

Is default rate interest required after the 1994 amendment to section 1123(d)? In re
New Investments, Inc., 840 F.3d 1137 (9th Cir.); In re Campbell, 513 B.R. 846 (Bankr.
S.D.N.Y. 2014). See H.R. Rep. No. 103-835 at 55: “It is the Committee’s intention
that a cure pursuant to a plan shall operate to put the debtor in the same position as
if the default had never occurred.” What was overturned when Congress in section
1123(d) overturned Rake v. Wade, 508 U.S. 464 (1993)? What is the proper
interpretation/function of section 1124(2)(C)’s requirement that the claimant be
compensated for any “damages incurred as a result of any reasonable reliance by
such holder on such contractual provision or such applicable law”? In re Manville
Forest Products Corp., 60 B.R. 403 (S.D.N.Y. 1986) (no compound interest and 1124).
Should bankruptcy be a lender’s profit center, especially when the lender is being
paid in full?




506(b) and judicial discretion

. What are the limits in selecting a postpetition interest rate under 506(b)? Compare
In re Residential Capital, LLC, 508 B.R. 851 (Bankr. S.D.N.Y. 2014), and Urban
Communicators PCS Ltd. P’ship v. Gabriel Capital, L.P., 394 B.R. 325 (S.D.N.Y. 2008),
and In re Residential Capital, LLC, 501 B.R. 549 (Bankr. S.D.N.Y. 2013), In re
Bownetree, LLC, 2009 Bankr. LEXIS 2295 (Bankr. E.D.N.Y. July 24, 2009).

. Applicability, if any, of Travelers Cas. & Sur. Co. of Am. v. PG&E, 549 U.S. 443 (2007)?

How much does it matter that the word “reasonable” isn’t applied in section 506(b)
to interest but only to fees, costs or charges?

. How rebuttable is the presumption in favor of the contract rate, and should that
presumption be weaker for the default rate?

Hypothetical: Minor prepetition default resulted in acceleration of secured note, triggering
default rate increase of 6% over non-default rate of prime plus 3%, plus 5% late fee, plus 5%
make-whole. Creditor is vastly oversecured. Loan matures in 9 months. Debtor seeks to
confirm plan with postpetition interest at non-default rate, no late fee, no make-whole, 10 year
note at prime (3%) plus 1.5% (same collateral and covenant protections). Unsecured creditors
paid in full but over 10 years. Is the plan confirmable over the secured creditor’s objection?
Would the result be different if the unsecureds’ distribution would be reduced to 70% if the
new secured note must bear a “market rate” of interest (15%) and the postpetition default rate
and late fee and make-whole were enforced? Is the make-whole postpetition interest or a
charge/fee?

“Disguised” postpetition interest for undersecured creditors

A. Common law rule of perfect tender. HSBC Bank USA v. Calpine Corp., 2010 U.S.

Dist. LEXIS 96792 (S.D.N.Y. Sept. 14, 2010): no claim allowed, as unmatured
postpetition interest.

Prepayment/make-whole/anti-redemption provisions for undersecured creditors:
allowed liquidated damages or postpetition interest or charges/fees? Compare In re
School Specialty, Inc., 2013 Bankr. LEXIS 1897 (Bankr. D. Del. Apr. 22, 2013), In re
Trico Marine Servs., 450 B.R. 474 (Bankr. D. Del. 2011) (liquidated damages) and
Paloian v. LaSalle Bank NA, 508 B.R. 697 (Bankr. N.D. Ill. 2014) (unmatured interest)

No-call provisions. Compare HSBC Bank USA v. Calpine Corp., 2010 U.S. Dist. LEXIS
96792 (S.D.N.Y. Sept. 14, 2010) (unmatured interest) and In re Chemtura Corp., 439
B.R. 561, 600 (Bankr. S.D.N.Y. 2010) (canvassing split in caselaw).




D. Interest rate swaps. Role of section 560. Thrifty Qil Co. v. Bank of America Nat’l
Trust & Sav. Ass’n, 310 F.3d 1188 (9th Cir. 2002).




Gaming Chapter 11: Cramdown Interest, Makewholes

and Swap Claims

By Thomas Moers Mayer*

In chapter 13 there is a debtor — a real person. Valuing the debtor’s truck at “blue book”
retail prices rather than foreclosure prices makes it difficult for the person to repay the truck
loan.> Allowing cram down of the truck loan at prime plus 3% makes it easier for the person to
repay the truck loan.® The fight really is between the debtor and the secured creditor. Unsecured
creditors are marginal participants in chapter 13; they usually receive trivial payments under
plans that fail frequently,” and whether the debtor keeps his or her truck will have only marginal
effect on already marginal recoveries.

These considerations may not apply in corporate chapter 11 cases. The fight between
debtor and secured creditor in chapter 11 cases is shaped by two factors not present in chapter
13:

e An insolvent debtor pays some or all of its claims with new equity; but
e The debtor cannot cramdown secured claims with equity.®

! Partner and Co-head of the Creditors Rights & Bankruptcy Department, Kramer Levin Naftalis & Frankel LLP.
2 Associates Commercial Corp. v. Rash, 520 U.S 953 (1997) (“Rash”).

*Till v. SCS Credit Corp., 541 U.S. 465 (2004) (“Till”).

* «Study after study, including this one that relies on the most recent available data, has found that only about one-
third of consumers who enter chapter 13 complete their repayment plans.” Greene, Patel & Porter, Cracking the
Code: An Empirical Analysis of Consumer Bankruptcy Outcomes, 101 MINN. L. Rev. 1031, 1032 & n.3 (2017).
Two studies prior to the Great Recession showed that unsecured creditors recovering on average 16-19.5 cents on
the dollar in chapter 13 and only 33% of chapter 13 plans are completed. Li, What Do We Know About Chapter 13
Personal Bankruptcy Filings? PHILADELPHIA FEDERAL RESERVE BUSINESS REVIEW Q4 2007 at p. 24, available at
www.philadelphiafed.org.

® Section 1129(b)(2)(A) requires that a dissenting class of secured claims receive either (i) payments with present
value equal the allowed amount of their claims, secured by a lien on their collateral, (ii) proceeds from the sale of
their collateral, or (iii) the “indubitable equivalent” of their secured claims. “Unsecured notes as to the secured
claim or equity securities of the debtor would not be the indubitable equivalent.” 124 Cong Rec. H. 11,103 (Sept.
28, 1978); S 17,420 (Oct. 6, 1978).



If the debtor cannot surrender or sell a secured creditor’s collateral, or lacks cash flow to either
refinance the secured loan or service new cramdown notes, then the debtor survives only by
issuing equity to the secured creditor at an enterprise value acceptable to the secured creditor.
This will be the lowest defensible enterprise value — the lower the value, the greater percentage
of equity that will go to the secured creditor. °

The corollary is that a corporate debtor will wage a fight over cramdown interest rates
only if it can afford to do so — if it has more than enough cash flow to service cramdown notes
and a reason to believe that unsecured creditors (or old equity) will control the post-
reorganization company and thus select and compensate post-reorganization management, or (in
the case of makewholes) if an asset sale has reduced the estate to cash and the fight is simply
over allocation of the proceeds.

Otherwise, most managements will choose to negotiate an equity plan with the secured
creditor. Their interests will be aligned. The secured creditor’s low-ball enterprise value
diminishes the [apparent] value of the straight equity, and the [actual] strike price of stock
options, promised to management in its post-effective date compensation plan.” A plan paying a
secured creditor in equity also reduces debt on the reorganized company, which tends to appeal
to the bankruptcy court. Professor Casey’s justification for cramdown — “the [secured] creditor

cannot demand the right to take its asset away”®

-- while correct in theory is often meaningless in
practice.
Thus, unless a secured creditor is bent on using a high interest rate to force a low-value

sale, wars over interest — over cramdown interest rates under section 1129(b), allowance of

interest or makewhole claims under section 506(b), or the determination of “cure” interest under

® Gilson, Hotchkiss & Ruback, Valuation of Bankrupt Firms, 13 REV. FIN. STUDIES 43 (2000).
7

Id., at 45.
& Casey, Bankruptcy’s Endowment Effect, 33 EMORY BANKR. DEV. J. 141, 159 (2016)
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section 1124(2) — have nothing to do with increasing estate value and have everything to do with
allocating estate value, usually between secured creditors on the one hand, and unsecured or
equity holders on the other.® The chapter 13 debtor fights these wars because it must; the chapter
11 debtor fights these wars because it can.

In deciding who should win such wars, | suggest that courts consider whether the debtor
fights to reallocate value from secured to unsecured creditors because it must (to survive or
enhance value), or whether it fights simply because it can. In two recent cases -- In re MPM
Silicones LLC (“Momentive”)™® and In re Energy Future Intermediate Holdings LLC (“EFIH”) —
the debtor explicitly used bankruptcy to take value from secured creditors and give it to
unsecured creditors without financial compulsion (or the excuse of “enhancing estate value™).
This paper analyzes the legal and philosophical questions posed starkly by the perfect facts of
these cases.

Part | examines Momentive, where the debtor used cramdown under Section 1129(b)(2)
to refinance its secured debt with below-market interest rates — was this result dictated by chapter
13 precedent or was it unfair and inequitable under Section 1129(b)(1)?

Part 1l examines EFIH, where the debtor tried to use chapter 11 to redeem notes without
paying a makewhole premium — was this appropriate? When should a makewhole be allowed,

and when should it be disallowed?

® For simplicity’s sake, | assume the reallocation is always from secured creditors to other classes. A plan can also
issue notes with below-market rates to unsecured creditors in order to shift value to equity, but this happens rarely --
only where old equity retains a majority of the reorganized equity, thus giving management an incentive to fight
interest battles with unsecured creditors. See In re Dow Corning Corporation, 456 F.3™ 668 (2006).

192014 Bankr. LEXIS 3926 (Bankr. S.D.N.Y. Sept. 9, 2014), aff'd, 531 B.R. 321 (S.D.N.Y. 2015), appeal pending,
Case No. 15-1682 (2d. Cir.).



Part 111 widens the field of vision to include interest rate swaps — and shows that
resistance is futile. At the end of the day, limitations on interest or makewholes can be largely

circumvented by the Bankruptcy Code’s exaltation of derivate instruments.

l. Cramdown & Momentive

Momentive’s balance sheet may be summarized as follows

e Total Enterprise Value: $2.0-2.4 billion
e 8.875% 1% Lien and 10% 1.5 Lien debt: $1.35 billion
e 2" Lien debt: $1.61 billion

That made the 1% and 1.5 liens well over secured, and the 2" Lien an undersecured
“fulcrum security” -- the logical recipient of Momentive’s reorganized equity and thus the future
masters of Momentive’s management. It is probably relevant that the 2™ Liens were held by
Apollo, which also held a controlling interest in the pre-bankruptcy equity and was thus
management’s original sponsor. The 1% and 1.5 Liens asserted a makewhole which ballooned
the size of their secured claims by about $200 million.

Momentive offered the 1% 1.5 Lines a choice: full payment of $1.35 billion in cash —i.e.,
waive the makewhole — or litigate the makewhole claim but be paid in “cram-down” notes
bearing interest at rates ranging from 4.1% to 4.85%. Momentive itself admitted that the
cramdown rates were below market rate for such notes'' and one commentator estimated that the
lower rates cost the 1% and 1.5 Liens $200 million in value*? (or, roughly the amount of the

additional makewhole claim).

' Momentive estimated that the cram-down rate was only 87% of the market rate.

12 vitti, Secured Creditors Lost Almost $200 Million in Economic Value Due to the Imposition of Below Market
Interest Rates, Taking a Deeper Look Into Momentive, Part 1, http://quickreadbuzz.com/2015/12/22/taking-a-
deeper-look-into-momentive-part-1/



Judge Drain disallowed the makewhole (discussed below) and upheld the below-market
cram-down interest rate under the authority of two chapter 13 cases — Till in the Supreme
Court®3, Valenti in the Second Circuit.** In Judge Drain’s view, these cases compelled the court
to approve cramdown interest rates so long as they were between prime rate plus 1% and prime
rate plus 3%.

Till opted for the “certainty” of the prime-plus-1-to-3% formula because the Supreme
Court viewed the alternatives — rates charged by the particular creditor for its loans, the creditor’s
“cost of funds”, or the return the creditor would receive from relending the money — as too
dependent on the creditor. Till’s rejection of creditor-specific damages was correct but led to
error. The “market rate” is not the rate which compensates the crammed-down creditor for
making a coerced loan. The loan shark is not entitled to collect its extortionate interest; the near-
insolvent lender is not entitled to cover its higher cost of funds, the inefficient lender is not
entitled to collect its above-average transaction costs. But none of this relates to the “market
rate” or justifies the rejection of “the market rate” as the appropriate cramdown rate.

The market rate is (or should be) the lowest rate the debtor can pay any lender to
refinance the loan. In correctly holding that a crammed-down creditor is not entitled to collect
its profits, cost of funds and transactions costs, Till erred by rejecting “the market rate” as (by
definition) including any lender’s profits, cost of funds and transactions costs.

Setting a cramdown rate at lower than the lowest refinancing rate provides an incentive
for an individual debtor to obtain credit at a sub-prime rate and then cut his or her payments to a

prime-based rate under chapter 13, perhaps within months of the original loan.

3541 U.S. 465 (2004).
4105 F.3d 55 (2" Cir.1997)



This is not far from what the Tills actually did. They borrowed in 1998. They defaulted
after making a year’s payments and filed in 1999. The Supreme Court allowed the Tills to cut
the interest rate on their car loan from 21% to 9%, in part on the ground that a cram-down loan to
a chapter 13 debtor, enforced by a chapter 13 trustee under a chapter 13 plan, is safer than a loan
to a non-debtor. This is a highly dubious conclusion given that 67% of all chapter 13 plans
fail.™ The plurality brushed aside the chapter 13 failure rate with the comment that courts
should confirm better chapter 13 plans — in other words, the cram-down rate will ignore reality
because the courts should fix the reality.

Why should the Bankruptcy Code empower the Tills to forcibly refinance their loan by
cramdown at 9% if they could have refinanced their loan — or obtained a replacement truck on
credit — at a market rate? The question has answers in chapter 13.

First, a chapter 13 debtor may not have access to a “market rate” -- even the amicus brief
filed by the commercial lending industry carefully avoided representing that a “market” existed
for loans in chapter 13.%°

This is not surprising. The Supreme Court had previously held in in Associates
Commercial Corporation v. Rash'’ that the amount of a secured claim is determined by the retail
or replacement value of its collateral. This created an allowed secured claim greater than the
foreclosure value of the collateral —i.e., a “loan-to-value” ratio of more than 100%. Once the
loan-to-value ratio is pegged at more than 100% under Rash, it is intellectually difficult to

construct a “market rate” based on the debtor’s ability to obtain replacement financing. Few

15 See Greene, Patel & Porter and Li, supra, n. 3.

16 See Brief Amicus Curiae For Commercial Lenders In Support Of Respondent, 2002 U.S. Briefs 1016 at*5-*7 &
n.3; 2003 U.S. S. Ct. Briefs LEXIS 845 at **10-13 & n.3 (Oct. 24, 2003). The Commercial Lenders dilate upon the
trading market for bank debt, but they never allege that there is a market for loans to chapter 13 debtors.

17520 U.S. 953 (1997).



lenders will make a secured loan where, on day one, the collateral is worth less than the money
extended.®

Rash’s use of “retail” or “replacement” value not only eliminated (or severely restricted)
the ability to refinance secured loans in chapter 13; it also diminished the intellectual validity of
a “market rate” as compensating the secured creditor for making a “forced loan”.

The principal amount of the “forced loan” would be the amount realized on foreclosure.
Using “retail” or “replacement” value sets the principal amount of a crammed down loan
substantially above the amount of the “forced loan”. In Rash, foreclosure value was $31,875,
replacement value was $41,000 — approximately 28% higher. Till had a three-year plan. At
three years, a 28% premium is equal to more than 9% a year in simple interest -- which would
bridge most of the gap between the 9% formula rate and the “market rate” of 21% that were the
goal posts in Till.

Second, most chapter 13 debtors simply cannot pay a higher rate. There is no other
creditor constituency to bear the increased cost of a higher cramdown rate.

Third, a lower cramdown interest rate can be rationalized as consistent with “the
overriding rehabilitative purpose of Chapter 13."*°

None of the foregoing makes any sense in a chapter 11 case where the debtor can readily
refinance its existing debt. Empowering cramdown at a below-market rate simply transfers value
from the secured creditor who the debtor could pay in cash to the unsecured creditors whose

equity benefits from the below-market rate.

'8 The foregoing conclusion can be challenged with reference to the recent bubble in sub-prime mortgage lending,
where lenders extended “NINJA” (“no income, no job, no assets”) loans to any borrower regardless of credit,
secured by any home regardless of value, based on pooling millions of such loans and statistical judgments that
sufficient number borrowers would pay sufficient amounts of principal, [high] interest and [higher] fees so as to
return a profit to the investors in the pool. However, it is not clear that NINJA credit is available to chapter 13
debtors.

9 Taddeo v. DiPierro, 685 F.2d 24, 29 (1982) (Lumbard, J.), quoting In re Davis, 15 Bankr. 22, 24 (Bankr. D. Kan.),
aff'd, 16 Bankr. 473 (D. Kan. 1981)..



In chapter 11, there is no policy goal favoring transfer of value from secured to unsecured
creditors, or from unsecured creditors to equity — if anything, the bias goes the other way under
Section 1129(b)(1)’s “fair and equitable” requirement..

“Fair and equitable” derives from Chapter X of the Bankruptcy Act. To quote the
Supreme Court:

“[T]he words "fair and equitable” in Chapter X are terms of art, and no plan can

be "fair and equitable” which compromises the rights of senior creditors in order
to protect junior creditors.

Chapter X’s “fair and equitable” rule applied up and down the capital structure:
Beginning with the topmost class of claims against the debtor, each class in
descending rank must receive full and complete compensation for the rights
surrendered before the next class below may properly participate. Thus the
principle is applied as between senior and junior secured creditors, between
secured creditors and unsecured creditors, between unsecured creditors and

stockholders, between different classes of stockholders, and, of course between
secured creditors as a whole and stockholders.?*

It is true that Chapter X decisions allowed a fair degree of leeway in interpreting how
much value was sufficient to satisfy the senior classes and thus the absolute priority rule.
Professor Markell cites these decisions (and their author, Justice and former SEC Commissioner
William O. Douglas) for the proposition that a plan’s provision of interest does not have to be
perfect, just “good enough”.?

However, appellate decisions under Chapter X applied its “fair and equitable” standard

only after:

20 Case v. Los Angeles Lumber Co., 308 U.S. 106, 115-116 (1939); Consolidated Rock Co. v. Du Bois, 312 U.S.

510, 527-529 (1941).
21 J.W. MOORE & R.S. OGLEBAY, 6A COLLIER ON BANKRUPTCY { 11.06 at 210-212 (L.P. King & A. Herzog, 14™ ed.
1977)
225ee Group of Institutional Investors v. Chicago, N. St. P. & P.R. Co., 318 U.S. 523, 564-565 (1943):
“It is sufficient that each security holder in the order of his priority receives from that which is
available for the satisfaction of his claim the equitable equivalent of the rights surrendered.”
quoted in Markell, To Market, To Market: Momentive and Secured Creditor Cram Down Interest Rates, 36 BANKR.
L. LTR. No. 2 at 6 & n.29 (Feb. 2016).



e The SEC had evaluated the plan® and (usually) found it fair and equitable®*;

e The district court had determined the plan was fair and equitable® and sent it
out for a vote;

e holders of two-thirds of the claims or interests in each and every class had
accepted the plan;® and

e The district court determined at the confirmation hearing, again, that the plan
was fair and equitable.”’

Thus in Chapter X, every single class had voted in favor of a plan before a “fair and equitable”
fight ever reached an appellate court. Appellate decisions (or dicta) upholding treatment as “fair
and equitable” were therefore ratifications of the will of a two-thirds majority in each class over
the objection of minority holdouts. Such decisions provide weak, if not entirely distinguishable,
precedent for cramming down a dissenting class under Section 1129(b)(1) of the Bankruptcy
Code.”®

Finally, there is the language of Section 1129 itself. Section 1129(b)(1) requires that the
plan to be “fair and equitable” to a dissenting class. Section 1129(b)(2) provides that fair and
equitable includes meeting paragraph (2)’s requirements, such as (with respect to a secured
creditor) the requirement of payments “of a value, as of the effective date of the plan, of at least
the value of [the creditor’s] interest in the estate’s interest in such property.” “Includes” is
explicitly not a limitation under Section 102(3).

Thus “payment of a value” equal to the allowed secured claim is a necessary but not a

sufficient condition to a “fair and equitable” finding — and the courts have so held:

% The district court was required to refer all cases with public debt exceeding $3,000,000 to the SEC for evaluation.
Bankruptcy Act of 1898 § 172, 11 U.S.C. § 572 (1976).

2 The Commission did not have to find the plan “fair and equitable” for it to proceed, and courts occasionally
approved a plan over the Commission’s objection. Matter of Lower Broadway Properties, 58 F. Supp. 615 (S.D..Y.
1945) (Rifkind, J.) However, its report was entitled to “great weight.” 6 COLLIER ON BANKRUPTCY Part 2 | 7.36 at
1305-06 (J.W. Moore 14" ed.; rev’d 1977 Lawrence P. King & Asa Herzog).

% Bankruptcy Act of 1898 § 174, 11 U.S.C. § 574 (1976)

% Bankruptcy Act of 1898, § 179, 11 U.S.C. § 579 (1976).

27 Bankruptcy Act § 221,11 U.S.C. § 621 (1976).

%8 By contrast, decisions that reject a plan as not “fair and equitable” even after it has been accepted by two thirds of
every class should constitute strong precedent under Section 1129(b)(1).

9



Simple technical compliance with the requirements of section 1129(b)(2) does not
assure that the plan is fair and equitable. Instead, this section merely sets minimal
standards that a plan must meet, and does not require that "every plan not prohibited
be approved."?
Chapter 13 is not structured in such a fashion. Section 1325 contains no bicameral
equivalent of chapter 11’s section 1129(b)(1) & (2), no overriding requirement of “fair and

30 _ indeed, that phrase is never used in chapter 13.3! 1 submit that a plan imposing a

equitable
below-market rate on a dissenting secured class in lieu of refinancing such class from available
credit is not “fair and equitable” under Section 1129(b)(1) even if the cram-down rate falls
within Till’s prime+1-3% range and thus deemed satisfactory under Section 1129(b)(2).

Such was the plan in Momentive. Momentive could have refinanced its 1 and 1.5 Lien
Notes at a market rate — we know that because Momentive actually did raise the money to do so.
The imposition of a lower cram-down rate was simply a gift to the 2" Lien Bonds who were
going to own the debtors’ equity (and thus control management’s compensation post-chapter 11).
(The “fair and equitable” argument does not appear in the briefs filed with the bankruptcy court;
the indenture trustee for the 1% Liens raises the argument in its Second Circuit brief.%?)
A sensible rule of law would set a cramdown rate at a market rate — the rate the debtor

would have to pay to refinance --where there is a market and such rate is readily ascertainable, as

it was in Momentive. Only if a market rate was not available would the court fall back on the Till

? In re Sandy Ridge Dev. Corp., 881 F.2d 1346, 1352 (5th Cir. 1989), quoted in In re Kennedy, 189 Bankr. 589,
599 (Bankr. D.N.J. 1993) (cramdown of mortgagee into new 20-year mortgage was not “fair and equitable™); See
also Inre D & F Constr., Inc., 865 F.2d 673, 675 (5th Cir. 1989), using the general “fair and equitable” requirement
to disapprove plans that provide, for example, current payments of unsecured claims while delaying payment on
secured claims through with “negative amortization” (i.e., accrual of interest).

% Thompson & McDonough, Lost in Translation: Till v. SCS Credit Corp. and the Mistaken Transfer of a
Consumer Bankruptcy Repayment Formula to Chapter 11 Reorganizations, 20 FORDHAM J. CORP. & FIN. L., 893
(2015).

* In re Shat, 424 Bankr. 854, 868 n.45 (Bankr. D. Nevada 2010): “Chapter 13 has no “fair and equitable’
requirement for confirmation. 11 U.S.C. § 1325(b)(1). The same is true for chapter 12. Id. § 1225(b)(1).”

%2 Brief for Defendant/Appellant BOKF, NA, 15-1682 (2™ Cir. Sept. 4, 2015) at pp. 20-21.

10



formula rate in a chapter 11 case. This is, in fact, the rule in the Sixth Circuit.*® The Second
Circuit could adopt that rule. If instead the Second Circuit affirms Momentive, that would
present a conflict in the circuits — and give the Supreme Court a chance to provide a sensible rule
for cramdown interest rates in Chapter 11.

Note that such a rule would not deprive the debtor of the ability to reset its rates under
cramdown if market rates had declined — unless the debtor had agreed to an enforceable

makewhole premium.

11. Energy Future Holdings, Inc. and Makewholes

At the time of their chapter 11 filings, Energy Future Holdings, Inc. (“EFH”)’s
subsidiary, Energy Future Intermediate Holding Company LLC (“EFIH”), had outstanding
approximately $4 billion in 1% Lien Notes bearing interest at 6% and 10%, and $2 billion in 2"
Lien Notes issued with interest at 11% and 11.75%.%* Both EFIH 1% and 2" Lien Notes were
secured by EFIH’s 80% equity interest in a regulated utility. This collateral was worth so much
that EFIH’s $1.4 billion in unsecured notes were trading at above par when EFIH filed, and the

unsecured notes of EFIH’s parent, EFH, expected to receive at least 37.5 cents on the dollar.

Thus the EFIH 1% and 2™ Lien notes were dramatically oversecured.

Section 3.07 of each indenture provided that EFIH would pay, upon “optional
redemption” prior to a stated date, an “Applicable Premium”. The “Applicable Premium” was
the present value of all future payments of interest, using as the discount rate a rate equal to the

rate payable on U.S. Treasury bills of comparable maturity plus 50 basis points. The

%% In re American Homepatient Inc., 420 F.3d 559, 568 (6" Cir. 2005).
% The author represents the indenture trustee for the EFIH 2" Lien Notes and his partner Gregory Horowitz argued
the case before the United States Court of Appeals for the Third Circuit.

11



“Applicable Premium” is commonly called a “makewhole” because it is intended to compensate
the bondholder -- “make the bondholder whole” -- for the loss of future interest payments.

Both indentures provided for acceleration upon bankruptcy under Section 6.02.

Section 3.07, providing for payment of “Applicable Premium” upon an early
“redemption”, said nothing about acceleration. Section 6.02 of the 1% Lien indenture required
payment of principal and accrued interest upon acceleration. Section 6.02 of the 2" Lien
Indenture provided for payment of interest, principal and “premium if any” upon acceleration. In
neither indenture did Section 6.02 refer to the “Applicable Premium” in Section 3.07.

The two “Applicable Premiums” exceeded $800 million, EFH and EFIH explicitly stated
in pre-bankruptcy SEC filings that they would use chapter 11 to avoid paying the makewholes.

Immediately after filing, EFIH entered into two post-petition credit agreements for the
purpose of paying off all 1% and 2" Lien notes by tender or redemption. EFIH offered to settle
the makewhole premiums at various fractions of their amounts through cash tender offers.
Holders of 1% Lien notes who did not tender were redeemed at par plus accrued on June 19, 2014
— two months into the chapter 11 case. The tender offer to the 2" Lien notes and the 2014
redemption of untendered 2™ Lien Notes was withdrawn for reasons not relevant to this paper.
EFIH partially redeemed the 2" Lien notes approximately a year after filing, and filed numerous
plans providing for cash payment of the balance based on disallowance of the “Applicable
Premium”.

The indenture trustees for the 1 and 2™ Lien notes each brought a declaratory judgment

to allow the “Applicable Premiums”.
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Bankruptcy Judge Sontchi disallowed the Applicable Premiums on the ground that
acceleration had voided the right to a premium. In his decision disallowing the 1 Lien’s
makewhole he wrote:

45. The Court begins its analysis with the most relevant provision, the
acceleration provision of section 6.02 of the Indenture. Under section 6.02, "in the
case of an Event of Default arising under clause (6) or (7) of Section 6.01(a)
hereof, all outstanding Notes shall be due and payable immediately without
further action or notice." Here, EFIH's filing for bankruptcy was an Event of
Default arising under clause (6) of Section 6.01(a). Thus, the Notes were
automatically accelerated on the Petition Date and became due and payable
immediately without further action or notice of the Trustee or any Noteholder.
(Indenture 8§ 6.02,2.)

46. There is no reference in Section 6.02 to the payment of the "Applicable
Premium" upon an automatic acceleration, nor is section 3.07 incorporated into
section 6.02. . . .

47. Under New York law, an indenture must contain express language requiring
payment of a prepayment premium upon acceleration, otherwise it is not owed.
See Northwestern Mut. Life Ins. Co. v. Uniondale Realty Assocs., 11 Misc. 3"
980, 816 N.Y.S.2™ 831, 836 (N.Y. Sup. Ct. 2006). . . . In re MPM Silicones, LLC
[2014 Bankr. LEXIS 3926] (Bankr. S.D.N.Y. Sept. 9, 2014) (“Momentive").”*

Judge Sontchi found that in the absence of specific language making the “Applicable
Premium” due upon or after acceleration, the claim for the premium would not be enforceable
under the indenture or New York law because the redemption was no longer voluntary.

When the EFIH Debtors filed for bankruptcy, the Notes automatically accelerated
and became due and payable immediately. Under New York law, a borrower's
repayment after acceleration is not considered voluntary. This is because
acceleration moves the maturity date from the original maturity date to the
acceleration date and that date becomes the new maturity date. Prepayment can
only occur prior to the maturity date, and acceleration, by definition, advances the
maturity date of the debt so that payment thereafter is not prepayment but instead
is payment made after maturity. . . .Thus, the Trustee's claim that the EFIH
Debtors' repayment was an optional redemption must fail.*

% |d., 527 Bankr. at 191-92. Citation to two other bankruptcy court cases omitted.
%1d. at 195.
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The indenture trustees for both the 1% and 2" Lien notes appealed. The Court of Appeals
for the Third Circuit reversed in an opinion by Judge Ambro.*” Judge Ambro distinguished
between “prepayment”, which by definition must be a payment before maturity, and
“redemption” as provided for in Section 3.07:

New York and federal courts deem "redemption” to include both pre-and

post-maturity repayments of debt . . . . Accordingly, EFIH's June 19, 2014
refinancing was a "redemption” within the meaning of § 3.07.%

Judge Ambro rejected Northwestern Mutual, cited by both Judge Sontchi below and by
Judge Drain in Momentive, as an applicable precedent for several reasons. Northwestern Mutual
was a trial court case not binding on the Third Circuit. More important, Judge Ambro found it
inconsistent with NML Capital v. Republic of Argentina®, where the New York Court of
Appeals (the state’s highest court) had held that interest continued to accrue both before and after
acceleration. The New York Court of Appeals had reasoned that Argentina could have provided
for the cessation of interest after acceleration but failed to do so and thus interest continued to
accrue. Judge Ambro found NML Capital controlling:

The takeaway for us is that 8 3.07 applies no less following acceleration of
the Notes' maturity than it would to a pre-acceleration redemption.*°

Thus, an “optional redemption” could occur both before and after acceleration. Judge
Ambro continued:

Whether the redemption was "[o]ptional” is next up. EFIH argues that
refinancing the Notes was not optional because 8 6.02 made them "due and
payable immediately without further action or notice™ once it was in bankruptcy.
EFIH, however, filed for Chapter 11 protection voluntarily. Once there, it had the
option, per its plan of reorganization, to reinstate the accelerated Notes' original

*" In re Energy Future Holdings

% |d. at 254-55, citing, among other authorities, Fed. Nat'l Mortg. Ass'n v. Miller, 123 Misc. 2d 431, 473 N.Y.S.2d
743, 744 (N.Y. Sup. Ct. 1984) ("debtor may redeem" mortgage by "pay[ing] . . . accelerated debt") and N.Y. U.C.C. §
9-623, Official Comment No. 2 ("To redeem the collateral . . . of a secured [**14] obligation [that] has been
accelerated, it would be necessary to tender the entire balance.").

¥917 N.Y.3d 250, 952 N.E.2d 482, 928 N.Y.S.2d 666 (N.Y. 2011).

“1d. at 259.
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maturity date under Bankruptcy Code 8 1124(2) rather than paying them off
immediately. It chose not to do so, and instead followed the path laid out six
months before in its SEC 8-K filing. . . .

Indeed ‘a chapter 11 debtor that has the capacity to refinance secured debt on

better terms . . . is in the same position within bankruptcy as it would be outside
bankruptcy, and cannot reasonably assert that its repayment of debt is not
‘voluntary.™ . .. ..

Events leading up to the post-petition financing on June 19, 2014 demonstrate
that the redemption was very much at EFIH's option. . . .

The irony is that the Noteholders did not want to be paid back on June 19,
2014. They attempted to rescind the Notes' acceleration on June 4, 2014, but were
blocked by the automatic stay. . . . When EFIH redeemed the Notes, it did so "on
a non-consensual basis,” that is, over the Noteholders' objection. . . . . Logic
leaves no doubt this redemption of the Notes was “[o]ptional” under § 3.07.*

Therefore acceleration of the EFIH notes was irrelevant and the makewhole was payable.
The Third Circuit remanded to the bankruptcy court for further proceedings.

The Debtors sought a rehearing en banc, and while the rehearing petition was pending
announced a settlement of the makewnhole disputes at 95% of the claimed amount for the EFIH
1% Liens and 87.5% of the claimed amount for the EFIH 2" Liens. The Debtors have moved to
approve the settlement in bankruptcy court.

EFIH is, on its face, a very narrow opinion resting entirely on the distinction between
“prepayment” and “redemption”. Its import, however, is much broader. Prior to EFIH, lower
court opinions had effectively imposed a “rule of explicitness” standard on makewhole
premiums in bankruptcy — the loan agreement or indenture had to specifically provide for
payment of the makewhole upon acceleration or after acceleration. The Third Circuit’s opinion
reversed the burden:

EFIH answers that the Noteholders should have taken note of bankruptcy

courts' novel application of Northwestern and insisted on clearer language in the
Indenture. . . . But this puts the burden backward; if EFIH wanted its duty to pay

*1d. at 255.
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the make-whole on optional redemption to terminate on acceleration of its debt, it
needed to make clear that § 6.02 trumps 8 3.07. . . . The burden to make that
showing is with EFIH. To place it on the Noteholders for EFIH's decision to
redeem the Notes is a bridge too far.*?

Judge Ambro’s opinion is, essentially, a command to follow relevant state law as if the
bankruptcy had not occurred where the redemption is truly optional.

EFIH is also a holding that the filing of a bankruptcy, standing alone, does not preclude a
redemption from being optional — as Judge Ambro noted, section 1124(2) would have allowed
EFIH avoid redemption by reinstating the maturity of its notes under a plan.* Thus redemption
under a plan could still trigger a makewhole. It is true that a plan redemption was not before the
court — EFIH had fully redeemed its 1 Lien notes and partially redeemed its 2" Lien notes
during the case. However, the Third Circuit rendered its opinion knowing that EFIH was in the
middle of its second plan confirmation proceeding.”*

EFIH’s facts were extreme — the redemption was clearly optional. The debtors made no
serious argument that their financial distress would preclude paying the 1% and 2™ lien notes at
maturity. The entire fight was waged to flow value to EFIH’s unsecured noteholders and EFIH’s
parent company. EFIH is, in a sense, a companion to the numerous cases which will not allow
an obligor to escape a prepayment premium by manufacturing a default.* Northwestern Mutual

itself had cited such cases. In Sharon Steel, the Second Circuit held that a solvent issuer could

not avoid a redemption premium by engineering a default and acceleration.*® EFIH held that a

“2 |d. at 261 (citations omitted).

“1d. at

* The remand to Judge Sontchi provides: “Any further appeals shall return to this panel.”1d. at 261.

% “In the event that a court concludes that the borrower has defaulted intentionally in order to trigger acceleration
and thereby avoid or evade a prepayment premium, the prepayment clause may be enforced, notwithstanding
substantial authority which requires an explicit agreement to allow a premium after acceleration.” Northwestern
Mutual, 11 Misc. 3d 980; 987, 816 N.Y.S.2d 831, 836 (Sup. Ct. Nassau Cty. 2006) (numerous citations omitted)..
*® Sharon Steel v. Chase Manhattan Bank, 691 F.2d 1031, 1052 (2d Cir. 1982):
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debtor could not avoid a makewhole it could otherwise pay by choosing to redeem after
bankruptcy.
Thus EFIH can be read as a warning not to use bankruptcy to reallocate value

legitimately owed to a secured creditor under an otherwise payable makewhole.

Less examined is the converse of this problem — the use of bankruptcy to reallocate value

legitimately owed to unsecured creditors under an otherwise avoidable makewnhole.

Assume a makewhole premium is enormous, which is quite common given the structure
of a standard makewhole clause such as those in EFIH and Momentive. Assume the coupon is
12% and the Treasury rate is about 2% -- the makewhole is roughly 10% of principal for each
year remaining under the loan agreement. If the original maturity is 10 years and the issuer files
for chapter 11 two years after issuance, the makewhole is about 80% of principal. Assume a
makewhole is payable by its terms upon acceleration — I’d call that a “super makewhole”. The
super makewhole would allow the secured lender to almost double its claim and thereby absorb
an enormous fraction of the value of the debtor.

The unsecured creditors (or the debtor, in the unlikely event the debtor picks a fight with
its secured creditor) have very few weapons against a “super makewhole”.

Makewhole premiums look like unmatured interest. If the makewhole was an unsecured
claim for unmatured interest, it would be disallowed under Section 502(b)(2). If the makewhole

premium was a secured unmatured interest, it would presumptively be allowed as provided in the

We see no bar, therefore, to the Indenture Trustees seeking specific performance of the
redemption provisions where the debtor causes the debentures to become due and payable by its
voluntary actions.

This is not a case in which a debtor finds itself unable to make required payments. The default
here stemmed from the plan of voluntary liquidation . . . . We hold, therefore, that the redemption
premium must be paid.
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agreement but remain subject to equitable considerations.*” The courts, however, have held that
a makewhole is a “fee” or “charge” which will be “reasonable” and thus allowed under Section
506(b) so long as it is enforceable, under applicable non-bankruptcy law, as “liquidated
damages”.*®

Two super makewholes were specifically upheld as liquidated damages in the first court
of appeals case on makewholes: In re United Merchants & Manufacturers*® — where, however,
such fees were only 8% and 7% of outstanding principal, respectively.

Debtors have argued that the makewhole formula appearing in the EFIH and Momentive
indentures — the present value of foregoing interest, discounted at a U.S. Treasury-based rate — is
not reasonable because the rate is too low: the loan was not made to a U.S. Treasury credit. If
the borrower was a B-rated credit at the inception of the loan, debtors have argued that the
present value of the future interest payments should be discounted at rates appropriate to B-rated
credits, not the risk-free Treasury rate. Thus a Treasury-based discount rate did not measure

actual damages. This argument had some success a decade ago.”® However it has largely been

rejected by recent decisions>* and was not even advanced in Momentive or EFIH.

“T “Interest” under Section 506(b) is not governed by the agreement under which it arose, United States v. Ron Pair
Enters., 489 U.S. 235, 241 (1989). See Urban Communicators Pcs Limited Partnership v. Gabriel Capital, L.P.,, 394
B.R. 325; 338 (S.D.N.Y. 2008): "The great majority of courts to have considered the issue since Ron Pair have
concluded that post-petition interest should be computed at the rate provided in the agreement, or other applicable
law, under which the claim arose -- the so-called ‘contract rate' of interest." 4 COLLIER ON BANKRUPTCY
506.04[2][b][1] (rev. 15th ed. 2008) (collecting cases). The courts adopt a presumption in favor of applying a
contractual default rate of interest, "subject to equitable considerations.” In re Vanderveer Estates Holdings, Inc.,
283 B.R. 122, 134 (Bankr. E.D.N.Y. 2002); In re Vest Assocs., 217 B.R. 696, 702 (Bankr. S.D.N.Y. 1998). See also In
re Terry Ltd. P'ship, 27 F.3d 241, 243 (7th Cir. 1994) ("What emerges from the post-Ron Pair decisions is a
presumption in favor of the contract rate subject to rebuttal based upon equitable considerations.").

*8 Charles & Kleinhaus, Prepayment Premiums in Bankruptcy, 15 AM. BANKR. INST. L. REv. 537, 557 & n.61
(2007)

674 F.2d 134 (2™ Cir. 1982)

*01d., at 560 & nn.72-76.

5. River E. Plaza, LLC v Variable Annuity Life Ins. Co., 498 F.3" 718 (7" Cir. 2007); UIP Ltd. LLC v. Lincoln
Nat’l Life Ins. Co., 2009 U.S. Dist. LEXIS 111052 (D. Az. Nov. 30, 2009); In re Hidden Lake Ltd. Partnership, 24
Bankr. 722 (Bankr. S.D. Ohio 2000). See also In re Fin. Ctr. Assocs., 140 Bankr 829, 839 (Bankr. E.DN.Y. 1992),
rejecting the argument that the treasury rate was an unenforceably low discount rate.
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Analyzing super makewholes as liquidated damages ignores the enormity of the premium
in the early years of the credit. In the example given above, the 1,000 basis point spread between
Treasuries and coupon produced an 80% premium two years after issuance. This is a premium
no borrower would voluntarily pay. It will be triggered only in bankruptcy.

Indeed, a loan with a super makewhole that is oversecured by a first lien on substantially
all assets of the debtor, and engineered to default within a short period of time, can be used as a
cheap way for the secured creditor to buy the debtor.

This is the converse of the EFIH case — instead of the debtors (or unsecured creditors)
using bankruptcy to avoid an otherwise payable makewhole, the debtor (or secured creditor) uses
bankruptcy to trigger an otherwise avoidable makewhole.

The one avenue of recourse against a super makewhole is reinstatement under Section
1124(2), as Judge Ambro suggested. To reinstate, all defaults must be cured other than the “ipso
facto” defaults listed in Section 365(b)(2)* — which the other covenants in the agreement may
make impossible.

Even if all defaults may be cured, Section 1124(2)(C) requires the plan to “compensate[]
the holder of such claim . . . for any damages incurred as a result of any reasonable reliance by
such holder on such contractual provision . . . “and Section 1123(d) provides that the amount
necessary to cure a default under a plan “shall be determined in accordance with the underlying

agreement and applicable non-bankruptcy law.”

°2 Under Section 1124(2)’s incorporation of Section 365(b)(2), the plan need to cure “any default that is a breach of
a provision relating to —
(A) the insolvency or financial condition of the debtor at any time before the closing of the case;
(B) the commencement of a case under this title; [or]
(C) the appointment of or taking possession by a trustee in a case under this title or a custodian before such
commencement, or
(D) the satisfaction of any penalty rate or penalty provision relating to a default arising from any failure by
the debtor to perform nonmonetary obligations under the executory contract or unexpired lease.”
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One would hope that de-acceleration under Section 1124(2) would preclude liquidated
damages for “foregone interest” under state law (and hence, Section 1123(d)) when the plan
proposes to pay the interest. That result would be consistent with the Third Circuit’s EFIH
decision, which effectively imposes a result as if the bankruptcy had not occurred —that is, if a
debtor cannot plead acceleration as “forcing” a redemption which is otherwise voluntary, a
creditor should not be able to plead acceleration as triggering a makewhole when the acceleration
is actually not occurring.

But what if the creditor had entered into a swap agreement in which it had sold the future
10% interest rate payments in return for a LIBOR-based payment? The creditor might well
terminate the swap upon the filing of the bankruptcy to fix its exposure based on the acceleration
of the loan and the assertion of the makewhole payment. Would swap damages be “damages

incurred as a result of reasonable reliance” on acceleration?
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1. Resistance is Futile: Swap Claims

Instead of a bonds with a makewhole premium, assume the debtor has obtained a 10-year
LIBOR+400 basis point term loan from a bank, with a companion interest rate swap under which
the borrower paid the swap counterparty 10% per annum and the swap counterparty paid the
borrower LIBOR+400 basis points.

Now assume the borrower files a bankruptcy petition. The swap counterparty has the
absolute right to terminate the swap under Section 560. The termination gives rise to a claim.
The claim is determined in accordance with the swap agreement, which almost always is in the
form adopted by the International Swaps and Derivatives Association (“ISDA”). The swap
counterparty typically determines the claim under the ISDA form by soliciting quotations from
other swap dealers of how much each would want to pay the swap counterparty 10% fixed, in
return for payment from the swap counterparty of LIBOR+400.

The floating rate loan swapped out to a 10% fixed rate is economically equivalent to a
10% fixed rate loan. The termination claim is economically equivalent to a claim for the value
of unpaid 10% interest over the value of unpaid LIBOR+400 interest. However, the Ninth
Circuit held in Thrifty Oil that a swap claim was not a claim for interest and thus was not subject
to disallowance as “unmatured interest” under Section 502(b)(2).>* No later opinion has

challenged that conclusion.

5% Thrifty Oil Co. v. Bank of America National Trust and Savings Association, 322 F.3d 1039 (9" Cir. 2003). The
Ninth Circuit reasoned that interest is compensation for the loan of money. The swap counterparty could be
completely independent of the lender and have made no loan — in which case the swap payments could not be
compensation for the loan and thus not interest.

% Cf. In re Tribune Company, 464 B.R. 126, 194-95 (Bankr. D. Del. 2011) (Banks’ swap claim would be classified
separately from claims for principal and interest), aff’d in part, rev’d in part, in each case on other grounds, 799
F.3 272 (3" Cir. 2015).
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Just as the EFIH and Momentive makewholes increased as interest rates fell and the
spread between the Treasury-based rate and the coupon rate grew larger, so the swap claim
increases as interest rates fall and the spread between the LIBOR-based rate and the fixed
(coupon) rate grows larger.

And there is nothing the debtor (or the unsecured creditors) can do to avoid the swap
claim: as noted, Section 560 gives the swap counterparty the absolute right to terminate the
swap. The most that can be said is that the swap claim represents the difference between fixed

and floating legs, which at inception is zero.

CONCLUSION

Interest has a checkered history.

In medieval Europe, the Catholic Church condemned interest as usury. Clever Italian
financiers responded with contracts that provided for an advance in one currency and repayment
in another, with interest buried in the exchange rate. In the Islamic world, Sharia law likewise
prohibits interest — and similar tactics are used to charge interest in “Sharia” compliant finance.
We are seeing similar developments in chapter 11 — and even chapter 13.

Chapter 13 cases do not feature “makewhole premiums” — but a careful look at Till
discloses that the subprime auto loan in that case was structured as the equivalent of a
makewhole. The Tills made a $300 down payment on their truck and financed the balance of the
purchase price by entering into a retail installment purchase contract under which their initial
indebtedness was $8,254.24 — the $6,395 balance of the price of the truck, plus $330.75 in fees
and taxes, plus a finance charge of 21% per year for 136 weeks, or $1,859.49. The contract

provided for the Tills to pay the indebtedness in 68 equal bi-weekly payments.
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Thus the Till’s debt represented principal and all interest under the life of the loan
capitalized into one lump sum at incurrence — in corporate parlance, we would refer to the Tills’
retail installment purchase contract as a zero-coupon bond, with 21% interest accreting from
issuance to maturity. Section 502(b)(2) would disallow unaccreted interest after the petition date
except to the extent allowed as a secured claim under Section 506(b) — but the 2005 amendments
to Section 1325(a) may preclude such disallowance for auto loans incurred within a year of
bankruptcy. The increased principal amount by definition increases the true cramdown interest
rate.”

Interest as an economic, not legal, concept is protean — it comes in the form of coupon, of
loans incurred at a discount, as makewhole premiums or as swap claims. Fighting interest as
interest is a losing game because there are too many ways to pay interest and the Bankruptcy
Code does not and probably cannot address them all.

But the fight against “gaming the system” is worth waging because it goes to the integrity
and fairness of the system. Parties should not be able to use the bankruptcy process to reallocate
value in ways that are not “reasonable” under Section 506(b) or “fair and equitable” under
Section 1129(b)(1) — not because “gaming the system” “increases the cost of credit” or has other

economic implications, but because it’s wrong.

% The Tills filed a year and 23 days after taking out their loan, so the amended Section 1325(a) would not have
applied to them. If it had, however, they would have had to pay $894.94 more to retain their truck — over their three
year plan, that would have been about $200 per year, equal to an additional 5% annual interest on the $4,000
allowed amount of their secured debt.
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Cramdown Interest Rates. Disarray
DominatesTill...?

If ever there were an unresolved issue that needs to be
settled once and for al, it is determining the appropriate
interest rate to be paid to secured creditors for purposes
of confirming acramdown plan, especially in Chapter 13
cases. The diversity of approaches (and resulting interest
rates) endorsed by the lower courtsis daunting. The Su-
preme Court had amarvel ous opportunity to impose some
much-needed order and predictability on these determi-
nations with its decision in Till v. SCS Credit Corp., 124
S. Ct. 1951, 43 Bankr. Ct. Dec. (CRR) 2, Bankr. L. Rep.
(CCH) 1 80099 (U.S. 2004). None of the various meth-
odologies employed by the lower courts, however, (and
no one opinion) garnered the support of amajority of the
Court. The most guidancethat lower courtscan glean from
Till is that certain methodol ogies were rejected (explic-
itly or implicitly) by a majority of the Court. Within the
realm of remaining contenders, though, there islittle in
Till to guide and constrain the lower courts, aside from
pre-Till circuit precedent not inconsistent with Till.

TheTills Truck Loan TravelsInto Chapter 13

In 1998, Lee and Amy Till purchased a used truck for
$6,725, paying $330 in cash and promising to repay the
$6,425 balance (plus 21% interest) through 68 biweekly
payments. This promissory note, secured by a purchase
money security interest in the Tills' used truck, was im-
mediately assigned by the seller of thetruck to SCS Credit
Corporation. Oneyear | ater, after having defaulted on their
payment obligations under the note, the Tillsfiled aChap-
ter 13 petition, at which time they owed SCS $4,900, but
their truck was worth (as stipulated by the parties) only
$4,000. Pursuant to Code § 506(a), then, SCShad an “al-
lowed secured claim” of $4,000 and an “allowed unse-
cured claim” of $900.

The Tills proposed a repayment plan that would pay
SCS's allowed secured claim, plus 9.5% interest, from
theTills' monthly plan payments, contempl ating payment
in full of SCS's allowed secured claim in approximately
two years. The 9.5% interest rate was derived by adding
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a1.5%risk premium to the prevailing national primerate
(acomposite of therate banks charge on low-risk loans)—
aso-caled “formula’ approach to setting cramdown in-
terest rates. The bankruptcy court confirmed the Tills
plan, overruling SCS'sobjection to the 9.5% interest rate.

The bankruptcy court’s confirmation order, however,
was reversed on appeal to the district court, which held
that “ bankruptcy courts[must] set cram down interest rates
at the level the creditor could have obtained if it had fore-
closed on the loan, sold the collateral, and reinvested the
proceeds in loans of equivalent duration and risk”—the
so-called “ coerced loan” approach to cramdown interest.
Till, 124 S. Ct. 1951, at 1957. Based upon unrebutted evi-
dence adduced in the bankruptcy court that SCS* received
21% interest on al of its loans because borrowers like
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the Tills are poor credit risks,” “the district court con-
cluded that 21% was the proper rate.” In re Till, 301
F.3d 583, 585, 586, 40 Bankr. Ct. Dec. (CRR) 13, 48
Collier Bankr. Cas. 2d (MB) 1781, Bankr. L. Rep.
(CCH) 178715 (7th Cir. 2002), cert. granted, 539 U.S.
925, 123 S. Ct. 2572, 156 L. Ed. 2d 601 (2003) and
rev’d and remanded, 124 S. Ct. 1951, 43 Bankr. Ct.
Dec. (CRR) 2, Bankr. L. Rep. (CCH) 1 80099 (U.S.
2004) [Bankr. Serv., L Ed § 50:290].

On further appeal, the Seventh Circuit agreed with
the district court that, in theory, a“ coerced loan” rateis
the proper cramdown interest rate to pay secured credi-
tors. But the court also held that the interest rate speci-
fied in the parties’ original contract should “serve as
the presumptive rate,” in the absence of a showing by
the creditor or the debtor that the interest rate should be
higher or lower—the so-called “ contract rate” method-
ology for determining a cramdown interest rate. Till,
301 F.3d 583, at 592. A lengthy dissent, however, took
issuewith both the coerced |oan theory and its presump-
tive contract-rate corollary, advocating instead a pur-
posefully modest formula rate such as that embraced
by the bankruptcy court. Till, 301 F.3d 583, at 593-599
(Rovner, C.J., dissenting).

In an odd voting alignment, the Supreme Court re-
versed the Seventh Circuit’s decision, but did not re-
pudiate either the coerced loan theory or the
contract-rate methodology. Moreover, the Court’s
holding essentially affirmed the bankruptcy court’s
9.5% formularate, but the Court did not adopt the for-
mula method. A four-justice plurality opinion
(authored by Justice Stevens) endorsed the formula
method. A four-justice dissenting opinion (authored
by Justice Scalia) endorsed the contract-rate method-
ology. Justice Thomas wrote separately to voice his
disagreement with both the formula and contract-rate
methodol ogies, arguing that a secured creditor is en-
titled to no more than the risk-free rate of interest.
Because the Tills' plan proposed an interest rate in
excess of the risk-free rate, Justice Thomas concurred
in the judgment reversing the Seventh Circuit (and,
thus, essentially affirming the bankruptcy court’s con-
firmation of the debtors’ plan). Although Justice Tho-

mas cast the deciding vote, an eight-justice majority of
the Court rejected the risk-free rate advocated by Jus-
tice Thomas as inappropriately undercompensatory.

The Statutory Present Value Requirement

Cramdown interest isimplicated by the Code's provi-
sions for confirmation of a plan over the objection of a
secured creditor. Thus, in Chapter 13, in the absence of
the secured creditor’s approval of the plan or a surrender
of collateral to the secured creditor, a bankruptcy court
can confirm a debtor’s plan only if:

(i) the plan provides that the holder of such [al-
lowed secured] claim retain the lien securing such
claim; and

(ii) the value, as of the effective date of the plan, of
property to be distributed under the plan on account
of such [allowed secured] claim is not less than the
allowed amount of such claim....

Bankruptcy Code § 1325(a)(5)(B) (emphasis added).

Theabove-italicized language, aswell asidentical lan-
guage in comparable provisions of Chapters 11 and 12
(see Bankruptcy Code 88 1129(b)(2)(A)(i),
1225(a)(5)(B)), “contemplates a present value analysis
that will discount valueto bereceivedin thefuture,” “thus
recognizing the time-value of money.” H.R. Rep. No. 95-
595, at 414, 413 (1978).

Under the cram down option, the debtor is permit-
ted to keep the property over the objection of the
creditor; the creditor retains the lien securing the
claim, and the debtor is required to provide the
creditor with payments, over the life of the plan,
that will total the present value of the allowed se-
cured claim....

Associates Commercial Corp. v. Rash, 520 U.S. 953, 957,
117 S. Ct. 1879, 138 L. Ed. 2d 148, 30 Bankr. Ct. Dec.
(CRR) 1254, 37 Collier Bankr. Cas. 2d (MB) 744, Bankr.
L. Rep. (CCH) 177409 (1997) (emphasis added and cita-
tionsomitted) [Norton Bankr. L. & Prac. 2d § 43:2; Bank.
Serv., L Ed 88 24:253, 24:255, 24:264].

Determining the present value of future paymentsisa
straightforward mathematical cal cul ation once one selects
“an appropriate discount rate [for] a discounting of the
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stream of deferred payments back to the present dollar
value of the claim at confirmation.” Rake v. Wade, 508
U.S.464,472n.8,113 S. Ct. 2187, 124 L. Ed. 2d 424, 24
Bankr. Ct. Dec. (CRR) 533, 28 Collier Bankr. Cas. 2d
(MB) 983, Bankr. L. Rep. (CCH) 175275 (1993) [Norton
Bankr. L. & Prac. 2d §§ 121:8, 122:8, 123:12; Bankr.
Serv., L Ed 88 50:269, 50:306]. Because the present value
of plan paymentson acreditor’s secured claim, “as of the
effective date of the plan,” must equal or exceed the
amount of the allowed secured claim, this requirement
can be met through deferred payment of the face amount
of the allowed secured claim, plusinterest payments cal-
culated using an interest rate equal to the appropriate dis-
count rate. SeeH.R. Rer. No. 95-595, at 414 (1978) (noting
that, “of course, if the interest rate paid is equivalent to
the discount rate used, the present value and face future
value will beidentical”). “When a claim is paid off pur-
suant to a stream of future payments, a creditor receives
the ‘present value' of itsclaim only if the total amount of
the deferred payments includes the amount of the under-
lying claim plus an appropriate amount of interest to com-
pensate the creditor for the decreased value of the claim
caused by the delayed payments.” Rakev. Wade, 508 U.S.
464, at 472 n.8. Nothing in the Code or its legislative
history, however, indicates what the appropriate interest
or discount rate should be.

Interest and Discount Rates:
Herein of Opportunity Cost

Time value of money concepts revolve around the el-
ementary proposition that “a specified amount of money
available to you today is worth more than a claim to the
same amount of money in the future.” WiLLiam A. KLEIN
& JoHN C. Correg, Jr., BusineEss ORGANIZATION AND Fi-
NANCE: LEGAL AND Economic PrincipLEs 318 (9th ed. 2004).
Interest rates are the means by which we determine, very
precisely, how much more valuabl e present money isthan
future money. Interest is, essentially, the price of money,
and the price of money is determined in the same manner
as the price of goods and services—by supply and de-
mand in various markets for money. Interest as the price
of money simply reflectsthe very intuitiveideathat people
generally prefer to receive money sooner rather than later.
This is true for several reasons, each of which contrib-
utesto theamount of interest demanded in order to forego
present receipt and enjoyment of money in favor of fu-
ture receipt and enjoyment (and, conversely, paid in or-
der to have money now rather than in the future).

The most straightforward component of interest isin-
flation compensation. In periods of positive inflation,
money becomes less valuable over time and, thus, inter-

est compensates those who forego present receipt and
enjoyment of money for the devaluation of that money
expected to occur over time. Over and above simple in-
flation compensation, though, interest rates are a reflec-
tion of the basic economic concept of opportunity cost.
Devoting any resource to a particular use necessarily
means abandoning other possible uses. So one of the
“costs’ of using the resource in that particular manner is
that which is given up in terms of other opportunities.

Foregoing present receipt and enjoyment of money
obviously involves opportunity cost in terms of other
possible uses of that money. In terms of measuring the
foregone return from other possible uses of money, at a
minimum, one could alwaysinvest money in U.S. Trea-
sury obligations, which are considered risk free (or as
close to arisk-free investment as thereis). The interest
rate on U.S. Treasury obligations, therefore, is known
as the risk-free rate, which contains compensation for
inflation and so-called “pure” interest—compensation
for the time value of money and nothing else. The risk-
free rate, however, does not fully capture the opportu-
nity cost of most uses of money, as most uses of money
are not risk free, and the best measure of opportunity
cost “isthelost return on the next best alternative.” KLein
& Corree, BusiNnEss ORGANIZATION AND FINANCE, at 329.
Interest rates above the risk-free rate, thus, contain an
additional measure of compensation—a so-called risk
premium—to account for the risk inherent in the future
receipts of money.

The same principles apply when we translate the con-
cept of interest into present value analysis. “Opportu-
nity cost can be expressed as a rate of return; and that
rate of return is the discount rate used” in the present
value analysis. KLEIN & Correg, BusiNEss ORGANIZATION
AND FINANCE, at 330. The opportunity cost captured by
an appropriate discount rate is the “rate of return of-
fered by equivalent... aternatives.” RicHARD A. BREALEY
& SteEwaRT C. MYERS, PrINCIPLES OF CORPORATE FINANCE
17 (6th ed. 2000). Inthat regard, “the concepts of present
valueand... opportunity cost... still make sensefor risky
investments. It is still proper to discount the payoff by
the rate of return offered by an equivalent [risky] in-
vestment.” BReaLEY & MYERs, CorPORATE FINANCE, at
18. Since risky future cash receipts carry a higher op-
portunity cost than risk-free future cash receipts, this
impliesthat risky future cash receipts must be discounted
at a higher rate than is appropriate for risk-free future
cash receipts. In present value computations, then, all
else being equal, ahigher discount rate resultsin alower
present value. Thus, the most basic principles of time
value of money reveal not only that “a dollar today is
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worth more than a dollar tomorrow,” but also that “[a]
safe dollar isworth more than arisky one.” BReaLEY &
MyERs, CorPORATE FINANCE, at 16, 18.

Cramdown Interest Rates Repudiated by Till

Although Till does not definitively resolve the appro-
priate method for setting acramdown interest rate, it does
seem to foreclose application of certain approaches.

A Risk-Free Rate

All of the opinionsin Till acknowledged the three dis-
tinct components comprising interest rates. “pure” risk-
freeinterest, inflation, and arisk premium. Thus, “[b]oth
the plurality and dissent agree[d)] that ‘[a] debtor’s prom-
ise of future payments is worth less than an immediate
payment of the same total amount because the creditor
cannot use the money right away, inflation may causethe
value of the dollar to decline before the debtor pays, and
there is always some risk of nonpayment.’” Till, 124 S.
Ct. 1951, at 1965 (Thomas, J., concurring).

In his separate concurrence, though, Justice Thomas
argued that the text of Code § 1325(a)(5)(B) does not
require inclusion of arisk premium in a cramdown in-
terest rate:

| agree that a “promise of future paymentsis
worthlessthan animmediate payment” of thesame
amount, in part because of therisk of nonpayment.
But thisfact isirrelevant. The statute does not re-
quire that the value of the promise to distribute
property under the plan be nolessthan theallowed
amount of the secured creditor’sclaim. It requires
only that “the value... of property to be distrib-
uted under the plan,” at the time of the effective
date of the plan, be no less than the amount of
the secured creditor’s claim. 11 U.S.C.
§ 1325(a)(5)(B)(ii) (emphasis added). Both the
plurality and the dissent ignore the clear text of
the statute in an apparent rush to ensure that se-
cured creditorsare not undercompensated in bank-
ruptcy proceedings. But the statute that Congress
enacted does not require adebtor-specific risk ad-
justment that would put secured creditors in the
same position asif they had made another loan.

Till, 124 S. Ct. 1951, at 1965 (Thomas, J., concurring).

According to Justice Thomas'sreading, then, by speak-
ing in terms of the value of “property” to be distributed
under the plan, rather than the value of a “promise”’ to
distribute that property, the statute effectively eliminates
any consideration of risk in determining the present value
of that property: “[1]tisnonsensical to speak of adebtor’s
risk of default being inherent in the value of *property’

© 2004 West, a Thomson business

unless that property is a promise or a debt.” Till, 124 S.
Ct. 1951, at 1966 (Thomas, J., concurring). Justice
Thomas's sharp dichotomy between the " property” to be
distributed under aplan and a“promise” to distribute that
property, however, does not necessarily follow from the
language of the statute.

In Chapter 13, “aconfirmed plan actsmore or lesslike
a court-approved contract... that binds both the debtor
and all thecreditors,” Inre Harvey, 213 F.3d 318, 321, 36
Bankr. Ct. Dec. (CRR) 21, Bankr. L. Rep. (CCH) 178181
(7th Cir. 2000) [Norton Bankr. L. & Prac. 2d § 121:8],
and the essence of a contract, of course, is as a set of
enforceable promises. RESTATEMENT (Seconp) oF Con-
TrRACTS 8 1. Implicit inthe planitself, then, isthe debtor’s
enforceable promise to make future plan distributions to
the secured creditor, and accepted understandings of the
concept of property can easily encompass this enforce-
able promise within the “ property” distributed to the se-
cured creditor under the plan. As Justice Scalia noted,
“[b]oth the promise to make payments and the proposed
payments themselves are property rights, the former ‘to
be distributed under the plan’ immediately upon confir-
mation, and the latter over the life of the plan.” Till, 124
S. Ct. 1951, at 1976 (Scalia, J., dissenting). Indeed, the
Supreme Court has recognized as much in asimilar con-
text. Together, the Court’s decisions in Ahlers and 203
North LaSalle hold that not only is purchase or retention
of an equity interest in the debtor’s property itself “ prop-
erty” distributed under the plan, but the exclusiveright to
purchase such an equity interest, merely implicit in the
structure of the plan, also “should... betreated asanitem
of property initsown right.” Bank of America Nat. Trust
and Sav. Ass'n v. 203 North LaSalle Street Partnership,
526 U.S. 434, 455, 119 S. Ct. 1411, 143 L. Ed. 2d 607, 34
Bankr. Ct. Dec. (CRR) 329, 41 Collier Bankr. Cas. 2d
(MB) 526, Bankr. L. Rep. (CCH) 1 77924 (1999)). See
aso Norwest Bank Worthington v. Ahlers, 485 U.S. 197,
209, 108 S. Ct. 963, 99 L. Ed. 2d 169, 17 Bankr. Ct. Dec.
(CRR) 201, 18 Collier Bankr. Cas. 2d (MB) 262, Bankr.
L. Rep. (CCH) 172186 (1988) [Norton Bankr. L. & Prac.
2d 8§ 93:13; Bankr. Serv., L Ed § 45:22].

Even Justice Thomas acknowledged that the“ property”
distributed under aplan might include a“promise” to dis-
tribute property in the future “if the ‘ property to be dis-
tributed’ under a Chapter 13 planisanote(i.e., apromise
to pay).” Till, 124 S. Ct. 1951, at 1967 (Thomas, J., con-
curring). “But there is no practical difference between
obligating the debtor to make deferred payments under a
plan and obligating the debtor to sign anote that requires
those same payments.” Till, 124 S. Ct. 1951, at 1976
(Scalia, J., dissenting). In each case, the secured creditor
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receives the debtor’s promise to make the payments (ei-
ther explicitly or implicitly). If such apromiseis*prop-
erty” distributed under the plan in one case, it also seems
to be “property” distributed under the plan in the other.

Even more fundamentally, though, contrasting valua-
tion of a promise to distribute property in the future and
valuation of the property to be distributed in the futureis
adistinction entirely without a difference, given the op-
erative valuation language of the Code. When the plan
cals for future property distributions (e.g., future cash
payments), the statute requires those future distributions
to be valued “as of the effective date of the plan.” Bank-
ruptcy Code 8§ 1325(a)(5)(B)(ii). The “property” to be
distributed, thus, cannot be valued in the abstract or at
face value; delayed distribution requires discounting fu-
ture distributionsto present value, which simply begsthe
question of the appropriate discount rate (or interest to be
paid with the future distributions) and whether that rate
should include arisk premium.

As Justice Thomas acknowl edged, the plan must “ pro-
pose an interest rate that will compensate a creditor for
the fact that if he had received the property immediately
rather than at a future date, he could have immediately
made use of that property.” Till, 124 S. Ct. 1951, at 1967
(Thomas, J., concurring). This correctly recognizes the
concept of opportunity cost, which is the essence of in-
terest, but Justice Thomas inappropriately assumes that
“[i]n most, if not al, cases, where the plan proposes sim-
ply astream of cash payments, the appropriate risk-free
rate should suffice” to compensate the creditor for his
opportunity cost. Till, 124 S. Ct. 1951, at 1966 (Thomas,
J., concurring). As our above primer on interest demon-
strates, though, arisk-free rateis an appropriate measure
of the opportunity cost of deferring payment only if those
deferred payments arerisk free. If the deferred payments
are risky, the opportunity cost of the deferral is higher
than the risk-free rate of interest. Opportunity cost can-
not be determined in the abstract either; the opportunity
cost of afuture receipt can be determined only by refer-
ence to the nature of that future receipt. This concept is
embedded in and cannot be severed from the statutory
mandate to determine “value, as of the effective date of
the plan.” Bankruptcy Code 8§ 1325(a)(5)(B)(ii). If future
distributions of “property” under aplan areuncertain, then
the “value” of those future distributions of property, “as
of the effective date of the plan,” islower than if receipt
of that “property” carries no risk.

A risk-freerate of cramdown interest, then, isnot com-
pelled by the language of the Code and, indeed, seems
inconsistent with the very nature of determining the
present “value, as of the effective date of the plan,” of

proposed plan distributions. Little wonder, then, that use
of arisk-free cramdown interest rate has had virtually no
following inthelower courts. “ Circuit authority uniformly
rejects the risk-free approach,” and “Justice THOMAS
identifiegld] no decision adopting his view.” Till, 124 S.
Ct. 1951, at 1976-77 (Scdlia, J., dissenting). It was this
conspicuous dearth of any substantial support in a quite
voluminous body of case law that ultimately convinced
the Till plurality to join the four dissenters in rejecting
Justice Thomas's reading of the statute:

[B]ecause so many judges who have considered the
issue (including the authors of the four earlier opin-
ions in this case) have rejected the risk-free ap-
proach, we think it too late in the day to endorse
that approach now. Of coursg, if thetext of the stat-
ute required such an approach, that would be the
end of the matter. We think, however, that
8§ 1325(a)(5)(B)(ii)’s reference to “value, as of the
effective date of the plan, of property to be distrib-
uted under the plan” is better read to incorporate all
of the commonly understood components of
“present value,” including any risk of nonpayment.

Till, 124 S. Ct. 1951, at 1964 (Stevens, J., plurdity opinion).

The Cost of Funds Approach

Another approach to cramdown interest rates that
seems untenable after Till is the so-called cost of funds
approach. Although no circuit court has adopted the cost
of funds approach, several bankruptcy courts have. See,
e.g., Matter of Jordan, 130 B.R. 185, 21 Bankr. Ct. Dec.
(CRR) 1579, Bankr. L. Rep. (CCH) 1 74087 (Bankr. D.
N.J. 1991) [Norton Bankr. L. & Prac. 2d § 122:8; Bankr.
Serv., L Ed 88 50:292, 50:294, 50:295]. Moreover, the
Second Circuit (while ultimately rejecting the cost of
funds approach as impractical) opined that, in theory,
“an interest rate based on a ‘ cost of funds’ approach...
appropriately reflects the present value of a creditor’s
allowed [secured] claim.” Inre Valenti, 105 F.3d 55, 64,
30 Bankr. Ct. Dec. (CRR) 210, Bankr. L. Rep. (CCH) 1
77251 (2d Cir. 1997) [Norton Bankr. L. & Prac. 2d
88 43:2, 122:8] (abrogated in part by, Associates Com-
mercial Corp. v. Rash, 520 U.S. 953, 117 S. Ct. 1879,
138 L. Ed. 2d 148, 30 Bankr. Ct. Dec. (CRR) 1254, 37
Collier Bankr. Cas. 2d (MB) 744, Bankr. L. Rep. (CCH)
1 77409 (1997) [Bankr. Serv., L Ed 88§ 24:251, 24:253,
24.255, 24:264]) and (holding modified by, In re
Marquez, 270 B.R. 761 (Norton Bankr. L. & Prac. 2d
§43:2; Bankr. D. Ariz. 2001)). Likewise, the Seventh
Circuit dissenter in Till thought that “the cost of funds
approach comes closer to recognizing the economic con-
sequences of the debtor’s decision to keep the collat-
eral.” Till, 301 F.3d 583, at 595 (Rovner, C.J., dissenting).
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Strictly speaking, the debtor’s retention of collat-
eral does not preclude the creditor from making a
new loan, it simply deprivesthe creditor of an asset
that the creditor could convert into money and use
to fund the new loan. A straightforward way to ac-
count for that deprivation is to ask what it would
cost the creditor to obtain the cash equivalent of the
collateral from an aternative source.

Till, 301 F.3d 583, at 595 (Rovner, C.J., dissenting). The
cost of funds approach, however, has a number of prob-
lems, which led to its rejection by both the Till plurality
(explicitly) and the Till dissenters (implicitly).

First of all, the notion of simply “replacing” the funds
tied up in the debtor’s retention of the secured creditor’s
collateral is not necessarily a redlistic depiction of the
economic consequencesto the secured creditor. “ The cost
of funds method presupposes that a creditor will opt to
exhaust some of its own credit in order to replace thelig-
uid capital it would have received after foreclosure and
sale.” Till, 301 F.3d 583, at 590.

A magjor difficulty with this approach... isits
underlying [and unstated] assumption that the
secured creditor has an unlimited supply of credit.
When it is recognized that every secured credi-
tor has a limited amount of credit on which to
draw, then it follows that utilizing some of that
borrowing capacity without providing the secured
creditor with the usual return on its capital pro-
duces aloss for the secured creditor.

United Carolina Bank v. Hall, 993 F.2d 1126, 1130, 24
Bankr. Ct. Dec. (CRR) 508, 28 Collier Bankr. Cas. 2d
(MB) 1388 (4th Cir. 1993) [Norton Bankr. L. & Prac. 2d
§ 122:8; Bankr. Serv., L Ed 88 50:293, 50:302].

In addition, by focusing upon the secured creditor’s
marginal cost of capital, this“approach... isdifficult for
bankruptcy courtsto apply efficiently and inexpensively.
Because individual creditors borrow funds at different
rates, bankruptcy courts would have to conduct eviden-
tiary hearingsto determine a creditor’s cost of funds on
acase-by-casebasis.” Valenti, 105 F.3d 55, at 64. More-
over, this information is not readily available to the
debtor, which “imposes a significant evidentiary bur-
den” for any “debtor seeking to rebut a creditor’s as-
serted cost of borrowing.” Till, 124 S. Ct. 1951, at 1961
(Stevens, J., plurality opinion). And determining a se-
cured creditor’s cost of capital introduces its own theo-
retical and methodol ogical ambiguitiesand complexities.
See, e.g., InreCassell, 119 B.R. 89, 91 (W.D. Va. 1990)
[Norton Bankr. L. & Prac. 2d § 122:8; Bankr. Serv., L
Ed § 50:292] (noting that the assumption “that the proper

© 2004 West, a Thomson business

measure of a creditor’s cost of fundsis its incremental
borrowing cost... containsabasic error” inlight of “the
fact that firms finance their activities through equity as
well as debt” and, thus, the creditor’s “cost of capital
for those needsis more properly reflected by itsweighted
average cost of capital rather than its marginal cost” of
borrowing).

Most significantly, however, the cost of funds ap-
proach does not seem at all responsive to the inquiry
mandated by the statute: determining the present “value,
as of the effective date of the plan,” of a stream of fu-
ture payments from the debtor. Bankruptcy Code
8 1325(a)(5)(B)(ii). Thus, the cost of funds approach
“mistakenly focuses on the creditworthiness of the credi-
tor rather than the debtor. Till, 124 S. Ct. 1951, at 1961
(Stevens, J., plurality opinion). This shift in focus, and
its premise that the creditor is made whole by simply
“replacing” the funds at issue—while obligating the
debtor to pay the creditor those funds over time plusthe
creditor’s cost of obtaining those funds—ignores alto-
gether the risk that the debtor will not pay. See, e.g.,
Jordan, 130 B.R. 185, at 192 (acknowledging that any
estimate of the creditor’s cost of funds* does not include
the risk to the secured creditor inherent in the Chapter
13 deferral of payments process’). Thus, the cost of funds
approach isaclose cousin to Justice Thomas's proposed
risk-free cramdown rate and, therefore, cannot survive
Till, given that an eight-justice majority of the Court
“agreg[d] that any deferred paymentsto asecured credi-
tor must fully compensate it for the risk that such afail-
ure [to pay] will occur.” Till, 124 S. Ct. 1951, at 1968
(Scalia, J., dissenting).

Cramdown Interest Rates Consistent with Till

Given that no circuit court of appeals pre-Till had
adopted either arisk-free cramdown interest rate or acost
of funds approach to cramdown interest rates, Till’s repu-
diation of those measures changesthelegal landscape very
little. And when it comes to choosing among the other
competing approaches to determining a cramdown inter-
est rate (presumably the impetus for the Court’s grant of
certiorari), Till does absolutely nothing. Indeed, in some
senses Till introduces even more conceptual ambiguity
into theinquiry.

The Coerced Loan Theory

Pre-Till, the lower courts would choose a cramdown
interest rate methodology only after first envisioning what
Professor Carlson has aptly described as the most con-
vincing “subjunctive” scenario. “What would have hap-
pened if...?" David Gray Carlson, Car Wars: Valuation
Sandards in Chapter 13 Bankruptcy Cases, 13 BANKR.
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Dev. J. 1, 18 (1996). The pre-Till courts had largely re-
jected the subjunctive scenario posited by the cost of funds
approach in favor of the alternative subjunctive scenario
of anew loan to the debtor.

[W]e conclude that it is fairer to treat the value of
the collateral retained by the debtor under the* cram
down” provision of Chapter 13 asanew loan and to
match its rate of return to the secured creditor with
that which the creditor would otherwise be able to
obtain in its lending market.

Hall, 993 F.2d 1126, at 1130. Accord General Motors
Acceptance Corp. v. Jones, 999 F.2d 63, 24 Bankr. Ct.
Dec. (CRR) 800, 29 Collier Bankr. Cas. 2d (MB) 381,
Bankr. L. Rep. (CCH) § 75352 (3d Cir. 1993) [Bankr.
Serv., L Ed 88 50:286, 50:292, 50:293, 50:295, 50:297,
50:298, 50:301; Norton Bankr. L. & Prac. 2d § 122:8];
Matter of Smithwick, 121 F.3d 211 (5th Cir. 1997); Mem-
phisBank & Trust Co. v. Whitman, 692 F.2d 427, 9 Bankr.
Ct. Dec. (CRR) 1140, 7 Collier Bankr. Cas. 2d (MB) 727,
Bankr. L. Rep. (CCH) 168901, Bankr. L. Rep. (CCH) 1
68946 (6th Cir. 1982); Koopmansv. Farm Credit Services
of Mid-America, ACA, 102 F.3d 874, 30 Bankr. Ct. Dec.
(CRR) 21, Bankr. L. Rep. (CCH) 77190 (7th Cir. 1996)
[Bankr. Serv., L Ed 88 47:226, 47:243, 47:246, 47:248,
47.251, 47:253]; In re Hardzog, 901 F.2d 858, 20 Bankr.
Ct. Dec. (CRR) 640, 22 Collier Bankr. Cas. 2d (MB) 1253,
Bankr. L. Rep. (CCH) 1 73340 (10th Cir. 1990) [Norton
Bankr. L. & Prac. 2d § 93:5, Bankr. Serv., L Ed 88§ 47:246,
47.248]; Matter of Southern States Motor Inns, Inc., 709
F.2d 647, 10 Bankr. Ct. Dec. (CRR) 1470, 8 Collier Bankr.
Cas. 2d (MB) 1283, Bankr. L. Rep. (CCH) 169332 (11th
Cir. 1983) [Norton Bankr. L. & Prac. 2d § 93:5].

Of course, cramdown is not really a “new loan” in
that it is imposed on the creditor over its objection—
thus, the notion becomes one of aforced or coerced loan.
“Because every cram down is imposed by a court over
the objection of the secured creditor, there is no free
market of willing cram down lenders.” Till, 124 S. Ct.
1951, at 1959 n.13 (Stevens, J., plurality opinion). See
Todd J. Zywicki, Cramdown and the Code: Calculating
Cramdown Interest Rates Under the Bankruptcy Code,
19 THUrRGoOD MARSHALL L. Rev. 241, 265-67 (1994) (ex-
plaining that cramdown is, nonetheless, necessary to
counter asecured creditor’s* hold up” power). Thus, “the
coerced |oan approach requires bankruptcy courtsto con-
sider evidence about the market for comparableloansto
similar (though nonbankrupt) debtors.” Till, 124 S. Ct.
1951, at 1960 (Stevens, J., plurality opinion). As Pro-
fessor Carlson points out, though, while “[s]ubjunctive
claimsare designed to have normative purchase,” “[t]hey
have rhetorical force, not scientific integrity.” Carlson,

Car Wars, 13 Bankr. Dev. J. 1, at 18. And the forced
loan theory receives much less overt emphasis in the
Till opinions.

The Till plurality purports to reject the coerced loan
theory, opting instead for “ an objective economic analy-
sis [that] would suggest the debtor’s interest payments
will adequately compensateall such creditorsfor thetime
value of their money and the risk of default.” Till, 124
S. Ct. 1951, at 1960 & n.14 (Stevens, J., plurality opin-
ion) (“courts [should] look to first principles and ask
only what rate will fairly compensate a creditor for its
exposure”). While much of the reasoning of Till’s four-
justice dissent is consistent with the forced loan theory,
nowhere does that opinion expressly invoke the new |oan
analogy. Rather, like the plurality, the dissent favored
an objective inquiry whose aim is full compensation of
the secured creditor: “For a[cramdown interest rate] to
be adequate, a hypothetical, rational creditor must be
indifferent between accepting (1) the proposed risky
stream of payments over time and (2) immediate pay-
ment of its present valuein alump sum.” Till, 124 S. Ct.
1951, at 1974 (Scalia, J., dissenting) (emphasis added).
Accord Till, 124 S. Ct. 1951, at 1959 (Stevens, J., plu-
rality opinion) (noting that the statute does not “require
that the cram down terms make the creditor subjectively
indifferent between present foreclosure and future pay-
ment. Indeed, the very idea of a‘cram down’ loan pre-
cludes the latter result.” (emphasis added)).

Asthe fundamental s of present value analysis demon-
strate, though, full compensation is determined by op-
portunity cost—"thelost return on the next best alternative
whose rate of return is known.” KLeiIN & Correg, Busi-
NESs ORGANIZATION AND FINANCE, at 329. Seealso BREALEY
& MyERs, CorPORATE FINANCE, at 17 (noting that the op-
portunity cost captured by an appropriate discount rateis
“the rate of return offered by equivalent... alternatives’
(emphasis added)). Nothing in the ultimate reasoning of
either the plurality or the dissent, then, isinconsistent with
the coerced loan theory. The rate of interest on a compa-
rable loan to a similar debtor is simply one measure of
the secured creditor’s opportunity cost. The Till plurality
and dissent simply proposed alternative measures of the
secured creditor’s opportunity cost, neither of which at-
tracted the support of amgjority of the Court.

Theonly differences between the alternative measures
lie in presumptions about the most reliable estimates of
the secured creditor’s opportunity cost, burdens of proof,
and other such methodological details. In theory, though,
all of these approaches (including the coerced loan ap-
proach) are attempting to measure the same thing. Asthe
Till plurality acknowledged:

© 2004 West, a Thomson business
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[1]f al relevant information about the debtor’s cir-
cumstances, the creditor’s circumstances, the nature
of thecollateral, and the market for comparableloans
were equally available to both debtor and creditor,
thenin theory the formulaand presumptive contract
rate approaches would yield the same final interest
rate. Thus, we principally differ with the dissent not
over what final rate courts should adopt but over
which party (creditor or debtor) should bear the
burden of rebutting the presumptive rate (prime or
contract, respectively).

Till, 124 S. Ct. 1951, at 1964 (Stevens, J., plurality opin-
ion). Likewise, the Till dissent agreed that “[o]ur only
disagreement isover what procedure will more often pro-
duce accurate estimates of the appropriate interest rate.”
Till, 124 S. Ct. 1951, at 1968.

The Till Court’s failure to specify a methodology for
determining the appropriate interest rate meansthat (de-
pending on existing circuit precedent) not only are both
a formula rate and a presumptive contract rate still vi-
able, so too is a coerced loan approach. Nothing in Till
seems to preclude a bankruptcy court from fixing a
cramdown interest rate based upon direct evidence of
the market interest rate that would be charged on acom-
parable loan to a similar debtor—that is, to the extent
such evidence is available. See Hon. John K. Pearson,
et a., Ending the Judicial Snipe Hunt: The Search for
the Cramdown Interest Rate, 4 Am. BANKR. INsT. L. Rev.
35, 44-48 (1996) (discussing the absence in many cir-
cumstances of any market for loans on the same terms
as the cramdown, especially when the creditor is
undersecured and, thus, the debtor has no equity in the
collateral).

A Formula Rate

Several circuit courts have approved use of the for-
mula method for estimating an appropriate cramdown
interest rate, and this is the methodology favored by the
four-justice plurality in Till. The formula approach at-
tempts to quantify the various components of interest
(“pure” risk-free interest, an inflation adjustment, and a
risk premium) discussed above:

Taking its cue from ordinary lending practices, the
approach begins by looking to the national prime
market, reported daily in the press, which reflects
thefinancial market’s estimate of the amount acom-
mercia bank should charge acreditworthy commer-
cial borrower to compensate for the opportunity
costs of the loan, the risk of inflation, and the rela-
tively slight risk of default. Because bankrupt debt-
orstypically pose agreater risk of nonpayment than

© 2004 West, a Thomson business

solvent commercial borrowers, the approach then
requires a bankruptcy court to adjust the prime rate
accordingly. The appropriate size of the risk adjust-
ment depends, of course, on such factors asthe cir-
cumstances of the estate, the nature of the security,
and the duration and feasibility of the reorganiza-
tion plan. The court must therefore hold a hearing
at which the debtor and any creditors may present
evidence about the appropriate risk adjustment.

Till, 124 S. Ct. 1951, at 1961 (Stevens, J., plurality opin-
ion). Accord Valenti, 105 F.3d 55 (U.S. Treasury rate plus
risk premium); Koopmans, 102 F.3d 874 (primerate plus
risk premium); U.S. v. Doud, 869 F.2d 1144, 19 Bankr.
Ct. Dec. (CRR) 325, 20 Collier Bankr. Cas. 2d (MB) 1156,
Bankr. L. Rep. (CCH) § 72809 (8th Cir. 1989) [Norton
Bankr. L. & Prac. 2d § 93:5; Bankr. Serv., L Ed 88 47:241,
A7:244, 47:248, 47:254, 47:255] (U.S. Treasury rate plus
risk premium); In re Fowler, 903 F.2d 694, 22 Collier
Bankr. Cas. 2d (MB) 1659, Bankr. L. Rep. (CCH) 173390
(9th Cir. 1990) [Norton Bankr. L. & Prac. 2d 8 93:5; Bankr.
Serv., L Ed 88 47:239, 47:240, 47:241, 47:248, 47:253,
47:255] (prime rate plus risk premium).

Under the formula approach, then, the pivotal issue
is, of course, determining an adequate risk premium in
light of the repayment risks of the particular debtor’s
plan. The need to take evidence on this issue in each
case, though, did not unduly trouble the plurality, be-
cause “ starting from a concededly low estimate and ad-
justing upward places the evidentiary burden squarely
on the creditors, who are likely to have readier accessto
any [relevant] information,” and “many of the factors
relevant to the adjustment fall squarely within the bank-
ruptcy court’s area of expertise.” Till, 124 S. Ct. 1951,
at 1961 (Stevens, J., plurality opinion).

Moreover, in Chapter 13 cases, many courts have
adopted (often by local rule) a fixed risk premium or
default risk premium, thus, narrowing (or eliminating
entirely) the risk premium inquiry. See, e.g., In re
WiImsmeyer, 171 B.R. 61, 63 (Bankr. E.D. Mo. 1994)
[Bankr. Serv., L Ed 8§ 50:299] (confirming Chapter 13
plan with cramdown interest rate of prime plus 3.5%
set by local rule, “[a]bsent proof to the contrary”). The
Till plurality did not comment upon the propriety of
this practice nor “decide the proper scale for the risk
adjustment,” but did implicitly sanction informal guide-
posts for arisk premium by noting (with apparent ap-
proval): “The Bankruptcy Court in this case approved
arisk adjustment of 1.5%, and other courts have gen-
erally approved adjustments of 1% to 3%.” Till, 124 S.
Ct. 1951, at 1962 (Stevens, J., plurality opinion) (cita-
tions omitted).
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The Presumptive Contract Rate

The four-justice Till dissent favored the approach of
those courts (including the Seventh Circuit pand in Till)
holding that, in the absence of evidence to the contrary,
the parties’ original contract rate should serve asthe pre-
sumptive cramdown rate of interest. See Jones, 999 F.2d
63; Smithwick, 121 F.3d 211. The Till dissenters had in
mind the same general objectivesastheplurality: adequate
risk compensation for the secured creditor and ease of
administration. Yet, the dissenters believed a presump-
tive contract rate far superior on both scores:

The plurality would use the prime lending rate—a
rate we know istoo low—and require the judgein
every case to determine an amount by which to
increaseit. | believethat, in practice, thisapproach
will systematically undercompensate secured
creditors for the true risk of default. | would in-
stead adopt the contract rate—i.e., therate at which
the creditor actually loaned funds to the debtor—
as a presumption that the bankruptcy judge could
revise on motion of either party. Since that rateis
generally a good indicator of actual risk, disputes
should be infrequent, and it will provide a quick
and reasonably accurate standard.

Till, 124 S. Ct. 1951, at 1968 (Scalia, J., dissenting).

Efficient Markets, Transaction Costs, and “ Profits.” The
dissent’s willingness to rely on the parties' contract rate
as the proper starting point is essentialy an attempt to
objectify, to the greatest degree possible, the determina-
tion of a cramdown interest rate and thus take the deci-
sion away from individual bankruptcy judges:

[T]he most relevant factors bearing on risk premium
are (1) the probability of plan failure; (2) the rate of
collateral depreciation; (3) the liquidity of the col-
lateral market; and (4) the administrative expenses
of enforcement. Under the formulaapproach, arisk
premium must be computed in every case, so judges
will invariably grapple with these imponderables.
Under the contract-rate approach, by contrast, the
task of assessing al theserisk factorsisentrusted to
the entity most capable of undertaking it: the mar-
ket. All therisk factors arereflected (assuming mar-
ket efficiency) inthe debtor’s contract rate—anum-
ber readily found in the loan document. If neither
party disputes it, the bankruptcy judge’stask is at
an end. There are straightforward ways a debtor
could dispute it—for example, by showing that the
creditor is now substantially oversecured, or that
some other lender is willing to extend credit at a
lower rate. But unlike the formula approach, which

requires difficult estimation in every case, the con-
tract-rate approach requiresit only when the parties
choose to contest the issue.

Till, 124 S.Ct. 1951, at 1973 (Scalia, J., dissenting) (ci-
tation omitted).

Thisapproach, of course, “assumesthat subprime lend-
ing marketsare competitive and thereforelargely efficient.
If so, the high interest rates lenders charge reflect. . . the
actual risks of default that subprime borrowers present.”
Till, 124 S.Ct. 1951, at 1969 (Scdlia, J., dissenting). The
plurality, however, was not prepared to indulge the as-
sumption “that subprime loans are negotiated between
fully informed buyers and sellers in a classic free mar-
ket,” and was more inclined to believe that “subprime
lenders. . . exploit borrowers’ ignorance and charge rates
above what a competitive market would alow.” Till, 124
S.Ct. 1951, at 1962-63 (Stevens, J., plurality opinion).

The plurality also thought that the parties’ contract rate
systematically “overcompensates secured creditors be-
cause the market lending rate must be high enough to
cover factors, likelenders' transaction costs and overall
profits, that are no longer relevant in the context of court-
administered and court-supervised cram down loans.”
Till, 124 S.Ct. 1951, at 1960 (Stevens, J., plurality opin-
ion). Asthe dissent points out, though, so-called account-
ing “profits,” as long as they do not exceed the return
available from other comparable uses of the creditor’s
money, are not economic “profits’ but are merely the
opportunity cost of deferring payment to the creditor—
the essence of determining an appropriate interest rate.
“[O]verhead and profits. . . are necessary components
of any commercial lending rate, since creditors will not
lend money if they cannot cover their costs and return a
level of profit sufficient to prevent their investors from
going elsewhere.” Till, 124 S.Ct. 1951, at 1972 (Scalia,
J., dissenting).

The fact that a cramdown is not realy a “new loan”
means that “[s]ome transaction costs are avoided by the
creditor in bankruptcy—for example loan-origination
costs.” But the creditor also incurs additional costs in
conjunction with the debtor’s bankruptcy proceedingsthat
would not be incurred with a “new loan”. Thus, the
creditor’s costs are not necessarily lower for acramdown
“loan,” and it may well be the case that “[a]ny transac-
tion coststhe creditor avoidsin bankruptcy are. . . far less
than the additional ones heincurs.” Till, 124 S.Ct. 1951,
at 1972 n.6 (Scdlia, J., dissenting).

Risk Premium and Plan Feasibility. The plurality also
took issue with the dissent’s second operative assump-
tion “that the expected costs of default in Chapter 13 are

© 2004 West, a Thomson business
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normally no less than those at the time of lending” be-
cause “Chapter 13 plans often fail” and, thus, “[t]he bet-
ter assumption is that bankrupt debtors are riskier than
other subprime debtors—or, at the very least, not system-
atically lessrisky.” Till, 124 S.Ct. 1951, at 1969-70 & n.1
(Scalia, J., dissenting) (citing Scott F. Norberg, Consumer
Bankruptcy's New Clothes: An Empirical Sudy of Dis-
charge and Debt Collection in Chapter 13, 7 Am. BANKR.
INsT. L. Rev. 415, 440-41 (1999), finding a 60%
postconfirmation failurerate). This, of course, isthe cen-
tral issuein determining an appropriate level of compen-
sation for the risk of plan failure, but the plurality
essentially sidestepped the issue.

There is some dispute about the true scale of
that risk. . . . It is sufficient for our purposes to
note that, under 11 U.S.C. § 1325(a)(6), a court
may not approve a plan unless. . . “the debtor
will be able to make all payments under the plan
and to comply with the plan.” Together with the
cram down provision, this requirement obligates
the court to select arate high enough to compen-
sate the creditor for its risk but not so high asto
doom the plan. If the court determines that the
likelihood of default is so high as to necessitate
an “eye-popping” interest rate, the plan probably
should not be confirmed.

Inour view, . .. Congressintended to create a
program under which plans that qualify for con-
firmation have ahigh probability of success. Per-
haps bankruptcy judges currently confirm too
many risky plans, but the solution is to confirm
fewer such risky plans, not to set default cram
down rates at absurdly high levels, thereby in-
creasing the risk of default.

Till, 124 S.Ct. 1951, at 1962-63 (Stevens, J., plurality
opinion) (citations omitted).

The plurality’s reliance on the feasibility requirement
isvery interesting, because it is rather unclear what role
feasibility plays under the formulaapproach. Isthefeasi-
bility requirement a mandate to deny confirmation if the
risk of default (and thus, the cram down interest rate) is
too high, or isit ajustification for purposefully modest
cram down interest rates that will enhance the feasibility
of Chapter 13 plans? Although the plurality’s opinion
seemsto imply theformer, the practice of thelower courts
suggests the | atter.

There is no better demonstration of the inad-
equacies of the formula approach than the pro-
ceedings in this case. Petititioners economics

© 2004 West, a Thomson business

expert testified that the 1.5% risk premium was
“very reasonable” because Chapter 13 plans are
“supposed to be financially feasible” and “the
borrowers are under the supervision of the court.”
Nothing in the record shows how these two plati-
tudes were somehow manipulated to arrive at a
figure of 1.5%. It bears repeating that feasibility
determinations. . . do not prevent. . . confirmed
Chapter 13 plans from failing. On cross-exami-
nation, the expert admitted that he had only lim-
ited familiarity with the subprime auto lending
market and that he was not familiar with the de-
fault rates or the costs of collection in that mar-
ket. In light of these devastating concessions, it
isimpossibleto view the 1.5% figure asanything
other than a smallish number picked out of ahat.

.... That result isnot unusual, see, e.g., Inre
Valenti, 105 F.3d 55, 64 (C.A.2 1997) (recom-
mending a 1%-3% premium over the treasury
rate—i.e., approximately a 0% premium over
prime); it isthe entirely predictable consequence
of amethodology that tells bankruptcy judgesto
set interest rates based on highly imponderable
factors. Given theinherent uncertainty of theen-
terprise, what heartless bankruptcy judge can be
expected to demand that the unfortunate debtor
pay triple the prime rate as a condition of keep-
ing his sole means of transportation? It challenges
human nature.

Till, 124 S. Ct. 1951, at 1968 (Scalia, J., dissenting).
See also Jack Friedman, What Courts Do to Secured
Creditors in Chapter 11 Cram Down, 14 Carpozo L.
Rev. 1495, 1521 (1993) (“Not one of the reported de-
cisions, discussing what ‘risk factor’ should be added
to a base rate, has even analyzed the probability and
magnitude of actual risk. Decisions may generally dis-
cuss the condition of the debtor or the collateral . . .,
but an objective basis for quantifying the risk factor is
rarely developed.”).

Compensating for a Rash Decision

The Till dissent is probably correct that the formula
approach. “in practice, will systematically
undercompensate secured creditors for the true risks
of default,” and “the 1.5% premium adopted in this case
isfar below anything approaching fair compensation.”
Till, 124 S. Ct. 1951, at 1968, 1976 (Scalia, J., dissent-
ing). The true opportunity cost of deferring payment
of SCS's “allowed secured claim” was likely much
closer to the parties’ 21% contract rate than the 9.5%
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formula rate approved by the bankruptcy court. The
plurality made noises about the need “to ensure that an
objective economic analysis would suggest the debtor’s
interest payments will adequately compensate all such
creditors for . . . the risk of default.” Till, 124 S.Ct.
1951, at 1962-63 (Stevens, J., plurality opinion) (cita-
tions omitted). But one comes away from the Till deci-
sion with the distinct impression that the plurality was
much closer to Justice Thomas's concurrence on this
issue than they were willing to admit, and the plurality
didn't really care whether the cramdown interest rate
fully compensates the secured creditor for thetruerisks
of default. Why? Justice Stevens' Till plurality did not
elaborate in a coherent fashion, but Justice Thomas's
concurrence (which openly questioned the legitimacy
of any risk premium) may contain the answer:
“[R]espondent overlooks the fact that secured credi-
torsare already compensated in part for the risk of non-
payment through the valuation of the secured claim.”
Till, 124 S.Ct. 1951, at 1967 (Thomas, J., concurring).

To understand this comment, let’s return to the sub-
junctive scenario that seems most powerful with respect
to cramdown: the forced loan analogy. There are, how-
ever, dternative versions of the forced loan analogy. If
we focus exclusively on the language of Code
§ 1325(a)(5)(B)(ii), the loan at issue in cramdown is a
forced loan in the amount of the creditor’s “allowed se-
cured claim.” This, however, has not been the dominant
version of theforced loan scenario. Viewing 8 1325(a)(5)
in its entirety—casting cramdown as an alternative to
surrender of the collateral to the creditor—cramdown is
aforced loan in the amount of the proceeds the creditor
would realize upon surrender of the collateral. As the
Seventh Circuit majority in Till put it:

Given these two alternative modes of protection af-
forded by the statute, it is logical to conclude that
theinterest rate under the cramdown provision must
put the creditor in a position reasonably equivalent
tothepositionit would bein. . . had it received and
then sold the collateral.

Till, 301 F.3d 583, at 588-89.

These dternative versions of theforced |oan anaogy dif-
fer because the Supreme Court’s Rash decision held that a
creditor’s “allowed secured claim” is not measured by the
proceedsthe secured creditor would redize  had it received
and then sold the collateral” —a so-called foreclosure-value
standard. Rather, the Rash decision held that the creditor’s
“alowed secured claim” must be measured by the higher
replacement-val ue standard—" the cost the debtor wouldin-
cur to obtain alike asset.” Associates Commercial Corp. v.

Rash, 520 U.S. 953, 965 117 S.Ct. 1879 (1997). One could,
then, hypothesize the subjunctive “forced loan” at issuein
cramdown asfollows: “What would bethe cost to thisdebtor
toreplacethiscollatera and thislender?” Inre Segura, 218
B.R. 166, 174 (Bankr. N.D. Okla. 1998).

Hypothetically, if the debtor desires to retain
the collateral but does not believe the existing
lender’scurrent interest rateisfair, the debtor has
another option not contained in Section 1325. The
debtor simply can look elsewhere for amore fa-
vorable rate. For instance, the debtor may sur-
render the collateral to the creditor and purchase
a replacement for the collateral (at replacement
value, consistent with the Rash rationale) and
obtain replacement financing for such replace-
ment collateral after negotiating lending terms,
including an interest rate, with other lendersin
the open market.

Segura, 218 B.R. 166, at 174.

But the Rash Court justified the higher replacement-
value standard for valuing the creditor’s collatera, inter
alia, by pointing to the risks imposed on the creditor by
the debtor’s retention of the collateral and deferred pay-
ment to the creditor:

From the creditor’s perspective . . ., surrender and
retention are not equivalent acts.

When adebtor surrendersthe property, acredi-
tor obtains it immediately, and is free to sell it
and reinvest the proceeds. Werecall herethat [the
creditor] sought that very advantage. If a debtor
keeps the property and continues to use it, the
creditor obtains at once neither the property nor
its value and is exposed to double risks: The
debtor may again default and the property may
deteriorate from extended use.

Rash, 520 U.S. 953, at 962. Justice Stevens' dissent in
Rash pointed out that the statutory design is evidently
to compensate the secured creditor for this risk through
therisk premium component of acramdown interest rate
and not through a cushion in the collateral valuation.
See Rash, 520 U.S. 953, at 966 n.* (Stevens, J., dissent-
ing). Hence, “ Rash shifted compensation for the risk of
default from the‘interest’ component of [present] ‘ value
to the val uation component” of determining the creditor’s
“allowed secured claim.” Inre Goodyear, 218 B.R. 718,
721 (Bankr. D.Vt. 1998) [Bankr. Serv., L Ed § 47:239,
47:254]. Thus, there is an entirely understandable ten-
dency (bound up with the intuitive appeal of the domi-
nant version of the forced loan analogy) to believe that
“acontract rate of interest cannot be applied to that claim
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without overcompensating the secured creditor.” In re
Scott, 248 B.R. 786, 792 (Bankr. N.D. Ill. 2000) (em-
phasis added).

Indeed, Justice Scalia's dissent conducted an exten-
sive numerical analysisto demonstrate how the 1.5% risk
premium adopted by the bankruptcy court did not ad-
equately compensate SCS for default risk. One of the
“costs of default” implicated by that risk, according to
the dissent, “involves liquidation”:

The $4,000 to which respondent would be entitled if
paid in alump sum reflects the replacement value of
the vehicle, i.e., the amount it would cost the debtor
to purchaseasimilar used truck. See Associates Cont
mercial Corp. v. Rash, 520 U.S. 953, 965, 117 S.Ct.
1879, 138 L.Ed.2d 148 (1997). If the debtor defaullts,
the creditor cannot sell the truck for that amount; it
receives only alesser foreclosure value. . . .

Till, 124 S.Ct. 1951, at 1975 (Scalia, J., dissenting). This,
“cost,” however, isnot aproduct of the deferred payment
to the secured creditor—the only concern of the statutory
present value requirement. This is a “cost” only in the
sense that Rash requires a cramdown valuation of the
creditor’s collateral that exceeds (from Day 1) the fore-
closure value the creditor could realize upon surrender of
the collateral. Thereisacompelling argument, therefore,
that thisis not a“cost” for which the creditor is entitled
to any compensation. And when one removes this “ cost”
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from the present value calculus, the “modest” cramdown
interest rates produced by the formulaapproach no longer
seem undercompensatory and, in fact, appear quite gen-
erous. See, e.g., Scott, 248 B.R. 786, at 792-93 [Bankr.
Serv., L Ed 88 50:275, 50:286, 50:295, 50:302] (on facts
of the case, 9% prime rate plus 0% risk premium on re-
placement value gave secured creditor a greater return
than 24% contract rate on foreclosure value).

Systematic overcompensation of secured creditors is
every bit as legitimate a concern as systematic
undercompensation of secured creditors. This not only
implicates feasibility of Chapter 13 plans, but also the re-
turns that unsecured creditors will receive in Chapter 13
plans. Since Chapter 13 plans are largely fixed-income,
fixed-duration repayment schemes, every plan dollar that
goesinto the pocket of asecured creditor is adollar taken
out of the collective pockets of unsecured creditors. And
Till illustrates that there are two critical components of the
secured creditor’s cramdown compensation: collateral valu-
ation and interest rate, which must be considered in tan-
dem. Thefailureto do so, asdemonstrated by the disconnect
between Rash and Till, leaves us without any principled
means for assessing whether secured creditors are being
overcompensated or undercompensated in cramdown.

Research References: See Norton Bankr. L. & Prac.

2d 8§ 43:2; Bankr. Serv., L Ed 88 50:285to 50:302; West's
Key Number Digest, Bankruptcy 3708(5), 3708(6).
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INTRODUCTION

Cramdown? is messy. It pits a chapter 11 debtor’ s stakehol ders against each
other, in amatch in which the main issue is the value of what each is to receive
under a plan of reorganization. Because cramdown is nonconsensual, any
judicial decision involving cramdown must reconcile deeply-held and diverse
views as to the value being offered.

Vauation in bankruptcy, in turn, is also messy. Courts are often placed in
the position of assigning a monetary value to an asset for which there is either
no seller or no buyer, and often no market. To complicate matters, these assets
are often nothing more than intangible promises of a reorganized debtor;

1 By “cramdown,” |1 mean the nonconsensual confirmation of a chapter 11 plan of reorganization
achieved under 11 U.S.C. § 1129(b). | thus use it as anoun. In contrast, | use the two words “cram down” as a
verb to describe the action or process of implementing a cramdown. As | have noted before, abeit in a
different context:

Courts use “cramdown” and “cram down” and “cram-down” interchangesably. Indeed, Justice
Douglas once combined different forms in the same paragraph. Blanchette v. Conn. Gen. Ins.
Corps., 419 U.S. 102, 167 (1974) (Douglas, J., dissenting). The hyphenated version appears to
have been the first locution used by a court. New Eng. Coal & Coke Co. v. Rutland R.R. Co., 143
F.2d 179, 189 n.36 (2d Cir. 1944).

The earliest print references to the term use either the two-word or the hyphenated form. Compare
Robert T. Swaine, Present Status of Railroad Reorganizations Legislation Affecting Them, AM.
BAR AsS'N, PROCEEDINGS OF THE SECTION ON CoMM. LAw 15, 15 (1940) (two-word form) and
Warner Fuller, The Background and Techniques of Equity and Bankruptcy Railroad
Reorganizations—A Survey, 7 LAW & CONTEMP. PROBS. 377, 389, 390 (1940) (hyphenated form).

Inre Shat, 424 B.R. 854, 858 n.7 (Bankr. D. Nev. 2010) (Markell, J.).
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promises from an entity that has already broken most of its past promises to its
creditors.

Outside of bankruptcy, such promises are routinely valued in the world of
finance. In many cases, markets exist in which such promises are traded. Bond
markets, for example, exist to trade the promises of bond issuers to pay sums
borrowed. Value in these markets is the prices traders are willing to acquire or
release these promises.

In bankruptcy reorganization, plan proponents often craft plans of
reorganization that compel creditors to trade a promise made before
bankruptcy for a promise forged under the plan. The terms may be quite
different. Short-term construction loans can transform into medium- and long-
term investments; obligations may become collateralized (and vice versa); and
debt instruments may morph into equity interests.

In many cases, these transformations are consensual. Section 1129(a) of the
Bankruptcy Code (the “Code”) provides the plan proponent? with the ability to
confirm a plan by persuading classes of stakeholders to vote to adopt the plan.
The plan proponent need not convince every creditor or stakeholder;
§ 1129(a)(8) requires only unanimity of class acceptance, not unanimity of
creditor acceptance.® As a result, if a plan proponent can obtain the positive
votes of more than one-half of those creditors voting in a class, and those
creditors hold at least two-thirds of the debt voting in that class, the class
accepts.* Outvoted creditors in any class, so long as they will receive at least as
much in reorganization as they would have in a liquidation,® must accept the
plan’s treatment, as plan confirmation will discharge their claims in excess of
what they receive under the confirmed plan.®

This voting process, however, is not cramdown as it is classicaly
understood. Cramdown in the historic sense consists of confirmation over the
dissent of an entire class.” To engage in over-generalization, the Code permits
such confirmation only if the dissenting class receives payment in full (but not

2 | use the term “plan proponent” instead of debtor or debtor in possession, as any party in interest can,
after the expiration of the exclusivity period, propose a plan of reorganization. See 11 U.S.C. § 1121(c) (2012).
1d. § 1129(a)(8).
1d. § 1126(c).

This requirement flows from § 1129(8)(7), the so-called “best interest of creditors” test.
11U.S.C. §1141.
See 7 COLLIER ON BANKRUPTCY 1 1129.03 (Alan N. Resnick & Henry J. Sommer eds., 16th ed.).

N o g b~ W
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more than in full), or if no class junior in priority receives anything. The deck
is stacked in favor of plan proponents, however, because “payment in full”
does not have to be payment in cash. It can consist of any sort of “property,”
including the types of intangible promises that banks, investors, and markets
value on adaily basis.®

Whether this daily experience can precisely be transferred to cramdown has
vexed many. This Article looks not at the policies behind cramdown—that is
for another time and place. Instead, this Article looks at the history and
legislative policies behind the current state of cramdown, as well as recent
attempts to value the promises of a reorganizing debtor. Along the way, it
examines Till v. SCS Corp.,° a 2004 Supreme Court case of major contention
in this area, and Till's recent application in the cramdown confirmation in
Momentive Performance Materials Inc. (“Momentive’),*! a large, public-
company chapter 11 case.'?

This examination reveals a gap between (1) the purposes and policies of
cramdown as historically understood, and the current contentions; and (2)
expectations of hedge funds and other financial players that cramdown rates
should be determined by the market—the rates an actual lender would accept
in extending credit to the reorganized debtor. Given the history and precedents
in the cramdown area, this Article takes the position that Momentive was
correct, and that courts should resist using such market-based discount rates in
cramdown calculations.

I. THE CONCEPT AND EXCHANGE ANTICIPATED BY 8§ 1129(B)(1)

Section 1129 of the Code governs confirmation of chapter 11 plans of
reorganization. Section 1129(a) sets forth sixteen requirements for

8 seeid. 11129.03[4][4[ii].

9 Seeid. 11129.03[4][d][i][A].[C].

10 541 U.S. 465 (2004).

11 Momentive was an affiliate of the lead debtor, MPM Silicones, LLC. As a consequence, the case is
reported under the name of the affiliate. See In re MPM Silicones, LLC (Momentive), No. 14-22503-rdd, 2014
WL 4436335 (Bankr. S.D.N.Y. Sept. 9, 2014), aff'd, 531 B.R. 321 (S.D.N.Y. 2015), appeal docketed, No. 15-
1771 (2d Cir. filed June 1, 2015).

2 Momentive was not the first case to adopt Till in chapter 11, but it well may be the most notorious,
given the billions of dollars at issue. See In re Pamplico Highway Dev., LLC, 468 B.R. 783, 795 (Bankr.
D.S.C. 2012) (collecting cases); In re SW Boston Hotel Venture, LLC, 460 B.R. 38, 55 (Bankr. D. Mass.
2011) (collecting cases); see also Gary W. Marsh & Matthew M. Weiss, Chapter 11 Interest Rates After Till,
84 AM. BANKR. L.J. 209, 221 (2010) (“Till's formula approach, which adds the prime rate to a debtor—specific
risk adjustment, should now be considered the default interest rate for a Chapter 11 cramdown.”).
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confirmation,*® including the consent of each class of creditors or interest
holders under the plan. Confirmation of a plan without the consent of all
classesis possible, but heavily circumscribed. Section 1129(b)(1) sets forth the
reguirements. While paragraph (1) relaxes the requirement of unanimous class
consent, all other requirements of § 1129(a) remain in place.’* Thus, to cram
down a nonconsensual plan, the plan proponent must, among other things, still
propose the plan in good faith;'® still pay each impaired creditor at least as
much as it would receive in aliquidation;® still pay all administrative claimsin
full;1” and till establish that the plan is economically feasible.'®

In addition, § 1129(b)(1) requires the plan proponent to show that the plan
does not discriminate unfairly against the dissenting class, and is fair and
equitable as to that class.’® Unfair discrimination is a horizontal equity test; it
ensures that a plan does not unduly favor a class having similar priority to the
dissenting class simply because the favored class voted for the plan, and the
dissenting class did not.?° Although valuation issues can and do arise in the
unfair discrimination analysis, those issues are for another time.

This Article focuses on the vertical equity test of § 1129(b)(1): whether a
plan is “fair and equitable” as to the dissenting class. That is, it examines how
the concept of “fair and equitable’ polices the distribution of reorganization
value among stakeholders with different nonbankruptcy priorities.

A. TheHistory of “ Fair and Equitable’

Undoubtedly, “fair and equitable” is not a crisp, well-defined standard. An
examination of its provenance demonstrates, however, that this vagueness was
intentional from the beginning. While the statutory origins of the phrase lie in

13 11 U.SC. §1129(a)(1)«(16) (2012). In individual chapter 11 cases, there is a seventeenth, uncodified
requirement regarding the provision of current tax returns. 7 COLLIER ON BANKRUPTCY, supra note 7,
111129.02[17].

14 see11U.S.C. § 1129(b)(1).

15 1d. §1129(3)(3).

16 1d. § 1129(a)(7).

17 1d. § 1129(2)(9).

18 1d. § 1129(a)(11).

19 1d. § 1129(b)(2).

20 | have explored this relationship elsewhere, see Bruce A. Markell, A New Perspective on Unfair
Discrimination in Chapter 11, 72 AM. BANKR. L.J. 227 (1998). This article was the subject of an interchange
between the Association of the Bar of the City of New York and myself. See Steven M. Abramowitz et a.,
Making the Test for Unfair Discrimination More “ Fair”: A Proposal, 58 Bus. LAw. 83 (2002); Bruce A.
Markell, Souching Toward Fairness: A Reply to the ABCNY’s Proposal on Unfair Discrimination, 58 Bus.
LAw. 109 (2002).
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the 1933 and 1934 additions of §§ 772! and 77B?# to the Bankruptcy Act of
1898,% the genesis of the phrase liesin early equity receiverships.

1. The Satutory Origins: 88 77 and 77B

Sections 77 and 77B each required judicia findings as to the fairness of
any reorganization. Section 77, as originally enacted in 1933, did not, however,
use the words “fair and equitable.”?* Rather, it simply stated that the plan had
to be “equitable.”? It was not until 1935, after the adoption of § 77B, that the
words “fair and” were inserted before “ equitable” in both sections.?

The first indication that statutory reorganization law would mirror prior
receivership practice came early. In 1936 the Supreme Court decided In re 620
Church Street Building Corp.?” In that case, the Court held that a
reorganization plan, which dealt with multiple secured creditors secured by the
same collateral, could eliminate the junior secured creditors property interests
if the common collateral’s value was insufficient to pay the senior creditor's
debt in full.?® As the Court stated, allocation of al the collatera’s value to a
senior lienholder extinguished “whatever interest petitioners may have [had] as
junior lienors under the lllinois law” if the senior lien holder’s debt was not
fully discharged.?®

Other questions over the meaning of “fair and equitable” quickly made
their way to the Court. In 1939, in Case v. Los Angeles Lumber Products Co.,
the Court construed § 77B's use of “fair and equitable.”* The Court held that
“[t]he words ‘fair and equitable’ . . . are words of art which prior to the advent
of s 77B had acquired a fixed meaning through judicial interpretations in the
field of equity receivership reorganizations.” 3!

21 section 77 provided for relief for railroad corporations. Act of Mar. 3, 1933, ch. 204, § 77, 47 Stat.
1467, 1474-82 (1933).

22 section 77B, enacted a year after § 77, extended the reorganization provisions of § 77 to other types of
corporations. Act of June 7, 1934, ch. 424, § 77B, 48 Stat. 911, 914 (1934).

23 pyb. L. No. 55-171, ch. 541, 30 Stat. 544 (repealed 1978).

2 Se§77(g), 47 Stat. at 1479.

% .

26 Act of Aug. 27, 1935, ch. 774, § 77(e)(1), 49 Stat. 911, 918 (1935).

21 299 U.S. 24 (1936).

2 \d. at 27.

2 .

30 308 U.S. 106 (1939).

81 |, at 115.
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2. Incorporation of Prior Equity Receivership Practice

What was Justice Douglas's “fixed meaning”? Adhering “to the familiar
rule that where words are employed in an act which had at the time a well
known meaning in the law,”3? he explained it as follows:

If the value of the [debtor] justified the issuance of stock in exchange
for old shares, the creditors were entitled to the benefit of that value,
whether it was present or prospective, for dividends or only for
purposes of control. In either event it was a right of property out of
which the creditors were entitled to be gajd before the stockholders
could retain it for any purpose whatever.

In short, secured creditors were to be paid from their collateral before
unsecured creditors share in collateral proceeds, and all creditors, secured or
unsecured, wereto be paid in full before any equity holder receives anything.

The Supreme Court, in a series of cases in the early 1940s3 quickly
confirmed that Case's interpretation of “fair and equitable” governed § 77
railroad reorganization cases® and chapter X reorganizations.

These cases dealt primarily with the vertical adjustment of rights between
creditors and equity owners. Questions soon arose about the proper treatment
when the debtor was insolvent, and the issue was division of value among
creditor groups with different priorities. Did absolute priority apply among
creditor classes? The Court answered yes.

3. “Fair Equivalents’ of Value Under the Satute

After In re 620 Church Street and Case, the Court continued to confirm the
primacy of nonbankruptcy priorities, but also acknowledged the practicalities
of reorganization. In Group of Institutional Investors v. Chicago, Milwaukee,
S. Paul & Pacific Railroad, the Court reviewed a plan’s alocation of vaue

32 g,

33 |d. at 116 (quoting N. Pac. Ry. Co. v. Boyd, 228 U.S. 482, 508 (1912)); see also Kan. City Terminal
Ry. v. Cent. Union Tr. Co., 271 U.S. 445, 455 (1926) (“Unsecured creditors of insolvent corporations are
entitled to the benefit of the values which remain after lienholders are satisfied, whether this is present or
prospective, for dividends or only for purposes of control.”).

34 gee Grp. Of Inst. Inv'rs v. Chi., Milwaukee, Saint Paul & Pac. R.R., 318 U.S. 523 (1943); Marine
Harbor Props., Inc. v. Mfr.’s Tr. Co., 317 U.S. 78 (1942); Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510
(1941).

35 SeeGrp. Of Inst. Inv'rs, 318 U.S. at 542.

36 See Marine Harbor Props., 317 U.S. at 85.
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among creditors.3” The Court stated that, among classes of creditors, absolute
priority was satisfied if “each security holder in the order of his priority
receives from that which is available for the satisfaction of his claim the
equitable equivalent of the rights surrendered.”*®

This statement requires some explanation. Payment in full in reorganization
is not necessarily payment in cash. As Case recognized, it was

clear that [the absolute priority] rule did not “require the impossible,
and make it necessary to pay an unsecured creditor in cash as a
condition of stockholders retaining an interest in the reorganized
company. His interest can be preserved by the issuance, on equitable
terms, of income bonds or preferred stock.”*

In this light, the “equitable equivalent” of Group of Institutional Investors can
be understood to require the valuation of what a plan proposed to exchange for
the old, soon—to—be—discharged debt. But equitable equivalence is a dlippery
concept. It lacks mathematical certainty and admits of a wide range of possible
satisfying answers.

The Court acknowledged this fuzziness, but took it as part of the system.
This can be seen from the Court’s 1943 embrace of the woolliness of the
concept in Group of Institutional | nvestors.*° Speaking through Justice Douglas
again, the Court had thisto say:

And in discussing the method by which creditors should receive “full
compensatory treatment” for their rights, we emphasized, as aready
noted, that “Practical adjustments, rather than a rigid formula, are
necessary.” ... Certainly those standards do not suggest any
mathematical formula. We recently stated in another connection that,
whatever may be “the pretenses of exactitude” in determining a dollar
valuation for arailroad property, “to claim for it ‘scientific’ validity,
is to employ the term in its loosest sense.” . .. That is equally true
here. A requirement that dollar values be placed on what each
security holder surrenders and on what he receives would create an

37 318 U.S. at 558. The owners had been already excluded through a lack of sufficient reorganization
value. Seeid. at 542 (noting the Seventh Circuit’s holding in In re Chi., Milwaukee, Saint Paul & Pac. R.R.,
124 F.2d 754 (7th Cir. 1941), aff' d in part, rev'd in part sub nom. Grp. of Inst. Inv'rs, v. Chi., Milwaukee,
Saint Paul & Pac. R.R., 318 U.S. 523 (1943)).

38 |d, at 565 (emphasis added).

39 Casev. L.A. Lumber Prods. Co., 308 U.S. 106, 117 (1939) (quoting N. Pac. Ry. Co. v. Boyd, 228 U.S.
482, 508 (1912)).

40 318U.S. at 564.
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illusion of certainty where none exists and would place an
impracticable burden on the whole reorganization process.*

So what is to be used? Earlier cases indicated that courts must take into
account all aspects of a debtor’ s business:

Since its application requires a prediction as to what will occur in the
future, an estimate, as distinguished from mathematical certitude, is
all that can be made. But that estimate must be based on an informed
judgment which embraces all facts relevant to future earning capacity
and hence to present worth, including, of course, the nature and
condition of the properties, the past earnings record, and al
circumstances which indicate whether or not that record is a reliable
criterion of future performance.*?

In short, the Court required a facts and circumstances inquiry, based around
the reorganized debtor’'s future earning capacity. The reluctance to use
information from the market was deliberate: “The criterion of earning capacity
is the essentia one if the enterprise is to be freed from the heavy hand of past
errors, miscalculations or disaster, and if the allocation of securities among the
various claimants is to be fair and equitable.”*

Justice Douglas then worked the foundational concept of earning capacity
into an equitable equivalence test:

It is sufficient that each security holder in the order of his priority
receives from that which is available for the satisfaction of his claim
the equitable equivalent of the rights surrendered. That requires a
comparison of the new securities alotted to him with the old
securities which he exchanges to determine whether the new are the
equitable equivalent of the old. But that determination cannot be
made by the use of any mathematical formula.**

So we look at the “equitable equivalent,” a determination that “the use of any
mathematical formula’ cannot make.

4L 1d. at 565.

42 Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510, 526 (1941).

43 |d. This discount can be significant. At least one recent study suggests undervaluation in bankruptcy,
due, in part, to just the debtor’s status as having commenced a case, to be as much as 12%-20%. Michael T.
Roberts, The Bankruptcy Discount: Profiting at the Expense of others In Chapter 11, 21 AM. BANKR. INST. L.
Rev. 157, 187 (2013).

4 Grp. of Inst. Inv'rs, 318 U.S. at 565-66 (emphasis added).
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4, The 1978 Code

A fair question is whether these Supreme Court holdings retain any current
vitality. After all, they were made under a prior statute and referred to
valuation methodologies that most would consider quaint today. An
examination of the history and drafting of current §1129(b), however,
illustrates that these cases retain their relevance.

The history of §1129(b) is a history of compromise. One of the largest
compromises was the relaxation of absolute priority as an individual creditor
right, re-characterizing it instead as a class right only (and thus alowing a
majority of creditors to waive the benefit of the rule over the dissent of a
minority).*

Other issues remained, such as whether to replace or rework the “fair and
equitable” standard found in the Act. The Bankruptcy Review Commission,
formed in 1968, knew of the squishiness of the “fair and equitable” standard.
This can be seen from the Commission’s report, which stated that “[a]lthough
market values, liquidation values, and past earnings records may be relevant,
they are not determinative.”*® The report justified this statement by quoting
from Consolidated Rock Products Co. v. DuBois. “‘[A]ln estimate, as
distinguished from mathematical certitude, is all that can be made.’”#" Against
this background, the report made no new suggestions; it merely acknowledged
the problems this lack of precision caused: “*Inequities are inevitable’ and any
conception about ‘ clear-cut rules about legal prioritiesis an unredlistic one.’” 4

H.R. 6, the first bankruptcy bill introduced after the compromise on
absolute priority referred to above, essentially opted for simple retention.* It

45 See Bruce A. Markell, Owners, Auctions, and Absolute Priority in Bankruptcy Reorganizations, 44
STAN. L. Rev. 69, 88-90 (1991).

4 Exec. DIR, COMM'N ON THE BANKR. LAWS OF THE U.S., REPORT OF THE COMMISSION ON THE
BANKRUPTCY LAWS OF THE UNITED STATES, H.R. Doc. No. 93-137, pt. |1, at 256 (1973).

47 1d. at 257 (quoting Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510, 526 (1941)).

48 |d. (quoting Hubert L. Will, Railroad Reorganization—The Long and The Short of It, 41 ILL. L. Rev.
608, 626 (1947)).

49 Asinitialy introduced on January 4, 1977, § 1129(b) of H.R. 6 read as follows:

(b) If al of the requirements of subsection (&) of this section other than paragraph (8) are met
with respect to a plan, the court, on request of the proponent of such plan, shall confirm such plan
notwithstanding such paragraph if such plan isfair and equitable with respect to all classes except
any class that has accepted the plan and that is comprised of claims or interests on account of
which the holders of such claims or interests will receive or retain under the plan not more than
would be so received or retained under aplan that isfair and equitable with respect to all classes.
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contained a simple statement of the confirmation standard: a court would
confirm a plan “if such plan were fair and equitable with respect to all classes
except any class that has accepted the plan.”°

Two and one-half months later, the House amended the bill to eliminate the
simple injunction that the plan be “fair and equitable.” In its stead, the
amended bill attempted to define fair and equitable treatment, but without
using the words “fair and equitable.”®* Successive bills added to the statement
of the rule.? The House Report on the final bill reflected these changes, but
categorized them as a “partial codification” of the absolute priority rule.>

After some procedura wrangling with the Senate, the House's version of
the bankruptcy bill prevailed.> But the bill that emerged from the negotiations
between the House and Senate contained a drastically different treatment of
nonconsensua reorganizations. Whereas the House bill described in the House
Report contained only one subsection on nonconsensual confirmation that did
not use the words “fair and equitable,”® the new bill included two subsections
on the topic, and explicitly incorporated the phrase “fair and equitable.”®

The first subsection harkened back to H.R. 6 by providing that a court
could cram down a non-consensual plan over the dissent of any class only if

H.R.5 SS, 95th Cong. § 1129(b) (Jan. 4, 1977).
Id.

51 H.R. 6, 95th Cong. § 1129(b) (Mar. 21, 1977). This bill was the first to create different categories of
fair and equitable treatment for different types of claims.

52 see H.R. 7330, 95th Cong. § 1129(b) (May 23, 1977); see also H.R. 8200, 95th Cong. § 1129(b) (July
11, 1977); H.R. 8200, 95th Cong. § 1129(b) (Sept. 8, 1977).

53 H.R. Rep. No. 95-595, at 414 (Sept. 8, 1977). The report also confirmed the rule's focus on returning
only the reorganization value to creditors. It stated that “creditors are entitled to be paid according to the
going-concern vaue of the business.” Id. at 223.

5 The Senate attempted to substitute a bill sponsored by the Securities and Exchange Commission in
place of the House bill. See S. 2266, 95th Cong. (Oct. 29, 1977). This bill proposed preserving a two-track
reorganization system and required a mandatory trustee for debtors whose equity interests were publicly held.
1d. 8 1130. Under this substitute bill, private companies would have been exempt from the fair and equitable
rule. I1d. § 1130.

55 H.R. 8200, 95th Cong. § 1129(b) (Sept. 8, 1977).

56 H.R. 8200, 95th Cong. § 1129(b), as reprinted in 124 ConG. REC. 32,350, 32,376 (1978) (enacted).
Due to these changes, the statements on absolute priority contained in H.R. Rep. No. 595 are not as
authoritative as they might otherwise be. Congress recognized this issue, and in lieu of a Conference Report,
members of Congress read virtually identica statements into both the House and Senate records on the bill.
124 CoNG. REecC. at 32,391 (statement of Rep. Rousselot). As noted at the time, Congress believed that this
procedure imbued such remarks with “the effect of being a conference report.” 1d. The Supreme Court has
concurred. See Begier v. IRS, 496 U.S. 53, 64 n.5 (1990) (“Because of the absence of a conference and the key
roles played by Representative Edwards and his counterpart floor manager Senator DeConcini, we have treated
their floor statements on the Bankruptcy Reform Act of 1978 as persuasive evidence of congressional intent.”).
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the plan were, among other things, “fair and equitable.”>” Although the bill
continued past practice and did not attempt to define this concept explicitly,
Congress's prior efforts to define it were not lost. The second subsection on
cramdown retained the various treatments developed in earlier hills as
examples of fair and equitable treatment.>®

These examples were placed in subparagraphs of paragraph (2) of
§ 1129(b).> In structure, paragraph (2) has three subparagraphs. In order of
priority, these subparagraphs give examples of fair and equitable treatment of
secured claims, unsecured claims, and equity interests. Although a more
detailed examination is reserved for later, the basic thrust of each of these
subparagraphs is that “fair and equitable” treatment includes situations in
which a stakeholder receives property equal in value to the amount of its
prepetition claim or interest. In short, “fair and equitable” treatment includes
satisfaction of the claim.®°

These subparagraphs also speak to when the claim is not fully satisfied. In
those circumstances, “fair and equitable’ treatment is present if senior interests
are not satisfied only when the plan excludes junior interests from the
reorganization. If unsecured creditors are not paid in full, shareholders cannot
participate.®

Asthe floor remarks made clear, the list of illustrations was not exhaustive;
courts were not to exclude other components and interpretations.® The scope
of these unmentioned, yet nonexcluded items, was broad. These included the

57 H.R. 8200 § 1129(b)(1), as reprinted in 124 ConG. REC. at 32,376.

% Technically, the bill stated that the fair and equitable treatment “included” the examples. Id.
§1129(b)(2).

59 11 U.S.C. § 1129(b)(2)(A)~C) (2012).

60 Or, in the context of an equity interest, delivery of property equal in value to the interest.

There is a somewhat tautological treatment of secured creditors involved in this formulation. Under the
Bankruptcy Code, a creditor holds a secured claim only to the extent of the value of its collateral. See id.
§506(a). If the debt exceeds the collateral’s value, the creditor holds two claims: a secured claim equal to the
value of the collateral, and an unsecured claim for the balance. Seeid. In light of this bifurcation, and because
the proceeds of collateral cannot be allocated to other creditors without compensation to the secured creditor,
§1129(b)(2)(A) does not address less than full payment on a secured claim. Seeid. § 1129(b)(2)(A).

61 Obvioudly, there are exceptions. If the class of senior interests consents, then shareholders can
participate even if all members of the class are not paid in full. In addition, many courts have recognized that
junior creditors can contribute new value to the reorganization, and obtain interests in the reorganized debtor
commensurate with their contributions. See 7 COLLIER ON BANKRUPTCY, supra note 7, 1 1129.03[4][c].

62 See 124 Cone. REC. at 32,407 (statement of Rep. Edwards); id. at 34,006 (statement of Sen.
DeConcini) (noting “many of the factors interpreting ‘fair and equitable’. . . , which were explicated in the
description of section 1129(b) in the House report, were omitted from the House amendment .. .. [T]he
deletion isintended to be one of style and not one of substance”).
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various components of the rule that: provided step-ups to compensate for loss
of priority; compensated junior creditors with better or more quickly
amortizing securities; and increased the amount of the claim protected by the
amount of post-petition interest.5®

The most obvious omission, however, was the fundamental idea that no
stakeholder should receive more than its nonbankruptcy entitlement. Put
another way, no creditor should be paid more than what it is owed. This
concept was included in the bill the House originally passed;* Congress,
however, dropped it in the final bill that became current law. The managers of
the final hill were at pains to point out that this omission did not mean they
were eliminating the requirement: “While that requirement [of no
overpayment] was explicitly included in the House bill, deletion is intended to
be one of style and not one of substance.”% The floor managers went on to
characterize the no-overpayment rule as a“ safeguard” for junior classes.®

Courts have honored this component even though not explicitly
incorporated: “‘It's undisputed that the “fair and equitable” requirement
encompasses a rule that a senior class cannot receive more than full
compensation for its claims.’” %’

B. Summary: Of “ Fair Equivalents’ and § 1129(b)(2)’ s Examples

To summarize, the standard for assessing nonconsensual confirmation is
whether the plan is “fair and equitable” as to each dissenting class. That
standard is found in paragraph (1) of §1129(b). Congress used “fair and
equitable,” admittedly a vague phrase, to capture reorganization practice in
equity receiverships, and the statutory phrase has guided courts for over 80
years. For purposes of this Article, three short apothegms can synthesize the
history and doctrine under this phrase: “don’t pay too little’; “don’t pay too
much”; and “don’t expect precision.”

63 Spe 7 COLLIER ON BANKRUPTCY, supra note 7, 1 1129.03[4][b][i][A]-[C].

64 e eg., H.R. 6, 95th Cong., 1st Sess. § 1129(b) (Mar. 21, 1977).

65 124 CoNe. REC. at 32,407 (statement of Rep. Edwards); id. at 34,006 (statement of Sen. DeConcini).

66 124 Cong. REC. at 32,408 (statement of Rep. Edwards); id. at 34,007 (statement of Sen. DeConcini).

87 In re Genco Shipping & Trading Ltd, 513 B.R. 233, 24243 (Bankr. S.D.N.Y. 2014) (quoting In re
Chemtura Corp., 439 B.R. 561, 592 (Bankr. S.D.N.Y. 2010)); see also In re Exide Techs., 303 B.R. 48, 61, 66
(Bankr. D. Del. 2003); Inre MCorp Fin., Inc., 137 B.R. 219, 235 (Bankr. S.D. Tex. 1992); In re Future Energy
Corp., 83 B.R. 470, 495 n.39 (Bankr. SD.N.Y. 1988); 7 COLLIER ON BANKRUPTCY, supra note 7,
11129.03[4][al[ii]. See generally Inre Walat Farms, Inc., 70 B.R. 330, 335 (Bankr. E.D. Mich. 1987).
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1. Don't Pay Too Little

The first apothegm, “don’t pay too little,” stems from the examples in
paragraph (2) of §1129(b). They illustrate that payment in full is “fair and
equitable” treatment. That proposition alone is hardly surprising; you would
not need a bankruptcy law for that proposition. What bankruptcy law provides
is that the payment need not be in cash, but only in “property.” That concept
raises issues of valuation.

2. Don't Pay Too Much

The second apothegm, “don’t pay too much,” stems from the uncodified
concept of absolute priority that a creditor should not receive more than it is
due. Again, one would not need a bankruptcy law for this proposition; the law
of restitution would otherwise cover it. But again, since noncash property can
congtitute payment, the issue remains as to the valuation of the property being
distributed under the plan.

3. Don't Expect Precision

Finally, the history of reorganization and the Supreme Court’'s
interpretations of “fair and equitable” justify the final apothegm: “don’t expect
precision.” As Justice Douglas stated, valuation “requires a prediction as to
what will occur in the future, [and thus] an estimate, as distinguished from
mathematical certitude, is all that can be made.”® He continued this theme two
years later. When valuing the property a party is receiving in satisfaction of its
clam, “[a] requirement that dollar values be placed on what each security
holder surrenders and on what he receives would create an illusion of certainty
where none exists and would place an impracticable burden on the whole
reorganization process.”® More recently, finance literature has echoed these
insights: “It is unrealistic to expect or demand absolute certainty in valuation,
since cash flows and discount rates are estimated. This a'so means that analysts

68 Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510, 526 (1941).

69 Grp. of Inst. Inv'rs v. Chi., Milwaukee, Saint Paul & Pac. R.R., 318 U.S. 523, 565 (1943); see also
Lippe v. Bairnco Corp., 288 B.R. 678, 690 (S.D.N.Y. 2003) (“Common sense and the authorities in the area
suggest that an opinion as to the value of a business should be expressed as a range of values rather than as a
single number.”), aff'd, 99 F. App'x 274 (2d Cir. 2004); Harris Tr. & Sav. Bank v. Ellis, 810 F.2d 700, 706
(7th Cir. 1987) (Easterbrook, J.) (“‘Fairness' isarange, not apoint.”).
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have to give themselves a reasonable margin for error in making
recommendations on the basis of valuations.” ©

All of this uncertainty leads back to Justice Douglas's standard for
assessing whether the value of property offered in a reorganization satisfies
stakeholders’ interests: “It is sufficient that each security holder in the order of
his priority receives from that which is available for the satisfaction of his
claim the equitable equivalent of the rights surrendered.””* In passing on
whether the plan proponent’s evidence meets this standard of “equitable
equivalence,” Justice Douglas, speaking for the Court, stated that the process
“requires a comparison of the new securities allotted to [the stakeholder] with
the old securities which he exchanges to determine whether the new are the
equitable equivalent of the old.” 2 Reiterating what he had said in Consolidated
Rock Products, he continued: “But that determination cannot be made by the
use of any mathematical formula.” "

[l. THE PROCESS OF PROPERTY VALUATION IN NONCONSENSUAL
CONFIRMATION

At oneleve, itisal well and good to say that stakeholders are entitled to a
“fair equivalent” when surrendering their prepetition interests. But any
assessment of equivalence requires two other determinations. (1) the value of
the prepetition interest; and (2) the value of the property proposed to be
transferred in reorgani zation.

The value of the prepetition interest, in the case of unsecured debt, is rather
ministerial. It simply involves calculation of the debt as of the petition date.”
Matters get complicated, however, if the debt is secured, because then the
value of the creditor's prepetition entittement includes the value of the
collateral.” A limit to this complication exists. If the creditor is oversecured—
that is, if its collateral is worth more than the amount of its debt—then the

70 ASWATH DAMODARAN, INVESTMENT VALUATION: TOOLS & TECHNIQUES FOR DETERMINING THE
VALUE OF ANY ASSET 4 (3d ed. 2012); see also ARTHUR KEOWN ET AL., FINANCIAL MANAGEMENT:
PRINCIPLES & APPLICATIONS 751 (6th ed. 2012) (“[N]o single dollar value exists for a company.”).

;: Grp. of Inst. Inv'rs, 318 U.S. at 565 (emphasis added).

5 1

7 See11U.S.C. §502(a) (2012).

7 Seeid. § 506(a).
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value of the creditor’s interest is simply the face amount of the debt.”® That
result is the legacy of the “don’t pay too much” line of cases.

But even if a creditor is oversecured, and the value of its prepetition
entitlement can be stated with certainty, there is a further wrinkle. There must
be avaluation of the property the plan proponent proposes to transfer under the
plan in satisfaction of the agreed prepetition entitlement. This property will
rarely be cash (although it could be).”” More often, the property will be a
promise of future payments, such as a promissory note or bond or some other
income-producing security. Such promises are fairly standard in finance, asis
their valuation.

A. Valuing Income Producing Property

Income producing property involves a promise today to make a payment
tomorrow, or at some point in the future. But such a promiseisrarely worth the
amount of the promised payment.”® Put simply, a promise to pay $1 tomorrow
is not worth $1 today.

That insight is fairly standard, but it leaves an open question: given that $1
payable tomorrow is not worth $1 today, what is it worth? The study of finance
can and does quantify the difference. It does so under present value analysis.

1. Present Value Analysis

What is “present value” ? Start first with an extended example. If you pay
$100 today to a bank for a one-year certificate of deposit, what would you
expect the bank to pay you in a year? The common sense response would be: it
depends on the interest rate being offered by the bank. If 10%, the amount
would be $110; if 5%, the amount drops to $105.”° The bank’s promise to pay
you an amount in the future depends on the interest rate it offers upon deposit.

7 H.R. Rer. No. 95-595, 416 (1977) (“It is important to note that under section 506(a), the allowed
amount of the secured claim will not include any extent to which the amount of such claim exceeds the value
of the property securing such claim.”).

77 |d. a 415 (“For example, consider an allowed secured claim of $1,000 in a class by itself. One plan
could propose to pay $1,000 on account of this claim as of the effective date of theplan . . . [This] plan clearly
meets the requirements of subparagraph (A) [of § 1129(b)(2)] because the amount received on account of the
second claim has an equivalent present value as of the effective date of the plan equal to the allowed amount of
such claim.”). See 11 U.S.C. § 1129(b)(2).

78 Five years ago, | would have said “never” instead of “rarely,” but the advent of negative interest rates
opens up unexplored areas.

7 These examples use simple, and not compounded, interest rates.
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So the bank could sell you a certificate of deposit—a promise to pay an
amount in the future—by promising to pay $110 for every $100 invested.
Simple math would allow the investor assessing this promise to calculate that
the inherent interest rate on this promise would be 10%. Another way to look
at this anaysis is to take the promise of future payment and reduce it or
discount it to today’s value. This process is referred to as calculating present
value®

In this context, present value is the concept that reduces the face or notional
amount of a stream of projected future payments to adjust for the common
sense insight that $1 a year from now is not worth $1 today. The factor used to
discount the stream is the “discount rate,” usualy expressed as a percentage
amount.®!

So if apayment of $110 a year from now has a present value today of $100,
the discount rate is 10%. Higher discount rates mean lower present value; were
the discount rate 20% in the prior example, the present value of $110 a year
from now would be $91.67.82 These numbers work in reverse as well.

2. Present Value Analysisand § 1129(b)

What do discount rates have to do with cramdown? There are two separate
explanations. The first has to do with the text of § 1129(b)(2); the second with
finance.

As a matter of statutory interpretation, §1129(b)(2) requires, in three
places, that a creditor or interest holder receive property “of a value, as of the
effective date of the plan” equal to some amount, usually the alowed amount
of the participant’s claim.®® Congress intended that these words incorporate
present value analysis. As stated in the report accompanying the House bill,
“[t]his [language] contemplates a present value analysis that will discount

80 present value is represented by the formula PV = P/(1+)", where P is the future amount, i is the
discount rate expressed as adecimal, and n is the number of periods discounted.

81 ASWATH DAMODARAN, THE DARK SIDE OF VALUATION: VALUING Y OUNG, DISTRESSED AND COMPLEX
BusINESSES 30 (2d ed. 2010) (“When valuing these cash flows, we have to consider risk somewhere, and the
discount rate is usualy the vehicle that we use to convey the concerns that we may have about uncertainty in
the future. In practical terms, we use higher discount rates to discount riskier cash flows and thus give them a
lower value than more predictable cash flows.”). See In re Union Meeting Partners, 165 B.R. 553, 572-73
(Bankr. E.D. Pa. 1994), aff'd, 52 F.3d 317 (3d Cir. 1995).

82 see H.R. Rep. No. 95-595, 415 (1977) (“[T]he higher the discount rate, the less present value the note
will have.”).

83 11 U.S.C. §1129(b)(2)(A)(i)(I1), (B)(i), (C)(i) (2012).
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value to be received in the future.”* Despite the changes to § 1129(b) after the
conference, this form remained the intended construction: “The House report
accompanying the House bill described what is meant by present value.”

3. Present Value and Finance

Finance theory also adopts a present value analysis. When comparing the
value of two different streams of income—whether they are the net cash flow
of abusiness or of a bond—value is expressed in present value terms. In this
anaysis, the discount rate is key: it is a single number that represents different
components of risk and reward. In particular, the discount rate will have
among its elements: the risk-free rate of return (traditionally expressed in terms
of United States governmenta obligations); a component for inflation; and a
component that measures the risk of repayment. This last component is often
referred to as the risk premium involved in the transaction.®

Thisrisk premium is typically calculated by the obligor’srisk profile, taken
from either its existing financial instruments, or the profiles of similar firms.®’
If the whole firm is being valued, the discount rate is typicaly the firm's
weighted average cost of capital (“WACC"), which is the cost of the different
components of financing (debt and equity) used by the firm, weighted by their
market value proportions.®® If a bond issue is being valued, the cost of equity
would not be factored in (there is no equity in the equation).&

B. Valuing Debt Issued in Reorganizations

As seen above, the Code requires a present value analysis, and finance
theory offers arelatively simple method of computing the present value of debt
instruments. A quick and facile analysis might indicate that a court should just

84 H R. REP. No. 95-595, 414 (1977); seeid. at 413 (“The property isto be valued as of the effective date
of the plan, thus recognizing the time-value of money.”).

85 124 ConG. REC. 32,407 (1978) (statement of Rep. Edwards); 124 CONG. Rec. 34,007 (1978)
(statement of Sen. DeConcini).

86 See generally DAMODARAN, supra note 81, at 35-38. For solvent companies, valuation also factorsin
the marginal tax rate of the company being valued. Id.

87 Id. at 36.

88 gee Inre Genco Shipping & Trading Ltd, 513 B.R. 233, 242-43 (Bankr. S.D.N.Y. 2014).

89 |f the debt is secured by all assets of the company, and the relationship between the debt and the
collateral essentially means that the lender would have to take over the business if it foreclosed on its
collateral, WACC might be appropriate, as the promise inherent in the debt instruments is that the debtor will
yield itsbusinessif it defaults.
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yield to finance experts to vaue reorganization debt when assessing
compliance with the absolute priority rule.

At one level, such an analysis likely works. A reorganized debtor will have
cash flow, and that cash flow will stand as security for the reorganization debt
issued. All that remains to be done to value the reorganization debt is to
employ a present value analysis on the cash flow.

Present value analysis, however, requires selecting an appropriate discount
rate. As set forth above, an appropriate discount rate will reflect what is
traditionally thought to be represented in such a rate: (i) a risk-free rate of
return; (ii) compensation for inflation; and (iii) a risk premium.* Courts,
however, did not uniformly combine or assess these factors in the first twenty-
five years under the Code.

[11. TiLL AND DISCOUNT RATES

Before 2004, courts were all over the map on how to select an appropriate
discount rate.%* Some courts used the contract rate, some attempted to calculate
a creditor’s cost in lending money, and still others tried to craft a debtor-
specific interest rate.% Confusion was common, both in chapter 11 casesand in
chapter 13 cases, in which § 1325(b)(5)(A) uses the same touchstone language
invoking present value.®

A. Till v. SCS Credit

In 2004, however, the Supreme Court addressed the crucial question of
how to select an appropriate discount rate for cramdown, at least in the context
of a chapter 13 case. In Till v. SCS Credit Corp., the discrete issue was the
appropriate cramdown interest rate in chapter 13.%* The Court ultimately
decided to use a formula based approach, beginning with the prime rate of
interest, enhanced by a factor based on the debtor’ s riskiness. In particular, the
Court noted the benefits this approach would have:

90 see generally DAMODARAN, supra note 81, at 35-38.

91 See generally 7 COLLIER ON BANKRUPTCY, supra note 7, § 1129.05[2][c]ii].

92 1d, 1 1129.05[2][c][ii][A]-C].

B In chapter 13, creditors do not vote on the debtor’s plan. The Code provides that the debtor may
confirm the plan if the creditor retainsitslien, and if “the value, as of the effective date of the plan, of property
to be distributed under the plan on account of such claim is not less than the allowed amount of such [secured
creditor’s] clam.” 11 U.S.C. § 1325(a)(5)(B)(ii) (2012). This language closely tracks the language of section
§ 1129(b)(2)(A)(ii). Seeid. 8 1129(b)(2)(A)(ii).

94 541 U.S. 465 (2004).
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[T]he formula approach entails a straightforward, familiar, and
objective inquiry, and minimizes the need for potentially costly
additional evidentiary proceedings. Moreover, the resulting “prime-
plus’ rate of interest depends only on the state of financial markets,
the circumstances of the bankruptcy estate, and the characteristics of
the loan, not on the creditor’s circumstances or its prior interactions
with the debtor. For these reasons, the prime-plus or formula rate best
comports with the purposes of the Bankruptcy Code.*

The Court was clear, however, that it believed its analysis of chapter 13's
language had broader application. Asthe Court saw it:

[T]he Bankruptcy Code includes numerous provisions that, like the
[Chapter 13] cram down provision, require a court to “discoun(t] . . .
[a] stream of deferred payments back to the[ir] present dollar
value,” ... to ensure that a creditor receives at least the value of its
claim. We think it likely that Congress intended bankruptcy judges
and trustees to follow essentially the same approach when choosing
an appropriate interest rate under any of these provisions.%

Till indicated that a formula approach based upon the prime rate best
carries out the intentions of Congress for those sections which require
discounting to present value.®” The formula approach starts with the prime rate,
and then adjusts the applicable rate upward based on the particular risks
presented by the reorganized debtor.

What is the amount of the increase to be added to the prime rate? The Court
did not directly decide the proper scale for this risk adjustment factor. It did
note, however, that other courts had approved adjustments of one to three
percent (or 100 to 300 basis points), and seemed to suggest that large
adjustments would not be appropriate because a plan cannot be confirmed
unless the bankruptcy court finds that the plan isfeasible.

% |d. at 479-80.

% |d. at 474 (internal citations omitted). In a footnote to this passage, the Court identified those sections
of the Code it saw as incorporating similar language requiring use of present value analysis. Seeid. at 474 n.10
(lising 88 1129(a)(7)(A)(ii),  1129(a)(7)(B), 1129(a)(9)(B)(i), 1129(a)(9)(C),  1129(b)(2)(A)(ii),
1129(b)(2)(B)(i), 1129(b)(2)(C)(i), 1173(a)(2), 1225(a)(4), 1225(a)(5)(B)(ii), 1228(b)(2), 1325(a)(4), and
1228(b)(2) as sections of the Code requiring courts to discount future payments back to their present dollar
value).

97 1d. at 479. Although no opinion commanded amajority of five Justices, the plurality opinion of Justice
Stevens, speaking for four Justices, entered a judgment that reversed the decision and ordered further
proceedings consistent with that plurality opinion. 1d. at 468. Justice Thomas concurred in that judgment, but
he expressed his view, based upon the language of the statute, that the appropriate rate should be lower,
including no amount to compensate the creditor for risk. Id. a 487 (Thomas, J., concurring).
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B. Till and Chapter 11

Courts have consistently been reluctant to apply Till to chapter 11 cases.
Initially, Till seems directed at minimizing costs in chapter 13 cases, which can
ill afford to host costly disputes. That rationale, while not absent from chapter
11 cases, is certainly minimized in larger chapter 11 cases. In addition, the
Court seemed to be answering a question they would rather have seen the
market answer—what is the appropriate rate to compensate lenders in
bankruptcy? As noted by the Court, “there is no readily apparent chapter 13
‘cram down market rate of interest’: because every cram down loan is imposed
by a court over the objection of the secured creditor, there is no free market of
willing cram down lenders.” %

The Court, however, went on to note that in certain situations bankruptcy
courts can look to market rates. |n now-notorious footnote 14, the Court said:

Interestingly, the same is not true in the Chapter 11 context, as
numerous lenders advertise financing for Chapter 11 debtorsin
possession . ... Thus, when picking a cram down rate in a
Chapter 11 case, it might make sense to ask what rate an
efficient market would produce. In the Chapter 13 context, by
contrast, the absence of any such market obligates courts to
look to first principles and ask only what rate will fairly
compensate a creditor for its exposure.*

This footnote 14 has led some courts to apply Till only when it appears
that no efficient market exists for the type of loan at issue.l® One commonality
in these cases has been a tendency to eguate the fact that some chapter 11
debtors can obtain exit financing with the presence of an efficient market.
Other courts have simply treated the method employed as a factual matter and

% |d. at 476 n.14 (plurality opinion).
9 |4, (citations omitted).

100 gee Bank of Montreal v. Official Comm. of Unsecured Creditors (In re Am. Homepatient, Inc.), 420
F.3d 559, 568 (6th Cir. 2005) (“[Footnote 14] means that the market rate should be applied in Chapter 11 cases
where there exists an efficient market. But where no efficient market exists for a Chapter 11 debtor, then the
bankruptcy court should employ the formula approach endorsed by the Till plurality. This nuanced approach
should obviate the concern of commentators who argue that, even in the Chapter 11 context, there are
instances where no efficient market exists.”); see also Gen. Elec. Credit Equities, Inc. v. Brice Rd. Devs,,
L.L.C. (Inre Brice Rd. Devs,, L.L.C.), 392 B.R. 274, 280 (B.A.P. 6th Cir. 2008); In re DBSD N. Am., Inc.,
419 B.R. 179 (Bankr. S.D.N.Y. 2009), aff'd, 2010 WL 1223109 (S.D.N.Y Mar. 24, 2010), aff'd in part, rev'd
in part, 627 F.3d 496 (2d Cir. 2010); In re Good, 413 B.R. 552 (Bankr. E.D. Tex. 2009), aff'd sub nom. Good
v. RMR Invs,, Inc., 428 B.R. 249 (E.D. Tex. 2010); In re Winn-Dixie Stores, 356 B.R. 239 (Bankr. M.D. Fla.
2006).
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affirmed reasonable efforts by bankruptcy courts to puzzle out the appropriate
discount rate.'%*

Thetrend, however, isto the contrary. As recently summarized by the Fifth
Circuit: “[T]he vast majority of bankruptcy courts have taken the Till
plurality’s invitation to apply the prime-plus formula under Chapter 11.”102

When a creditor argued that the Till process produced a rate no lender
would use, and thus was absurd, the Fifth Circuit responded:

While [the lender] is undoubtedly correct that no willing lender
would have extended credit on the termsit was forced to accept under
the §1129(b) cramdown plan, this “absurd result” is the natura
consequence of the prime-plus method, which sacrifices market
redlities in favor of smple and feasible bankruptcy
reorganizations.’®

C. Till’s Reference to Efficient Markets

Given this odd policy result, a fair question exists as to whether a court
may ever use market—derived interest rates as the discount factor under
§ 1129(b). That is where footnote 14 comes in. To repeat, it states in relevant
part:

Because every cram down loan is imposed by a court over the
objection of the secured creditor, there is no free market of willing
cram down lenders. Interestingly, the same is not true in the Chapter
11 context, as numerous lenders advertise financing for Chapter 11
debtors in possession . . . . Thus, when picking a cram down rate in a
Chapter 11 case, it might make sense to ask what rate an efficient
market would produce. In the Chapter 13 context, by contrast, the
absence of any such market obligates courts to look to first principles

101 gee Wells Fargo Bank N.A. v. Tex. Grand Prairie Hotel Realty, L.L.C. (In re Tex. Grand Prairie Hotel
Realty, L.L.C.), 710 F.3d 324, 331 (5th Cir. 2013) (“We will not tie bankruptcy courts to a specific
methodology as they assess the appropriate Chapter 11 cramdown rate of interest; rather, we continue to
review a bankruptcy court’s entire cramdown-rate analysis only for clear error.”).

102 19, at 333.

103 |4, at 336. Indeed, Justice Thomas essentially took this position in Till: “The dissent might be correct
that the use of the prime rate, even with a small risk adjustment, ‘will systematically undercompensate secured
creditors for the true risks of default.” This systematic undercompensation might seem problematic as a matter
of policy. But, it raises no problem as a matter of statutory interpretation.” 541 U.S. at 488 (Thomas, J.,
concurring).
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and ask only what rate will fairly compensate a creditor for its
exposure. 1%

This passage has been correctly criticized for confusing debtor in
possession financing with exit financing.’® The argument runs that if the Court
used a supporting premise unrelated to its conclusion (that debtor in possession
financing is available), then its conclusion (that the use of market rates “ might
make sense”), does not follow. That logical misstep might be enough to raise
questions regarding the propriety of the use of market rates. But the use of
false premises does not necessarily doom a conclusion to the scrapheap. It
might be right for other reasons.

So if we ignore the logical error, what is the rule in chapter 11? All the
Court gives us is a very short and cryptic dicta: “[I]t might make sense to ask
what rate an efficient market would produce.” 1%

Two points are worth making here. First, as a matter of statutory
interpretation, the phrase “it might make sense to ask” is not all that strong an
indication courts must use market rates when the reorganization debt’s market
is efficient, especially if the selection of adiscount rate is a matter of fact.1’ In
addition, the Court’s words do not mandate use of market rates; they only
require the bankruptcy court “to ask” what rate an efficient market would
yield.1% |f § 1129(b)(2) mandates the use of market rates, that rule will have to
be clarified in further cases.

The second point is more nuanced. Even the strongest advocates for
market-based discount rates must concede that the Court’s dicta states that if
there is no efficient market, prevailing rates are not automatically adopted. In
these circumstances “courts . . . ook to first principles and ask only what rate
will fairly compensate a creditor for its exposure.”'% As indicated above, Till
refers to the consideration of market rates in chapter 11 only if there is an
“efficient” market for cram down loans. Is there?

104 Tj||, 541 U.S. at 476 n.14 (plurality opinion) (citation omitted).

105 5pe 7 COLLIER ON BANKRUPTCY, supra note 7, 1 1129.05[2][c][i].

106 Ti||, 541 U.S. at 476 n.14 (plurality opinion).

107 As a determination of fact, review would be controlled by the clearly erroneous standard of review.
Seeinfra Section VI.B.

108 Ti||, 541 U.S. at 476 n.14.
109 g,
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1. IsThere a Market for Cramdown Debt?

To determine whether there is an efficient market for chapter 11 cramdown
loans, the first question to ask is whether there is even a market. This requires
reflection on what a market is. Markets are not necessarily physical; they are
mediums or processes that clear and establish prices on goods or services. At
issue in cramdown situations is the value of a promise. That promise is to
repay certain borrowed sums at a set rate of interest. A facile argument would
run that such promises are brokered every day: car loans, home loans,
corporate bonds, and the like all represent promises for which there appear to
be established markets. Consumers know where and how to shop consumer
loans such as car loans and mortgages; corporations know to go to the capital
markets for floating bonds or issuing other debt securities.

But there are strong commonalities among these types of loans. They each
rely on standard forms. Standard forms pervade consumer loans and bond
indentures.*® Individuals and entities that buy and trade these loans after their
origination thus know their terms, their covenants, and their provisions.

Such may not be the case with cramdown loans. As Till observed in
footnote 14: “Because every cram down loan is imposed by a court over the
objection of the secured creditor, there is no free market of willing cram down
lenders.” ! The Court also noted that the Code

does not require that the terms of the cram down loan match the
terms to which the debtor and creditor agreed prebankruptcy, nor
does it require that the cram down terms make the creditor
subjectively indifferent between present foreclosure and future
payment. Indeed, the very idea of a“cram down” loan precludes the
latter result: By definition, a creditor forced to accept such a loan
would prefer instead to foreclose.!'?

In short, the nonconsensual nature of reorganization debt issued in a cramdown
may very well exclude it from markets for loans of similar amount or duration
made by non-debtor entities.

110 gtandard forms dominate consumer transactions, as every law student who tries to independently draft
acar loan or a mortgage soon finds out. In the world of corporate bond indentures, efforts such as those of the
American Bar Association ensure similarity, if not uniformity, in most bond indenture provisions. See Tr.
Indentures & Indenture Trs. Comm., American Bar Ass'n, Annotated Trust Indenture Act, 67 Bus. LAw. 977
(2012).

11 Ti||, 541 U.S. at 476 n.14 (2004).

12 \d. a 476.
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But plan proponents may intend to float reorganization debt or other
securities to the public; thus, the reorganized debt or securities may be
designed to be traded on a public market. That reality raises questions about
whether the public markets can fairly price the reorganization debt.

2. |f TherelsaMarket, Isit Efficient?

In Till, Justice Scalia dissented in part because he was willing to assume
that the subprime debt markets that produced the contract at issue were
“competitive and therefore largely efficient.”*®® The plurality responded that
“several considerations suggest that the subprime market is not, in fact,
perfectly competitive.”** These considerations included a disparity of power
between the normal participants, which leads to informational asymmetry, a
condition the Till plurality noted that tends to preclude economic efficiency.!™

This raises the question of whether any market in cramdown loans for a
corporate bankruptcy debtor is, or can be, “efficient.” 1 Initially, it is unclear
exactly what the Court thought was an “efficient” market. There are many
views on this, but for purposes of this Article, | will discuss two: the lay view
and the economist’s view.

a. “Efficient” asUnderstood by Non-Economists: The Lay View

The lay view!! likely takes the position that an efficient market is one that
works without much effort because the standard terms and conditions are set,
and only a few points need to be dickered to complete a deal. It is efficient
because people use it in hundreds if not thousands of transactions every day.
The process moves quickly, without any time spent on decisions that do not
seem to matter. Put crudely, an efficient market does not waste anyone’' stime.

Car loans, such as the one present in Till, might be thought to represent
such a market. Cars are bought and sold on long, fourteen-inch forms, densely
filled with small type. But the parties typically focus only on several terms,

13 |d. at 492 (Scalia, J., dissenting).

114 14, at 481 (plurality opinion).

15 14, at 478 (plurality opinion).

116 For purposes of this discussion, | assume that Till referred to notions from economics and finance in
using the term “efficient,” athough as indicated below, that may not be an unobjectionable assumption.

U7 The concept of a “lay” understanding is my own construct. “Efficient” as used in everyday
conversation has a much different meaning than “efficient” as used by economists. This section tries to capture
the sense non-economists understand when they first hear of the concept of an “efficient” market.

=
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such as price, trade-in value, and other terms that seemingly have a more direct
and immediate impact on the consumer and the seller. So too with most
consumer loans and mortgages: the forms are standardized so that the debt
obligation can be freely sold and traded in the secondary market.

The abundance of such loans gives some comfort that there is a rate set
without necessary reference to a particular debtor involved. The “market” of
consumer loans determines the general risk for such loans. All a consumer has
to do isto meet the minimum credit score requirements. The Court’s use of the
“prime rate” in Till—a generalized rate offered to banks “best customers’—
supports the view that the Court was looking for something extrinsic to the
debtor to validate the discount rate chosen. 8

But this method ultimately is unsatisfactory for purposes of chapter 11.
Although there is a market for loans to corporate debtors, it does not exist on
the scale, and with the standardization of, consumer loans. There is more
reason to believe that the terms of a particular loan are set with reference to
subjective evauations of the creditworthiness of the debtor, rather than with
reference to an objective market place able to assess and price such corporate
loans.

Given the Court’s effortsin Till to arrive at a general rate that compensates
creditors but does not require extensive proof of the debtor's loan
qualifications, this concept of efficiency is not likely the one Till contemplated
in footnote 14. There is a concept of efficiency, however, in economics and
finance literature, and it is worth looking at.

b. “Efficient” as Understood by Economists

The economists' view is that prices in an economically efficient market
should, in theory, reflect all relevant information about a business or asset.!®
Till recognized this view: “[I]f all relevant information about the debtor’s
circumstances, the creditor’s circumstances, the nature of the collateral, and the
market for comparable loans were equally available to both debtor and
creditor, then in theory the formula and presumptive contract rate approaches
would yield the same final interest rate.” % In such cases, market prices will

18 Till, 541 U.S. 479-80.

119 see, eg., Eugene F. Fama, Efficient Capital Markets: A Review of Theory and Empirical Work, 25 J.
FIN. (PAPERS & PRrOC.) 383, 383 (1970).

120 Till, 541 U.S. at 484.
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approximate the value estimated by cash flow and other non-market
measures—sometimes called “intrinsic value.”* When markets are not
efficient, prices trend away from intrinsic value, a fact that reorganization
cases of the last seventy-five years have recognized.

In the world of finance, the efficient market hypothesis holds that an
efficient market is one in which prices fully reflect al known or available
information about the asset being traded.'?? There are several versions of the
efficient market hypothesis: a weak version, in which market prices reflect al
past price patterns; a“semi-strong” version, in which market prices reflect past
price patterns and all other publically available information; and a “strong”
version, in which market prices reflect not only all publicly-available
information, but also al private information held by insiders.!”® One
consequence of an efficient market is that no investor can consistently beat the
market and enjoy above-average returns without incurring above-average risks;
the efficiency of the market in absorbing information and reflecting that
information in price changes would defeat any strategy. This notion is captured
by a standard joke:

A well-known story tells of a finance professor and a student who
come across a $100 bill lying on the ground. As the student stops to
pick it up, the professor says, “Don’'t bother—if it were really a $100
bill, it wouldn’t be there.” 124

Efficiency is treated as having two “flavors’: informationa efficiency and
fundamental value efficiency.'® Informational efficiency reflects the market's
ability to assimilate and distribute new information, and to reflect the
consequence of the information in the asset’ s trading price. Fundamental value
efficiency, in turn, is a correlative concept that reflects the market’s ability to

121 DAMODARAN, supra note 81, at 23 (“What is intrinsic value? Consider it the value that would be
attached to an asset by an all-knowing analyst with access to al information available right now and a perfect
valuation model. No such analyst exists, of course, but we all aspire to be as close as we can to this perfect
analyst.”).

12 e, eg., Fama, supra note 119, at 383 (*A market in which prices aways ‘fully reflect’ available
information is called ‘efficient.””); Lynn A. Stout, The Mechanisms of Market Inefficiency: An Introduction to
the New Finance, 28 J. CorP. L. 635, 639 (2003) (“According to the most common definition, a market is
‘efficient’ when prices dwaysfully reflect available information.”).

123 These distinctions were first developed in Eugene F. Fama, supra note 119, at 383.

124 Burton G. Malkiel, The Efficient Market Hypothesis and Its Critics, 17 J. ECON. PERSP. 59, 60 (2003).
As the author notes, this “story well illustrates what financial economists usually mean when they say markets
areefficient.” 1d.

125 3. Alex Milburn, The Relationship Between Fair Value, Market Value, and Efficient Markets, 7 AccT.
PERSP. 293, 298-99 (2008).
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impound or incorporate the new information in a way that reflects fundamental
or intrinsic value.!?®

There are problems with each form of efficiency. Informational efficiency
has been criticized for its bias towards short-term, easily digestible
information:

Information that is easy to understand and that is trumpeted in the
business media—for example, merger announcements or news of a
stock split—may be incorporated into market prices amost
instantaneously. But information that is “public” but difficult to get
hold of, or information that is complex or requires a specidist’s
knowledge to comprehend, may take weeks or months to be fully
inccljzfporated into prices. Indeed it may never be fully incorporated at
all.

Fundamental value efficiency examines bias in interpreting and incorporating
public information into prices. As noted by J. Alex Milburn, “[t]here is much
discussion in the literature of potential fundamental value biases in capital
market prices. These include the effects of regulation and transaction costs and
limitations of arbitrage in linking markets and in limiting short selling . . . ; and
cognitive limitations and irrational behavior.” 2 Added to this is a fundamental
problem with value efficiency: it cannot be tested. It assumes the mistake in
valuation that it tries to prove the market made. As one author has observed,
“[flundamental valueis not afalsifiable number.” 1%

There are many reasons to believe that markets in the debt of bankruptcy
debtors are not efficient markets capable of reflecting al relevant information
about a bankruptcy debtor.X* A critique of a pure market valuation perspective
recently stated:

To them, the market appears as their deus ex machina. . .. But the
authors preference for market evidence, to the exclusion of expert
opinion, dictates exposure to market ambiguities and inefficiencies.
These include (i) the vague definition of the term “markets’; (ii) the

126 |d. at 208-300.

127 stout, supra note 122, at 656.

128 Milburn, supra note 125, at 299.

129 william T. Allen, Securities Markets As Social Products: The Pretty Efficient Capital Markets
Hypothesis, 28 J. Corp. L. 551, 558 (2003).

130 This lack of in