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Un-Till Death Do Us Part?
For many decades, the absolute priority rule has been the central
organizing principle of the Bankruptcy Code: A fully secured senior creditor
is entitled to be paid in full. Exactly how this right is to be vindicated,
however, remains remarkably unsettled. Several important cases over the
past several years underscore the extent to which the rights of secured
creditors are in flux.
1. Sources of secured creditor rights under the Bankruptcy Code: U.S.
Constitution, statute, case law. The conventional wisdom is that efforts to
tinker with the secured creditor’s rights were constitutionally suspect. This
has been the case ever since the Supreme Court’s decision in Louisville Joint
Stock Land Bank v. Radford, 295 U.S. 555, 601–02 (1935) (striking down the
Frazier-Lemke Act). In contrast to ordinary general creditors, secured
creditors have property rights that the Fifth Amendment’s Takings Clause
protects. This aura of constitutional protection affects the way judges
approach many provisions of the Bankruptcy Code, from grants of adequate
protection to the reluctance to approve priming dip loans. It bears asking
whether secured creditors’ rights are as inviolable as this conventional
wisdom suggests. For one scholar’s view that they are not, see Charles J.
Tabb, The Bankruptcy Clause, the Fifth Amendment, and the Limited Rights
of Secured Creditors in Bankruptcy, 2015 U. Ill. L. Rev. 765 (2015).
2. Adequate protection. Senior Lender is owed $100 and has a security
interest in all Debtor’s assets. Debtor files for bankruptcy. If Senior Lender
were able to exercise its rights under nonbankruptcy law at the time the
petition was filed, it would receive only $50. Debtor’s assets include a
Treasury bill for $50. Few of its other assets will be worth much if the firm is
liquidated outside of bankruptcy. By contrast, in Chapter 11, going-concern
value can be preserved. By the time Chapter 11 is over, Debtor will end up
being worth $60 or $140 with equal probability. For this reason, Debtor has
an expected value of $100. At the start of the case, Senior Lender demands
adequate protection. Does putting the Treasury bill in an escrow account
provide the Senior Lender with adequate protection?
It might seem that this is not enough. The expected value of Senior
Lender’s collateral at the end of the reorganization is $100. This is the
amount that needs to be adequately protected. Associates Commercial Corp.
v. Rash, 520 U.S. 953, 954 (1997), suggests that this amount provides the
proper baseline. Rash was a Chapter 13 case, but the decision turned on the
Court’s interpretation of §506. It held that “the ‘proposed disposition or use’
of the collateral is of paramount importance to the valuation question.” If
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Debtor plans on remaining intact as a going concern, its value in a
liquidation outside of bankruptcy is not relevant.
The court in ResCap relied on Rash when it held that a going-concern
valuation was the appropriate benchmark for adequate protection, at least
when the debtor planned a going-concern sale from the start. See Official
Committee of Unsecured Creditors v. UMB Bank (In re Residential Capital,
LLC), 501 Bankr. 549, 594 (Bankr. S.D.N.Y. 2013).
But it is possible to take a different view. The standard justifications for
adequate protection center around the idea that the bankruptcy process itself
should not jeopardize a secured creditor’s nonbankruptcy entitlement. It
would seem to follow that if a secured creditor could not realize more than
foreclosure value outside of bankruptcy, it should not be able to demand
protection for a greater amount while the reorganization is underway. This
should still be the case even if the senior lender’s priority over general
creditors is fully recognized at the time of the reorganization. The American
Bankruptcy Institute (ABI) Commission to Study the Reform of Chapter 11
has endorsed this idea that the senior lender should be limited to foreclosure
value.
In practice, basing adequate protection on foreclosure value could utterly
change the dynamics of large Chapter 11s, as it will make it much easier for
courts to approve priming dip loans.
3. Reorganization value. Senior Lender has a security interest in all of
Debtor’s assets, apart from one piece of intellectual property (IP). In the
grand scheme of things, this IP is useful, but not critical. Debtor uses the IP
in its own business and derives some modest additional revenue from
licensing it to others. Debtor files for bankruptcy amidst a wave of unfair
publicity and threats of overzealous government regulation. At the time of
the petition, there was a substantial chance that Debtor would be liquidated.
During the course of the reorganization, Debtor’s management team spends
aggressively on clever advertising and adroit lobbying.
The strategy proves successful, and Debtor is able to reorganize. To what
extent is the Senior Lender entitled to the increase in value attributable to
the advertising and lobbying campaign? Some of the money came from
proceeds of Senior Lender’s collateral, and some came from licensing
revenues from the IP.
Senior Lender has rights to most, but not all, of Debtor’s prepetition
assets. How much of the increase in value during the case belongs to it and
how much to the general creditors? ResCap raised, but did not squarely
confront this question, as the affected secured creditors could not show that
any of the proceeds of their collateral were used to make the investments in
goodwill that led to an increase in value during the course of the case. See
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Official Committee of Unsecured Creditors v. UMB Bank (In re Residential
Capital, LLC), 501 Bankr. 549, 610–12 (Bankr. S.D.N.Y. 2013).
The Bankruptcy Code provides that the secured creditor is entitled to the
proceeds of its collateral unless the court orders otherwise “based on the
equities of the case.” §552(b)(2). How exactly this language should be
understood remains largely unexplored.
4. Measuring the cramdown interest rate. Debtor proposes a plan of
reorganization in which it proposes to pay Senior Lender the amount of its
secured claim over five years. There is a well-functioning market for exit
financing. If Debtor chose to use it, Debtor could borrow and pay Senior
Lender in full. This exit financing would have the same duration and same
terms as what Secured Lender would receive under the plan. To what extent
should the interest rate Debtor would pay for the exit financing affect the
way in which the bankruptcy judge assesses the interest rate Debtor proposes
to pay under the plan?
There are two strikingly different approaches to this question. The first
adopts the following reasoning. Under §1129(b)(2)(A), the secured creditor is
entitled to the value of its secured claim. It must be given a note that has a
rate of interest sufficient to make the note equal in value to the amount that
the Senior Lender’s collateral would fetch if Senior Lender were to foreclose
on it immediately. The interest rate of the exit financing is the best
approximation of the rate the note should have. It is the most sensible way to
account for the risks associated with delay. This central lesson of BFP v.
Resolution Trust Corp., 511 U.S. 531 (1994), and Bank of America Nat. Trust
& Savings Ass’n v. 203 North LaSalle Street Partnership, 526 U.S. 434
(1999), is that the market provides the best measure of value. The mysterious
footnote in Till v. SCS Credit Corp., 541 U.S. 465, 476 n.14 (2004), to the
extent it stands for anything, is consistent with this approach, even if it
confuses dip with exit financing:
Because every cramdown loan [in Chapter 13] is imposed by a
court over the objection of the secured creditor, there is no free
market of willing cramdown lenders. Interestingly, the same is
not true in the Chapter 11 context, as numerous lenders
advertise financing for Chapter 11 debtors in possession.
For a court that adopts this reasoning, see In re Am. HomePatient, Inc., 420
F.3d 559, 567–68 (6th Cir. 2005).
But, there is an entirely different way to think about this question. We
should resist that idea that market benchmarks are ever going to be readily
available. Discovering the “market” will dissolve into an expensive battle
between experts.
More importantly, even if market rates for loans to the debtor were
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available, they would provide the wrong benchmark. Indeed, the market
interest rate for a new loan is necessarily too high. Interest rates reflect not
just the riskiness associated with a particular loan, but also costs associated
with originating the loan and profits the lender expects to enjoy. Neither
should be included in an interest rate that is supposed to ensure only that the
secured creditor receives a stream of payments equal to the value of its
collateral.
One can attempt to disaggregate the various components of the interest
rate on a case-by-case basis, but this is likely to be time-consuming,
expensive, and indeterminate. As a matter of sound bankruptcy policy, it
makes more sense to rely on a clear rule, using a sensible benchmark and an
adjustment for risk. In addition to the risk-free return, the secured creditor is
entitled only to whatever risks it is being forced to bear. As the Till Court
observed in a footnote, “if the court could somehow be certain a debtor would
complete his plan, the prime rate would be adequate to compensate any
secured creditors forced to accept cramdown loans.” Till v. SCS Credit Corp.,
541 U.S. 465, 479 n.18 (2004). This logic can also be found in the Second
Circuit’s opinion in In re Valenti, 105 F.3d 55, 64 (2d Cir. 1997). It applies as
well to Chapter 11 as to Chapter 13. The Southern District adopted this
approach in In re MPM Silicones, LLC, 2015 WL 2330761, at *8–9 (S.D.N.Y.
2015).
5. Secured creditors and intercorporate guarantees. Parent Debtor owns
Subsidiary. Bank lends $100 to Subsidiary and takes a security interest in all
its assets. It also gets an unsecured guarantee from Parent Debtor.
Subsidiary defaults and Bank forecloses on its assets and realizes $50.
Parent Debtor then files for bankruptcy. Apart from the guarantee to Bank,
Parent Debtor owes other general creditors $200. Parent Debtor has assets of
$100. How should these assets be divided?
The case law suggests that Bank still has a claim against Parent Debtor
for $100, even though it has already been paid $50. Bank is entitled to
participate in the bankruptcy on this basis, provided its total recovery does
not exceed $100. See Ivanhoe Building & Loan Ass’n v. Orr, 295 U.S. 243,
244–47 (1935); National Energy & Gas Transmission, Inc. v. Liberty Power,
LLC, 492 F.3d 297, 301 (4th Cir. 2007). A review of the doctrine can be found
in Daniel Bussel, Multiple Claims, Ivanhoe and Substantive Consolidation,
17 Am. Bankr. Institute L. Rev. 217 (2009).
In this example, $300 in claims is chasing $100 in assets. With its $100
claim, Bank receives $33 from Parent Debtor, bringing its total recovery to
$88. The other creditors receive 33 cents on the dollar as well.
By contrast, if Bank could file a claim only for the amount it was still
owed after collecting from Subsidiary, it would have a claim of only $50.
There would be $250 in claims chasing $100 of assets. Each general creditor
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would now be entitled to 40 cents on the dollar. With its $50 claim, Bank’s
share would be $20, bringing its total recovery to $70.
Some believe giving Bank more than this amount is hard to justify. After
all, if the assets were not parked in Subsidiary, but were in the same
corporate solution as Parent Debtor, Bank would again receive only $70.
Bank should not be given an incentive to partition assets in this fashion, and
the text of the Bankruptcy Code does not require it.
6. Intercorporate guaranties and postpetition interest. Assume that Debtor
has three subsidiaries, A, B, and C. Bank makes a $30 loan to the corporate
group and each of the subsidiaries guarantees the loan and grants Bank a
security interest in all its assets. The entire corporate group files for
bankruptcy. Sub A has assets of $20, Sub B has assets of $10, and Sub C has
assets of $5. Does Bank earn interest during the course of the case on its
secured loan?
If all the assets were together in a single legal entity, Bank would be
oversecured. Does it make a difference that the assets are in different
entities? One court has found that it did not. See Official Committee of
Unsecured Creditors v. UMB Bank (In re Residential Capital, LLC), 501
Bankr. 549, 600 (Bankr. S.D.N.Y. 2013).
Even if we do not treat the three entities as if they were one, do we end
up in the same place if Bank’s security interest includes each subsidiary’s
right to contribution and equitable subrogation? Bear in mind that, under
Ivanhoe, each of the entities is liable for the full $30, regardless of how much
the others pay.
7. Calculating postpetition interest. Debtor owes Bank $100. Bank’s loan
is secured. At the time of the petition, Bank moves to lift the automatic stay.
The court finds that Debtor is worth only $90, but denies the motion because
it finds an effective reorganization is in prospect.
Debtor continues its efforts to reorganize. As the market rebounds,
Debtor also pursues the possibility of a sale. Six months into the case, it finds
a stalking horse bidder. A month later, the stalking horse bidder formally
commits to buying the business for $105. Five month later, there is an
auction at which the firm is sold for $110. In determining how much, if any,
interest is owed to Bank, how do we value the firm?
Some courts have found that the valuation should be done at the time of
the petition. See, e.g., NCNB Texas National Bank v. Hulen Park Place Ltd.,
130 Bankr. 39, 43 (N.D. Tex. 1991). Others have found the proper point of
focus is the plan confirmation. See, e.g., In re Landing Associates, Ltd., 122
Bankr. 288, 293 (Bankr. W.D. Tex. 1990). Most courts adopt a flexible
approach and find that, if the value of the collateral increases, the secured
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creditor is entitled to interest at the moment it becomes oversecured. See,
e.g., Financial Security Assurance Inc. v. T-H New Orleans Ltd. Partnership,
116 F.3d 790, 798–99 (5th Cir. 1997) (“[A] secured creditor’s entitlement to
accrue interest under §506(b) matures at that point in time where the
creditor's claim becomes oversecured.”). Figuring out the moment in time
when the value is a moving target is hard. (Does the value of the collateral
rise to $105 only when the stalking horse bidder commits itself or at some
time before?)
In Prudential Insurance Co. v. SW Boston Hotel Venture, LLC, 748 F.3d
393, 406 (1st Cir. 2014), the First Circuit adopts this last approach. It
confronted a case in which the value of the collateral rose during the course of
the case. The value of the collateral rose continuously as the debtor found
additional financing from the local government, brought a hotel project to
completion, found a buyer, and then successfully closed. But, knowing how
much it was worth at any moment in time was not easy.
The First Circuit squarely put the burden of showing the collateral
exceeded the loan on the shoulders of the secured creditor and deferred to the
bankruptcy court’s discretion. It also found that the debtor failed to rebut the
presumption in favor of using the default rate of interest specified in the loan
agreement, after the secured creditor showed it was consistent with default
rates of similar loans in the market. 748 F.3d at 414–15.
8. Make-whole payments. Consider the following hypothetical. Senior
Lender is fully secured, and the loan contains a “make-whole” provision. To
what extent is such a clause enforceable in bankruptcy? There are a number
of cases in which the court has declined to enforce make-whole clauses on the
ground that the language is not sufficiently clear. (Often, the make-whole
clause is triggered only if there is a “prepayment.” To be liable for the makewhole, the debtor must pay the loan early. Bankruptcy, however, accelerates
the payment date. Once the petition is filed, payment is due and owing.
Payment on such a debt is no longer early.) See, e.g., In re MPM Silicones,
LLC, 2015 WL 2330761, at *14 (S.D.N.Y. 2015); In re Energy Future
Holdings Corp., 527 Bankr. 178, 193–94 (Bankr. D. Del. 2015).
But what will happen when the court faces a make-whole clause that is
clear? Assume the make-whole clause by its terms operates whenever the
debt is paid before its original maturity date. Once again, there are two
opposing arguments. The first starts with the observation that part of the
interest charged to a debtor reflects the costs of finding a loan. When a loan is
paid early, the lender has to spend resources to find a new borrower. These
damages are similar to those a lessor faces when its lease is rejected. A
contract provision that is a good-faith estimate of such damages or any other
damages the lender suffers as a result of the breach is enforceable outside of
bankruptcy. For this reason, they should give rise to an allowed claim in
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bankruptcy. See In re School Specialty, Inc., 2013 WL 1838513, at *5 (Bankr.
D. Del. 2013).
But often the make-whole is not compensating the lender for out-ofpocket expenses. Instead, it is compensating the lender for the loss of a loan
at an above-market rate of interest. Ordinarily, claims based upon interest
that has not yet been incurred are not allowed. See In re Doctors Hospital of
Hyde Park, Inc., 508 Bankr. 697, 705 (Bankr. N.D. Ill. 2014).
There is a tension between enforcing nonbankruptcy liquidated damages
and denying claims for unmatured interest. Courts are likely to confront this
issue once make-whole clauses are drafted more carefully.
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It is a commonly held belief that the Fifth Amendment’s Takings
Clause limits the Bankruptcy Clause and that secured creditors have a
constitutional right to receive the full value of their collateral when a
debtor declares bankruptcy. This Article rejects this received wisdom:
the Fifth Amendment does not—and should not—constrain Congress’s ability to define the contours of the Bankruptcy Clause. As revealed by a close examination of the historical evolution of bankruptcy jurisprudence, the Fifth Amendment is not even helpful or relevant
in considering the constitutional rights of secured creditors in bankruptcy. As such, the only meaningful limitation on Congress is the
Bankruptcy Clause itself. This Article deconstructs this established
paradigm and offers a nuanced account of Congress’s capacity for reform through its broad authority to modify secured creditors’ rights.
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I.

INTRODUCTION

It is an article of faith, part of the received wisdom in bankruptcy jurisprudence, that the Fifth Amendment Takings Clause independently
limits the exercise of the bankruptcy power under the Bankruptcy
Clause. In particular, it is taken as gospel truth that secured creditors in
bankruptcy have a constitutional right to receive the full value of their
collateral in the bankruptcy case.1
My thesis is that the received wisdom is wrong. I argue that the
Takings Clause of the Fifth Amendment does not, and should not, constrain the powers of Congress to modify the substantive rights of secured
creditors under the Bankruptcy Clause. Instead, the only meaningful limits on the modification of substantive rights of stakeholders pursuant to
the bankruptcy power are those that inhere in the Bankruptcy Clause itself. While the Due Process Clause does limit procedurally the means by
which substantive rights of a lienholder may be affected, that is rarely a
problem, and is not the concern of this Article. Frankly, it is not difficult
to provide secured creditors with constitutionally required notice and
opportunity to be heard. As far as substantive due process may apply, the
bar is so low as to be hardly a concern, unless the Supreme Court were to
decide bizarrely to resurrect the spirit of Lochner.2 Surely almost any
congressional legislation in the bankruptcy arena would pass the extremely deferential rational basis test.3
That conclusion leaves only the Bankruptcy Clause as a meaningful
limitation on what Congress can do to the security rights of lienholders. I
argue that the scope of congressional power here is exceedingly broad.
1. See, e.g., Patrick A. Murphy, Use of Collateral in Business Rehabilitations: A Suggested Redrafting of Section 7-203 of the Bankruptcy Reform Act, 63 CALIF. L. REV. 1483, 1491 (1975).
2. Lochner v. New York, 198 U.S. 45 (1905). This is an infamous Supreme Court decision striking down a state law regulating the hours of bakeries on substantive due process grounds, and is generally considered the poster child of an era of stringent Supreme Court review of economic regulations
under substantive due process. The tide turned in West Coast Hotel Co. v. Parrish, 300 U.S. 379 (1937),
and since then substantive due process has become essentially a dead letter where the standard of review is rational basis.
3. See, e.g., Usery v. Turner Elkhorn Mining Co., 428 U.S. 1, 15 (1976) (“It is by now well established that legislative Acts adjusting the burdens and benefits of economic life come to the Court with
a presumption of constitutionality, and that the burden is on one complaining of a due process violation to establish that the legislature has acted in an arbitrary and irrational way.”); United States v.
Carolene Prods. Co., 304 U.S. 144, 152 (1938) (“[R]egulatory legislation affecting ordinary commercial
transactions is not to be pronounced unconstitutional unless in the light of the facts made known or
generally assumed it is of such a character as to preclude the assumption that it rests upon some rational basis within the knowledge and experience of the legislators.”).
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Two limits appear in the Clause: that the law be “uniform,” and that it be
“on the subject of Bankruptcies.”4 The first should never be a problem,
especially given the very generous interpretation the Court has given to
uniformity.5 Congress could not pass a law that said “only secured creditors in Detroit lose out,” but that is about all it is limited from doing. On
the “subject of Bankruptcies,” the Court has uniformly upheld every law
challenged on that basis, with the only requirement being that the law
deal with the relations between a debtor and its creditors, when the
debtor is having difficulty paying its debts.6 It is hard to imagine a supposed “bankruptcy” law that Congress might pass that modified the
rights of secured creditors that was not predicated on precisely such a
scenario.
My thesis has critical implications for prospective reforms of corporate reorganizations. It opens up the possibility of new ways to realign
the balance of power between competing stakeholders. Because of the
Supreme Court’s incoherent waffling,7 Congress has labored under an
unfortunate mistaken belief that its hands are largely tied in being able to
pursue significant reform. If we can cut the Gordian knot and (to embrace yet a second metaphor) cast away the shackles of the received wisdom, and return to the correct and original understanding that, for all intents and purposes the Bankruptcy Clause alone dictates the
constitutionally permissible bounds of the treatment of the substantive
rights of secured creditors in bankruptcy, we can thoughtfully consider
meaningful and necessary revisions of our bankruptcy reorganization
law. Otherwise, we remain largely enslaved to secured creditor domination of reorganization proceedings.
In Part II, I explain why it matters whether we continue to subscribe
to the received wisdom that the Takings Clause limits what can be done
to secured creditors in bankruptcy. In Part III, as a means of introduction, I briefly note five curiosities about bankruptcy law as it has developed. Then, in Part IV, I examine in considerable detail the historical
evolution of bankruptcy jurisprudence in this area. First, I consider the
development of and interpretation of the constitutional grant to Congress to legislate on “the subject of Bankruptcies” in the Bankruptcy
Clause, and then move to an examination of the somewhat baffling and
bizarre history of the Court’s view on the application of the Takings
Clause to secured creditors in bankruptcy. In Part V, I assess how we
might best strike a prudential and meaningful constitutional balance. A
brief conclusion follows.

4. U.S. CONST. art. I, § 8, cl. 4.
5. See, e.g., Dan J. Schulman, The Constitution, Interest Groups, and the Requirements of Uniformity: The United States Trustee and the Bankruptcy Administrator Programs, 74 NEB. L. REV. 91,
105–06 (1995).
6. See Thomas E. Plank, The Constitutional Limits of Bankruptcy, 63 TENN. L. REV. 487, 538‒44
(1996).
7. See infra Part IV.
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II. WHY IT MATTERS
One of the most notable developments in Chapter 11 reorganization
practice in this millennium is the dramatic expansion in the power exercised by secured creditors.8 Financing has experienced a sea change, and
today many firms enter Chapter 11 with their assets fully (or almost fully) encumbered.9 The reality then is that the entire reorganization is dependent on the good graces of the prebankruptcy controlling secured
lender. That means that important stakeholders—bondholders, trade
creditors, tort victims, employees, and shareholders, to name but a few—
are excluded from any recovery but for the whims of the controlling secured creditor.10
Indeed, it is even worse than that. Controlling secured lenders often
use Chapter 11 as a vehicle to foreclose on their assets. Traditional corporate reorganizations quickly are becoming a rara avis; the strongly
emerging norm is for debtors to be liquidated in speedy “§ 363 sales,” the
reference being to the Bankruptcy Code section authorizing sales.11 This
practice has become so prevalent that a coauthor and I have spoken of
the “new ‘Chapter 3’ reorganization.”12
We should care, first, because this new norm means that all of the
value in a firm often goes solely to the secured lender. One might counter that such an outcome is not objectionable if that creditor had a blanket lien on all assets anyway. But it is not so simple. A longstanding
premise of reorganizations is that a successful reorganization might produce a going concern value over and above liquidation value.13 Indeed,
the Chapter 11 process is designed in large part to facilitate the ability to
capture that going concern surplus. In short, Chapter 11 historically has
been predicated on the concept of capturing a going concern (or reorganization) surplus.14 That surplus then can be allocated among various
stakeholders. But with the new norm, all value in the enterprise,
including any reorganization surplus, is captured by the controlling secured lender. The Third Circuit has asserted that such an entitlement
necessarily—indeed, definitionally—follows from the lender’s blanket security position: “Because the Lenders had a valid security interest in essentially all the assets sold, by definition they were entitled to the satis8. Kenneth M. Ayotte & Edward R. Morrison, Creditor Control and Conflict in Chapter 11, 1 J.
LEGAL ANALYSIS 511, 511–12 (2009).
9. See, e.g., Charles J. Tabb, Credit Bidding, Security, and the Obsolescence of Chapter 11, 2013
U. ILL. L. REV. 103, 104–05 & n.6.
10. See, e.g., Lucian Arye Bebchuk & Jesse M. Fried, The Uneasy Case for the Priority of Secured
Claims in Bankruptcy, 105 YALE L.J. 857, 868‒70 (1996).
11. 11 U.S.C. § 363 (2012).
12. CHARLES J. TABB & RALPH BRUBAKER, BANKRUPTCY LAW: PRINCIPLES, POLICIES, AND
PRACTICE 719 (3d ed. 2010).
13. See CHARLES JORDAN TABB, THE LAW OF BANKRUPTCY § 11.1, at 1023–24 (3d ed. 2013); see
also Omer Tene, Revisiting the Creditors’ Bargain: The Entitlement to the Going-Concern Surplus in
Corporate Bankruptcy Reorganizations, 19 BANKR. DEV. J. 287, 295 (2003).
14. See Douglas G. Baird & Robert K. Rasmussen, Chapter 11 at Twilight, 56 STAN. L. REV. 673,
685 (2003).
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faction of their claims from available proceeds of any sale of those underlying assets.”15 But why? It is far from evident why this should be the
case. Outside of bankruptcy, the secured lender may have considerable
difficulty capturing anything above liquidation value. If the bankruptcy
process itself allows the recovery of more value, why should all of that
bankruptcy-enabled excess go to the secured lender?16
Consider a hypothetical example. Debtor owes $25 million to Old
Bank, which has a lien on all assets of Debtor, and owes $3 million to a
variety of unsecured creditors; including unpaid workers, pension claims,
trade debt, warranty claims, and tort claims. Debtor’s assets have a liquidation value of $20 million and a going concern value of $22 million. Old
Bank forces Debtor into Chapter 11 and moves for a speedy § 363 sale.
All the value in Debtor—including the going concern surplus—will be
captured by Old Bank, unless it consents to share with other claimants.
Absent the consent of Old Bank, no other creditors will recover a dime:
not the workers, the retirees, the tort victims, the warranty claimants, or
the trade creditors. Why? No one else would bid over $22 million for the
Debtor’s assets, the highest estimated going concern value. Old Bank,
though, can “credit bid” (that is, bid its own debt) up to $25 million,17 and

15. Cohen v. KB Mezzanine Fund II, LP (In re Submicron Sys. Corp.), 432 F.3d 448, 461 (3d Cir.
2006). As Professor Brubaker points out, though, another Third Circuit decision, In re Phila.
Newspapers, LLC, 599 F.3d 298 (3d Cir. 2010), could stand for limiting the secured creditor’s take to a
judicially established valuation, under the “cause” limitation on credit bidding in § 363(k). See Ralph
Brubaker, Credit Bidding and the Secured Creditor’s Baseline Distributional Entitlement in Chapter 11,
BANKR. L. LETTER, July 2012, at 12.
16. For an insightful article analyzing the tension between the secured creditor’s rights in floating liens and the policy favoring the debtor’s ability to reorganize, see Steven L. Schwarcz & Janet
Malloy Link, Protecting Rights, Preventing Windfalls: A Model for Harmonizing State and Federal
Laws on Floating Liens, 75 N.C. L. REV. 403 (1997). Schwarcz and Link proposed that the secured
creditor receive only the liquidation value—even if the debtor were to reorganize:
Creditors that are secured by after-acquired property should receive in bankruptcy, on account of
their floating lien, what they would receive if their lien continued but the debtor were liquidated.
This result would obtain irrespective of whether the debtor actually liquidates or reorganizes. It
effectively limits the security interest in after-acquired collateral to assets that would become part
of the debtor's estate in a liquidation.
Id. at 411.
17. The Third Circuit made it clear in Submicron Systems that a secured creditor may credit bid
the full face value of its entire claim, irrespective of the value of the underlying collateral. 432 F.3d at
459–60. One might argue that the Delaware court’s 2014 decision in the Fisker Automotive case raises
the specter of capping a credit bid, since the bankruptcy court there capped a credit bid at $25 million
(the amount the claims purchaser paid for the claim), rather than allowing a credit bid of the entire
purchased claim of $168 million. In re Fisker Auto. Holdings, Inc., 510 B.R. 55, 61 (Bankr. D. Del.
2014). The court did so by invoking the “cause” exception in § 363(k), due to a number of factors, including fostering a more competitive bidding environment, an unfair process, and uncertainty as to the
secured status of the claim to be credit bid. In denying the disappointed bidder’s leave to appeal, the
district court concluded that nothing in Submicron was inconsistent with the Third Circuit’s prior
precedent in In re Philadelphia Newspapers, LLC, 599 F.3d at 315, which had concluded that the statute plainly allowed a credit bid to be denied or limited for “cause.” See In re Fisker Auto. Holdings,
Inc., 510 B.R. at 58. The big question, of course, then will be whether the “cause” exception in § 363(k)
permits allocating some of the going-concern surplus to other stakeholders, by means of a judicial valuation of the secured claim. One could read some aspects of the Philadelphia Newspapers decision that
way. See Brubaker, supra note 15, at 12. Regardless, even if some creative courts can find a way in unusual cases to divert some value away from controlling lenders, the overriding norm is to the contrary.
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thus at its option is certain to be the successful buyer.18 The likelihood is
that no one else will bid (knowing that to do so would be futile), and thus
Old Bank can bid less than the going concern value of $22 million. Either
way, Old Bank gets all of Debtor’s assets, and for no new money paid
(i.e., it just submits a credit bid). If it wishes, Old Bank might then be
able to turn around and sell Debtor as a going concern to a third party
for up to the going concern value of $22 million. Effectively, Old Bank
has taken the entire $2 million going concern surplus for itself. There is
no mechanism under the Bankruptcy Code by which the other stakeholders can recover any of that extra $2 million, unless, perhaps, they can
persuade the court that part of the sale price was attributable to assets
not subject to Old Bank’s blanket lien.19
Or, if Debtor can somehow avoid the death trap of a § 363 sale, and
is able to effect an ongoing reorganization in place, retaining possession
and control of its business, Old Bank still would get the entire $22 million
going concern value. Why? Old Bank could threaten to vote against the
plan and insist thereby on being paid what it would be entitled to in a
“cram down” plan, which here would be the allowed amount of its secured claim.20 The amount of the secured claim depends on the collateral
value;21 and the Supreme Court has told us that when a debtor retains
and uses collateral, that collateral should be valued at the higher going
concern value, not at liquidation value.22
While the same result would occur outside of bankruptcy, when Old
Bank forecloses on its collateral, that observation does not satisfactorily
explain why we cannot or should not have a different result in bankruptcy. Furthermore, as noted above, outside of bankruptcy Old Bank may
well get only liquidation value. Indeed, the bankruptcy process itself may
well facilitate Old Bank’s ability to capture the extra $2 million, and yet
Old Bank gets to keep it all. Bankruptcy proceedings are inherently
premised on solving a collective action problem, and are predicated on
maximizing the benefits obtainable for the entire body of creditors, inter
se.
The scope of congressional power under the Bankruptcy Clause23
(to be discussed below) surely would support a regime wherein (at the
very least), full going concern value of $22 million for Debtor would be

18. The Supreme Court recently confirmed the essential inviolability of the secured creditor’s
right to credit bid, except on a showing of “cause.” RadLAX Gateway Hotel, LLC v. Amalgamated
Bank, 132 S.Ct. 2065, 2073 (2012); see also Tabb, supra note 9. Professor Edward J. Janger has taken
issue with credit bidding, arguing that the correct approach is to evaluate the realizable value of the
secured creditors’ collateral rather than the claim. Edward J. Janger, The Logic and Limits of Liens,
2015 U. ILL. L. REV. 589.
19. See, e.g., Official Comm. of Unsecured Creditors v. UMB Bank, N.A. In re Residential Capital, LLC, 501 B.R. 549, 610–12 (Bankr. S.D.N.Y. 2013); Michelle Morgan Harner, The Value of Soft
Assets in Corporate Reorganizations, 2015 U. ILL. L. REV. 509.
20. 11 U.S.C. § 1129(b)(2)(A)(i) (2012).
21. Id. § 506(a).
22. Assocs. Commercial Corp. v. Rash, 520 U.S. 953, 955–56 (1997).
23. U.S. CONST. art. I, § 8, cl. 4.
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realized, Old Bank would be paid $20 million, and the remaining $2 million could be distributed to other claimants.24
One problem with doing so, though, is the Fifth Amendment concern that Old Bank has a constitutional right to receive the full value of
its collateral, unconstrained by the Bankruptcy Clause, and that its collateral value, by definition, must be whatever the Debtor’s assets are valued at on a going-concern basis or are sold for, up to Old Bank’s total
debt. I argue that this view is a dangerous and unwarranted—but unfortunately generally assumed to be true—canard.
Furthermore, with secured creditors driving potentially viable debtors into liquidation, motivated by the understandable and yet solely selfinterested impetus to recover on their own claims, the going concern surplus may be lost entirely. An agency problem exists. In the foregoing example, whether the going concern surplus is realized at all, by anyone, is
dependent entirely on the whim of Old Bank. If Old Bank is content for
Debtor to be liquidated and to go out of business, then, as a practical
matter, no one can stop it. As explained, Old Bank can use its debt in a
credit bid to out-bid anyone.
But, if Old Bank exercises its de facto veto power and kills off a
firm at liquidation value, thereby destroying a going concern surplus, the
economy as a whole suffers. Most obviously, there is a dead-weight loss
of $2 million in value. Furthermore, firms are not isolated stand-alone
economic islands. If a firm closes its doors; jobs are lost, suppliers lose a
customer, and competition in the market is weakened. I am not saying
that every firm should be salvaged, no matter what. I am saying that the
decision whether to do so should not be controlled by an entity that systematically will never take larger implications and externalities into account but will focus solely on its own interests, which might well be at
odds with the greater good.
There is a cure for this agency problem. An impartial, neutral arbiter is available—we call her a “bankruptcy judge”; the forum in which
she can make decisions as to the fate of a firm with an assessment of the
greater good and the interests of all stakeholders is called the “bankruptcy court”; and the law pursuant to which she can make those decisions is
the “Bankruptcy Code.” That federal bankruptcy law was passed by
Congress pursuant to the power granted in Article I, § 8, clause 4 of the
Constitution to “make uniform laws on the subject of Bankruptcies,” viz,
the “Bankruptcy Clause.”25 So all is well, right? No. The operation of that
bankruptcy law has been hijacked by controlling secured creditors for
their own interests.26

24. Indeed, I would argue that the Bankruptcy Clause power would support a result that paid
even less than $20 million to Old Bank, but such is not a necessary part of my argument.
25. U.S. CONST. art. I, § 8, cl. 4.
26. See Jay Lawrence Westbrook, The Control of Wealth in Bankruptcy, 82 TEX. L. REV. 795,
844‒52 (2004).
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There is a major problem with any attempts to reform the bankruptcy system to counter this über-control by secured lenders. Indeed, it
is (at least perceived to be) an almost impassable roadblock. As noted
above, that imposing hurdle is the Fifth Amendment. Ever since the Supreme Court broke with precedent and settled understandings of our
constitutional system in its 1935 decision in Louisville Joint Stock Land
Bank v. Radford,27 and for the first time raised the specter of an independent Fifth Amendment takings constraint on the Bankruptcy Clause
to limit what could be done to modify secured creditor claims in bankruptcy, we have been hamstrung. Looming large over the bankruptcy
landscape is the perceived constitutional imperative that the collateral
position of a secured creditor is inviolate, no matter what the costs and
no matter what benefits might otherwise be possible through a prudential
invocation of the Bankruptcy Clause.
My position is that the supposed roadblock is, in fact, ephemeral
and nothing more than a chimera. Properly understood, the only limitation on the scope of congressional power under the Bankruptcy Clause
inheres in the Bankruptcy Clause itself. In other words, the Fifth
Amendment Takings Clause does not and should not constrain the exercise of congressional powers under the Bankruptcy Clause. Thus, if a
proper application of the Bankruptcy Clause would permit the modification of a secured creditor’s collateral position (and I believe it does),
nothing in the Fifth Amendment Takings Clause should stand in the way.
III. PREVIEW: FIVE CURIOSITIES
Five curiosities (at least) present themselves. The first curiosity is
that for a very long time in our nation’s history, it was well understood
that the only restraint on the bankruptcy power was that found in the
Bankruptcy Clause itself.28 In short, my thesis reflects this original and
long-standing understanding. And yet, this history eventually was largely
forgotten. I suspect that if you could go back in time and ask Joseph
Story—author of the leading early nineteenth century commentary on
the Constitution29 and also architect of the historic Bankruptcy Act of
184130—whether the Fifth Amendment Takings Clause limited the Bankruptcy Clause, he likely would have wrinkled his brow and given you a
puzzled stare and asked you why on earth you came up with such an odd
idea. Too bad he could not have had a brief chat with Justice Brandeis a
century later (explanation to follow). The unbroken line of case authority throughout the nineteenth century and up to and even into the Great
27. 295 U.S. 555, 601–02 (1935).
28. See James Steven Rogers, The Impairment of Secured Creditors’ Rights in Reorganization: A
Study of the Relationship Between the Fifth Amendment and the Bankruptcy Clause, 96 HARV. L. REV.
973, 975, 1031 (1983). But see Julia Patterson Forrester, Bankruptcy Takings, 51 FLA. L. REV. 851, 854
(1999).
29. JOSEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES (1833).
30. The Bankruptcy Act of 1841, ch. 9, § 1, 5 Stat. 440 (repealed 1843).
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Depression on the scope of the Bankruptcy Clause all proceeded on the
universally shared assumption that the scope of the bankruptcy power
was to be divined only by reference to the parameters of the Bankruptcy
Clause itself.
We lost our way—briefly, it seemed—in a cryptic case that came out
of the Supreme Court’s epic depression-era battles with FDR over much
of the New Deal legislation. In 1935, the Supreme Court, in an opinion
authored by Justice Brandeis, struck down a farm bankruptcy relief act
that had been passed the year before. In Louisville Joint Stock Land
Bank v. Radford,31 the Court held that the Frazier-Lemke Act took away
too many of the collective rights of a farm mortgagee and therefore was
invalid under the Fifth Amendment.32 Radford was an unprecedented
decision; never before had such a possibility even been considered by the
Court.
The second curiosity is that the very same Supreme Court, in the
very same year, decided a foundationally important case on the scope of
the Bankruptcy Clause, and that case never seriously entertained the
idea that the Fifth Amendment might pose some hurdle, even though the
contention was raised. Instead, in Continental Illinois National Bank &
Trust Co. v. Chicago, Rock Island & Pacific Railway Co.,33 the Supreme
Court upheld the new railroad reorganization act as being a permissible
exercise of congressional power within the scope of the Bankruptcy
Clause.34 Even though that new law directly impacted and restrained secured creditors, and indeed posed a risk (which, in fact, was realized in
the case) that the creditor’s collateral might be impaired, the Court gave
short shrift to the proffered Fifth Amendment complaint (which focused
on due process rather than takings), finding it subservient to the overarching power of the Bankruptcy Clause.35
Consistent with the approach it took in the Rock Island case, the
Court soon effectively recanted its unprecedented decision in Radford.
After Radford was decided, Congress almost immediately passed a very
slightly amended version of the Frazier-Lemke Act,36 modestly tweaking
some of the supposedly unconstitutional infringements that had haunted
the original Frazier-Lemke Act. The Supreme Court then upheld the
“new and improved” act against a variety of constitutional challenges in
a pair of cases: Wright v. Vinton Branch of Mountain Trust Bank37 and
Wright v. Union Central Life Insurance Co.38 After the Wright duo,

31. 295 U.S. at 555.
32. Id. at 601–02. Just as curiously, it was not entirely clear whether the invalidity was under the
Due Process or the Takings Clause—although the latter seems a more plausible reading.
33. 294 U.S. 648 (1935).
34. Id. at 685.
35. Id. at 680.
36. Act of Aug. 28, 1935, ch. 792, 49 Stat. 942 (amending 11 U.S.C. § 203(s) (1935)).
37. 300 U.S. 440 (1937).
38. 311 U.S. 273 (1940).
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Radford, by common consensus, was dead and gone, apparently one of
those momentary lapses that even the Supreme Court can make.39
The third curiosity comes from the second Wright case.40 The enduring—indeed, almost canonical—embodiment today of the thesis that
the Fifth Amendment constrains the exercise of the bankruptcy power as
applied to secured creditors is found in that second Wright decision, the
Union Central case.41 The Wright cases, as just noted, and as will be explained in more detail below, for all intents and purposes said, “We
goofed in Radford. Forget what we said there. Our bad.” The Union
Central Court held that it was perfectly fine for James Wright to be allowed to purchase his farm at its appraised value without allowing the secured creditor a chance to bid against him.42 In a nutshell, the case stands
squarely for sticking it to the secured creditor in order to make things
better for the debtor. Making light of the secured creditor’s constitutional protestations, and ignoring what Justice Brandeis had written in Radford, Justice Douglas (who likely knew more about bankruptcy than any
justice in United States history, except possibly Justice Story) in Union
Central observed wryly that the secured creditor could hardly complain
because it had been paid “the value of the property”—and here is the
canonical statement—and “there is no constitutional claim of the creditor
to more than that.”43 This third curiosity, then, is that the Court’s action
in dramatically restricting the rights of secured creditors has come to be
embraced, almost on the level of holy writ, as the credo for upholding the
constitutional rights of secured creditors.44
The fourth curiosity is that almost half a century after Radford’s apparent demise, the Supreme Court inexplicably resurrected it à la
Lazarus in United States v. Security Industrial Bank.45 Security Industrial
Bank was a 1982 decision in which the Court construed a lien avoidance
provision in the 1978 Bankruptcy Reform Act46 in such a way as to avoid
the constitutional problem that otherwise would have arisen due to the
destruction of the secured creditor’s lien.47 Chief Justice Rehnquist, writing for the Court, plainly signaled that such a retroactive lien destruction
was constitutionally verböten under the mandate of Radford,48 which until then had been discredited and largely forgotten.

39. See Helvering v. Griffiths, 318 U.S. 371, 401 & n.52 (1943).
40. 311 U.S. at 273.
41. Id.
42. Id. at 281‒82.
43. Id. at 278.
44. Thus, for example, Patrick Murphy reads this passage to establish that “the secured creditor
has a distinct property interest entitled to constitutional protection throughout the proceeding, but
that property interest is limited to the value of the collateral and should be distinguished from the secured creditor’s procedural remedies, which can be impaired or even abrogated.” Murphy, supra note
1, at 1491.
45. 459 U.S. 70, 75 (1982).
46. Bankruptcy Reform Act of 1978, 11 U.S.C. § 522(f) (2012).
47. Sec. Indus. Bank, 459 U.S. at 82.
48. Id. at 75.
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Curiosity number five is that all of the cases, from Radford on, that
have weighed in on the constitutional issue, have done so in the specific
context of retroactive legislation that would upset previously existing
rights. Yet, and here is the curiosity, those cases have unthinkingly been
taken to be equally applicable to impose strict Fifth Amendment limits
on what can be done to secured creditors under the bankruptcy power,
even with respect to prospective legislation. But, indisputably, the constitutional case is radically different depending on whether prospective or
retroactive application is on the table. As to the former, it is hard to
come up with an even plausibly defensible basis for finding a Fifth
Amendment takings constraint.
IV. A MAGICAL HISTORY TOUR
A.

The Original Understanding: The Scope and Preeminence of the
Bankruptcy Clause

When the Framers included the Bankruptcy Clause in the Article I
powers of Congress in the Constitution, granting Congress the power to
pass “uniform laws on the subject of Bankruptcies,”49 it was well understood what that grant meant. And what it meant was—a law just like
what bonnie old England had for a quarter of a millennium, the current
iteration being the Statute of George of 1732.50 So, a “bankruptcy” law
was a form of collective proceeding that could be brought only against
merchant debtors, only involuntarily against the debtor by aggrieved
creditors, upon the commission of an act of bankruptcy, which would result in the designation of a bankruptcy commissioner to administer the
estate; if the debtor cooperated in the case, perhaps he might be granted
a discharge of debts.51 “Insolvency” laws, by contrast, offered a form of
relief (from debts or, more commonly, from imprisonment) on the petition of a distressed individual debtor, whether merchant or not.52 The only real opposition at the Constitutional Convention to including a bankruptcy power was the worry posed by Roger Sherman of Connecticut
that the death penalty for fraudulent bankruptcy might apply, as it then
still did in England.53 But with little fanfare the bankruptcy power was
included.
James Madison commented on the wisdom of including such a power in No. 42 of the Federalist Papers:
The power of establishing uniform laws of bankruptcy, is so intimately connected with the regulation of commerce, and will prevent
so many frauds where the parties or their property may lie or be
49.
50.
51.
52.
53.

U.S. CONST. art. I, § 8, cl. 4.
5 Geo. 2, c. 30 (1732) (Eng.).
See TABB, supra note 13, § 1.6.a., at 37–38.
Id. § 1.1, at 2.
BRUCE H. MANN, REPUBLIC OF DEBTORS: BANKRUPTCY
INDEPENDENCE 169 (2009).
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removed into different States, that the expediency of it seems not
likely to be drawn into question.54
In a similar vein, Joseph Story, in his 1833 Commentaries on the
Constitution of the United States, emphasized the necessity for a federal
law of bankruptcy, because if the power to enact bankruptcy laws were
left to the individual states, relief would be greatly restricted and compromised.55 States could neither impair the obligation of contracts56 nor
provide efficacious relief beyond their borders.57 Indeed, experience in
the colonial period and under the Articles of Confederation underscored
the severe limitations on the effectiveness of state bankruptcy laws.
Throughout the next century, the battle over the scope of the bankruptcy power focused on whether that power was limited to the sort of
proceeding in force in England in 1789, and if not, what innovations were
permitted. Sturges v. Crowninshield,58 decided in 1819, dealt with a New
York state law that discharged debts, passed at a time when there was no
extant federal bankruptcy legislation. Chief Justice Marshall noted in dictum that the extent of the constitutional grant was not necessarily restricted to the technical English understanding of “bankruptcy.”59 What
might have been understood to be an “insolvency” law, rather than a
bankruptcy law, nevertheless might fall within the constitutional grant.60
Justice Story agreed in his 1833 Commentaries.61 Over the next century,
this view that the scope of the Bankruptcy Clause was not confined to
English bankruptcy law as of 1789 was embraced on multiple occasions
by the Supreme Court.62
Story discussed the bankruptcy power extensively. He first broadly
defined a bankruptcy law by reference to its core functions of distributing property and discharging debts:
[T]he general object of all bankrupt and insolvent laws is, on the
one hand, to secure to creditors an appropriation of the property of
their debtors pro tanto to the discharge of their debts, whenever the
latter are unable to discharge the whole amount; and on the other
hand, to relieve unfortunate and honest debtors from perpetual
bondage to their creditors, either in the shape of unlimited impris-

54. THE FEDERALIST NO. 42, at 217 (James Madison) (Max Beloff ed. 1948).
55. JOSEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES §§ 1107–09
(Little Brown 3d ed. 1858).
56. Sturges v. Crowninshield, 17 U.S. (4 Wheat.) 122, 206 (1819).
57. Ogden v. Saunders, 25 U.S. (12 Wheat.) 213, 313 (1827).
58. 17 U.S. at 122.
59. See id. at 144‒45.
60. The Court went on, though, to say that New York law was not preempted simply because of
the existence of the possibly conflicting constitutional grant. It was only the exercise of the power by
Congress that would preempt state power. Id. at 127‒28.
61. STORY, supra note 55, at § 1111. Story’s position was quoted at length with approval by the
Supreme Court in Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 185 (1902).
62. See, e.g., Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co., 294 U.S. 648, 668
(1935); Moyses, 186 U.S. at 185.

19

TABB.DOCX (DO NOT DELETE)

No. 2]

LIMITED RIGHTS OF SECURED CREDITORS

4/2/2015 9:43 AM

777

onment to coerce payment of their debts, or of an absolute right to
appropriate and monopolize all their future earnings.63
He then concluded that:
Perhaps as satisfactory a description of a bankrupt law, as can be
framed, is, that it is a law for the benefit and relief of creditors and
their debtors, in cases, in which the latter are unable, or unwilling to
pay their debts. And a law on the subject of bankruptcies, in the
sense of the constitution, is a law making provisions for cases of
persons failing to pay their debts.64
For our present purposes, under Story’s view, it would appear that a
law modifying the rights of secured creditors of a financially distressed
debtor would plainly fall within the constitutional power. Both core functions of a bankruptcy law, viz., of dealing with and making distribution of
the debtor’s property to creditors, and discharging debts thereafter, are
at the very core of such a law.
Of more interest and relevance to my central thesis is this: in all of
Story’s quite extended and detailed discussion of the bankruptcy power,
wherein he examines its nature, history, function, and application, he
never even intimates that lurking as a brake on what Congress can do is
the Fifth Amendment Takings Clause. While I recognize that nothing
conclusive can be inferred from such silence, at the same time one of the
central, core issues constantly under discussion by Story is what can be
done with the debtor’s property in bankruptcy, and how and in what
manner it should be distributed to creditors. If there were any Fifth
Amendment Takings restraint on how a bankruptcy law could deal with
a debtor’s property that also happens to be subject to a lien, it is most
surprising and a seemingly glaring omission for Story to have forgotten
to mention it. But his approach typified that of nineteenth century lawyers, judges, and scholars in their assessment of the extent of the bankruptcy power, which was to focus solely on the Bankruptcy Clause itself.65
I have found no discussions in that era suggesting anything else.
In the first four decades of the nineteenth century, following the
1803 repeal of the Bankruptcy Act of 1801,66 the big debate was whether
a law that allowed a nonmerchant debtor to voluntarily commence a
bankruptcy case and discharge his debts fell within the scope of the “subject of Bankruptcies.”67 While some (especially John Calhoun and
Thomas Benton) argued that it did not,68 the prevailing view, championed especially by Joseph Story (architect of the Bankruptcy Act of
1841) and Daniel Webster, was that such a law was a bankruptcy law
within the constitutional grant, even though it went beyond the English
63. STORY, supra note 55, at § 1106.
64. See id. at § 1108 n.25.
65. See generally Stephen J. Lubben, A New Understanding of the Bankruptcy Clause, 64 CASE
W. RES. L. REV. 319 (2013).
66. Bankruptcy Act of 1803, ch. 6, 2 Stat. 248.
67. See Plank, supra note 6, at 508 n.107.
68. See CONG. GLOBE, 26th Cong., 1st Sess. 345, 433 (1840).
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practice at the time of the Constitution.69 Indeed, Story had argued that
voluntary bankruptcy by nonmerchants fell within the constitutional
grant in his 1833 Commentaries.70 Just such a law was then passed in the
Bankruptcy Act of 1841.71
The constitutionality of the 1841 Act was never passed on directly
by the Supreme Court. Justice Catron, sitting on circuit, however, upheld
the constitutionality of the 1841 Act in the case of In re Klein in 1843.72
Justice Catron’s extraordinarily broad definition of the scope of congressional power under the Bankruptcy Clause has been quoted in numerous
cases with approval by the Supreme Court:
I hold, it [the bankruptcy power] extends to all cases where the law
causes to be distributed the property of the debtor among his creditors; this is its least limit. Its greatest, is a discharge of the debtor
from his contracts. And all intermediate legislation, affecting substance and form, but tending to further the great end of the subject—distribution and discharge—are in the competency and discretion of Congress.73
Under this expansive definition, there is little doubt that a law modifying the rights of secured creditors in their collateral would be covered.
Clearly, “distribution and discharge” are comprehended by such a law.
The collateral would be “distributed” and the secured creditor’s further
rights to collect from the debtor as a personal obligation would be “discharged.” Now to be sure, nothing in the 1841 Act purported to so affect
a secured creditor’s rights, so we cannot take anything from Justice
Catron’s observation that speaks to the relationship between the Takings
Clause of the Fifth Amendment and the Bankruptcy Clause. But the
constitutional power of the Bankruptcy Clause seemingly would be
covered.
The next major development with regard to the scope of the Bankruptcy Clause concerned the addition of a provision for composition
agreements in the 1874 amendment74 to the Bankruptcy Act of 1867. The
1874 composition law was the first important step on the road to a reorganization law. That law did not provide for the modification of secured
debts, but only of unsecured debts.75 The composition agreement, if accepted by the specified percentage of creditors, allowed the debtor to retain his property and discharge his debts—importantly, even as to creditors who voted against the composition—if he paid the amounts provided
for in the composition agreement.76 Again, the Supreme Court never directly passed on the constitutionality of the composition provision. The
69. See, e.g., STORY, supra note 55, at § 1106.
70. Id. at § 1111.
71. See Uniform System of Bankruptcy Act of 1841, ch. 9, 5 Stat. 441 (1841) (repealed 1843); see
John C. McCoid, II, The Origins of Voluntary Bankruptcy, 5 BANKR. DEV. J. 361, 361 (1988).
72. See In re Klein, 42 U.S. (1 How.) 277.
73. Id. at 281.
74. Composition with Creditors Act, ch. 390, § 17, 18 Stat. 182–84 (1875) (repealed 1878).
75. Id.
76. Id.
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lower courts, however, found that it was constitutional.77 In an 1881 case,
the Supreme Court did recognize that the composition provision was a
proceeding “in bankruptcy,” and thus had to be applied consistently with
the other provisions of the bankruptcy law.78
An oft-quoted and influential lower court opinion upholding the
1874 composition law was In re Reiman, in which Judge Blatchford explored in depth the history and nature of bankruptcy legislation.79 He
first agreed with the prevailing view that the “subject of Bankruptcies”
was not limited to the scope of English practice in 1789:
[T]he power to establish laws on ‘the subject of Bankruptcies’ gives
an authority over the subject, that is not restricted by the limitation
found in the English statutes in force when the constitution was
adopted. The power given must, indeed, be held to be general, unlimited and unrestricted over the subject.80
That left the question, though: “what is the subject?”81 Judge
Blatchford answered, in a passage often cited or quoted approvingly by
the Supreme Court82 and lower courts: “The subject is ‘the subject of
Bankruptcies.’ What is ‘the subject of Bankruptcies?’ It is not, properly,
anything less than the subject of the relations between an insolvent or
non-paying or fraudulent debtor, and his creditors, extending to his and
their relief.”83
Elaborating, he explained that the essence of a bankruptcy law was
to deal with the property of a distressed debtor, and to appropriate and
distribute that property amongst the debtor’s creditors, with, perhaps, a
discharge of debts following that distribution.84 That analysis again suggests strongly that a law that purported to deal with a debtor’s property,
even though subject to a lien, would surely fall within the constitutional
grant. Again, since the 1874 law did not purport to modify secured
claims, there was no need to opine on the question, and thus nothing dispositive can be inferred. The reasoning followed there, however, foreshadowed that used by the Supreme Court in the Great Depression in
upholding a reorganization law that did affect the claims of secured creditors.85 Indeed, the Court in 1935 in the landmark Rock Island case concluded that the reasoning of Reiman in upholding the 1874 composition
law directly supported a holding in favor of the constitutionality of the
1933 railroad reorganization act which, as noted, seriously restricted the
rights of secured creditors.86
77. See, e.g., In re Reiman, 20 F. Cas. 490 (S.D.N.Y. 1874) (No. 11,673).
78. See Wilmot v. Mudge, 103 U.S. (13 Otto) 217 (1880). The Court held that a debt based on
fraud could not be discharged in a composition when the defrauded creditor did not assent.
79. See Reiman, 20 F. Cas. at 492.
80. Id. at 496.
81. Id.
82. See, e.g., Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 187 (1902).
83. Reiman, 20 F. Cas. at 496.
84. Id. at 493.
85. See Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co., 294 U.S. 648, 663 (1935).
86. See id. at 672–73.
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A case decided by the Supreme Court in 1886 sheds some light on
the rights of secured creditors in bankruptcy cases.87 Francis Long and his
wife Betsy had borrowed money from Daniel Bullard and granted him a
mortgage on their homestead to secure repayment.88 Francis Long subsequently was adjudicated a bankrupt, but Bullard declined to prove his
claim or otherwise participate in the bankruptcy case; Long received a
discharge.89 A few years later, Bullard sought to foreclose his mortgage,
and Long objected that the discharge in bankruptcy had cut off Bullard’s
rights.90 In Long v. Bullard, the Supreme Court held for Bullard, the secured creditor.91 According to the Court, the bankruptcy discharge only
eliminated the bankrupt’s personal liability for discharged debts; the
creditor’s right to its collateral survived.92 Notably, though, the Court’s
decision was not based upon any view of a constitutional right to the collateral, but apparently only on an interpretation of the intended scope of
the discharge provisions of the Bankruptcy Act of 1867. The Court in
Radford a half century later, however, cited Long for the proposition
that a mortgagee’s mortgage is “not disturbed by bankruptcy proceedings” unless the mortgagee chooses to participate and prove his claim,93
the point being relevant to the Radford Court’s view that a mortgage is
constitutionally inviolable unless the debt is paid in full or the mortgaged
property relinquished.94 Drawing a constitutional imperative from Long,
though was unwarranted.
The onset of the cataclysmic Great Depression raised the stakes and
focused the issue of the relative rights of debtors and creditors, especially
creditors holding security, such as a mortgage. With debtors ubiquitously
in default, and with property values plummeting, the specter of rampant
foreclosures appeared.95 Both state and federal legislatures feared that
debtors would lose their property for a song. In response, Congress
passed a series of relief acts in 1933 and 1934, including a wide variety of
laws providing for compositions and reorganizations.96 States, too, passed
moratorium laws delaying foreclosures.97
In a landmark nonbankruptcy decision in early 1934, the Supreme
Court upheld Minnesota’s mortgage moratorium law against a challenge
87. Long v. Bullard, 117 U.S. 617 (1886).
88. Id. at 618.
89. Id.
90. Id.
91. Id. at 621.
92. Id.
93. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 582–83 (1935).
94. Id. at 579 n.7.
95. See Aleatra P. Williams, Foreclosing Foreclosure: Escaping the Yawning Abyss of the Deep
Mortgage and Housing Crisis, 7 NW J. L. & SOC. POL’Y 454, 497 (2012) (“During the Great
Depression, a record number of homeowners faced foreclosure. It was reported that foreclosures
swelled from 134,900 to 252,400 from 1929 through 1933.”).
96. See, e.g., Michael St. Patrick Baxter, The Application of § 502(b)(6) to Nontermination Lease
Damages: To Cap or Not to Cap?, 83 AM. BANKR. L.J. 111, 130‒37 (2009).
97. Geoff Walsh, The Finger in the Dike: State and Local Laws Combat the Foreclosure Tide, 44
SUFFOLK U. L. REV. 139, 139‒44 (2011).
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that it violated the constitutional prohibition against states passing laws
impairing the obligation of contracts.98 In Home Building & Loan
Association v. Blaisdell, the Court concluded that in response to a dire
economic emergency, states constitutionally may invoke their police
powers to grant a moratorium against foreclosures.99 Delay alone is not
enough to contravene the Contracts Clause, if it still appears that the law
“preserve[s] substantially the right of the mortgagee to obtain, through
application of the security, payment of the indebtedness.”100 That holding
would seem to suggest that Congress, which in the Bankruptcy Clause
has the express power to legislate upon the subject of bankruptcies—a
power which almost inevitably does impair the obligation of contracts, at
least as much as if not more so than had been true of the legislation at issue in Blaisdell—accordingly may exercise its bankruptcy power to pass
laws that would delay the realization by a mortgagee upon its collateral.
Nor would doing so appear to trigger any takings problems. After
Blaisdell, though, the Court went the other way on other state moratorium laws, when the legislation at issue more substantially abridged the
lienholder’s substantive right to realize on its collateral.101
Most pertinent was the Supreme Court’s decision on April 1, 1935—
just eight weeks before the Court decided Radford—in Continental
Illinois National Bank & Trust Co. v. Chicago, Rock Island & Pacific
Railway Co.,102 upholding the provisions of § 77,103 permitting railroad reorganizations. The Court concluded that the new reorganization law,
passed in 1933, was within the scope of the Bankruptcy Clause,104 and did
not violate any other constitutional provision, most specifically the Due
Process Clause of the Fifth Amendment.105 Importantly, this law did affect the rights of secured creditors; indeed, a substantial amount of the
debt held against the Rock Island railroad was secured.106 The specific
question that went up to the Court was whether the injunction restraining the sale of the collateral was valid.107 The new law only required that
a railroad debtor’s plan for reorganization provide “adequate protection” for the lienholder’s collateral position.108
98. Home Bldg. & Loan Ass’n v. Blaisdell, 290 U.S. 398, 447–48 (1934).
99. Id. at 436.
100. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 581 (1935).
101. See, e.g., W. B. Worthen Co. v. Kavanaugh, 295 U.S. 56, 63 (1935); W. B. Worthen Co. v.
Thomas, 292 U.S. 426, 434 (1934).
102. 294 U.S. 648 (1935).
103. Id. at 672; see also Act of Mar. 3, 1933, ch. 204, 47 Stat. 1467, 1474 (repealed 1978).
104. Cont’l Ill. Nat’l Bank, 294 U.S. at 675.
105. Id. at 680.
106. Id. at 657.
107. Id.
108. Unless a class voted in favor of the plan, 77(g)(6) required:
adequate protection for the realization by them of the value of their securities, liens, and claims,
either (a) by the sale of such property subject to their liens, if any, or (b) by the sale free of such
liens at not less than a fair upset price, and the transfer of such liens to the proceeds of such sale,
or (c) by appraisal and payment in cash of either the value of such liens and claims or, at the objecting creditors' election, the value of the securities allotted to such liens and claims under the
plan.
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The Court first had to decide if the new law fell within the “subject
of Bankruptcies.”109 It began with the recognition that, as noted above,
the scope of the bankruptcy power had never been understood to be limited only to English practice as of 1789.110 Instead, it noted that “[f]rom
the beginning, the tendency of legislation and of judicial interpretation
has been uniformly in the direction of progressive liberalization in
respect of the operation of the bankruptcy power.”111 Yet, Justice
Sutherland for the unanimous Court further observed: “But, while it is
true that the power of Congress under the bankruptcy clause is not to be
limited by the English or Colonial law in force when the Constitution was
adopted, it does not follow that the power has no limitations. Those limitations have never been explicitly defined . . . .”112 Taking a close look at
the historical evolution of the bankruptcy acts in the United Sates, the
Court concluded:
The fundamental and radically progressive nature of these extensions becomes apparent upon their mere statement; but all have
been judicially approved or accepted as falling within the power
conferred by the bankruptcy clause of the Constitution. Taken altogether, they demonstrate in a very striking way the capacity of the
bankruptcy clause to meet new conditions as they have been disclosed as a result of the tremendous growth of business and development of human activities from 1800 to the present day. And these
acts, far-reaching though they be, have not gone beyond the limit of
congressional power; but rather have constituted extensions into a
field whose boundaries may not yet be fully revealed.113
With respect, then, to the new railroad reorganization law, the
Court then observed: “Section 77 advances another step in the direction
of liberalizing the law on the subject of bankruptcies. . . . Obviously, Section 77 does no more than follow the line of historical and progressive
development projected by previous acts.”114 The Court found precedent
for approval of the fundamental nature of the relief offered by Section 77
as being within the bankruptcy power in prior decisions upholding composition laws. First was the Court’s Gebhard decision,115 which had upheld on comity grounds the legislation of the Canadian Parliament allowing for restructuring of the debts, secured and unsecured, of a Canadian
railway. Such a law deserved comity, the Court opined, as it was within
“the spirit of bankrupt laws.”116 So too did the Rock Island Court cite ap-

Id. at 663 n.4.
109. Id. at 668.
110. Id. at 669.
111. Id. at 668.
112. Id. at 669.
113. Id. at 671.
114. Id. at 671–72.
115. Canada S. Ry. Co. v. Gebhard, 109 U.S. 527 (1883).
116. Id. at 539.
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provingly the lower court cases, such as Reiman, which had approved the
1874 composition law,117 emphasizing that:
The constitutionality of the old provision for a composition is not
open to doubt. . . . The same view sustains the validity of section 77.
Both contemplate an adjustment of a failing debtor’s obligations;
and although actual bankruptcy may not supervene in either, they
are none the less laws on the subject of bankruptcies.118
The Court thus concluded: “It follows, from what has now been
said, that section 77, in its general scope and aim, is within the power
conferred by the bankruptcy clause of the Constitution; and we so
hold.”119
But that holding only disposed of the contention that Section 77 fell
outside of the scope of congressional powers. Even if that enactment
came within congressional powers under the Bankruptcy Clause, were
the specific provisions of the railroad reorganization law affecting secured creditors, and the manner in which they were implemented via injunction restraining the sale of the collateral, nevertheless in contravention of the Fifth Amendment? The Court thought not, and indeed did
not even appear to think it a close question.120
Notably, the Court acknowledged the possibility that the value of
the collateral might decline during the period the injunction against sale
was in force.121 Indeed, the petitioner’s brief pointed out that the value of
the collateral already had declined by over forty percent from the time
the petition for an injunction was filed, and that the petitioner had gone
from being over-secured to being substantially underwater.122 Nevertheless, the Rock Island court did not believe that to be problematic or to
pose any constitutional difficulty; the same possibility existed in regular
proceedings in bankruptcy, and that had never been thought to pose a
constitutional problem.123 Indeed, the Court did not even intimate, nor
did the aggrieved lienholders argue, that such a collateral decline might
raise an issue under the Takings Clause.

117. Cont’l Ill. Nat’l Bank, 294 U.S. at 672.
118. Id. at 672–73.
119. Id. at 675.
120. Id. at 680‒81.
121. Id. at 677.
122. In their Brief before the Supreme Court, the Petitioners argued that:
When the Debtor's petition for an injunction was filed (September 26, 1933) the collateral held by
petitioners had a market value (based on past prior sales on the New York Stock Exchange) of
$4,153,355, an amount substantially in excess of the $3,866,923.34 principal amount of indebtedness then owing to petitioners. On October 15, 1934, when the petition for certiorari was prepared, the market value of the collateral (on the same basis) was $2,614,755. On January 12, 1935,
as this brief is being prepared, the market value of the collateral (on the same basis) is $2,389,980.
It is apparent, therefore, that any postponement of the sale of collateral of the character in question may cause substantial damage to the pledgees—as indeed the injunction in these cases has already damaged petitioners.
Brief for Petitioners at 69, Cont’l Ill. Nat’l Bank & Trust Co. v. Chi. R.I. & P. Ry. Co., 294 U.S. 648
(1935) (Nos. 479–88).
123. Cont’l Ill. Nat’l Bank, 294 U.S. at 677.

26

TABB.DOCX (DO NOT DELETE)

784

UNIVERSITY OF ILLINOIS LAW REVIEW

4/2/2015 9:43 AM

[Vol. 2015

Rather, the specific constitutional objection the Rock Island Court
entertained was a due process challenge.124 The objecting lienholders argued that since they were empowered by the terms of their security to
sell their collateral at a time of their own choosing, the injunction entered in the present case under Section 77 “deprives them of their property—that is to say, impairs or destroys their contractual rights—without
due process of law.”125 The Supreme Court previously had held that due
process limits the operation of the bankruptcy power, stating in Hanover
National Bank v. Moyses that “Congress may prescribe any regulations
concerning discharge in bankruptcy that are not so grossly unreasonable
as to be incompatible with fundamental law.”126 The secured creditors in
Rock Island argued that the delay preventing them from foreclosing indefinitely, while their collateral was declining in value, was arbitrary and
unreasonable.127
The Court, however, had little trouble in rejecting that claim: “We
find no substance in the contention of the petitioning banks that section
77, as applied by the court below to permit an injunction restraining the
sale of the collateral, violates the Fifth Amendment.”128 The Court’s reasoning rested first on the structure of the Constitution and the necessary
and evident purpose and function of the clauses read in harmony:
[U]nder the express power to pass uniform laws on the subject of
bankruptcies, the legislation is valid though drawn with the direct
aim and effect of relieving insolvent persons in whole or in part
from the payment of their debts. So much necessarily results from
the nature of the power, and this must have been within the contemplation of the framers of the Constitution when the power was
granted.129
That argument, though, simply said that under the Bankruptcy
Clause, Congress can pass an act the effect of which is to impair the obligation of contracts, without necessarily violating due process. The objecting banks did not entirely dispute that point; rather, their primary argument was that in the instant case the means of doing so—an indefinite
injunction against foreclosure while the value of the collateral dropped
by almost half—was in fact arbitrary and unreasonable.130 The Court’s response was conclusory: “The injunction here goes no further than to delay the enforcement of the contract. It affects only the remedy.”131 The
Court also pointed out that it had already held, in Straton v. New, that a
court sitting as a court of bankruptcy had the constitutional power to de-

124.
125.
126.
127.
128.
129.
130.
131.

Id. at 667.
Id. at 680.
Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902).
See Cont’l Ill. Nat’l Bank, 294 U.S. at 684–85.
Id. at 680.
Id. at 680‒81 (internal citation omitted).
Id.
Id. at 681.

27

TABB.DOCX (DO NOT DELETE)

No. 2]

4/2/2015 9:43 AM

LIMITED RIGHTS OF SECURED CREDITORS

785

lay the enforcement of a real estate mortgage.132 The situation in Rock
Island, the Court thought, was “strictly analogous in character.”133
Taken together, the substance of what the Court did in Rock Island
as well as what it said would grant considerable deference to Congress to
pass a bankruptcy law that affected the rights of secured creditors to
their collateral, with no meaningful hindrance posed by the Fifth
Amendment. For all intents and purposes, as long as the law enacted fell
within the extremely expansive and ever-expanding scope of the Bankruptcy Clause, which basically any law that dealt with debtors and creditors would, it would pass muster. Due process would be violated only if
the provisions of the act were “so grossly unreasonable as to be incompatible with fundamental law,”134 and no mention of an issue under the
Takings Clause was even discussed. And yet, if the facts posited by the
petitioning banks in that case were as alleged, the secured creditors already had seen over forty percent of the value of their collateral evaporate, and had gone from being oversecured to undersecured. In such a
world, secured creditors apparently were almost entirely at the mercy
and whim of Congress.
B.

Radford: Birth, Death, and Resurrection

The case that at first blush changed everything was Louisville Joint
Stock Land Bank v. Radford135—decided, as noted earlier, a mere eight
weeks after Rock Island. Inexplicably, even though the substance of what
was being done to the mortgagees in the two cases was hardly distinguishable (in both, the gravamen was that foreclosure was delayed) the
Court made an about turn and, in direct contrast to Rock Island’s permissive and deferential approach, struck down the law at issue in
Radford as a violation of the Fifth Amendment (apparently as a taking,
rather than as a denial of due process).136 Ironically, on the facts, a compelling argument could be made that the mortgagees in Rock Island were
more negatively affected than the mortgagee in Radford, having already
lost over forty percent of their collateral value (and going from oversecured to underwater) and were still hamstrung by an injunction of indefinite term.137 In Radford, it was hard to believe that the farm could fall
much more in value than it already had. The primary difference in the
two acts, though, was the purchase option given to the debtor by the act
at issue there. As Justice Brandeis observed in Radford, “This right of
the mortgagee to insist upon full payment before giving up his security
has been deemed of the essence of a mortgage.”138
132.
133.
134.
135.
136.
137.
138.

Id. at 677 (citing Straton v. New, 283 U.S. 318, 321 (1931)).
Id. at 682.
Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902).
295 U.S. 555 (1935).
Id. at 601‒02.
Cont’l Ill. Nat’l Bank, 294 U.S. at 684–85; Brief for Petitioners, supra note 122.
Radford, 295 U.S. at 580.
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Part of the New Deal legislation was a farm relief act, the FrazierLemke Act (“FLA”).139 The original relief act for farmers was passed in
March of 1933 as part of President Franklin Roosevelt’s “100 days” legislative packet, and added a new § 75 to the Bankruptcy Act.140 But even
that law proved ineffectual in affording relief, so Congress amended § 75
with the FLA in the dreary summer of 1934.141 The amendment provided
a mechanism by which a farmer could keep his farm, even if he was underwater on the mortgage.142 The core of the Act allowed the farmer to
retain possession of the farm and then exercise an exclusive option to
purchase that farm at its appraised value over a period of up to five
years.143 Consent of the mortgagee was not required.144 By its terms the
Act applied only to mortgages entered into before the Act was passed.145
William W. Radford, Sr., owned a 170-acre farm in Christian County, Kentucky, and had executed mortgages in 1922 and 1924 to the
Louisville Joint Stock Land Bank to secure loans of $8000 and $1000.146
When the Great Depression hit, Radford defaulted on his mortgages and
the Bank eventually sued in June of 1933 to foreclose the mortgages.147
Radford filed a farmer bankruptcy petition under § 75 of the Bankruptcy
Act148 in February 1934 and sought a composition, but his creditors did
not approve.149 But when Congress added subsection (s) to § 75 in the
Frazier-Lemke Act on June 28, 1934, Radford had new hope. The state
court had ordered foreclosure on June 30, 1934, but on August 6,
Radford amended his petition in bankruptcy to include a prayer for relief
under the new Frazier-Lemke Act, which would let him retain possession
for up to five years upon payment of an annual rent (fixed at $325 for
Radford) and then to purchase the farm at its appraised value (initially
$4445, although the mortgagee could request reappraisal at the time of
debtor’s proposed purchase), even if the mortgagee did not consent.150
The bank did not consent, and offered to pay $9209 for the property,
which the referee in bankruptcy refused.151 Instead, Radford retained

139. Frazier-Lemke Farm Bankruptcy (Agricultural Debt Relief) Act, ch. 869, Pub. L. No. 73-486,
48 Stat. 1289 (1934) (codified at 11 U.S.C. § 203(s) (1934)).
140. Agricultural Adjustment Act of 1933, ch. 25, Pub. L. No. 73-10, 48 Stat. 31; see generally
Harold F. Briemyer, Agricultural Philosophies and Policies in the New Deal, 68 MINN. L. REV. 333
(1983) (analyzing the events leading to the New Deal’s agricultural legislation).
141. Frazier-Lemke Farm Bankruptcy Act, 48 Stat. at 1289.
142. Id.
143. Id. at 1291.
144. Id.; see Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 575–76 (1935).
145. Frazier-Lemke Farm Bankruptcy Act, 48 Stat. at 1291.
146. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 573 n.3 (1935).
147. Id. at 574.
148. Id. at 574–75. The farmer bankruptcy provisions were added to the Bankruptcy Act in § 75
by the Act of Mar. 3, 1933, ch. 204, 47 Stat. 1470 (repealed 1978).
149. Radford, 295 U.S. at 574.
150. Id. at 576–77.
151. Id. at 577.
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possession upon payment of the first year’s rental of $325.152 The district
court approved the referee’s orders, and the bank appealed.153
The Sixth Circuit upheld the constitutionality of the Frazier-Lemke
Act,154 as did the Fourth Circuit in a similar case soon thereafter.155 Both
the Sixth and Fourth Circuits found the Frazier-Lemke Act to fall
squarely within the scope of the “subject of Bankruptcies” under the
Bankruptcy Clause.156 They also rejected constitutional attacks under the
Fifth Amendment, finding no due process violation, but instead concluded that the FLA was eminently fair and reasonable, and easily satisfied
the test announced by the Supreme Court in Moyses, that the act need
only be “not so grossly unreasonable as to be incompatible with fundamental law.”157 Indeed, to the contrary, under the FLA, the mortgagee
would get the value of what it bargained for, viz., the value of the mortgaged farm. On the heels of the Blaisdell case decided just the year before, which upheld state mortgage foreclosure moratorium laws against a
challenge under the Contracts Clause,158 the circuit courts found the even
greater power to affect debtor-creditor relations inherent in the Bankruptcy Clause to be easily more than sufficient to withstand a constitutional Fifth Amendment challenge. Neither circuit court gave serious
consideration to the Act as posing a Fifth Amendment takings problem,
given that the mortgagee did receive the appraised value of its collateral,
with even a right of reappraisal before purchase. Finally, both the Sixth
and Fourth Circuits found little difference in the farm act than in the
corporate reorganization law (§ 77), which had been widely upheld by
the lower courts and would soon be upheld by the Supreme Court in the
Rock Island case, as discussed above.
Shockingly, the Supreme Court not only granted certiorari, notwithstanding any circuit split, but then reversed and held the Frazier-Lemke
Act unconstitutional under the Fifth Amendment.159 At different places
in the opinion Justice Brandeis seems to suggest a due process problem
and in others a takings issue,160 but it appears that the fairest reading of
the Court’s actual holding was that the FLA violated the Takings Clause,
as the Court concluded that the FLA took “from the [mortgagee] without compensation, and [gave] to Radford, rights in specific property
which are of substantial value . . . without just compensation,” in violation of the Fifth Amendment.161 Notwithstanding this apparently clear
152. Louisville Joint Stock Land Bank v. Radford, 74 F.2d 576, 578 (6th Cir. 1935), rev’d, 295 U.S.
555 (1935).
153. Id.
154. Id. at 583.
155. Bradford v. Fahey, 76 F.2d 628, 638 (4th Cir. 1935).
156. Id. at 635; Radford, 74 F.2d at 580.
157. Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902).
158. Home Bldg. & Loan Ass’n v. Blaisdell, 290 U.S. 398, 447 (1934).
159. Radford, 295 U.S. at 601‒02.
160. Indeed, the Court itself has read Radford as both a Due Process case, Wright v. Vinton
Branch of Mountain Trust Bank, 300 U.S. 440, 457 (1937)), and as a takings case, United States v. Sec.
Indus. Bank, 459 U.S. 70, 75–76 (1982).
161. Radford, 295 U.S. at 601‒02.
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takings holding, however, the Supreme Court itself later interpreted
Radford as having been based on due process.162
Note that the Court expressed no opinion as to the constitutionality
under the Bankruptcy Clause and the Fifth Amendment of applying the
FLA against subsequent mortgages (i.e., mortgages granted after the legislative enactment).163 The FLA by its terms only applied to prior mortgages.164 The constitutional case would be much different for postenactment mortgages, as the Radford Court acknowledged.165
Nor did the Court decide whether the FLA exceeded congressional
authority under the Bankruptcy Clause, notwithstanding the bank’s
strenuous argument that the FLA was not a law on the “subject of Bankruptcies” at all.166 The Court noted and reiterated what it had said previously, that the outer limits of the bankruptcy power had not yet been fully elucidated, had been expanded beyond the English practice as of 1789,
were not necessarily limited to what had been exercised to date, and potentially could continue to be expanded.167 But such a decision on the
scope of the Bankruptcy Clause ultimately was unnecessary in the case
before it, Justice Brandeis stated, since the FLA contravened another
constitutional provision.168
Instead, the Court held the FLA unconstitutional under the Fifth
Amendment, as applied against preexisting mortgages.169 Regarding the
important threshold question of the constitutional interrelationship between the Fifth Amendment and the Bankruptcy Clause, Brandeis appeared to embrace the following premises. First, to the extent that the
bankruptcy law did nothing more than impair the obligation of prior contracts, and discharge the debtor’s personal obligation, the Bankruptcy
Clause would control,170 because it is necessarily inherent in any bankruptcy law that contract debts be compromised and scaled back pari passu to the extent of the debtor’s insolvency, and accordingly the Framers
must have so intended.171 Stated otherwise, if a bankruptcy law could not
compromise contract debts when the debtor’s assets were insufficient to
pay all debts in full, it would be a pretty worthless bankruptcy law. By
contrast, though, and this is the critical move, if the bankruptcy law involved the “taking of substantive rights in specific property acquired by
the bank prior to the act,”172 then the conclusive effect accorded to the
Bankruptcy Clause no longer obtained. Instead, the taking of property
162. Wright, 300 U.S. at 457.
163. Radford, 295 U.S. at 589.
164. Frazier-Lemke Farm Bankruptcy (Agricultural Debt Relief) Act, ch. 869, Pub. L. No. 73-486,
48 Stat. 1289 (1934) (codified at 11 U.S.C. § 203(s) (1934)).
165. Radford, 295 U.S. at 589.
166. Id. at 586.
167. Id. at 586‒89.
168. Id. at 589.
169. Id. at 601‒02.
170. Id. at 589.
171. Id. at 594.
172. Id. at 590.
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triggered Fifth Amendment scrutiny. While I argue below that the
Court’s contract/property distinction has serious flaws, it formed the
heart of the Radford analysis.
Having stated that a taking of “property” pursuant to the bankruptcy law in question triggered Fifth Amendment scrutiny, and precluded
giving total deference to legislative discretion exercised under the Bankruptcy Clause, the Radford Court then proceeded to (1) identify all of
the rights in property that a mortgagee had as to the mortgaged property
under state law and then (2) see which of those rights were taken away,
and to what extent, by the FLA.173 After making that comparison, the
Court then would weigh the deprivation in the balance and see whether
that cumulative deprivation amounted to a Fifth Amendment violation.174
It did so in view of the act’s “avowed object . . . to take from the mortgagee rights in the specific property held as security; and to that end ‘to
scale down the indebtedness’ to the present value of the property.”175
The Radford Court then found that the FLA took from the mortgagee the following five rights in property:
(1) The right to retain the lien until the indebtedness thereby secured is paid[;]
(2) The right to realize upon the security by a judicial public sale[;]
(3) The right to determine when such sale shall be held, subject only
to the discretion of the court[;]
(4) The right to protect its interest in the property by bidding at
such sale whenever held, and thus to assure having the mortgaged
property devoted primarily to the satisfaction of the debt, either
through receipt of the proceeds of a fair competitive sale or by taking the property itself[; and]
(5) The right to control meanwhile the property during the period
of default, subject only to the discretion of the court, and to have
the rents and profits collected by a receiver for the satisfaction of
the debt.176
The Debtor argued, nevertheless, “that the changes in the mortgagee’s rights in the property, even if substantial, are not arbitrary and unreasonable, because they were made for a permissible public purpose.”177
That argument, of course, purported to address the issue of whether the
FLA violated the Due Process Clause. The Court, though, declined to
weigh that balance, finding such to be a legislative assessment.178 But it
did not matter whether the Act was reasonably justified or not. Brandeis
said that “[t]he province of the Court is limited to deciding whether the
Frazier-Lemke Act . . . has taken from the bank without compensation,

173.
174.
175.
176.
177.
178.

Id. at 590‒94.
Id. at 578‒90.
Id. at 594.
Id. at 594‒95.
Id. at 598.
Id. at 601.
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and given to Radford, rights in specific property which are of substantial
value,”179 and held:
As we conclude that the act as applied has done so, we must hold it
void; for the Fifth Amendment commands that, however great the
nation’s need, private property shall not be thus taken even for a
wholly public use without just compensation. If the public interest
requires, and permits, the taking of property of individual mortgagees in order to relieve the necessities of individual mortgagors, resort must be had to proceedings by eminent domain; so that,
through taxation, the burden of the relief afforded in the public interest may be borne by the public.180
Thus, for the first time in our nation’s history, the Supreme Court
limited the operation of congressional power under the Bankruptcy
Clause by finding a Fifth Amendment violation of the Takings Clause.181
In taking that tack, I believe that the Court made an error. Rather, the
only constitutionally relevant questions should have been: first, was the
FLA an act “upon the subject of Bankruptcies” (i.e., within congressional power under the Bankruptcy Clause?—and the answer clearly was
“yes”); and second, even if so, were “the changes in the mortgagee’s
rights in the property, even if substantial . . . arbitrary and unreasonable”
(i.e., did the FLA violate due process?—and here the answer, I believe, is
indisputably “no”). Putting “takings” on the table, and requiring the
parsing of what rights in “property” were taken, which the Court distinguished from its recognition that Congress has the paramount authority
under the Bankruptcy Clause to compromise claims on “contracts,” was
untenable, illogical, and unworkable.
Events that soon followed the Radford decision appeared to indicate that both Congress and the Supreme Court agreed with the conclusion in the preceding paragraph that Radford had been ill-advised, both
in its analysis and its conclusion. The Radford holding perhaps can be
understood in its historical context as part of the Supreme Court’s little
war with President Roosevelt over the legitimacy of his New Deal legislative agenda, and the subsequent cases apparently recanting Radford as
part of the Court’s apologetic response to FDR’s Court-packing plan.182
If so, that suggests even more strongly that Radford should be ignored
today.
Undeterred by the Court’s rejection of the original FLA in Radford,
Congress went back to the drawing board and less than one hundred
days later passed a very slightly modified version in a new Frazier-Lemke
Act.183 A prominent commentator has described the new law as little

179.
180.
181.
182.
183.

Id.
Id. at 601‒02.
Id.
See generally Barry Cushman, Rethinking the New Deal Court, 80 VA. L. REV. 201 (1994).
Act of Aug. 28, 1935, ch. 792, 49 Stat. 942 (amending 11 U.S.C. § 203(s) (1935)).
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more than making “a few superficial changes.”184 While much lip service
was paid in the legislative process to responding to the objections made
by the Radford Court—much, frankly, via obfuscation—the reality is that
the only truly significant difference in the two Acts was a reduction in the
stay period from five years to three.185 It is hard to imagine how that
could be constitutionally significant. In both Acts, the debtor had the
ability to impose a stay, retain possession in exchange for payment of only a reasonable rental, and to purchase the property at an appraised
price.186 On the latter point, the new law did provide for the mortgagee to
have the right to request and then to bid at a public sale, but it was unclear whether that right was absolute or not, if the debtor also sought to
purchase at the appraised price.187
Robert Wright, a Virginia farmer, was one of many farmers who
sought to take advantage of the new FLA and keep his farm.188 Much like
the unfortunate William Radford, Wright had unsuccessfully attempted
to obtain the approval of his creditors to a composition under § 75.189 A
month later, though, the “new” FLA was enacted, and Wright amended
his petition soon thereafter seeking relief under the newly revised law.190
Unsurprisingly, the mortgagee, the Vinton Branch of the Mountain Trust
Bank of Roanoke, Virginia, objected, claiming that the new law was unconstitutional for exactly the same reasons as the first one.191 Radford
seemed obviously to dictate such a result, and the lower courts had little
trouble agreeing with the bank’s constitutional challenge squarely on the
basis of the Radford decision.192 What, really, was different, at least from
a constitutional perspective? In both laws, the mortgagee was stayed
from realizing on its security for many years, while the defaulting mortgagor retained possession on payment of a modest rental fee, with the
debtor potentially being able to purchase the property notwithstanding
the mortgage at an appraised price.
The debtor appealed to the Supreme Court. Shockingly (except as
perhaps explained by the Court’s own reaction to FDR’s Court-packing
plan), in Wright v. Vinton Branch, decided in 1937, the Court unanimously upheld the constitutionality of this revised FLA, with Justice Brandeis,
the author of Radford, again writing for the Court.193 In Vinton Branch,
the Court read Radford as a due process decision, not a takings case,
notwithstanding the clear takings language in the Radford holding, and
184. Abner J. Mikva & Jeff Bleich, When Congress Overrules the Court, 79 CALIF. L. REV. 729,
737 (1991).
185. Act of Aug. 28, 1935, 49 Stat. at 944.
186. See id.
187. Id.
188. Wright v. Vinton Branch of Mountain Trust Bank, 300 U.S. 440, 454‒55 (1937).
189. Id. at 455.
190. Id.
191. Id.
192. See In re Sherman, 12 F. Supp. 297, 301 (W.D. Va. 1935), aff’d sub. nom. Wright v. Vinton
Branch of Mountain Trust Bank, 85 F.2d 973, 976 (4th Cir. 1936).
193. Vinton Branch, 300 U.S. at 470 (1937).
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in its analysis addressed the constitutional question only as whether the
mortgagee’s due process rights had been violated.194 The Court noted
that the key issue was “whether the legislation modifies the secured creditor’s rights, remedial or substantive, to such an extent as to deny the due
process of law guaranteed by the Fifth Amendment.”195 Takings never
even came up; whether the Court was simply being disingenuous, or
whether it recognized (correctly) that the only relevant constitutional issues should be whether the law fell within the “subject of Bankruptcies”
(which was no longer even seriously contested) and whether it violated
due process, the end result is that takings was now apparently off the
table.
The due process issue, as I argued earlier, is a fairly easy one to resolve. The Court agreed, holding that “the provisions of subsection(s) make no unreasonable modification of the mortgagee’s rights;
and hence are valid.”196 The second version of the FLA, the Court believed, preserved the substance of three of the mortgagees’ five rights
that had troubled the Radford Court,197 and only modified to some extent
two other rights.198 According to the Vinton Branch Court, no single right
of the mortgagee is necessarily constitutionally inviolate; the question is
whether the totality of the modification of all rights satisfies the test of
reasonableness.199 The takeaway from Vinton Branch, then, is that a “reasonable modification” of the mortgagee’s security is constitutionally
permissible. Furthermore, that modification might encompass the debtor’s purchase of the collateral at an appraised price, and at a time chosen
by the debtor. There was some language in the Court’s opinion, however,
that might suggest that the mortgagee retained a constitutional right to
ask for and then to bid at a public sale,200 although the Court soon would
abandon that view in another decision again upholding the second version of the FLA.201
Another debtor named Wright (this one James) would find his way
into Supreme Court annals (indeed, on multiple occasions).202 The facts
were fairly convoluted, but the essence of the dispute in the case (on its
194. The Court noted that in Radford:
the original Frazier-Lemke Act was there held invalid solely on the ground that the bankruptcy
power of Congress, like its other great powers, is subject to the Fifth Amendment; and that, as
applied to mortgages given before its enactment, the statute violated that Amendment, since it effected a substantial impairment of the mortgagee's security.
Id. at 456–57. Further, the Court observed that “[i]t was not held that the deprivation of any one of
these rights would have rendered the Act invalid, but that the effect of the statute in its entirety was to
deprive the mortgagee of his property without due process of law.” Id. at 457.
195. Id. at 470.
196. Id.
197. Id. at 458–59. Those were the rights to retain the lien, to realize upon the collateral at a public sale, and to bid at that public sale.
198. Id. at 460–61, 465‒68. The impaired rights were to determine the time of sale and to control
the property during the period of default.
199. Id. at 457.
200. Id. at 458‒59.
201. See Wright v. Union Cent. Life Ins. Co., 311 U.S. 273, 281 (1940).
202. See id. at 275; see also Wright v. Union Cent. Life Ins. Co., 304 U.S. 502, 504–05 (1938).
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second trip to the high Court) was that James had a 200-acre farm, which
he wanted to purchase at its appraised price of $6000 (even though the
debt was close to $16,000), but which the mortgagee wanted to bid on at
a public sale.203 The district court had ordered a public sale, at which the
mortgagee could bid, and the debtor appealed.204 Thus, the ambiguity
elided in Vinton Branch was now squarely presented. Under the new
FLA, which provision controlled: the mortgagee’s request to bid at a
public sale, or the debtor’s petition to redeem at the appraised value?
And if the latter, was that constitutional, or did denial of the mortgagee’s
right to bid at a public sale violate the Fifth Amendment? As noted
above, a plausible reading of Vinton Branch was that the Court there had
upheld the new FLA in part because that law preserved to the mortgagee
the rights to realize upon its collateral at a public sale and to bid at that
sale; indeed, those were two of the three “preserved” rights that the
Court cited as a basis for distinguishing Radford.205 If the debtor could
trump those two rights by insisting on purchasing the farm at the appraised price, virtually nothing would be left of Radford. Realizing this,
the lower courts denied the debtor’s attempt and held for the bank.206
The Supreme Court reversed and held for the debtor James Wright.
Construing the apparently conflicting statutory terms in the debtor’s favor, Justice Douglas for the Court first held that “the denial of an opportunity for the debtor to redeem at the value fixed by the court before ordering a public sale was error.”207 To interpret the Act otherwise would
defeat its purpose of aiding distressed farmers, the Court thought, as the
mortgagee could always trump the debtor by insisting on a public sale, at
which it undoubtedly would prevail and take the debtor’s farm if it
wished, by submitting a credit bid in excess of the property’s current
market value.208 But was such a reading of the statute constitutional?
Vinton Branch could be read to have suggested that the mortgagee’s apparent right to insist on and to bid at a public sale was central to distinguishing Radford and upholding the new FLA against a Fifth Amendment due process challenge; takings, apparently, had been discarded as a
basis for challenging what was done to secured creditors.
The Union Central Court, though, found no constitutional problem.209 Notably, as was true also in Vinton Branch, nothing in Union
Central indicates that the Takings Clause is even to be considered as a
possible basis for invalidation. Even if the debtor were allowed to redeem at an appraised price, with the mortgagee accordingly denied the
right to insist upon a public sale at which it could bid, the Court found no
203. Union Cent. Life Ins. Co., 311 U.S. at 275–76.
204. Id. at 276–77.
205. Vinton Branch, 300 U.S. at 458–59.
206. Wright v. Union Cent. Life Ins. Co. (In re Wright), 108 F.2d 361, 363 (7th Cir. 1939), rev’d,
311 U.S. 273, 281 (1940).
207. Union Cent. Life Ins. Co., 311 U.S. at 277.
208. Id. at 278.
209. Id. at 277.
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constitutionally viable complaint, since it would still be the case that “the
creditor will not be deprived of the assurance that the value of the property will be devoted to the payment of its claim . . . [for] if the debtor did
redeem pursuant to that procedure, he would not get the property at less
than its actual value.”210 That is, the right to bid at a public sale would be
“denied the creditor only in case he is paid the full amount of what he
can constitutionally claim.”211
In so concluding, Justice Douglas announced the now-iconic and
oft-repeated justification: “Safeguards were provided to protect the
rights of secured creditors, throughout the proceedings, to the extent of
the value of the property. There is no constitutional claim of the creditor
to more than that.”212
Parsing that language carefully, in the context in which it was made,
reveals two possible ways of reading it: (1) as an affirmative imposition
of a definite constitutional requirement for the protection of secured
creditors, or (2) as a refutation of any possible constitutional argument
based on the modification of the secured creditor’s rights, by saying that
at most this would be what secured creditors could insist on, without necessarily deciding that they do in fact enjoy such an absolute protection.
The latter reading seems much more plausible. As James Rogers argued:
Although Justice Douglas’ comments are consistent with the proposition that a secured creditor is constitutionally entitled to have the
liquidation value of the collateral preserved, there is little reason to
suppose that Justice Douglas had such a proposition in mind. His
comments concerning the safeguards provided to protect the mortgage were made in the course of ruling, as a matter of statutory interpretation, that even a debtor who failed to pay rent required by
order of the court was entitled to the opportunity to buy the property at its appraised value. Thus, the most plausible interpretation of
his comments in Union Central is that Justice Douglas was not addressing the notion that preservation of the value of collateral is a
constitutional requirement, but instead was rejecting the suggestion in Radford and Vinton Branch that the mortgagee is constitutionally entitled to the opportunity of obtaining title to the property
itself by bidding in the amount of his debt at a foreclosure sale.213
Reading these cases together, in a prior article dealing with the
rights of secured creditors in bankruptcy, I concluded:
Under Union Central and Vinton Branch, then, a secured creditor
does not have a constitutional right to decide if or when the collateral will be sold, to control the collateral pending the sale, or to
counter the redemption of the collateral at a judicially appraised
price by insisting on submitting a competing bid at a public sale. . . .
Stated otherwise, then, the debtor constitutionally may pick the
210.
211.
212.
213.

Id. at 279.
Id.
Id. at 278 (internal citations omitted).
Rogers, supra note 28, at 983–84.
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time when it wants to either redeem or sell the collateral, and may
redeem or sell without competition from the secured creditor, at a
price set by the court or at auction.214
In short, almost everything the Radford Court had found to constitute an unconstitutional taking had been refuted by subsequent decisions
of the Court in the next five years; although the Court did not expressly
overrule Radford, after the two Wright cases, nothing was left but an
empty edifice. Indeed, the Court itself soon recognized this. In Helvering
v. Griffiths,215 a 1943 tax case, the Court cited Vinton Branch and Radford
as a pairing of cases illustrative of the following point:
There is no reason to doubt that this Court may fall into error as
may other branches of the Government. Nothing in the history or
attitude of this Court should give rise to legislative embarrassment
if in the performance of its duty a legislative body feels impelled to
enact laws which may require the Court to re-examine its previous
judgments or doctrine.216
Numerous cases and commentators in ensuing years assumed that
Radford was dead.217
Dead, that is, until a 1982 Supreme Court decision in United States
v. Security Industrial Bank218 mysteriously resurrected it.219 The Security
Industrial Bank case arose because the Bankruptcy Reform Act of 1978220
created a new provision (11 U.S.C. §522(f)(2)) that permitted the avoidance of certain liens that impaired a debtor’s exemptions; no such rule
had existed under the prior Bankruptcy Act. It was not clear whether the
new provision applied to preexisting liens. The court of appeals had held
that the 1978 Act was intended to apply retrospectively and that doing so
violated the Fifth Amendment.221 Defenders of the provision’s constitutionality, including the United States, argued “that the enactment is a ‘rational’ exercise of Congress’ bankruptcy power, that for ‘bankruptcy
purposes’ property interests are all but indistinguishable from contractual interests, that these particular interests were ‘insubstantial’ and therefore their destruction does not amount to a ‘taking’ of property requiring
compensation.”222 In short, they argued for the position advocated in this
Article.
The Supreme Court rejected that permissive view. Although the
Court did not hold the statute to be unconstitutional, it explored the constitutional issue in sufficient detail to find a significant constitutional
214. Tabb, supra note 9, at 116–17.
215. 318 U.S. 371 (1943).
216. Id. at 400–01 & n.52.
217. See, e.g., John D. Ayer, Rethinking Absolute Priority After Ahlers, 87 MICH. L. REV. 963,
979–84 (1989).
218. 459 U.S. 70 (1982).
219. Ayer, supra note 217, at 986–88.
220. Bankruptcy Reform Act of 1978, Pub. L. No. 95-598, 92 Stat. 2549 (1978).
221. Rodrock v. Sec. Indus. Bank, 642 F.2d 1193, 1198 (10th Cir. 1981), aff’d sub nom. United
States v. Sec. Indus. Bank, 459 U.S. 70 (1982).
222. Sec. Indus. Bank, 459 U.S. at 74.
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problem, and then invoked the interpretive canon of constitutional
avoidance to conclude that the new law applied only prospectively.223 The
majority stated that it would “consider the statutory question because of
the cardinal principle that this Court will first ascertain whether a construction of the statute is fairly possible by which the constitutional question may be avoided.”224 The majority concluded that:
[I]n the absence of a clear expression of Congress’ intent to apply
§522(f)(2) to property rights established before the enactment date,
we decline to construe the Act in a manner that would in turn call
upon the Court to resolve difficult and sensitive questions arising
out of the guarantees of the Takings Clause.225
The approach and analysis of the Security Industrial Bank Court is
summarized in the following passage:
It may be readily agreed that § 522(f)(2) is a rational exercise of
Congress’ authority under Article I, Section 8, Clause 4, and that
this authority has been regularly construed to authorize the retrospective impairment of contractual obligations. Such agreement
does not, however, obviate the additional difficulty that arises when
that power is sought to be used to defeat traditional property interests. The bankruptcy power is subject to the Fifth Amendment’s
prohibition against taking private property without compensation.
Thus, however “rational” the exercise of the bankruptcy power may
be, that inquiry is quite separate from the question whether the enactment takes property within the prohibition of the Fifth Amendment.226
The Court found that a secured creditor has a property interest in its
collateral that is constitutionally distinguishable from its purely contractual rights, and that the property interest is protected by the Takings
Clause.227 It then noted that the lien avoidance statute in question would
result in a “complete destruction” of the secured creditor’s property interest.228 Accordingly, the Court believed that there was “substantial
doubt” about whether retroactive application of the lien avoidance statute to preexisting liens would comport with the takings limitation.229
If the Court had been writing the quoted passages in 1936, prior to
the post-Radford decisions in Vinton Branch and Union Central (or the
1943 Helvering case that assumed that the two Wright cases effectively
had overruled Radford), it might have been understandable and defensible. Curiously, though, the Court made no mention whatsoever of any of
those subsequent Radford decisions. How could the Court ignore those
223. Id. at 81–82.
224. Id. at 78 (internal quotation marks omitted).
225. Id. at 82 (internal quotation marks omitted).
226. Id. at 74–75 (internal citations omitted).
227. Id. at 75 (observing that “the contractual right of a secured creditor to obtain repayment of
his debt may be quite different in legal contemplation from the property right of the same creditor in
the collateral”).
228. Id. at 75.
229. Id. at 78.
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cases, which had taken a due process approach, and not a takings approach, to assessing the constitutionality of bankruptcy legislation modifying secured creditors’ rights?
The only Supreme Court cases in the almost-half-century following
the Wright cases that even intimated a possible takings limitation on the
exercise of the bankruptcy power were a couple of railroad cases decided
in the early 1970s, and in those cases any such limitation was very narrow
and circumscribed.230 Even if a takings limit can be found in those 1970s
railroad cases, it is so easily satisfied as to be hardly meaningful—no violation was found even though the bondholders had suffered substantial
erosion in their collateral value during the pendency of the bankruptcy
proceedings.231 Even those cases were ignored by the Security Industrial
Bank Court (perhaps wisely so, since in the New Haven case the Court
had stated that “[t]he rights of the bondholders are not absolute.”232). In
short, the Court’s reembrace of Radford and its takings analysis seemingly came out of left field, with no explanation or justification.
V. IN SEARCH OF A PROPER CONSTITUTIONAL BALANCE
One of the fundamental functions of a bankruptcy law is to act on
the claims of a multiplicity of competing creditors. In the typical bankruptcy case, the debtor has a limited pool of assets, and a horde of creditors clamoring for their share of the insufficient pie. No one questions
the constitutionality of a congressional act under the Bankruptcy Clause
discharging the claims of creditors—unsecured or secured—to the extent
230. The first case was the New Haven Inclusion Cases, 399 U.S. 392 (1970). Penn Central was
taking over the New Haven road. The Supreme Court had to resolve the question of how much Penn
Central had to pay for New Haven’s assets. Id. at 399. Justice Stewart concluded that under New
Haven’s reorganization plan, by which Penn Central would acquire New Haven’s assets at liquidation
value, secured creditors did not suffer a taking of their property without just compensation. Id. at 493.
The Court held that the Commission’s valuation (liquidation value) should not be second-guessed. Id.
at 499‒501. Importantly, the Court so held even though the time that had passed in these proceedings
had imposed a substantial loss. Id. at 491. In a crucial passage, the Court noted that “[t]he rights of the
bondholders are not absolute.” Id. Furthermore, it held that “[t]he public interest is not merely a pawn
to be sacrificed for the strategic purposes or protection of a class of security holders.” Id. at 492. Next
was the Penn Central case. In the early 1970s, many major railroads were in financial crisis, with eight
entering reorganization proceedings. Blanchette v. Conn. Gen. Ins. Corps., 419 U.S. 102, 108 (1974).
The largest of the railroads, Penn Central, entered reorganization proceedings under § 77 of the Bankruptcy Act. Id. at 117; see also 11 U.S.C. § 205. Even this was not enough to save the railroad, so Congress passed the Regional Rail Reorganization Act (45 U.S.C. § 701 (2012)). Plaintiffs contested the
RRRA, claiming that it “effect[ed] a taking of rail properties of Penn Central without payment of just
compensation. . . .” Blanchette, 419 U.S. at 118.
The primary takings problem arose from the fact that the compelled continuation of rail operations of the Penn Central, notwithstanding mounting losses and the creation of claims with priority,
coupled with the unlikelihood that successful reorganization would be possible, would constitute an
“erosion taking.” Id. at 118, 122–25. The critical point of the opinion, for our purposes, is that the
Court did acknowledge the possibility that an unconstitutional taking could occur. Id. at 123–25. If so,
there then had to be an adequate remedy provided. The Supreme Court accepted the government’s
argument that the Tucker Act provided adequate remedies so that plaintiffs would receive just compensation if indeed there were an erosion taking. Id. This case, then, indicates that there can be a line
beyond which the erosion of the creditor’s property interest will constitute an unconstitutional taking.
231. For further discussion, see supra note 230.
232. New Haven Inclusion Cases, 399 U.S. at 491.
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the debtor’s extant pool of assets at the time of the commencement of
the bankruptcy case is insufficient to satisfy all claimants in full. This
holds true even with respect to preexisting claims. The Contracts Clause
must give way to the Bankruptcy Clause. Nor is there any debate regarding whether Congress has the power under the Bankruptcy Clause to
provide for the allocation and distribution of the debtor’s assets as between competing creditor claimants. In short, discharge and distribution
are the heart and soul of any bankruptcy law. No one seriously disputes
that the reach of the congressional bankruptcy power is paramount with
regard to those twin functions. While due process does constrain very
modestly the manner in which those functions can be implemented, that
is a minimal constraint at best, requiring only a sufficient notice and opportunity to be heard on the procedural side, and a rational basis on the
substantive side. But what about takings?
An assertion that the Takings Clause independently limits the power of Congress under the Bankruptcy Clause to modify the rights of secured creditors must rest on at least two core assumptions. The first assumption is that secured creditors have a protectable property right that
constitutionally trumps the bankruptcy power in a way that simple “contract” claims do not. This first assumption really is the crux of the whole
debate. The second assumption is that, as a distributional matter, the
nonbankruptcy priority of secured creditors over unsecured creditors to
repayment out of their collateral is constitutionally mandated. Both assumptions are questionable at best. If they do hold, the positive law as
currently implemented in fact departs substantially from a consistent and
faithful adherence to them. It is well to be mindful of Frank Michelman’s
observation about takings jurisprudence that “[t]he results . . . are nonetheless liberally salted with paradox.”233
First, consider the claim that secured creditors enjoy a “property”
right in their collateral that deserves constitutional protection under the
Takings Clause notwithstanding a bankruptcy law in a way that unsecured creditors, who have only a general claim to the debtor’s entire pool
of assets, do not, based on their constitutionally subordinate mere “contract” claims. This premise was the central move made by the Security
Industrial Bank Court, which stated in conclusory fashion, relying almost
entirely on the dubious authority of Radford, that “the contractual right
of a secured creditor to obtain repayment of his debt may be quite different in legal contemplation from the property right of the same creditor
in the collateral.”234 With only the slightest of pushes, that seemingly
powerful and meaningful distinction collapses.
The first problem is that the distinction suggests a property/notproperty dichotomy for property/“mere contract” claims for Takings
Clause purposes. That supposed strict dichotomy, however, is not only
233. Frank I. Michelman, Property, Utility, and Fairness: Comments on the Ethical Foundations of
“Just Compensation” Law, 80 HARV. L. REV. 1165, 1170 (1967).
234. Sec. Indus. Bank, 459 U.S. at 75.
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misleading, it also assumes the answer. The Supreme Court squarely
concluded many years ago in Lynch that “contract” claims are considered “property” for Fifth Amendment Takings Clause purposes.235 Nor
has the Court ever directly recanted that position. Many economic interests are—and should be—legally protected interests, requiring just compensation when private property is taken for public use,236 including valid
contracts.237
Even aside from the positive law, normatively this conclusion makes
sense. A “contract” can be, and indeed is intended and hoped to be by
the parties thereto, a valuable right owned by those parties. As
Michelman explains in discussing takings jurisprudence, “[t]he one incontestable case for compensation (short of formal expropriation) seems
to occur when the government deliberately brings it about that its agents,
or the public at large, ‘regularly’ use, or ‘permanently’ occupy, space or a
thing which theretofore was understood to be under private ownership.”238 He then points out that:
[T]he word “thing” signifies any discrete, identifiable (even if incorporeal) vehicle of economic value which one can conceive of as
being owned. Patents, easements, and contract rights are all examples of “things” as I am here using the term. Such things can be affirmatively expropriated by public authority in a manner analogous
to its “taking” of a corporeal thing. Government, for example,
might expropriate and continue to operate a going business, exploiting all its appurtenant incorporeal things.239
If the government were to so expropriate a business, which after all is really nothing but a nexus of contracts,240 surely there has been a “taking”
of private property for Fifth Amendment purposes.
Some modern authority (especially in the Seventh Circuit) argues
that the Lynch doctrine has effectively been overruled, and that “contract” claims simply are not “property” for takings purposes.241 The better view, though, is just that the expectations deserving takings protection are simply weaker in a contract setting than when there is a lien. But
“weaker” is not the same as “nonexistent.” Notably, much of the genesis
of the Seventh Circuit’s “not property” view came from the Supreme
Court’s misguided and unprecedented 1982 decision in Security Industrial
Bank,242 discussed above, which in turn simply restated Radford as gos235. Lynch v. United States, 292 U.S. 571, 579 (1934).
236. United States v. Willow River Power Co., 324 U.S. 499 (1945).
237. Lynch, 292 U.S. at 579.
238. Michelman, supra note 233, at 1184.
239. Id. at 1184 n.37 (emphasis added).
240. Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure, 3 J. Fin. Econ. 305, 311–12 (1976).
241. See, e.g., Pro-Eco, Inc. v. Bd. of Comm’rs, 57 F.3d 505, 510 (7th Cir. 1995), cert. denied, 516
U.S. 1028 (1995); Peick v. Pension Benefit Guar. Corp., 724 F.2d 1247, 1275–76 (7th Cir. 1983), cert.
denied, 467 U.S. 1259 (1984).
242. United States v. Sec. Indus. Bank, 459 U.S. 70, 75–76 (1982); see Peick, 724 F.2d at 1276
(“[T]he Court continues to view this constitutional provision as offering no protection for ‘contractual
rights’ as opposed to ‘property rights.’”).
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pel. In short, if Radford falls (as I argued above), the whole construct collapses. Other courts of appeal, by contrast, continue to treat Lynch as
good law.243 The most that can be said, I submit, is that in contracts takings cases the protection is less absolute and more easily provided under
the Court’s three-part takings analysis.244 But that does not take it out of
takings protection altogether.
Yet, no one doubts that there is no Fifth Amendment takings problem when a contract-as-property claim is discharged pursuant to a bankruptcy law. Assuming that such is a correct conclusion, and I submit that
it is, that then means that a supporter of the position that the Takings
Clause limits what can be done to secured creditors in bankruptcy must
identify a constitutionally distinguishable basis for treating the two types
of “property” differently. I do not believe that case can be made.245 Just
saying so, as the Court did in Radford and then in Security Industrial
Bank, is not satisfactory but question-begging.
To identify a constitutional distinction, we first need to know why it
is that contract-as-property claims are conceded to be undeserving of
takings protection in the face of a bankruptcy law. That answer then
might tell us how (if at all) we can distinguish secured-claims-as-property
claims.
The possibilities for why there is no takings protection for “mere”
contract claims in bankruptcy are: (1) the contract claim is not a protectable property interest at all; (2) the property interest is not “taken”; (3)
even if taken, it is not taken for a public use within the meaning of the
Fifth Amendment; (4) the property interest is taken for a public use, but
receives just compensation; or (5) the legitimate exercise of congressional power under the Bankruptcy Clause trumps any takings problem.
The Supreme Court has never carefully analyzed the bankruptcy
discharge of contract claims under a takings paradigm, but appears to
proceed on a view either that contract claims are not “property” in the
way that rights in collateral are, or under the unstated assumption that
there simply is not a takings problem when contract claims are dis243. See, e.g., Cienega Gardens v. United States, 331 F.3d 1319, 1329 (Fed. Cir. 2003); Yankee
Atomic Elec. Co. v. United States, 112 F.3d 1569, 1582 (Fed. Cir. 1997) (Mayer, J. dissenting), cert.
denied, 524 U.S. 951 (1998).
244. For example, the Court in Connolly v. Pension Benefit Guar. Corp. observed:
[T]he fact that legislation disregards or destroys existing contractual rights does not always transform the regulation into an illegal taking. This is not to say that contractual rights are never property rights or that the Government may always take them for its own benefit without compensation. . . . This conclusion is not inconsistent with our prior Taking Clause cases. In all of these
cases, we have eschewed the development of any set formula for identifying a “taking” forbidden
by the Fifth Amendment, and have relied instead on ad hoc, factual inquiries into the circumstances of each particular case. To aid in this determination, however, we have identified three
factors which have “particular significance”: (1) “the economic impact of the regulation on the
claimant”; (2) “the extent to which the regulation has interfered with distinct investment-backed
expectations”; and (3) “the character of the governmental action.”
475 U.S. 211, 224–25 (1986) (internal citations omitted).
245. But see John D. Echeverria, Public Takings of Private Contracts, 38 ECOLOGY L.Q. 639, 642‒
43 (2011) (arguing that contracts are distinct due to their in personam character, while other property
have an in rem character, and that this should result in different treatment by courts).
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charged in bankruptcy, because that is the essence of what it means to
have a bankruptcy law in the first place. That is, if the outcome were otherwise, then the possibility of having an efficacious bankruptcy law
would be stillborn, and the Bankruptcy Clause would be, pardon the pun,
a bankrupt grant of power. In short, the Court’s premise plainly has been
to embrace the fifth possibility listed above, viz., that the Bankruptcy
Clause simply controls, along with (at times)246 the first option (contract
claim is not “property” for takings purposes in this context).
A clear explication of the view favoring the fifth option (Bankrupt247
cy Clause trumps) is found in the Rock Island case, albeit in the announced context of considering the tension between the Bankruptcy
Clause and the Contract Clause, not the Takings Clause. In addition, the
Court considered and rejected a Fifth Amendment challenge—lack of
due process. No one, not even the affected secured lienholders, apparently even considered that takings might be implicated.248 The Court said:
Speaking generally, it may be said that Congress, while without
power to impair the obligation of contracts by laws acting directly
and independently to that end, undeniably, has authority to pass
legislation pertinent to any of the powers conferred by the Constitution however it may operate collaterally or incidentally to impair or
destroy the obligation of private contracts. And under the express
power to pass uniform laws on the subject of bankruptcies, the legislation is valid though drawn with the direct aim and effect of relieving insolvent persons in whole or in part from the payment of
their debts. So much necessarily results from the nature of the power, and this must have been within the contemplation of the framers
of the Constitution when the power was granted.249
What about the first possibility, viz., that contract rights are not
“property” for Takings Clause purposes? The first problem, of course, is
the Court’s clear statement that contract rights are indeed “property”
within the meaning of the Takings Clause,250 as discussed earlier. Note,
though, that the Court on two occasions has used some language that
may suggest otherwise in the bankruptcy context. So, for example, in
Radford, the Court stated:
Under the bankruptcy power Congress may discharge the debtor’s
personal obligation, because, unlike the states, it is not prohibited
from impairing the obligations of contracts. But the effect of the act
here complained of is not the discharge of Radford’s personal obligation. It is the taking of substantive rights in specific property acquired by the bank prior to the act.251

246. See, e.g., Sec. Indus. Bank, 459 U.S. at 75–76.
247. Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co., 294 U.S. 648 (1935).
248. See supra notes 120–34 and accompanying text.
249. Cont’l Ill. Nat’l Bank, 294 U.S. at 680‒81 (internal citations omitted).
250. Lynch v. United States, 292 U.S. 571, 579 (1934).
251. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 589‒90 (1935) (internal citations
omitted).
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That passage implies that lien rights are “specific property” subject
to takings scrutiny, whereas “contract” rights are not. It was this premise
from Radford that the Security Industrial Bank Court resurrected,252 even
though, as discussed in detail in Part IV, immediate post-Radford bankruptcy cases soon recanted that position.253 And, as noted, the Court has
held directly that contract rights are “property” within the meaning of
the Takings Clause,254 a position from which it has never withdrawn, even
if some subsequent cases suggest that the extent of contract-as-property
protection under the Fifth Amendment is less robust.255 The abovequoted passage in Radford, if taken literally, would directly contradict
that other authority, which held that contract rights are protectable
property for purposes of the Takings Clause. The only honest way to
harmonize the two is to reason that contract rights are a sort of “property-light” in the specific context of bankruptcy for takings purposes, as
compared to lien rights as property. As will be discussed below, though,
that approach is fraught with peril. The other option, which is even less
satisfying, is simply to ignore Lynch and similar authority, as Radford
and Security Industrial Bank did.256
On the second question (viz., is there a taking at all?), the sort of
“taking” that a bankruptcy law would implicate would be a regulatory
taking. Determining whether a regulatory taking has occurred is a heavily fact-based endeavor.257 In 1922, the Supreme Court held that just compensation is due when government regulation “goes too far” in diminishing private property’s value.258 Yet, this standard is vague and the Court
has struggled to come up with a test to determine what sort of govern259
ment regulations go “too far.” There is no “set formula” to determine
whether a regulation is a taking.260
The Court has identified three factors which aid in determining
whether a regulatory taking has occurred: “(1) ‘the economic impact of
the regulation on the claimant’; (2) ‘the extent to which the regulation
has interfered with distinct investment-backed expectations’; and (3) ‘the
character of the governmental action.’”261

252. Sec. Indus. Bank, 459 U.S. at 75.
253. See supra Part IV.
254. Lynch, 292 U.S. at 579 (“Valid contracts are property, whether the obligor be a private individual, a municipality, a state, or the United States.”).
255. See, e.g., Connolly v. Pension Benefit Guar. Corp., 475 U.S. 211, 224–25 (1986).
256. See Sec. Indus. Bank, 459 U.S. at 75; Louisville Joint Stock Land Bank v. Radford, 295 U.S.
555, 589–90 (135).
257. United States v. Cent. Eureka Mining Co., 357 U.S. 155, 168 (1958) (“Traditionally, we have
treated the issue as to whether a particular governmental restriction amounted to a constitutional taking as being a question properly turning upon the particular circumstances of each case.”).
258. Pa. Coal Co. v. Mahon, 260 U.S. 393, 415–16 (1922).
259. Id.
260. Lucas v. S.C. Coastal Council, 505 U.S. 1003, 1071 (1992) (Stevens, J., dissenting) (“We have
frequently and consistently recognized that the definition of a taking cannot be reduced to a set formula and that determining whether a regulation is a taking is essentially an ad hoc, factual inquiry.”
(internal quotation marks omitted)).
261. Connolly v. Pension Benefit Guar. Corp., 475 U.S. 211, 225 (1986).
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In a bankruptcy discharge, the economic impact is to eliminate forever any right of the creditor to seek to collect from the debtor, in exchange for the creditor receiving either: (1) in a liquidation case, an aliquot share of any unencumbered, nonexempt property of the debtor,
after deduction of expenses of administration and other statutory priority
claims, or (2) in a reorganization case, a stream of future payments at
least equal in present value to the creditor’s expected liquidation entitlement.
While at the exact instant in time of the implementation of the
bankruptcy case, the creditor might not have received anything more,
what it does have taken away is any chance to pursue recovery against
the debtor in the future. For an individual debtor, who has human capital
and the ongoing ability to generate leviable assets, that is a meaningful
loss, whether in a liquidation or a reorganization case. For a corporate
debtor, however, who can simply go out of business and wind up its affairs, the creditor arguably would have no more rights in a liquidation
bankruptcy but is losing a meaningful chance to collect in the future from
the debtor in a reorganization.
Similarly, the discharged creditor is being forced to relinquish “distinct investment-backed expectations.”262 A creditor who enters into a
contract with a debtor expects to be able to pursue collection from the
debtor’s assets in perpetuity, again excepting only as against a corporate
debtor who poses the expectable threat of dissolution. Of course, if the
bankruptcy law were to operate only prospectively, then the “expectations” of contract creditors would account for the possibility of a lessthan-compensatory bankruptcy discharge.
Finally, the character of the government action is to bar absolutely
and permanently, via a statutory injunction, any right of the discharged
creditor to pursue future collection.263 Thus, except for the possible case
of a liquidating corporate debtor, a bankruptcy discharge appears to
“take” a creditor’s contract rights within the meaning of the Takings
Clause.
So, too, it is quite clear that the taking of that contract claim is for a
public use (the third issue identified above in the takings analysis). The
Supreme Court in the iconic Local Loan case, in which the Court explained most clearly the justification for the bankruptcy discharge, specifically stated that:
One of the primary purposes of the Bankruptcy Act is to “relieve
the honest debtor from the weight of oppressive indebtedness, and
permit him to start afresh free from the obligations and responsibilities consequent upon business misfortunes.” This purpose of the act
has been again and again emphasized by the courts as being of public
as well as private interest, in that it gives to the honest but unfortu262. Id. at 212.
263. See TABB, supra note 13, at 282 (“Once the discharge is granted, a permanent statutory injunction against the collection of discharged debts goes into effect.”); see also 11 U.S.C. § 524 (2012).
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nate debtor who surrenders for distribution the property which he
owns at the time of bankruptcy, a new opportunity in life and a
clear field for future effort, unhampered by the pressure and discouragement of preexisting debt.264
A good argument thus can be made that a contract claim that is discharged in bankruptcy is protectable property and is taken for a public
use. But does the discharged creditor receive “just compensation”? The
answer is plainly “no”—the government provides no compensation at all!
All that the creditor receives in exchange for its discharged debt is whatever distribution is called for in the bankruptcy distribution of the debtor’s assets. If that suffices as a taking in the first instance, as discussed
above, then the Fifth Amendment takings violation appears evident.
And yet, as already explained, the Court has never even taken seriously the argument that there is a Fifth Amendment takings problem
with discharging a contract claim in bankruptcy. The likely reason is, as
noted in the Rock Island case, that the Bankruptcy Clause simply prevails,265 assuming the legislation in question is a legitimate bankruptcy
law and within the scope of congressional constitutional bankruptcy
power. As discussed at length earlier, the scope of the constitutional
grant on the “subject of Bankruptcies” has an expansive and elastic
reach, and easily would encompass legislation affecting secured and unsecured claims alike. The key point, though, is that for contract claims,
the only question is whether the legislation is within the scope of the
Bankruptcy Clause, assuming no due process violations exist. The due
process bar, as noted, is quite modest as a substantive matter: as an economic regulation, due process can easily be satisfied if the legislation is
not arbitrary, unreasonable, and at odds with fundamental law. The bottom line, then, is that for unsecured creditors, there is no takings problem
at all.266
Why, then, should secured creditors be treated any differently for
takings purposes? The only realistic possibilities are: (1) that their lien
rights are a constitutionally more deserving form of “property” than are
simple contract claims; (2) that the “taking” of property that occurs with
regard to a lien triggers Fifth Amendment takings scrutiny in a way that
discharge of contract rights does not; and (3) that the Bankruptcy Clause
does not trump the Takings Clause for the specific category of lien
“property” only. None of these explanations are persuasive.
264. Local Loan Co. v. Hunt, 292 U.S. 234, 244 (1934) (emphasis added) (internal citations omitted).
265. Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co, 294 U.S. 648, 675 (1935).
266. One could argue that the Takings Clause does (or at least should) apply to contract claims as
well in the bankruptcy context. Danielle Spinelli of WilmerHale suggested this point to me at the
April 2014 symposium (cosponsored by the University of Illinois and the American Bankruptcy Institute) at which I presented an earlier draft of this Article. Her argument, as I understand it, is that even
unsecured creditors have a constitutional right to an aliquot share of the net liquidation value of the
debtor’s estate. Thus, on this view, it would violate the Fifth Amendment Takings Clause if the bankruptcy law diverted all or part of the net bankruptcy estate away from residual unsecured creditors.
The Court has never had to address that question, because the statutory bankruptcy law in effect has
always protected at least that basic entitlement.
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The only intimations on the point that can be found in the Court’s
opinions appear to rest on the first possibility, that lien rights are a form
of “property” that is entitled to takings protection whereas contract-asproperty claims are not. The passage in Radford, quoted above (and embraced anew by the Court in Security Industrial Bank), suggests as
much.267 The basis for this view is probably an unarticulated but assumed
premise that a secured creditor has a right to have its claim paid by resort
to a specific piece of property (the “collateral”) and, claiming thereby a
tangible “stick” in the bundle of property rights, indisputably has a protectable property interest that unsecured creditors lack, who instead only
have a general claim against the debtor, with no particular, specific items
of property answerable for payment of their “mere contract” claim.268 If
my suspicion is correct, that is a simplistic and unsupportable basis for
drawing a constitutional line.
Among other problems, it ignores the fact that unsecured creditors,
too, may have a “property” interest in the debtor’s assets, as, for example, in situations where the “trust fund” doctrine (viz., that the assets of
an insolvent corporation are held in “trust” for the corporation’s creditors) would be triggered.269 Even if that doctrine is not directly applicable, the practical reality of analogous situations involving unsecured as
opposed to secured creditors may undermine the plausibility and wisdom
of drawing a constitutional line between them. Furthermore, the “property” mantra obscures the fact that for insolvent debtors, the significance
of security lies not in a property right but in the priority ranking it confers; and yet, it is not thought that protection of priority alone is constitutionally mandated. To ascribe constitutional significance to a semantic
difference between “property” and “priority” is, well, absurd.
Furthermore, if the “property” interest of a secured creditor in collateral is to be afforded constitutional takings protection, we are left with
the conundrum of identifying which sticks in the “property” bundle deserve that constitutional protection. The reality (as the Radford Court
aptly noted270) is that under state law secured creditors enjoy multiple
“property” rights arising out of their “deal” with the debtor. Which of
those rights must be protected from takings under the Fifth Amendment? If fewer than all of the rights deserve protection (as the Supreme
Court clearly has held),271 why and on what conceivable basis can distinc267. United States v. Sec. Indus. Bank, 459 U.S. 70, 75 (1982).
268. See, e.g., Lawrence Ponoroff & F. Stephen Knippenberg, Having One’s Property and Eating
It Too: When the Article 9 Security Interest Becomes a Nuisance, 82 NOTRE DAME L. REV. 373, 394–95
(2006).
269. This doctrine is traced to the opinion of Justice Story in Wood v. Drummer, 30 F. Cas. 435
(C.C.D. Me. 1824).
270. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 594–95 (1935).
271. See, e.g., United Sav. Ass’n. v. Timbers of Inwood Forest Assocs., Ltd., 484 U.S. 365, 372–73
(1988) (denying undersecured creditor compensation for delay in foreclosure imposed by bankruptcy
stay even though state law would allow creditor to proceed with foreclosure); Wright v. Union Cent.
Life Ins. Co., 311 U.S. 273, 278 (1940) (finding no constitutionally protected right to control timing of
sale or to insist on or bid at public sale).

48

TABB.DOCX (DO NOT DELETE)

806

4/2/2015 9:43 AM

UNIVERSITY OF ILLINOIS LAW REVIEW

[Vol. 2015

tions be made between those rights? On this matter, Justice Brandeis
surely had it right in Radford, that is, they all should matter equally
and—if takings protection applies at all—then none can be taken. Yet
the Court retreated almost immediately from that absolutist view of the
property protection required, principally for the pragmatic reason that to
do so would almost completely defang many necessary and justifiable
forms of bankruptcy relief.
And that recognition, of course, supports the critical point: as an independent and coequal constitutional rule, the Bankruptcy Clause simply is not, and should not be, constrained by the Takings Clause. Freeing
the Bankruptcy Clause from the tethers of takings is necessary for a
bankruptcy law to be efficacious in realizing its core functions.
Let us consider three pairs of hypotheticals. Hypos one and two illustrate how it can be problematic to differentiate between secured and
unsecured creditors on a “property/not-property” basis for determining
whether takings protection does/does-not apply.
A.

Hypo # 1

DebtorCo has $15,000 in assets. It has three creditors (A, B, and C),
each of whom it owes $10,000 (thus $30,000 total), all on an unsecured
basis. There is little question that Congress could pass a bankruptcy law
that would discharge the claims of these creditors, without requiring as a
constitutional takings matter an aliquot distribution of all of the assets
between them.272 Congress could afford one creditor priority over the
others without offending the Takings Clause. It likewise could provide
for distribution of less than the entire fifty percent in value. The only limitations would be that the law must be on the “subject of Bankruptcies”
(which it indisputably is) and cannot offend due process, which would be
satisfied as long as there was a rational basis for the legislation and reasonable notice is given, both of which likely would be quite easy to show.
Even though under state law the assets of DebtorCo might well be considered to be held in “trust” for the claims of the three creditors, nevertheless that trust claim is not considered to be the sort of “property” deserving of takings protection in the face of bankruptcy legislation enacted
pursuant to the Bankruptcy Clause. And that makes sense as a structural
matter; otherwise, the efficacy of possible bankruptcy legislation would
be hamstrung by the constraints of takings jurisprudence.
B.

Hypo # 2

Same facts as number one, except now assume that creditors A, B,
and C each have taken a security interest in all of DebtorCo’s assets. Assume for simplicity that the security interests are of equal rank. Thus, the
272. Unless the argument detailed in supra note 266 is upheld by the Court. The Court has never
suggested such a limit in the bankruptcy context, but then again, the occasion has never arisen, since
no such bankruptcy law has been enacted.

49

TABB.DOCX (DO NOT DELETE)

No. 2]

4/2/2015 9:43 AM

LIMITED RIGHTS OF SECURED CREDITORS

807

“secured claim” of each equals $5000.273 Assuming that Radford and
Security Industrial Bank are good law and that Union Central does in fact
constitutionally require preservation of the secured creditor’s collateral
value as of the beginning of the case, Congress is precluded by the Takings Clause from passing a bankruptcy law that would vary or diminish
such a recovery, such as would be allowed under Hypo one.
Yet, the two hypos, as a functional matter, are essentially indistinguishable; in both, no value remains for any stakeholder other than creditors A, B, and C, and as between those three creditors, they are of equal
priority rank under nonbankruptcy law. Drawing a constitutional line between them makes no sense.
Hypos three and four, presented next, show how a takings analysis
can be changed based on unimportant semantic differences in underlying
state law. The important question when a debtor is insolvent is determining relative priorities as between competing claimants; a “property” label
is but one means of expressing that priority. But if a takings analysis is
used, the label becomes outcome-determinative.
C.

Hypo # 3

Same facts as number one, except that creditor A enjoys a state
statutory priority over other unsecured creditors. A’s priority claim is not
entitled to constitutional takings protection. State law priorities are
preempted by federal priorities under the bankruptcy law. Under the
current bankruptcy law, creditors A, B, and C would take equal shares of
DebtorCo’s bankruptcy estate. Yet, outside of bankruptcy, A would get
paid before creditors B and C. Since A lacks a “property” right, though,
Congress has the power to enact legislation on the “subject of Bankruptcies” that would modify A’s rights, subject only to very modest due process protection.
D.

Hypo # 4

Same facts as number three, except now the state statute characterizes A’s preferred standing as a “lien” and not as just a “priority.” Now
A is a “secured” creditor, for its full $10,000 claim, and is constitutionally
entitled to protection against a taking of that $10,000 “property” right.
Justifying the extreme difference in constitutional rights that occur as between hypos three and four is difficult, to say the least. Outside of bankruptcy, under the creating state law, there are few if any meaningful differences in the rights accruing to the holder of the entitlement, whether it
is called a “priority” or a “lien”; for both, the only important point is that
the party with the entitlement gets paid first.

273. 11 U.S.C. § 506(a)(1) (2012) (“[A] secured claim to the extent of the value of such creditor’s
interest in the estate’s interest in such property . . . .”). Each creditor has an equal one-third share in
the estate’s property of $15,000.
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Hypos five and six demonstrate how the current constitutional analysis distinguishes between different “property” rights held by secured
creditors. Some are protected, while others are not. Such a picking and
choosing likewise is difficult to justify constitutionally.
E.

Hypo # 5

Same facts as in number one, except now A has a security interest in
one of DebtorCo’s assets, which collateral has a value of $9000 to secure
A’s claim of $10,000. That collateral is not depreciating in value. Under
state law, A would be entitled to foreclose immediately and realize
$9000, and would be able to put that $9000 to work as an investment at a
rate of ten percent per annum. DebtorCo files bankruptcy, however, and
A is stayed from foreclosing. DebtorCo is in bankruptcy for two years. A
thus loses $1800 (ten percent of $9000, for two years) due solely to the
interference of the bankruptcy case with its state law foreclosure rights.
Yet, the Supreme Court has squarely held that A has no constitutional
(or statutory) claim to reimbursement of the lost $1800.274
F.

Hypo # 6

Same facts as number 5, except now A could only make a five percent return on a reinvestment of the $9000 that it is barred from realizing
immediately via foreclosure. Thus over two years A would lose only $900
on lost opportunity costs. Over those two years, however, the collateral
would depreciate by $900 rather than remaining constant in value. Now
A is entitled to constitutional taking protection (as well as statutory protection275) against the decline in collateral value. In both Hypos five and
six, A suffers a loss of $1800 due to the bankruptcy deprivation of indisputable state law rights. How much, if any, of that loss is protected by the
Takings Clause depends, though, on which of the sticks in the property
bundle is being taken away by the bankruptcy law. Why that should be
so, as a matter of either policy or constitutional law, is difficult to grasp. I
submit that the better result is simply to abandon the notion of an independent takings restraint on the exercise of the bankruptcy power as it
affects secured creditor’s rights in collateral.
IV. CONCLUSION
In the final analysis, perhaps the clearest way to state the matter is
to say that a Fifth Amendment takings analysis simply is not helpful or
indeed even applicable when considering the nature and scope of the
protection constitutionally due to secured creditors in bankruptcy.
Somehow we have arrived at a curious and unprincipled compromise in
which a “secured” creditor—but not an unsecured creditor—is accorded
274.
275.

See United Sav. Ass’n. 484 U.S. at 372–73.
11 U.S.C. § 361.
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constitutional takings protection to the preservation of its “property” interest as measured and defined by the market value in collateral of a
bankruptcy debtor at the outset of a bankruptcy case, but not to the protection of any other of its state law property rights, and not to any protection if its nonbankruptcy priority rights stem from any source other than
what is labeled as “security” and thus “property.” It only obfuscates the
very real tradeoffs and competing constitutional and policy imperatives
to hew to such an odd regime. And it hobbles greatly congressional flexibility to enact meaningful bankruptcy reforms.
If, however, we could move away from an obsessive preoccupation
with takings and a secured creditor’s “property” interest, and look instead at whether a law fell within the Bankruptcy Clause as a “uniform”
law on the “subject of Bankruptcies,” and if so, whether that law complied with the fundamental dictates of due process, considerable clarity
and freedom of action would be gained. The ability of Congress to realize fully the promise of the Bankruptcy Clause would be enhanced, without unfairly sacrificing the legitimate expectations of stakeholders. The
Takings Clause, in short, simply should not be treated as an independent
limitation on the operation of congressional power under the Bankruptcy
Clause.
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THE RIGHTS OF SECURED
CREDITORS AFTER RESCAP
Douglas G. Baird*
This Article explores the extent of secured creditor’s rights in
bankruptcy through an examination of In re Residential Capital. In
particular, ResCap is used to ask whether secured creditors should
have a right to value that comes into being solely by virtue of the
bankruptcy process. Ultimately, this question is intertwined with the
inquiry of whether bankruptcy reorganization needs to be treated as a
day of reckoning at all.
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I.

INTRODUCTION

By the standard academic account, a secured creditor in bankruptcy
is entitled to the value of its nonbankruptcy rights at the time the bankruptcy petition is filed, no more and no less.1 The secured creditor should
be protected from the risks and hazards of bankruptcy, but, by the same
token, it should not enjoy its benefits. Whether this academic account of
the rights of the secured creditor in bankruptcy is consistent with the law
as we find it, however, is remarkably unsettled.

* Harry A. Bigelow Distinguished Service Professor of Law, University of Chicago. I thank
James Drain and Harvey Miller for their help. Much of this Article reflects ideas developed out of
ongoing work with Don Bernstein and Tony Casey. The John M. Olin Fund provided research
support.
1. In recent times, academics critical of the control secured creditors exercise in modern Chapter 1l make this argument, but, as they acknowledge, it is one long put forward by academics across the
ideological spectrum. See, e.g., Douglas G. Baird & Thomas H. Jackson, Corporate Reorganizations
and the Treatment of Diverse Ownership Interests: A Comment on Adequate Protection of Secured
Creditors in Bankruptcy, 5l U. CHI. L. REV. 97 (1984); Edward Janger, The Logic and Limits of Liens,
2015 U. ILL. L. REV. 589.
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The dynamics of large corporate reorganizations keep many questions beneath the surface. A senior creditor often holds a blanket security interest in all of the business’ assets, including the business’ cash. To
reorganize effectively, at the outset of the case the debtor ordinarily must
reach some kind of deal to obtain postpetition financing or use cash collateral. The deal she reaches, once approved by the court, sets a baseline.
There are disputes about things such as the amount of the carve-out the
secured creditor must give to pay for the bankruptcy, but rarely is the
court forced to put a precise value on the secured creditor’s rights. By the
end of the case, there is usually a consensual plan. Even when there is
not, the secured creditor’s claim is folded together with whatever it received in the way of adequate protection. How much it would have received the moment the petition filed in its absence is not an issue.
In re Residential Capital (“ResCap”) is the unusual case that brings
the rights of the secured creditor in bankruptcy into focus.2 In that case, a
group of junior secured noteholders held an odd collateral package.
Oversimplifying somewhat, this group held two types of collateral. First,
was a junior secured position on ResCap’s principal assets.3 These included ResCap’s right to recover from mortgagors the payments it advanced to those whose mortgages it serviced, as well as revenues from
servicing mortgages going forward.4 Second, the group had a blanket senior security interest in other assets of ResCap, including the business’s
goodwill.5
Two issues in particular in ResCap forced the court to address the
nature of the secured creditor’s rights in bankruptcy. First, the group argued that it was overcollateralized, and, for this reason, it needed to be
given postpetition interest in order to be adequately protected.6 To succeed, however, the group needed to show that the value of its collateral
in the debtor’s hands, not its value in a foreclosure sale, provided the relevant baseline.7
Second, the group of junior secured noteholders argued that a substantial portion of ResCap’s value was attributable to its goodwill, as opposed to its other assets.8 The group held a senior security interest in the
goodwill, but either only a junior interest or none at all in other assets.9
The group argued that on this account it was again entitled to receive
more than the plan offered it.10 The goodwill, however, had increased
substantially in value during the course of the case.11 Even if the goodwill
2. Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549 (Bankr. S.D.N.Y. 2013).
3. Id. at 555.
4. Id. at 558.
5. Id. at 574.
6. Id. at 556–57.
7. Id. at 594.
8. Id. at 608–10.
9. Id. at 578.
10. Id. at 578–79.
11. Id. at 578.
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were worth as much as the group claimed at the time of confirmation, the
group still had to show why it was entitled to the increase in value that
came during the course of the reorganization.12
These two questions—how to assess the value of a secured creditor’s collateral for purposes of adequate protection and whether a secured creditor is entitled to value that is created during the reorganization—require identifying the nature of the secured creditor’s rights in the
first instance. In this Article, I set out the basic contours of the existing
debate, both to assess the outcome of ResCap and to identify the issues
that should be at the center of serious discussions of bankruptcy reform.
Part II uses ResCap to explore the conventional wisdom about the
rights of the secured creditor in bankruptcy. By this account, the filing of
the bankruptcy petition is a day of reckoning that collapses future possibilities. The secured creditor’s nonbankruptcy right at this moment sets
the value that must be adequately protected. ResCap suggests that this
account is inconsistent with current law, or, at least, that current law is
more complicated than academics commonly think.
Part III uses ResCap to explore rights to postpetition goodwill, and
the larger question of whether secured creditors should have a right to
value that comes into being solely by virtue of the bankruptcy process.
This examination of ResCap suggests that current practice is more consistent with the idea that the day of reckoning comes not at the time of
the filing of the petition, but rather at the time of plan confirmation. Part
IV asks whether the existing debate with respect to both questions neglects an antecedent question, which is whether the reorganization needs
to be treated as a day of reckoning at all.
II. NONBANKRUPTCY BASELINES AND ADEQUATE PROTECTION
Bank has a $150 loan secured by all the assets of Firm. Lender is a
general creditor owed $200. If Firm’s assets are sold outside of bankruptcy, they will bring $200. In bankruptcy, Firm will be worth $100, $200, or
$300, all with equal probability in a year’s time. If Bank insists upon adequate protection, how much must the debtor give it?
By the conventional account, the moment the petition is filed is the
critical event. We take a snapshot at this moment and ask how much the
secured creditor’s rights were worth. This is the approach Justice Holmes
took in Sexton v. Dreyfus:
[T]he rule was laid down not because of the words of the statute,
but as a fundamental principle. . . . It simply fixes the moment when
the affairs of the bankrupt are supposed to be wound up. If . . . the
whole matter could be settled in a day by a pie-powder court, the
secured creditor would be called upon to sell or have his security

12.

Id. at 611.
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valued on the spot, would receive a dividend upon that footing,
would suffer no injustice, and could not complain.13
Bankruptcy brings about a day of reckoning that collapses all future possibilities to present value. During the era of the law merchant, court proceedings lasted but a single day. Even if modern court proceedings cannot take place so quickly, the substantive rights of the parties should be
valued as if they could.
By this metric, Bank should receive as adequate protection a bundle
of rights worth $150. Bank has the right to $150 and could realize this
amount in the absence of the automatic stay. It could seize Firm’s assets
and sell them for $200, keep $150, and turn the balance over to the debtor. Bankruptcy needs to provide Bank with a package of rights to ensure
Bank receives, in expectation, this amount, but no more. The bankruptcy
is being run for the benefit of the general creditors.14 They are entitled to
the upside as long as they can protect Bank from the downside.
The general creditors cannot force Bank to accept a claim against
the estate as adequate protection,15 but Bank can consent to a portion of
the upside as adequate protection to compensate it for the risk that,
when the bankruptcy is over, it receives only $100. The court can grant
Bank a portion of the upside, even if some object, as long as it is not
overcompensatory. In this case, promising Bank an extra $33 when Firm
turns out to be worth $200 or $300, compensates it for the one-third
chance that it will end up losing $50 when Firm is worth only $100.
This example posited that Firm could be sold for as much outside of
bankruptcy as in. This may not be the case and, under Butner v. United
States,16 nonbankruptcy law provides the relevant benchmark. Assume
that if there had been no bankruptcy and no automatic stay to keep Bank
from exercising its rights, it would have repossessed its collateral and sold
it for only $100. In such a case, it would seem that the debtor need do no
more than keep Bank’s lien in place to give it adequate protection. Even
when the reorganization goes badly and Firm proves to be worth only
$100, Bank will receive as much as it would have if it exercised its nonbankruptcy rights.
Indeed, one can take the argument further. To the extent that
Bank’s priority is benchmarked by the value of its nonbankruptcy rights,
its secured claim at the end of the bankruptcy should be capped at $100
even if Firm proves to be worth $200 or $300. The value of Bank’s nonbankruptcy right at the time of the petition should fix the amount of
Bank’s secured claim for all purposes. The balance of what it is owed
($50 in this case) is unsecured. Bank and Lender should split whatever is
realized in bankruptcy between them pro rata, with Lender taking the

13.
14.
15.
16.

Sexton v. Dreyfus, 219 U.S. 339, 344–45 (1911).
See id. at 345–46.
11 U.S.C. § 361(3) (2012).
440 U.S. 48, 55 (1979).
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lion’s share and with Bank not being paid in full even if the firm proves
to be worth $300.
However correct as a matter of first principle, this approach is hard
to implement in practice. It requires, at the time of confirmation, a retrospective measure of the value on Firm. In addition to setting the current
value of the firm, the court would have to put a value on Firm at a hypothetical disposition in a different forum at some time in the past. Moreover, if the secured creditor is given some of the upside as part of its adequate protection package, the court would have to calculate how much
extra the secured creditor should receive on that account. One doubts
that litigation over what might have happened in such counterfactual
worlds makes much sense.
In any event, the distinction between values realized in bankruptcy
and out is overdrawn. Even if the proper benchmark is the value of the
senior lender’s nonbankruptcy right, it is a mistake to think that the value of this right is the modest amount realized in a foreclosure. Nonbankruptcy remedies also include the ability to have a receiver appointed or
to initiate an assignment for the benefit of creditors.17 Going-concern liquidation sales outside of bankruptcy are possible.18 Assignments for the
benefit of creditors are commonplace.19 Especially when only institutional debt is to be restructured, creditors outside of bankruptcy can effect
going-concern sales of entire firms quite easily.20
If, for example, the debtor has an operating subsidiary and the debt
is at the holding company level, the senior creditor’s nonbankruptcy
remedy is the sale of the equity of the operating subsidiary. Such an Article 9 sale need not look much different from a ordinary going-concern
sale. If the Chapter 11 itself takes the form of a going-concern sale, it
may not in fact yield an amount that is appreciably different from what
could be captured under nonbankruptcy law.
There is likely to be some difference between dispositions under
bankruptcy and nonbankruptcy law. Buyers in bankruptcy may pay more
because they are more confident they are acquiring the assets free and
clear.21 If the senior creditor controls the decision to file for Chapter 11, it
presumably believes that Chapter 11 provides it with a net benefit. But, it
is a mistake, especially given bankruptcy’s higher costs, to think that
these benefits are necessarily high. Moreover, if a rule were put in place
to provide the senior creditor only with the value of what it could have
reached outside of bankruptcy, it could either avoid bankruptcy or take
steps (such as changing the capital structure or lending less in the first in-

17. Id. at 52–53.
18. See Edward R. Morrison, Bargaining Around Bankruptcy: Small Business Workouts and
State Law, 38 J. LEGAL STUD. 255, 256 (2009).
19. See id.
20. See id.
21. Anthony J. Casey, The Creditors’ Bargain and Option-Preservation Priority in Chapter 11, 78
U. CHI. L. REV. 759, 774 (2011).
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stance) to ensure that its nonbankruptcy alternative was more promising
or was sufficient to pay it in full.
All this, however, is likely beside the point. As the court in ResCap
shows, focusing mechanically on liquidation valuations at the time of the
petition (or, indeed, at any time) as the benchmark for the secured creditor’s rights is likely not the law.22 It is hard to reconcile with the Supreme
Court’s opinion in Associates Commercial Corp. v. Rash.23
Rash was a Chapter 13 case, but the decision turned on the Court’s
interpretation of section 506.24 It held that “the ‘proposed disposition or
use’ of the collateral is of paramount importance to the valuation question.”25 If Firm plans on remaining intact as a going concern, its value in a
liquidation outside of bankruptcy is not relevant, at least for purposes of
confirming a plan of reorganization. The court in ResCap held that a going-concern valuation was necessary for adequate protection purposes as
well, at least when the debtor planned a going-concern sale from the
start.26 If the debtor proposes to keep the assets intact, it cannot use a different and lower value for purposes of adequate protection.27
Even if the value of the senior lender’s right at the time of the petition provided the appropriate benchmark, one might still focus on the
amount actually realized in Chapter 11 if a going-concern sale takes
place there. Outside of bankruptcy, there might have also been a goingconcern sale that takes place on the same time scale and in much the
same fashion. The amount actually brought in bankruptcy is a decent
proxy for the amount that would have been generated from a nonbankruptcy sale. Given the difficulties of using other benchmarks, the party
who argues in favor of valuing the secured creditor’s right by some hypothetical disposition that never happened should bear the burden of explaining to the court why taking everyone down such a rabbit hole makes
sense.
III. VALUE CREATED IN BANKRUPTCY
Sexton v. Dreyfus affirms a principle found in traditional bankruptcy
law, but not in the equity receivership. This should come as no surprise.
Sexton is a useful doctrine when the typical security interest extends only
to a specific asset of the debtor, such as its equipment, accounts, or inventory, and the bankruptcy itself is run for the benefit of the general
22. See Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 593 (Bankr. S.D.N.Y. 2013).
23. 520 U.S. 953 (1997).
24. Id. at 955–56.
25. Id. at 962.
26. In re Residential Capital, 501 B.R. at 551.
27. As the court noted, some cases point in the other direction. See, e.g., id. at 594 n.33 (citing In
re Scotia Dev., LLC, No. 07–20027, slip op. at 23–24 (Bankr. S.D. Tex. July 7, 2008) (“With noncash
property, the interest that secured creditor has a right to is the right to foreclose. Therefore, the case
law suggests that the appropriate value to protect is the foreclosure value of the property and not the
fair market value of the property.”), aff’d in part, In re SCOPAC, 624 F.3d 274, 285–86 (5th Cir. 2010).
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creditors.28 It makes little sense when, as in the case of equity receiverships, the capital structure consists almost exclusively of secured debt,
some of which extends to all the assets of the firm. The pervasiveness of
secured debt in large-firm Chapter 11s makes them more like equity receiverships. It may be for this reason that Sexton plays such a small role
in modern reorganization law.
To return to the hypothetical, the creditor in the position of Lender
is often a second lienholder. The only general creditors are a handful of
trade creditors, and everyone may agree it makes sense to pay them in
full. The reorganization is about the capital structure. The Chapter 11
process will be largely invisible to the rest of the world. Firm once again
can be sold outside of bankruptcy for only $100 but is worth $100, $200,
or $300 inside. It would seem odd to hold that, even though Bank is owed
$150, it should receive only a package of rights worth $100 and that it
should have to share whatever is realized in excess of that amount with
Lender.29 At the moment the petition is filed, Bank and Lender both understand that the best way to maximize Firm’s value is to reorganize it in
Chapter 11. That Firm is worth only $100 outside of bankruptcy is neither here nor there. No one thinks that course is sensible.
From this perspective, assuming still that one is committed to taking
stock of things at the moment of the petition, Bank’s secured claim is
worth $150. At the time the petition is filed, Firm is worth, in expectation, $200, and Bank is first in line. To provide Bank with adequate protection, it must be given a package of rights worth $150. Indeed, if Bank
were owed $200 and the law mandated benchmarking rights at the time
of the petition, the debtor must give Bank the entire upside in order for
Bank to have a bundle of rights equal to the value of its secured claim.
As long as one is committed to treating the filing of the petition as a
recognition event, this result follows.
This approach to assessing the rights of the secured creditor suffers
from conspicuous weaknesses. Under these facts, neither Lender nor
anyone other than Bank would trigger the bankruptcy in the first place.
Moreover, it requires a valuation of Firm at the outset of the case. It may
make more sense that Bank should have no right to assert its priority
over Lender until the reorganization runs its course. Doing this would
require rejecting Sexton and put off the day of reckoning until the time of
the reorganization.
This idea can be illustrated with one more variation. Firm is again
worth $100, $200, or $300 with equal probability, but Bank is owed $250
and a going-concern sale is not possible. In expectation, Firm is not
worth enough to pay Bank in full. The most sensible reorganization regime, or at least the one most similar to today’s regime, is one in which
28. See Sexton v. Dreyfus, 219 U.S. 339, 345–46 (1911).
29. Bank and Lender might have an intercreditor agreement that subordinates Lender to Bank.
This would reproduce the original division, but it begs the question: why should there be a bankruptcy
rule that parties would negate if they could?
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Lender has a continuing stake in Firm, even though in expectation Firm
will not be able to pay Bank in full. The option value of Lender’s claim is
not extinguished until the plan is confirmed.
As long as the collateral is not declining in value and a reasonable
reorganization is in prospect, the relative positions of Bank and Lender
remain in place throughout the reorganization. If Firm turns out to be
worth $300, Bank will be paid in full, and Lender will receive $50. Bank
stands to lose if Firm proves to be worth only $100 or $200, but this is also true outside of bankruptcy as long as there is no foreclosure or other
event that forces a reckoning. We take stock only at the time the plan is
confirmed.
This way of looking at Chapter 11 is largely consistent with modern
practice. It does, however, ignore a fundamental characteristic of security
interests under nonbankruptcy law.30 We conventionally talk about the
rights of a senior creditor in terms of its position within the capital structure of the firm as a whole. There are different tranches, and those in the
higher tranches are entitled to be paid before those in the lower ones.
The law, however, allows priority to be established only with respect to
each of its assets, not with respect to the firm as a whole.31
A secured creditor’s right is asset-based.32 A creditor is truly senior
to another creditor in a firm only to the extent that it has perfected a security interest in each and every asset of the firm. Moreover, even if assets are not valued until the plan is confirmed, the secured creditor’s priority is limited to assets in which it had a perfected security interest at the
time the petition was filed or assets acquired with the proceeds of that
security interest.33
These legal priniciples are long settled, and, for this reason,
ResCap’s treatment of postpetition goodwill is unremarkable. The secured creditor group in ResCap did not have a security interest (or, at
least, not an in-the-money security interest) in the principal assets of the
business that was sold.34 It enjoyed a senior security interest only in the
goodwill of the business.35 Money spent to generate postpetition goodwill
did not come from (or at least was not shown to come from) its collateral.36
A simple hypothetical captures these dynamics. Bank has a security
interest in Firm’s goodwill. For its part, Lender has a security interest in
some cash and in a highly specialized machine that is worthless unless
Firm is kept intact. Lender desperately wants Firm to remain in business
with its reputation intact. If Firm loses its customers, Lender’s own col30. See Janger, supra note 1, at 592.
31. Id.
32. Id.
33. U.C.C. § 9-203 (2002).
34. Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 582 (Bankr. S.D.N.Y. 2013).
35. See Janger, supra note 1, at 612.
36. In re Residential Capital, 501 B.R. at 612.
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lateral is worthless. Lender is quick to agree that the debtor can use its
cash collateral to preserve the good reputation of Firm. Doing so is money well spent. It enhances the value of Lender’s collateral. As a result,
the value of Firm’s goodwill rises. Bank should not be able to assert any
rights in this goodwill created postpetition with Lender’s cash.
The increase in goodwill does not flow from Bank’s prepetition security collateral, but rather from Lender’s. The facts of ResCap are considerably more complicated, but the same dynamic was at work. There is
some language in the opinion that seems to limit the right of secured
creditors only to postpetition accretions of value due entirely to their
prepetition collateral,37 but this is neither necessary to the result of the
case nor is it the major thrust of the opinion. Other stakeholders held
senior security interests in assets (such as ResCap’s servicing rights)
whose value turned in large measure on ResCap continuing as a going
concern.38 They had every reason to have their collateral invested in enhancing ResCap’s goodwill, and the junior noteholders could not show
that any of their own prepetition collateral was responsible for increase
in the value of the goodwill. Given this failure, the extent to which a secured creditor can enjoy accretions in the value of postpetition goodwill
when it is only partially responsible for them was not in play.
ResCap underscores the principle that priority attaches to discrete
assets, not to a firm’s assets as a whole.39 To the extent that a secured
creditor cannot show that an asset that was acquired postpetition arises
from its collateral, it cannot claim a security interest in it. Because
ResCap involved a case of a junior secured creditor who did not have a
security interest in all of Firm’s assets, this feature of the law was manifest. In many cases, however, it is not.
Revised Article 9 went a long way to making it possible to take a
security interest in all of a firm’s personal property. Creditors can also be
confident of priming others through structural priority.40 An operating
company can be dropped into a subsidiary.41 A creditor can take a security interest in the equity of the subsidiary and insist that other institutional debt be incurred at the parent level.42 Once a creditor perfects its security interest in the parent’s equity in the operating company, it can be
confident it is senior to other institutional creditors.43 With respect to
some types of collateral, such as FCC licenses or patents or copyrights or
real property, perfecting security interests is difficult or uncertain. In
such cases, a subsidiary can be created to hold just these assets and the

37. Id.
38. Id. at 594.
39. See Richard M. Hynes, Reorganization as Redemption, 6 VA. L. & BUS. REV. 183, 230 n.214
(2011); see also In re Residential Capital, 501 B.R. 549.
40. George H. Singer, The Lender’s Guide to Second-Lien Financing, 125 BANKING L.J. 199, 202
(2008).
41. See Douglas G. Baird, Security Interests Reconsidered, 80 VA. L. REV. 2249, 2257 (1994).
42. Id.
43. See id.
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secured creditor can take a security interest in the equity and ensure that
no one extends credit to the subsidiary.
If a secured creditor has a fully perfected security interest in everything of value to Firm, including all of its cash, any assets acquired postpetition necessarily are proceeds of its collateral. To be sure, the proceeds might have been derived in part from the work of Firm’s
employees, but this work was paid for with the cash in which the senior
creditor had a security interest. The secured creditor may not be able to
show exactly how Firm generated value prepetition, but as only assets in
which it had a security interest were responsible for the value generated
postpetition, it does not need to.
It is as if Firm consisted of robotic machines on a desert island. No
person and no thing ever comes or leaves, apart from fungible raw materials bought at market price and final products shipped to customers. As
long as a creditor has a senior security interest in everything at the moment the petition was filed, any increase in value during the bankruptcy
belongs to this creditor. There is no other source from which the value
might have come.
Because priority is tied to discrete assets, complications can arise. It
is rarely possible to lock up all the assets. Some liens may be contested or
doubtful. There is a long-standing undercurrent in both the case law and
the scholarship that blanket security interests compromise the rights of
general creditors.44 In the view of some, gaps in the coverage of a secured
creditor are to be celebrated.45 Firms are greater than the sum of their
parts. There is synergy among the assets that the bankruptcy preserves.
One can argue that this synergy is not “property” at the time the petition
is filed. The secured creditor lacks any means to levy upon it, and it
makes sense for others to be able to lay claim to it. The secured creditor
is entitled only to its collateral and perhaps the discrete assets that are
associated with it. The secured creditor should not be able to lay first
claim to anything more.46 There is no reason for it be able to advance its
position absolutely to the exclusion of other stakeholders.
As noted, this argument may overstate how much value bankruptcy
adds and how much is left for other stakeholders in the typical case.
Nonbankruptcy rights are too often equated with piecemeal liquidation
in a foreclosure sale. Nevertheless, this view is firmly rooted in traditional accounts of bankruptcy. The opposite view starts with the notion that
the asset-based view of bankruptcy is a bug rather than a feature. From
an investor’s perspective, a firm is itself a black box that produces a
stream of cash over time.

44. See, e.g., Zartman v. First Nat’l Bank of Waterloo, 82 N.E. 127, 128 (N.Y. 1907) (finding that
a security interest in future earnings would “deprive the unsecured creditor of the fund, upon the faith
of which he may have given credit”).
45. See Michelle M. Harner, The Value of Soft Variables in Corporate Reorganizations, 2015 U.
ILL. L. REV. 509.
46. For a forceful defense of this idea, see id.
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Different investment instruments are simply different divisions of
this income stream. That the firm consists of many different components
makes it no different from a machine. Those who invest their capital
should be able to divide the income stream that comes from other components without having to trouble themselves with what is inside the
black box. That unsecured institutional investors are left with nothing in
bad states of the world should not be troubling. They should enjoy a
market rate of return and can protect themselves by holding a diversified
portfolio.
A firm in economic distress affects many stakeholders, but, according to this view, carving something out of a secured creditor’s collateral
in bankruptcy for redistribution to others makes little sense. In large corporate reorganizations, the beneficiaries of a carve-out will be other institutional investors.47 Rates of return will be adjusted, and all will continue to enjoy a market return. Such a carve-out does little for small
stakeholders, given that the vast, vast majority of firms that fail never file
for Chapter 11.48 One likely effect of a carve-out is to reduce the number
of bankruptcies. Small stakeholders are left no better off. Indeed, they
may be worse off if the firm’s chances of surviving outside of bankruptcy
go down.
The question whether the secured creditor’s right attaches to the
whole or has to be broken into its discrete components can arise in many
ways. Indeed, it arose explicitly in ResCap in an altogether different context. ResCap operated as a single economic unit, but its legal structure
was intricate. It was a complicated network composed of many legal entities.49 The junior secured creditors’ collateral package was spread
throughout these firms.50 The sort of adequate protection it received
turned on whether each legal entity was looked at separately or whether
each was treated along with the others as part of a common pool.
A variation on the facts illustrates one of the possible issues that can
arise.51 Imagine that there is a holding company with three subsidiaries.
Bank loans $30 to the corporate group. Each of the subsidiaries is liable
for the entire debt and grants Bank a senior security interest in all its assets. At the time of the petition, Sub A is worth $20, Sub B is worth $10,
and Sub C is worth $5. Each of the subsidiaries is hopelessly insolvent. If
one looks at Firm as a whole, Bank has collateral worth $35 and is owed
$30. It is entitled to interest on its $30 loan until its cushion is exhausted.

47. See, e.g., id. at 529–30 n 94.
48. More than 500,000 firms fail each year; fewer than 10,000 enter Chapter 11. See Morrison,
supra note 18, at 255.
49. See Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 561 (Bankr. S.D.N.Y. 2013).
50. Id. at 558.
51. Here I am drawing explicitly on Tony Casey’s work. See Anthony J. Casey, The New Corporate Web: Tailored Entity Partitions and Creditors’ Selective Enforcement, YALE L.J. (forthcoming
2015) (manuscript at 37), available at http://ssrn.com/abstract=2510204 (examining variations on the
common theme in Part II.B).
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This was the reasoning of the court in ResCap.52 It is consistent with a
number of recent opinions that focus on the corporate enterprise, rather
than the discrete legal entities that constitute it.53 But one could take
quite a different view. None of the entities has enough assets to pay off
the entire debt of $30. One can argue that each subsidiary owes Bank $30
and none has assets equal to that amount. Hence, Bank is undersecured
with respect to each of its debtors and is entitled to no interest.54
Whether one looks at a secured creditor as holding the discrete
parts worth less than the going concern or whether it enjoys a right to the
first cashflows of the firm is a debate that will undoubtedly continue. Resolving these competing views is virtually impossible. Both sides cling to
their views as if they were articles of religious faith. On the one hand are
those who believe that when stock is taken in bankruptcy, no one should
be able to enjoy the assets to the absolute exclusion of other stakeholders. On the other hand are those who believe that stakeholders have a
place in line, and the bankruptcy reckoning should respect it. The gap between these two views is likely unbridgeable.55 Ironically, the common
ground between these two views—that bankruptcy itself is a day of reckoning—is itself suspect.
IV. OPTION VALUE AND BANKRUPTCY
Instead of having a day of reckoning at the time of the petition or at
the time of the reorganization, consider a world in which bankruptcy is
not considered a recognition event at all.56 Without a day of reckoning,
there is never a time at which Bank’s rights need to be valued for purposes of adequate protection. Bank remains a participant in the venture.
As long as Firm continues, Bank enjoys the right to take advantage of
Firm’s value as a going concern (even if it could not realize this value
outside of bankruptcy). But, the benefit comes with a catch; unless Bank
can persuade the court that a reorganization is not in prospect, Bank
must continue to accept Lender as a co-venturer. Lender is not wiped out
even if, at the time the plan is confirmed, the discounted present value of
Firm leaves nothing for Lender.
To return to our example, Firm is worth $100, $200, or $300 with
equal probability, and Bank is owed $200. At the time the plan is con52. In re Residential Capital, 501 B.R. at 561.
53. In re Gen. Growth Props., Inc., 409 B.R. 43, 63 (Bankr. S.D.N.Y. 2009); see JPMorgan Chase
Bank, N.A. v. Charter Commc’ns Operating, LLC (In re Charter Commc’ns), 419 B.R. 221, 251
(Bankr. S.D.N.Y. 2009). Treating the corporate group as the relevant entity for bankruptcy purposes
benefits any creditor whose claim is against the corporate group and to the disadvantage of those creditors, especially secured creditors, whose rights are against only one entity.
54. Making this argument, however, is not as easy as it might seem. The $30 debt can be collected only once, and the assets of each of the subsidiaries include rights of equitable subrogation and contribution. As long as Bank can assert a security interest in these, it may end up in the same place even
if the entities are viewed as distinct.
55. These conflicting views of bankruptcy are analyzed in Douglas G. Baird, Bankruptcy’s Uncontested Axioms, 108 YALE L.J. 573 (1998).
56. See Casey, supra note 21, at 772.
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firmed, however, Firm’s fate is still unknown. Firm’s expected value is
only $200, but if bankruptcy is not a day of reckoning, then Lender is entitled to the value associated with the possibility that Firm might be
worth $300 some day. There still exists the possibility that there will be
enough to pay Bank in full and still leave something for Lender. A plan
could recognize the option value of Lender’s out-of-the-money interest
by giving Lender cash or a share of Firm equal to the value of the option.
The plan could also do it by giving Lender a warrant. In the former case,
Bank would have to pay Lender $33 or give it a one-sixth stake in Firm.
In the second case, Lender would be given a call option to buy the equity
of Firm with a strike price of $200. The option would not expire until
Firm’s fate was clear and everyone knew whether it was worth $100,
$200, or $300.
This treatment of Lender cannot be done under existing law over
Bank’s objection. The absolute priority rule requires extinguishing junior
claims at the time of plan confirmation unless the assets are worth more
than what Bank is owed.57 Nevertheless, consensual plans regularly recognize the option value of junior interests through the issuance of warrants and other junior securities.58 There is a growing tendency, at least
among law-and-economics scholars, to think it sensible to recognize option value in bankruptcy.59 Moreover, the American Bankruptcy Institute’s Commission to Study the Reform of Chapter 11 included the protection of option value of junior creditors as one of its principal
recommendations.60
A day of reckoning produces a tension between junior and senior
stakeholders that is often counterproductive.61 Giving options to junior
stakeholders is a way of minimizing this tension. Once the option value
of their interests is respected, junior stakeholders have no incentive to
delay the time of the reorganization. Moreover, if the entity that emerges
will be publicly traded, there is no need to have any judicial valuation in
the bankruptcy at the time the firm is reorganized.62
It is possible, at least conceptually, not to treat the reorganization as
a moment of reckoning at all. The benefits and costs of bankruptcy can
be distributed among investors in the same way as the costs and benefits
of any other decision. Bank and Lender have a stake in a common ven-

57. See 11 U.S.C. § 1129(b) (2012).
58. Douglas G. Baird & Donald S. Bernstein, Absolute Priority, Valuation Uncertainty, and the
Reorganization Bargain, 115 YALE L.J. 1930, 1966 (2006); Casey, supra note 21, at 803.
59. Casey, supra note 21, at 777.
60. See AMERICAN BANKRUPTCY INSTITUTE, COMMISSION TO STUDY THE REFORM OF
CHAPTER 11 2012–2014: FINAL REPORT AND RECOMMENDATIONS 207–11 (2014), available at https://
abiworld.app.box.com/s/vvircv5xv83aavl4dp4h.
61. Baird & Bernstein, supra note 58, at 1939.
62. Donald Bernstein has pointed out that giving warrants to junior creditors can eliminate the
need for valuations even when the warrants must be exercised as soon as Firm is publicly traded and
the market has had a chance to assess Firm’s value.
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ture. We see the same principle at work in admiralty. In admiralty law,
there is the rule of the general average.63
During the middle of a storm at sea, it is in everyone’s joint interest
that the heaviest and least valuable cargo is dumped overboard, but the
owner of this cargo will want to keep it from happening. The rule of the
general average shares the losses incurred when the captain throws cargo
overboard, and these losses are ratably shared by all those whose cargo is
being transported.64 The rule of the general average naturally flows from
the ex ante bargain that those entrusting their cargo would have with the
captain. It is in everyone’s joint interest that the captain acts in a way that
maximizes the value of the entire ship.65
There is no particular reason to change the priority rights of two investors in a venture vis à vis each other in the venture merely because the
debtor needs a new capital structure. To anyone familiar with modern
corporate finance, it should not seem at all strange to have a reorganization regime in which the claims of a senior creditor are converted into
equity subject to a call option. An investor who holds equity and has sold
a call option at a particular price is in the same economic position as a
lender who has lent a fixed amount of money. A reorganization regime
that transforms the capital structure in this fashion allows a firm to gain a
capital structure that better suits its circumstances and keeps the financial position of the senior creditor the same. This point—that those with
senior positions have effectively sold junior investors call options—has
long been a commonplace of modern finance theory.66 Less appreciated,
however, is the way in which the ability to transform investment instruments in this fashion undercuts much of the case for the absolute priority
rule.
Recognizing the option value of junior interests would be a radical
change from existing law. Nevertheless, it is important to understand that
existing Chapter 11 practice already moves in this direction. It recognizes
option value up until the moment of plan confirmation. This is itself a
significant departure from the principle of Sexton v. Dreyfus. In many instances, postpetition assets are part of the adequate protection package.
Questions about whether other assets were used to enhance the value of
the collateral do not arise because of the section 506(c) waiver67 given
when the carve-out is negotiated.
63. See CIA. Atlantica Pacifica, S.A. v. Humble Oil & Ref. Co., 274 F. Supp. 884, 887–88 (D.
Md. 1967).
64. See, e.g., id. at 898 (stating general average is “prima facie proof of (1) the losses, damages
and expenses which . . . are the direct consequence of a general average act, (2) the values attaching to
such losses, damages and expenses, and (3) the computations proportioning these losses, damages and
expenses between the parties to the venture”).
65. Thomas Jackson and Robert Scott were the first to show the parallel between the rule of the
general average and priority rules in bankruptcy. See Thomas H. Jackson & Robert E. Scott, On the
Nature of Bankruptcy: An Essay on Bankruptcy Sharing and the Creditors’ Bargain, 75 VA. L. REV.
155, 164–78 (1989).
66. Casey, supra note 21, at 759–60.
67. 11 U.S.C. § 506(c) (2012).
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The reorganization creates a new capital structure among those who
sit down at the table to negotiate. One does not assess the value of anyone’s rights using that person’s rights under state law as a benchmark.
Filing of the petition is not a day of reckoning. We allow the bankruptcy
process to be run for the benefit of the senior creditor and allow it to enjoy upside, but at the same time the junior creditor also enjoys upside until the plan of reorganization is confirmed. Many of the critiques of
Chapter 11 over the years have failed to recognize that the day of reckoning is already postponed.
The court in ResCap, of course, did not explore this foundational
question about reorganization law directly. It is worth noting, however,
that the argument justifying departing from Sexton—that making a restructuring a recognition event can be counterproductive—is at the heart
of the court’s analysis of another issue in ResCap.68
The secured creditors held notes that had previously been restructured.69 The principal amount of their notes was reduced from $1000 to
$800, but these notes traded at $613.75 on the day they were issued.70 If
the notes had been issued in exchange for a new loan, the difference between the $800 and $613.75 would be treated as unmatured interest. The
junior secured bondholders argued, however, that treating notes in a restructuring in this fashion discouraged nonbankruptcy workouts.71
The court agreed. The Second Circuit had already held that a note
could have been restructured in any number of ways that would alter the
rights of the parties without triggering the rules governing original issue
discount, even if the new notes traded at a substantial discount. This was
a case in which the face amount of the principal did not change.72 Changing the face amount of the note, in addition, should not make a difference. When notes are restructured, it is important that the face amount
of principal, even if reduced, should still be the amount of the claim in
bankruptcy. By refusing to apply the Original Issue Discount (OID)
rules, the court preserved the option value of the noteholders’ principal
claim to the extent of $800.73 Doing this made sense because it facilitated
the nonbankruptcy restructuring. Preserving option value might also facilitate bankruptcy restructurings for the same reason. Junior creditors
need not resist a reorganization on the ground that it will trigger a reckoning that lowers the value of their stake.

68. Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 577 (Bankr. S.D.N.Y. 2013).
69. Id. at 576.
70. Id. at 576–77.
71. Id. at 579.
72. The Second Circuit established this principle in LTV Corp. v. Valley Fid. Bank & Trust Co.
(In re Chateaugay Corp.), 961 F.2d 378 (2d Cir. 1992).
73. See In re Residential Capital, 501 B.R. at 585–87.
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Chapter 11

Corrected and Modified Bench Ruling on
Confirmation of Debtors' Joint Chapter Plan
of Reorganization for Momentive Performance
Materials Inc. and its Affiliated Debtors.
BEFORE: HON. ROBERT D. DRAIN U.S. BANKRUPTCY
JUDGE
*1 Good afternoon. We are back on the record in In re
MPM Silicones, LLC. I had adjourned my bench ruling on
confirmation of the debtors' chapter 11 plan and the related
rulings in the three adversary proceedings to give the parties
another day to see if they could negotiate, as between the
first and the 1.5 lien holders and the debtors and the second
lien holders' representatives, any settlement of their issues. I
gather, since you're all here and looking fairly stony faced,
that hasn't happened?
Okay. All right. So, I will give you my ruling on confirmation.
I am going to give what will sound like a series of bench
rulings on five issues that remain open regarding confirmation
of the chapter 11 plan and, with respect to the subordination of
the senior subordinated unsecured notes, or the extent of that
subordination, and the extent of the so-called make-whole
provisions in the first and 1.5 lien indentures, in the three
related adversary proceedings covered by my prior order on
confirmation hearing procedures. The context of each of these
rulings, however, is my ruling on confirmation of the debtors'
chapter 11 plan, as it has been modified on the record a couple
of times during the confirmation hearing.
I have reviewed all of the evidence submitted in connection
with the debtors' request for confirmation of the plan, which
includes not only the live trial record of the four-day
confirmation hearing held last week, but also the declarations,
exhibits, including expert reports, and deposition testimony
that was admitted into evidence during that time. It's clear to
me that, except for the issues that I am about to rule on and the
one other issue that I ruled on last week, namely, the absolute
priority rule objection to confirmation of the plan raised by
the subordinated noteholders, which I decided in favor of the
debtors, there are no disputes as to the confirmation of the
plan. And, having reviewed the record, I am prepared to make
the findings under section 1129(a) of the Bankruptcy Code
required for confirmation, leaving aside, again, the five issues
that I am going to address this afternoon.

© 2015 Thomson Reuters. No claim to original U.S. Government Works.
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I clearly have jurisdiction with regard to those issues, which
arise under sections 510(a), 502(b)(2), 506(b), 1129(a) and
(b) of the Bankruptcy Code, pursuant to 28 U.S.C. sections
157(a)-(b) and 1334(b), as these issues arise under the
Bankruptcy Code and in the chapter 11 case, let alone that
they're clearly related to the chapter 11 case.
As I noted, two of the issues also arise in three adversary
proceedings, and at least one of the parties in those
proceedings has stated, as required under the Local Rules,
its view that the Court lacks the power to issue a final
order or final determination of the issues in that proceeding.
Absent the Supreme Court's ruling in Stern v. Marshall,
131 S.Ct. 2594 (2011), there would be no question that I
have such power, as these are all core matters under 28
U.S.C. section 157(b)(2), each pertaining to confirmation of
the debtors' plan and/or the treatment of the claims of the
first lien holders, 1.5 lien holders, second lien holders and
subordinated noteholders.
*2 I continue to have the power to issue a final order on these
issues on a Constitutional basis under Stern v. Marshall. The
issues all involve fundamental aspects of the adjustment of
the debtor/creditor relationship. Colloquially, they pertain to
how the pie of the bankruptcy estate will be divided among
the groups of claimants that I just listed, not whether the estate
will be augmented by a claim against a third party. Moreover,
the issues clearly pertain to rights unique to bankruptcy law
under section 1129(b) of the Bankruptcy Code and sections
1129(a)(1) and 510(a) of the Code, as well as the treatment
of claims under sections 502(b)(2) and 506(b) of the Code.
Accordingly, under Stern v. Marshall, 131 S.Ct. 2618, I have
the power to issue a final order or determination on these
issues notwithstanding that this is an Article I, not an Article
III, court.
These rulings, as will ultimately be memorialized in an
order on confirmation as well as orders in respect of the
three adversary proceedings, in each case will be a final
determination by the Court.
Before I get to the rulings, I also want to note that I am
providing a bench ruling here in recognition of the need for a
prompt determination in this case of these issues, after having
established a complete record and thought about them, I hope,
thoroughly. These are ongoing businesses with thousands of
employees as well as hundreds if not thousands of creditors
and customers, and they deserve a prompt response. As I
noted yesterday, when I give a bench ruling, at times the

ruling can be lengthy with significant citation; and in those
instances I normally go over the transcript and reserve the
right to correct it not only as to inaccuracies by the court
reporter, but also as to content, whether I said something
ungrammatically, for example, or whether I wanted to say
something slightly differently. If I do edit the ruling on the
latter two grounds, I will separately file it as a modified bench
ruling. It won't be the transcript at that point; it will instead
be a modified bench ruling, although the holdings on these
issues won't change.
Let me turn to the first issue, which involves, as
noted, the extent of the subordination of the senior
subordinated unsecured notes. This issue comes up in
Adversary Proceeding No. 14–08238 under section 510(a)
of the Bankruptcy Code, which provides, “A subordination
agreement is enforceable in a case under this title to
the same extent that such agreement is enforceable under
applicable nonbankruptcy law.” It is also integral to the
Court's consideration of the debtors' request for confirmation
of the chapter 11 plan, because the plan has a specific
interpretation of the extent of the subordination of the senior
subordinated notes that the subordinated noteholders disagree
with and provides, based on that interpretation, that there will
be no distribution to the senior subordinated noteholders in
recognition of the debtors' view, supported by the second lien
holders, that their subordination agreement requires that any
distribution that would otherwise go to them would have to
be distributed instead to the second lien holders in full.
It thus serves as a gate-keeping issue for confirmation of
the plan, because section 1129(a)(1) of the Bankruptcy Code
provides that, to be confirmed, the plan must comply with
the applicable provisions of the Code, which include section
510(a).
The outcome hinges primarily if not entirely on interpretation
of the relevant agreement, the senior subordinated unsecured
note indenture, which, as all of the parties recognize, is
governed by New York law. They also recognize that, when
interpreting the indenture, the Court should apply basic New
York contract law. See In re AMR Corp., 730 F.3d, 88, 98
(2d Cir.2013), citing, among other cases, Sharon Steel Corp.
v. Chase Manhattan Bank N.A., 691 F.2d 1039, 1049 (2d
Cir.1982).
*3 Those basic contract interpretation principles are well
established. Under New York law, the best evidence, and,
if clear, the conclusive evidence, of the parties' intent, is

© 2015 Thomson Reuters. No claim to original U.S. Government Works.
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the plain meaning of the contract. Thus, in construing a
contract under New York law, the Court should look to its
language for a written agreement that is complete, clear, and
unambiguous on its face; and, if that is the case, it must
be enforced according to its plain terms. J. D'Addario &
Company Inc. v. Embassy Industries, Inc., 20 N.Y.3d 113,
118 (2012); Greenfield v. Philles Records Inc., 98 N.Y.2d
562, 569 (2002).
A contract is ambiguous if its terms are “susceptible to
more than one reasonable interpretation.” Evans v. Famous
Music Corp., 1 N.Y.3d 452, 458 (2004); see also British
International Insurance Co. v. Seguros La Republica, S.A.,
342 F.3d 78, 82 (2d Cir.2003), stating, “an ambiguity exists
where the terms of the contract could suggest more than one
meaning when viewed objectively by a reasonably intelligent
person who has examined the context of the entire integrated
agreement and who is cognizant of customs, practices, usages
and terminology as generally understood in the particular
trade or business.”
Thus, while in instances of ambiguity the Court may look to
parole evidence, if the agreement on its face is reasonably
susceptible to only one meaning, that meaning governs; a
court is not free to alter the contract to reflect its personal
notions of fairness and equity. Greenfield v. Philles Records
Inc., 98 N.Y.2d at 569; see also In re AMR Corp., 730 F.3d
at 98.
Some additional points are worth emphasizing before
proceeding to the language of the indenture itself. As noted in
several of the foregoing authorities, the context of the entire
agreement is important. The courts have cautioned (including
when construing subordination language) that one should not
take an isolated provision that might be susceptible to one or
more readings out of context, but should apply it instead in
the context of the entire agreement, or construe it in a way that
is plausible in the context of the entire agreement. See, for
example, Barclays Capital, Inc. v. Giddens, 2014 U.S.App.
LEXIS 15009, at *21 (2d Cir. Aug. 5, 2014); In re Tribune
Company, 472 B.R. 223, 255 (Bankr.D. Del. 2012), aff'd in
part, vacated in part on other grounds, 2014 U.S. Dist. LEXIS
82782 (D. Del. June 18, 2014).
It is also fundamental that every word of the agreement
should, to the extent possible, be given a meaning, or, in other
words, one of the most basic interpretive canons is that a
contract should be construed so that effect is given to all of
its provisions and no part will be inoperative or superfluous

or of no significance. See, for example, LaSalle Bank N.A. v.
Nomura Asset Capital Corp. 424 F.3d 195, 206(2d Cir.2005);
Lawyers' Fund for Client Protection v. Bank Leumi Trust Co.
of New York, 94 N.Y.2d 398, 404 (2000).
It is also relevant, at least to confirm what appears to be an
unambiguous provision or set of provisions in a contract, to
consider the parties' interpretation of the contract in practice
before litigation with respect to the underlying issue. See,
for example, In re Actrade Financial Technologies, Ltd., 424
B.R. 59, 74 (Bankr.S.D.N.Y.2009), and In re Oneida, Ltd.,
400 B.R. 384, 389 (Bankr.S.D.N.Y., 2009), aff'd 2010 U.S.
Dist. LEXIS 6500 (S.D.N.Y. January 22, 2010).
Finally, the Court may be assisted in its understanding of
the context of the contract by third party commentaries,
particularly by seemingly nonpartisan industry groups like the
ABA. See, for example, In re Metromedia Fiber Network,
Inc., 416 F.3d 136, 139–40 (2d Cir.2005), as well as, at
least when a contract's meaning is being clarified in context,
Quadrant Structured Products Co., Ltd. v. Vertin, 2014 N.Y.
LEXIS 1361, at *31–2 (N.Y. June 10, 2014).
*4 Having laid out these basic contract interpretation
principles, let me turn to the language of the senior
subordinated unsecured note indenture itself, noting first
that both sides in this dispute have taken the position that
these terms, although their import is disputed, are, in fact,
unambiguous and susceptible to a plain meaning reading.
The operative paragraph providing for the subordination of
the senior subordinated unsecured notes is Section 10.01 of
the indenture, which provides in relevant part, “The Company
[meaning the issuer/debtor] agrees, and each Holder, by
accepting a Security agrees, that the Indebtedness evidenced
by the Securities, is subordinated in right of payment, to
the extent and in the manner provided in this Article 10, to
the prior payment in full of all existing and future Senior
Indebtedness of the Company and that the subordination is for
the benefit of and enforceable by the holders of such Senior
Indebtedness. The Securities shall in all respects rank pari
passu in right of payment with all the existing and future Pari
Passu Indebtedness of the Company and shall rank senior
in right of payment to all existing and future Subordinated
Indebtedness of the Company; and only Indebtedness of the
Company that is Senior Indebtedness of the Company shall
rank senior to the Securities in accordance with the provisions
set forth herein.”

© 2015 Thomson Reuters. No claim to original U.S. Government Works.
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“Indebtedness” is defined in the indenture at page 19 as “(1)
the principal and premium (if any) of any indebtedness”—
lower case i—“of such Person whether or not contingent,
(a) in respect of borrowed money, (b) evidenced by bonds,
notes debentures or similar instruments or letters of credit or
banker's acceptances (or, without duplication, reimbursement
agreements in respect thereof), (c) representing the deferred
or unpaid purchase price of any property,” and other types of
debt not relevant hereto;

with respect to any asset, any mortgage, lien, pledge, charge,
security interest or encumbrance of any kind in respect of such
asset, whether or not filed, recorded or otherwise perfected
under applicable law (including any conditional sale or other
title retention agreement, any lease in the nature thereof, any
option or other agreement to sell or give a security interest in
and any filing of or agreement to give any financing statement
under the Uniform Commercial Code (or equivalent statutes)
of any jurisdiction).”

and then, in paragraph (2), “to the extent not otherwise
included, any obligation”—lower case o—“of such Person to
be liable for, or to pay, as obligor, guarantor or otherwise,
on the Indebtedness of another Person (other than by
endorsement of negotiable instruments for collection in the
ordinary course of business);

*5 Clearly, liens differ from indebtedness in common
parlance and as defined in the indenture. Liens have a life of
their own; they are not a characteristic of indebtedness but,
rather, secure it.

“(3) to the extent not otherwise included, Indebtedness
of another Person secured by a Lien”—uppercase L—“on
any asset owned by such Person (whether or not such
Indebtedness is assumed by such person); provided, however,
that the amount of such Indebtedness will be the lesser of:
(a) the Fair Market Value of such asset at such date of
determination, and (b) the amount of such Indebtedness of
such other Person;”
and then (4), another type of indebtedness that is not relevant
here; and there is a proviso that's also not relevant here,
with respect to contingent obligations as deferred or prepaid
revenues of purchase price holdbacks.
It is clear, therefore, from a plain reading of Section
10.01 of the indenture and the definition of “Indebtedness”
that the indenture and, in particular, its subordination
provision, provides for debt or claim subordination, not lien
subordination.
There is a good example in the record of lien subordination,
which I will get to, in the form of the Intercreditor
Agreement among the second lien holders and the senior
lien holders, as well as the debtors. However, it is clear
from the subordination provision of Section 10.01 and the
definition of “Indebtedness” that I previously quoted that the
subordination of the senior subordinated unsecured notes is
a subordination in respect of the payment of debt, and that
the parties distinguished liens, which secure indebtedness,
from indebtedness itself in several instances in the indenture,
including in the definition of “Indebtedness” and “Lien,”
which is found on page 21 of the indenture: “ ‘Lien’ means

Under Section 10.01 of the indenture, the senior subordinated
noteholders have subordinated their right to payment of
the debt owed to them to the extent provided for in
the indenture to the prior payment in full of all existing
and future “Senior Indebtedness.” The issue comes down
to, then, in large measure, the definition of “Senior
Indebtedness” found at page 32 of the indenture, which
provides, “ ‘Senior Indebtedness' means all Indebtedness and
any Receivables Purchase Option of the Company or any
Restricted Subsidiary, including interest thereon (including
interest accruing on or after the filing of any petition in
bankruptcy or for reorganization relating to the Company
or any Restricted Subsidiary at the rate specified in the
documentation with respect thereto, whether or not a claim
for post-filing interest is allowed in such a proceeding)
and other amounts (including fees, expenses, reimbursement
obligations under letters of credit and indemnities) owing
in respect thereof, whether outstanding on the Issue Date
or thereafter incurred, unless the instrument creating or
evidencing the same or pursuant to which the same is
outstanding expressly provides that such obligations are
subordinated in right of payment to any other Indebtedness of
the Company or such Restricted Subsidiary, as applicable.”
That last clause is the first proviso to “Senior Indebtedness.”
That is, Senior Indebtedness means all Indebtedness “unless
the instrument creating or evidencing the same or pursuant
to which the same is outstanding expressly provides that
such obligations are subordinated in right of payment to
any other Indebtedness of the Company.” In other words,
this first proviso states that indebtedness under the senior
subordinated unsecured notes will not be subordinated to
indebtedness under instruments that expressly provide that
such indebtedness is itself subordinated debt.
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Next, the indenture's definition of “Senior Indebtedness”
sets forth a series of other exceptions or provisos, stating,
“provided, however, that Senior Indebtedness shall not
include, as applicable: (1) any obligation of the Company to
any Subsidiary of the Company other than any Receivables
Repurchase Obligation or any Subsidiary of the Company to
the Company or any other Subsidiary of the Company [that
is, intercompany debt is not Senior Indebtedness];
“(2) any liability for Federal, state, local, or other taxes owed
or owing by the Company or such Restricted Subsidiary [that
is, tax obligations are not Senior Indebtedness];
“(3) any accounts payable or other liability to trade
creditors arising in the ordinary course of business
(including guarantees thereof or instruments evidencing such
liabilities)” [that is, trade debt is not Senior Indebtedness];
“(4) any Indebtedness or obligation of the Company or any
Restricted Subsidiary that by its terms is subordinate or junior
in any respect to any other Indebtedness or obligation of
the Company or such Restricted Subsidiary, as applicable,
including any Pari Passu Indebtedness;
*6 “(5) Any obligations with respect to any Capital Stock; or
“(6) any Indebtedness Incurred in violation of this Indenture,
but as to any such Indebtedness Incurred under the Credit
Agreement, no such violation shall be deemed to exist
for purposeless of this clause (6) if the holders of such
Indebtedness or their Representative shall have received an
Officer's Certificate to the effect that the Incurrence of such
Indebtedness does not (or, in the case of a Revolving Credit
Facility thereunder, the Incurrence of the entire committed
amount thereof at the date on which the initial borrowing
thereunder is made, would not) violate this Indenture.”
The subordinated noteholders contend that clause (4) of the
definition of “Senior Indebtedness” which I have just quoted
provides that (notwithstanding clause 4's failure to refer
to liens) any indebtedness that would otherwise be Senior
Indebtedness would not have the benefit of the indenture's
subordination provision because of the fact that it is secured
by a junior lien
Again, clause (4) to this series of additional provisos
to the definition of “Senior Indebtedness” excludes any
“Indebtedness or obligation of the Company or any Restricted

Subsidiary that by its terms is subordinate or junior in
any respect to any other Indebtedness or obligation of the
Company or such Restricted Subsidiary, as applicable.”
The subordinated noteholders contend (and it is basically their
only argument) that the foregoing “junior in any respect”
language would pick up, given the broad meaning of “in any
respect,” liens that are junior to other liens, and accordingly,
indebtedness secured by such liens.
The debtors disagree, arguing that, when viewed pursuant
to the contract interpretation principles that I have stated,
clause (4) of this second group of provisos to the definition
of “Senior Indebtedness” pertains only to debt subordination
and not to lien subordination, consistent with the distinction
throughout the indenture between liens and debt, on the one
hand, and liens that secure such obligations, on the other,
starting with Section 10.01.
After reviewing the indenture and the commentaries and other
documents that were admitted into evidence in connection
with this dispute, I agree with the debtors' interpretation
of clause (4). I do so for a number of reasons, but
primarily because of the wording of the clause itself and the
fundamental contract interpretation principle that no material
term of an agreement should be superfluous under one party's
construction where it has a meaning under the other's, or, in
other words, that the contract should be read to give effect
to all of its provisions. See, again, LaSalle National Bank
Association v. Nomura Asset Capital Corp., 424 F.3d at 206;
Lawyers' Fund for Client Protection v. Bank Leumi Trust Co.,
94 N.Y.3d at 404.
Under the definition of Senior Indebtedness that I've
quoted, the parties first excluded Indebtedness where “the
instrument creating or evidencing the same or pursuant to
which the same is outstanding expressly provides that such
obligations are subordinated in right of payment to any other
Indebtedness of the Company.” Then, in clause (4) of the
definition, the parties further excluded “any Indebtedness
or obligation of the Company or a Restricted Subsidiary
that by its terms is subordinated or junior in any respect
to any other Indebtedness or obligation of the Company.”
The subordinated noteholders' reading of clause (4) would
swallow up the first exclusion that I have quoted. That is,
under their interpretation, as long as any rights of a creditor
are junior to any other creditor's rights, such as in respect
of a junior-in-time or junior-by-agreement lien, the creditor's
indebtedness is not Senior Indebtedness entitled to the benefit
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of section 10.01. This broad reading of the exclusion in clause
(4) would render the definition's first exclusion of expressly
contractually subordinated debt superfluous.
*7 On the other hand, the debtors' interpretation of clause
(4), which is that it applies to obligations that are by their
terms subordinate even if not expressly so stated in the
instrument creating the obligation, permits both exceptions
to “Senior Indebtedness” to have a separate purpose. For
example, obligations made subordinate to other obligations
in a separate agreement, like an intercreditor agreement,
or obligations that do not expressly state that they are
subordinate to other obligations but are so by their terms,
such as a “last out” facility in which one tranche of debt is
to be paid after the rest of the debt under the same note,
would fall within clause (4)'s exception but not into the
first, introductory exception under the debtors' reading of the
definition of Senior Indebtedness.
The debtors' interpretation also tracks the plain terms of
clause (4), noting the difference between a debt and a lien that
secures a debt. Thus clause (4) excepts from the definition
of “Senior Indebtedness” “any Indebtedness or obligation of
the Company or a Restricted Subsidiary that by its terms is
subordinate or junior in any respect to any other Indebtedness
or obligation.” (Emphasis added.) The highlighted word “its”
refers to the terms of the Indebtedness or the obligation—
which are separate from the terms of a lien, mortgage, security
interest, encumbrance, etc.—as being junior to any other
Indebtedness or obligation, not to the terms of a lien being
junior to any other lien.
The debtors also correctly point out that the commentary
to the ABA model subordinated unsecured note indenture,
appearing in Committee on Trust Indentures and Indenture
Trustees ABA Section of Business Law, “Model Negotiated
Covenants and Related Definitions,” 61 Bus. Law. 1439
(Aug.2006), states that the form of clause (4) should
be omitted if the obligor is “issuing junior subordinated
securities.” Id. at 62. Again, that is, the emphasis is on debt
subordination, not lien subordination, junior subordinated
securities being debt that is subordinated in any way by its
terms to other debt. The commentary does not state that the
clause should alternatively be omitted if the subordinated debt
is intended to be pari passu with debt secured by a lien junior
to another lien granted by the issuer.
The debtors' reading is also consistent with the rest of the
indenture and the context of its subordination provision.

The rationale, according to the subordinated noteholders,
of an additional carve-out from Senior Indebtedness for
indebtedness secured by a junior lien is the concern that junior
lien financings could effectively overcome or get around or
fit into a loophole in contracts pursuant to which one group
of debt holders subordinate their debt to another. The second
lien indebtedness would be senior debt, that is, layered ahead
of the senior subordinated notes although secured by only a
junior lien that, based on the value of the collateral, might
be largely or entirely undersecured, something that senior
subordinated unsecured noteholders would not necessarily
want.
It does not appear, however, that there is any anti-layering
provision in this indenture responsive to that underlying
concern. To the contrary, there are covenants in the indenture
that deal with the incurrence of additional debt, in section
4.03, the incurrence of additional liens, in section 4.12,
and a limitation, in section 4.13, on senior or pari passu
subordinated indebtedness that permit both the issuance
of the second lien notes and, more importantly, permit
them to be senior to the subordinated notes regardless of
whether they were secured by a lien. Notwithstanding those
specific provisions, however, the subordinated noteholders
have proposed an interpretation of clause (4) in the definition
of “Senior Indebtedness” that would essentially override
those provisions and exclude the second lien notes from the
benefit of Section 10.01 merely because they were secured.
*8 Moreover, the commentary upon which the senior
subordinated noteholders base their argument that clause (4)
was intended to close a loophole presented by junior lien
financings points to the need, if one wants to exclude debt
secured by a junior lien from the benefit of a subordination
provision, to do so in an anti-layering covenant.
That is the case in the Fitch commentary, at page 275, which
is attached as Exhibit L to Mr. Kirpilani's declaration, as
well as the presentation to an American Bankruptcy Institute
panel from 2006 attached as Exhibit J to his declaration, at
pages 13–14. Indeed, the Thomson Reuters Legal Solutions
Practical Law excerpt attached as Exhibit H to Mr. Kirpilani's
declaration states at pages 4–5 that the better solution to deal
with the concern about not being subordinated to second lien
debt would be to place the exclusion in the anti-layering
covenant itself or to add a new anti-layering provision.
The senior subordinated noteholders point to Section 1.04
of the indenture, which is entitled “Rules of Construction”
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and includes as one of the parties' rules of construction, in
clause (f), the following: “[U]nsecured Indebtedness shall
not be deemed to be subordinate or junior to Secured
Indebtedness [and thus excluded from the definition of Senior
Indebtedness] merely by virtue of its nature as unsecured
Indebtedness.” They suggest that the absence of another,
similar provision in the indenture, which does appear in
the 2006 ABA's “Model Negotiated Covenants and Related
Definitions” discussion, 61 Bus. Law. at 71, providing
that “[S]ecured Indebtedness shall not be deemed to be
subordinate or junior to any other secured Indebtedness
merely because it has a junior priority with respect to the same
collateral,” establishes, under the principle of expressio unius
est exlusio alterius, that the parties meant to exclude debt
secured by a junior lien from the reach of the subordination
provision.
However, I disagree with that interpretation. It seems to
me that, instead, given the clear resolution of the parties'
anti-layering rights, the plain meaning of the definition of
“Senior Indebtedness” and the principle evident throughout
the indenture that liens secure debt and are not themselves
debt, there would be no need in the “Rules of Construction”
section to have such a provision specifically include debt
secured by a junior lien as Senior Indebtedness, in contrast to
the need to add Section 1.04(f), which pertains to debt, not
liens. In any event, it is clear from the ABA commentary,
which dates from August 2006—just a few months before
the issuance of the senior subordinated unsecured notes—
and other presentations attached to Mr. Kirpilani's declaration
that issues pertaining to the subordination of unsecured debt
to debt secured by junior liens were still evolving when
the senior subordinated unsecured notes were issued; there
was no well established standard form that might add a
meaningful context to the indenture's plain terms and internal
consistency. Cf. Quadrant Structured Products Co., Ltd.
V. Vertin, 2014 N.Y. LEXIS 1361, at *31–2 (relying, in
addition to considerable precedent, on model no-action clause
produced by the Ad Hoc Committee for Revisions of the 1983
Modified Simplified Indenture that predated the indenture at
issue by 10 years).
*9 The subordinated noteholders' interpretation of “Senior
Indebtedness” also would lead, to the anomalous result that
their notes would be subordinated to senior unsecured debt
(in this case, as suggested above, including the second lien
debt, which, when issued, was unsecured because it had
only a springing lien), but would cease to be subordinated
when that lien sprung or when such debt was issued on a

secured basis. There is no logical reason for such a distinction,
notwithstanding the subordinated noteholders' attempt to find
one.
The subordinated noteholders next contend that, even under
the debtors' interpretation of “Senior Indebtedness,” the
Intercreditor Agreement entered into among the debtors,
the second lien holders and the first lien and 1.5 lien
holders, among others, and attached as Exhibit C to
Mr. Kirpilani's declaration, goes beyond lien subordination
(which I have found does not fit within the exception
to “Senior Indebtedness”), providing, in essence, for the
subordination of the second lien holders' debt to the debt
secured by the liens of the first and 1.5 lien holders and any
other debt that might be secured by senior liens.
The Intercreditor Agreement clearly does restrict the rights of
the second lien holders, two of those restrictions having been
highlighted by the subordinated noteholders. First, it provides
that the second lien holders' right to the shared collateral is
subordinate to the senior lien holders' right to such collateral,
even if it turns out that the liens securing the senior lien
debt are not perfected or enforceable. Second, it provides in
paragraph 4.04 that the second lien holders shall turn over to
the senior lien holders any recoveries that they obtain not only
on account of their contractual liens on the shared collateral,
but also on account of judicial liens that they may obtain.
However, contrary to the interpretation offered by the
subordinated noteholders that these provisions of the
Intercreditor Agreement are debt subordination provisions,
they pertain to lien subordination, governing rights in respect
of the shared collateral. Intercreditor agreements of this nature
that pertain to secured creditors' lien rights are commonly
geared to those rights whether or not the liens are perfected.
The parties are certainly free to, and do, agree that their
contractual liens, which they have mutually verified, are
effective as among each other, even if such liens later prove to
be generally ineffective because of a debtor's lien avoidance
powers. The focus still is on the collateral that was agreed to
be secured by the liens. See In re Ion Media Newworks, Inc.,
419 B.R. 585, 594–95 (Bankr.S.D.N.Y.2009) (“By virtue
of the Intercreditor Agreement, the parties have allocated
among themselves the economic value of the FCC licenses as
‘Collateral’ (regardless of the actual validity of liens in these
licenses.)”).
Similarly, it is typical of intercreditor agreements among
secured parties that rights to enforce interests in the collateral
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are, as they are here, thoroughly addressed. Accordingly, a
provision stating that collections on a judicial lien (as well as
from enforcement of the second lien holders' contractual lien)
shall be turned over to the senior lien holders are common
in shared collateral agreements, given that control over the
collateral is a fundamental aspect of such agreements. See,
for example the American Bankruptcy Institute presentation
attached as Exhibit I to Mr. Kirpilani's declaration, at page 25,
listing intercreditor agreement provisions that promote “first
lienholders' desire to ‘drive the bus' in respect to remedies
against the shared collateral.”
*10 In contrast, Section 5.04 of the Intercreditor Agreement
provides that nothing in that agreement alters the second lien
holders' rights in their capacity as unsecured creditors, again
highlighting the distinction between lien subordination and
debt subordination.
While there is no interpretive language contemporaneous
with the parties' entry into the senior subordinated unsecured
note indenture, the parties' subsequent actions further support
the debtors' reading of the subordination provision's reach.
For example, a substantial portion of the subordinated notes,
roughly $118 million in face amount, was exchanged in 2009
at a discount of at least 60 percent for second lien notes, which
is inconsistent with the subordinated noteholders' present
argument that those notes are pari passu.
In addition, the trustees for the senior subordinated notes took
no action with respect to the issuance of the second lien debt
or the springing of the lien securing it, although arguably
under the subordinated noteholders' current interpretation the
debtors' disclosures with respect to the second lien notes—
that they were senior in right of payment to the subordinated
notes—was inaccurate. It is clear from the exhibits to the
responses by the ad hoc committee of second lien holders
and Apollo, as well as the debtors' submissions, that such
disclosure was clear in the company's 8–K, 10–Ks, and
prospectuses.
It is also the case that, under the subordinated noteholders'
broad interpretation of clause 4's exception to “Senior
Indebtedness,” the debt under the debtors' current first
and 1.5 lien notes also would not benefit from Section
10.01's subordination provision, notwithstanding that the
indenture's definition of “Designated Senior Indebtedness”
would include the first and 1.5 lien notes. In other words,
the definition of “Designated Senior Indebtedness” is not
integrated into the definition of “Senior Indebtedness” as

proposed by the subordinated noteholders, again rendering
their broad interpretation of clause 4's exception to such
definition highly unlikely in the context of the entire
indenture.
The debtors, the ad hoc committee of second lien holders, and
Apollo in its capacity as a second lien holder have also argued,
in their briefs at least, that the subordinated noteholders are
estopped by laches or other equitable principles from making
the arguments that they are making now, given their silence
in the face of the issuance of over a billion dollars of second
lien debt that was widely disclosed to be senior in right of
payment to the senior subordinated unsecured notes. At oral
argument, the debtors and the second lien holders seem to
have walked back on that argument, however, and I believe
that it would not apply here under the case law, in any
event, in light of the need to establish conduct upon which
reliance is based and the absence of a factual record to show
such reliance. See, for example, River Seafoods, Inc. v. J.P.
Morgan Chase Bank, 796 N.Y.S.2d 71, 74 (1st Dept.2005)
(stating elements of equitable estoppel under New York law),
and Eppendorf–Netheler–Hinz GMBH v. National Scientific
Supply Company Inc., 14 Fed. Appx. 102, 105 (2d Cir. July
13, 2001) (stating elements of laches under New York law).
*11 But, based on the plain meaning of Section 10.01 and
the definition of “Senior Indebtedness,” and, secondarily,
the distinction throughout the indenture, as well as when
the relevant provisions are read context, between lien rights
and the subordination of debt, I conclude that the second
lien holders' notes are “Senior Indebtedness” and, therefore,
entitled to the benefit of the subordination provision of
Section 10.01 of the indenture.
The next two issues pertain to a different set of agreements
that are subject to the same rules of contract interpretation
that I've previously summarized and won't repeat, as both
operative sets of agreements—indentures and notes—are
governed by New York law. The two issues involve the rights
of the indenture trustees, and therefore the holders, of the
first and 1.5 lien holders to a so-called contractual “makewhole” claim, or, barring such a claim, a common law claim
for damages, based on the debtors' payment of their notes
before the original stated maturity of the notes. The first and
1.5 lien holders' rights to such a claim are in the first instance
governed by the respective indentures and notes, which, as
relevant, contain the same provisions.
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If, in fact, the trustees are entitled to such a claim that is
enforceable in bankruptcy, it will increase the amount of the
replacement notes to be issued to the first and 1.5 lien holders
as their distribution under the debtors' chapter 11 plan. That is,
the plan leaves open, now that the classes of first and 1.5 lien
holders have rejected the plan, for the Court to decide whether
the first and 1.5 lien holders' allowed claim includes a makewhole amount, whereas, if those classes had accepted the plan
they would have received a cash distribution in the amount
of their allowed claims specifically without any make-whole
amount.
The indentures for both sets of notes provide in Section 3.01,
captioned “Redemption,” that “the Notes may be redeemed,
in whole, or from time to time in part, subject to the conditions
and at the redemption prices set forth in paragraph 5 of the
form of Notes set forth in Exhibit A and Exhibit B hereto,
which are hereby incorporated by reference and made a part
of this Indenture, together with accrued and unpaid interest to
the redemption date.”
Section 3.02 of each indenture states, “Applicability of
Article. Redemption of Notes at the election of the Issuer or
otherwise, as permitted or required by any provision of this
Indenture, shall be made in accordance with such provision
and this Article.”
Section 3.03 sets forth the procedure pursuant to which
the issuer, that is the debtors, “shall elect to redeem Notes
pursuant to the optional redemption provisions of paragraph
5 of the applicable Note.”
Section 3.06 of the indentures, entitled “Effect of Notice of
Redemption,” states, “Once notice of redemption is delivered
in accordance with Section 3.05, Notes called for redemption
become due and payable on the redemption date and at the
redemption price stated in the notice, except as provided in
the final sentence of paragraph 5 of the Notes.”
Section 3.09 of each indenture, in contrast to the optional
or elective redemption under sections 3.01 and 3.03 of the
indentures and paragraph 5 of the notes, provides for a special
mandatory redemption on the terms set forth in Section 3.09.
Paragraph 5 of the form of first and 1.5 lien notes states,
“Optional Redemption. Except as set forth in the following
two paragraphs, the Notes shall not be redeemable at the
option of MPM prior to October 15, 2005. Thereafter, the
Notes shall be redeemable at the option of MPM, in whole

at any time or in part from time to time” as provided therein.
And then it states, “In addition, prior to October 15, 2015,
the Issuer may redeem the Notes at its option, in whole at
any time or in part from time to time, upon not less than 30
nor more than 60 days' prior notice delivered electronically or
mailed by first-class mail to each holder's registered address,
at a redemption price equal to 100% of the principal amount
of the Notes redeemed plus the Applicable Premium as of,
and accrued and unpaid interest and Additional Interest, if
any, to, the applicable redemption date (subject to the right of
the Holders of record on the relevant record date to receive
interest due on the relevant interest payment date).”
*12 “Applicable Premium” is separately defined in the
indentures as follows: “With respect to any Note on any
applicable redemption date, the greater of: (1) 1% of the
then outstanding principal amount of such Note and (2) the
excess of: (a) the present value at such redemption date of
(i) the redemption price of such Note, at October 15, 2015
(such redemption price being set forth in paragraph 5 of the
applicable Note) plus (ii) all required interest payments due
on such Note through October 15, 2015 (excluding accrued
but unpaid interest), computed using a discount rate equal to
the Treasury Rate as of such redemption date plus 50 basis
points; over (b) the then outstanding principal amount of such
Note.”
The indenture trustees for the first and 1.5 lien notes argue
that the chapter 11 plan's payment of the holders with
replacement notes entitles them to the Applicable Premium,
as they will receive such notes before October 15, 2015. They
contend that such payment would be an optional or elective
redemption under the provisions of the indentures and notes
that I have just read.
As I've noted and will discuss later, the trustees for the first
and 1.5 lien notes also argue that, even if they are not entitled
by contract to an Applicable Premium constituting a makewhole under these circumstances, they nevertheless have a
claim under otherwise applicable law or the first sentence of
paragraph 5 of the notes, which they contend is a “non-call”
covenant, that is triggered by the debtors' early payment of
their notes in the form of replacement notes under the plan,
although the amount of such claim, or formula therefor, is not
set forth in the indentures or the notes.
Let me address the Applicable Premium argument first. It
is well established that when considering the allowance of a
claim in a bankruptcy case the court first considers whether

© 2015 Thomson Reuters. No claim to original U.S. Government Works.

77 9

In re MPM Silicones, LLC, Slip Copy (2014)

the claim would be valid under applicable nonbankruptcy
law, and then, second, if the claim is valid under applicable
nonbankruptcy law, whether there is any limitation on or
provision for disallowance of the claim under the Bankruptcy
Code. See Ogle v. Fidelity & Deposit Company of Maryland,
586 F.3d 143, 147–48 (2d Cir.2009); HSBC Bank U.S.A.
v. Calpine Corp., 2010 U.S. Dist. LEXIS 96792, at *18
(S.D.N.Y. Sept. 15, 2010).
It is well settled under New York law, which is, again, the
law governing these agreements, that the parties to a loan
agreement, indenture or note can amend the general rule
under New York law of “perfect tender” to provide for a
specific right on behalf of the borrower or issuer to prepay
the debt in return for agreed consideration that compensates
the lender for the cessation of the stream of interest payments
running to the original maturity date of the loan. Without that
contractual option, under the New York rule of perfect tender
the borrower/issuer would be precluded from paying the debt
early. See U.S. Bank National Association v. South Side
House LLC, 2012 Dist. LEXIS 10824, at *12–13 (E.D.N.Y.
January 30, 2012), as well as Northwestern Mutual Life
Insurance Company v. Uniondale Realty Associates, 816
N.Y.S.2d 831, 835, 11 Misc.3d 988, 984 (N.Y.Sup.Ct.2006).
See generally Charles & Kleinhaus, “Prepayment Clauses in
Bankruptcy,” 15 Am. Bankr.Inst. L.Rev. 537, 541 (Winter
2007) (“Charles & Kleinhaus”), and the cases cited therein at
541 n.13, applying New York's perfect tender rule.
It is also well-settled law in New York that a lender forfeits
the right to such consideration for early payment if the
lender accelerates the balance of the loan. The rationale for
this rule is logical and clear: by accelerating the debt, the
lender advances the maturity of the loan and any subsequent
payment by definition cannot be a prepayment. In other
words, rather than being compensated under the contract for
the frustration of its desire to be paid interest over the life
of the loan, the lender has, by accelerating, instead chosen to
be paid early. See U.S. Bank National Association v. South
Side House, 2012 U.S. Dist. LEXIS 10824, at *13–14, and
the cases cited therein, including In re LHD Realty Corp., 726
F.2d 327, 331 (7th Cir.1984); In re Solutia, Inc., 379 B.R. 473,
487–88 (Bankr.S.D.N.Y.2007); In re Granite Broadcasting
Corp., 369 B.R. 120, 144 (Bankr.S.D.N.Y.2007); and
Northwestern Mutual Life Insurance Company v. Uniondale
Realty Associates, 816 N.Y.S.2d at 836.
*13 There are two well-recognized exceptions to that
proposition. The first is agreed not to apply here, namely

when the debtor intentionally defaults in order to trigger
acceleration and evade the prepayment premium or makewhole, the debtor will remain liable for the make-whole
notwithstanding acceleration of the debt. See Sharon Steel
Corp. v. The Chase Manhattan Bank. N.A., 691 F.2d 1039,
1053 (2d Cir.1982). Here, even if the trustees had not
conceded this point, it is clear that the debtors' bankruptcy is
not simply a tactical device to deprive the first and 1.5 lien
holders of a make-whole claim.
The second exception, which is at issue here, is when a
clear and unambiguous clause calls for the payment of a
prepayment premium or make-whole even in the event of
acceleration of, or the establishment of a new maturity date
for, the debt. See, again, U.S. Bank National Association v.
South Side House, 2012 U.S. Dist. LEXIS 10824, at *14–16
and *23; Northwestern Mutual Life Insurance Company v.
Uniondale Realty Associates, 816 N.Y.S.2d at 836, and the
cases cited therein. Thus, the first and 1.5 lien holders' right to
an Applicable Premium, or make-whole, hinges on whether
the relevant sections of their indentures and notes provide
with sufficient clarity for the payment of such premium after
the maturity of the notes has been accelerated.
Critically important, therefore, is another provision of the
indentures, Section 6.02, which provides generally that the
trustee or the holders of at least 25 percent of principal
amount of the outstanding notes, upon an event of default,
can elect to accelerate the notes, but also states, “If an Event
of Default specified in Section 6.01(f) or (g) with respect to
MPM [which includes the debtors' bankruptcy] occurs, the
principal of, premium, if any, and interest on all the Notes
shall ipso facto become and be immediately due and payable
without any declaration or other act on the part of the Trustee
or any Holders.”
The form of note attached to the indentures also provides,
in paragraph 15, “If an Event of Default relating to certain
events of bankruptcy, insolvency or reorganization of the
Issuer occurs, the principal of, premium, if any, and interest
on all the Notes shall become immediately due and payable
without any declaration or other act on the part of the Trustee
or any Holders.”
(Section 6.02 in the indentures also provides, in its final
sentence, “The Holders of a majority in principal amount
of outstanding Notes by notice to the Trustee may rescind
any such acceleration with respect to the Notes and its
consequences,” and the last sentence of paragraph 15 of the
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notes states, “Under certain circumstances, the Holders of a
majority in principal amount of the outstanding Notes may
rescind any such acceleration with respect to the Notes and
its consequences.” The first and 1.5 lien trustees' arguments
to rescind acceleration of the notes are discussed in the third
section of this ruling)
In light of the automatic acceleration of the notes under
Section 6.02 of the Indentures, as also obliquely referenced
in paragraph 15 of the notes, upon the debtors' bankruptcy
filing, the debtors and the second lien holders contend
that the maturity date of the notes has been contractually
advanced and, thus, under New York law the first and 1.5 lien
holders, having provided for acceleration in the applicable
agreements, bargained for prepayment of the notes upon the
event of the debtors' bankruptcy and therefore forfeited their
right to the Applicable Premium.
*14 (In addition, the debtors and the second lien holders
contend that the debtors' payment of the first and 1.5 lien
holders as required by the Bankruptcy Code before the
original maturity of the notes (or at least before October 15,
2015) is not elective or voluntary, and, therefore, again, does
not subject the debtors to the Applicable Premium owed upon
an elective redemption under the express terms of Sections
3.02–3.03 of the indentures and paragraph 5 of the notes. The
debtors have the option under section 1124 of the Bankruptcy
Code, however, to reinstate the first and 1.5 lien notes rather
than pay them with substitute consideration, under a chapter
11 plan. In addition, the notice requirements of Bankruptcy
Rule 2002 arguably functionally track the election/notice
process provided in sections 3.03 and 3.05 of the indentures.
Thus, I have not further considered this argument of the
debtors and second lien holders in light of the efficacy of their
first argument.)
As noted previously, it is “well-settled law,” South Side
House, 2012 U.S. Dist. LEXIS 10824, at *12, that, unless
the parties have clearly and specifically provided for payment
of a make-whole (in this case the Applicable Premium),
notwithstanding the acceleration or advancement of the
original maturity date of the notes, a make-whole will
not be owed. Such language is lacking in the relevant
sections of the first and 1.5 lien indentures and notes;
therefore, they do not create a claim for Applicable Premium
following the automatic acceleration of the debt pursuant
to Section 6.02 of the indentures. In addition to the cases
that I have already cited for this proposition, see In re
Madison 92nd Street Associates, LLC, 472 B.R. 189, 195–

96 (Bankr.S.D.N.Y.2012); In re LaGuardia Associates LLP,
2012 Bankr.LEXIS 5612, at *11–13 (Bankr.E.D.Pa. Dec.
5, 2012); In re Premiere Entertainment Biloxi, LLC, 445
B.R. 582, 627–28 (Bankr.S.D.Miss.2010), and the cases cited
therein, all of which interpret New York law, and some of
which involve automatic acceleration clauses, which, as noted
by the district court in South Side House, have the same
negating effect as the voluntary exercise of an acceleration
right, given that such clauses were negotiated by the parties.
2012 U.S. Dist. LEXIS 10824, at *20–23. See also In re AMR
Corporation, 730 F.3d at 101, in which the Second Circuit
made clear that such an automatic acceleration provision
operates by the choice of the indenture trustee as much as the
issuer/debtor; that is, such contractual automatic acceleration
is not voluntary on the issuer's part because it is an enforceable
covenant, including not being subject to invalidation under
any section of the Bankruptcy Code, such as section 365(e),
which would negate so-called ipso facto provisions triggered
by a debtor's bankruptcy filing.
The trustees for the first and 1.5 lien holders try to get
around the problem that their documents do not contain
sufficient language triggering an Applicable Premium after
acceleration in a couple of ways, one of which is to refer to a
discussion in In re Chemtura Corporation, 439 B.R. 561, 596–
02 (Bankr.S.D.N.Y.2010), in which Judge Gerber evaluated
the settlement of a make-whole dispute that was opposed by
those who contended that the beneficiaries of the settlement,
who were receiving a range of 39 and 43 percent of their
make-whole claim under it, should really recover nothing or
at least far less than that amount on account of such claims.
The trustees contend that Judge Gerber concluded that a
covenant triggering a make-whole amount upon a prepayment
by a date certain would be a specific enough of a
reference to the make-whole's being owed, notwithstanding
the acceleration of the debt, to satisfy the explicitness
requirement in the cases that I have previously cited.
I should note, however, that, in addition to the settlement
context in which Judge Gerber gave his analysis, where he
considered only whether the settlement lay within the lowest
bounds of reasonableness, he was focusing in Chemtura not
on a specific date like the pre-October 15, 2015 date set forth
in paragraph 5 of the notes here, but, rather, on a provision
that was triggered off a differently defined maturity date
than the original maturity date, thus keying liability for the
make-whole back to the need, as stated in the cases that I
have cited, to state clearly that the premium would be owed
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notwithstanding the acceleration of the original maturity date.
Id. at 601
*15 That is not the case under the notes and the indentures
here. Indeed, in each of the reported cases that quote language
that would be explicit enough to overcome the waiver of
the make-whole upon acceleration under New York law,
more was required than is contained in the relevant sections
of the indentures and notes that I have quoted—either an
explicit recognition that the make-whole would be payable
notwithstanding the acceleration of the loan or, as stated by
Charles & Kleinhaus, a provision that requires the borrower to
pay a make-whole whenever debt is repaid prior to its original
maturity, which is in essence what Judge Gerber was referring
to in the Chemtura case. See Charles & Kleinhaus, 15 Am.
Bankr.Inst. L.Rev. at 556. See also, for examples of the type
of specificity required to satisfy applicable New York law, the
discussion in U.S. Bank National Association v. South Side
House, LLC, 2012 U.S. Dist. LEXIS, 10824, at *21–24, and
In re LaGuardia Associates, L.P., 2012 Bankr.LEXIS 5612,
at *14–16.
That type of specificity works notwithstanding the purpose
of a make-whole, which is to ensure that the lender is
compensated for being paid earlier than the original maturity
of the loan for the interest it will not receive, because makewholes are properly viewed as an option pursuant to which
the parties have allocated the cost of prepayment between
themselves. South Side House, 2012 U.S. Dist. LEXIS 10824,
at *22–23; Northwestern Mutual Life Insurance Company v.
Uniondale Realty Associates, 816 N.Y.S.2d at 984; Charles
& Kleinhaus, 15 Am. Bankr.Inst. L.Rev. at 566–67. However,
the option, as noted, must be specific if the parties want it to
apply even after acceleration of the debt.
The trustees for the first and 1.5 lien notes also contend that,
even if they are not entitled to an Applicable Premium, other
provisions of the indentures refer to a lower case “prepayment
premium.” For example, as I noted, Section 3.02 of the
indentures refers to the “Redemption of Notes at the election
of the Issuer or otherwise as permitted or required by any
provision of this Indenture shall be made in accordance with
such provision in this Article.” (Emphasis added.) (Although
it should be noted that Section 3.09 of the indentures provides
for a mandatory redemption, which is what the “or otherwise”
reference in Section 3.02 apparently addresses.) In addition,
they point out that Section 6.02 of the indentures provides
for the automatic acceleration upon the debtors' bankruptcy
of “the principal of, premium, if any, and interest on all

the Notes” (emphasis added), and Section 6.03 states that
“If an Event of Default occurs and is continuing, subject to
the terms of the New Intercreditor Agreement or the Junior
Priority Intercreditor Agreements, the Trustee may pursue
any available remedy at law or equity to collect the payment
of principal of or interest on the Notes or to enforce the
performance of any provision of the Notes, this Indenture or
the Security Documents” (that is, acknowledging the trustees'
common law enforcement rights, which, the trustees, contend,
would include the payment of a prepayment premium).
Each of these references to other rights or “premiums, if any,”
to be paid upon prepayment are not specific enough, however,
to overcome the requirement of New York law that I have
previously outlined in order for a make-whole or prepayment
claim to be payable post-acceleration.
Moreover, the “if any” language that I've quoted refers back to
the actual provisions of the indentures and notes, the only one
of which that specifically provides for an optional redemption
and payment of a specific premium (the Applicable Premium)
does not sufficiently provide for payment after acceleration
under New York law, as previously discussed. A similar
provision appeared in the instrument at issue in In re
LaGuardia Associates, L.P., 2012 Bankr.LEXIS 5612, and
Judge Raslavich construed it much as I have here, stating,
“On the contrary, [such provision] references ‘any payment
required to be paid under the note.’ That returns the inquiry
back to Section 1.02(b) of the note and its description of
the specific two events which have not occurred.” Id. at
*19–20. Similarly, Section 3.02 of the indentures, which
states, “Redemption of Notes at the election of the Issuer or
otherwise, as permitted or required by any provision of this
Indenture, shall be made in accordance with such provision
and this Article,” does not create a separate make-whole right
enforceable upon acceleration of the debt but only refers to
rights that may be triggered in accordance with the specific
provisions of Article 3.
*16 It is also the case that Section 3.06 of the indentures,
which states that “Once notice of redemption is delivered in
accordance with Section 3.05, Notes called for redemption
become due and payable on the redemption date and at the
redemption price stated in the notice, except as provided
in the final sentence of paragraph 5 of the Notes,” is
superseded by the automatic acceleration upon the issuer's
bankruptcy, provided for in Section 6.02. That is, the
foregoing language from the Section 3.06 is not a substitute
for acceleration, which made the notes due and payable on
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the bankruptcy petition date, or a clear enough statement
that, notwithstanding acceleration, the redemption date, that
is, the date upon which the issuer would call the notes
for redemption, would artificially jump ahead of the prior
acceleration or ignore the acceleration and entitle the holders
to a make-whole under New York law.
Therefore, the indentures and notes do not overcome or
satisfy the requirement under New York law that a makewhole be payable specifically notwithstanding acceleration
or payment prior to the original maturity date under the
terms of the parties' agreements. There is, therefore, no claim
for Applicable Premium or any other amount under the
indentures and notes for the first and 1.5 lien holders that
would be triggered by the lien holders' treatment under the
debtors' chapter 11 plan, or any other payment of their notes
following their automatic acceleration under Section 6.02 of
the indenture.
This leaves to be decided the first and 1.5 lien holders'
remaining claim based on payment, under the chapter 11 plan
by new replacement notes, of the first and 1.5 notes prior
to their maturity that would arise, they contend, under New
York's common law rule of perfect tender or, as argued by the
trustees, under the first sentence of paragraph 5 of the notes.
That sentence, they contend, sets forth a “non-call” covenant
when it states, “Except as set forth in the following two
paragraphs [which reference payments of contractual makewhole that I have just ruled are not here owing], the Note shall
not be redeemable at the option of MPM prior to October 15,
2015.”
The debtors and the second lien holders argue that this
sentence is no more than an introduction or framing device
for the notes' elective redemption provisions in return for
payment of the Applicable Premium, which immediately
follow the “non-call” sentence, and is not a specific
contractual non-call provision. In support of this contention,
they point out that the make-whole right actually arises under
Sections 3.01–3.03 of the indentures, which then reference
paragraph 5 of the notes, which states the right to a makewhole amount under certain circumstances. They are right:
the indentures and notes do not contain a covenant stating
the amount owing upon the voluntary call of the notes with
the exception of sections 3.01–3.03 and the definition of
Applicable Premium.
This leaves the trustees with the argument that New York's
common law of perfect tender would apply even if their

agreements were silent regarding the consequences of such
prepayment. That is, the trustees for the first and 1.5 lien
notes contend that the holders are entitled to a claim under
New York law for a prepayment premium based merely on
the fact of prepayment, which, they point out, would be
preserved under the general reservation of common law rights
and remedies set forth in Section 6.03 of the indentures.
As noted previously, New York law would, in fact, provide
for such a claim for breach of the rule of perfect tender, at least
one for specific performance. However, applying the twostep claim analysis required by Ogle v. Fidelity & Deposit
Company of Maryland, 586 F.3d at 147–48, the trustees
would not have an allowable claim for such damages under
the Bankruptcy Code, because this is one of the few instances
when specific provisions of the Bankruptcy Code disallow
such a claim—section 506(b), as well as section 502(b)(2),
which disallows claims for unmatured interest.
*17 First, it is well recognized that, notwithstanding New
York's perfect tender rule, such right is not enforceable
by specific performance in a bankruptcy case, given the
Bankruptcy Code's non-contractual acceleration of debt for
claim determination purposes. See, for example, HSBC Bank
USA v. Calpine Corp., 2010 U.S. Dist. LEXIS 96792, at *11–
14, and Charles & Kleinhaus, 15 Am. Bankr.Inst. L.Rev. at
563–64.
In addition, as noted, no provision of the indentures and
notes (except as already found to be inapplicable in light
of the acceleration of the debt) provides for an additional
premium to be paid upon the prepayment of the notes. Thus,
the claim would not fall under the allowed claim provided to
oversecured creditors for fees and charges under the parties'
agreement under section 506(b) of the Bankruptcy Code up
to the value of their collateral. See HSBC Bank USA v.
Calpine Corp., 2010 U.S. Dist. LEXIS 96792, at *14–21; In
re Solutia Inc., 379 B.R. at 485; In re Calpine Corp., 365 B.R.
392(Bankr. S.D.N.Y. 2007), rev'd on other grounds, 2011
U.S. Dist. LEXIS 62100 (S.D.N.Y. June 7, 2011); and In re
Vest Assocs., 217 B.R. 696, 699 (Bankr.S.D.N.Y.1998).
It is not clear whether a claim for breach of a contractual
make-whole provision should be viewed as a claim for
unmatured interest (compare In re Trico Marine Services,
Inc., 450 B.R. 474, 480–81 (Bankr.D.Del.2013) (recognizing
split of authority but holding that claim for breach of
contractual make-whole is liquidated damages for breach of
an option to prepay, not for unmatured interest), and In re
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Doctors Hospital of Hyde Park, Inc., 508 B.R. 596, 605–06
(Bankr.N.D.Ill.2014) (claim for breach of contractual yield
maintenance premium is for unmatured interest not paid as
a result of prepayment)). However, the measure of a claim
based on New York's rule of perfect tender or a non-call right
that does not provide for liquidated damages would be the
difference between the present value of the interest to be paid
under the first and 1.5 lien notes through their stated maturity
and the present value of such interest under the replacement
notes to be provided to the fist and 1.5 lien holders under the
chapter 11 plan, which should equate to unmatured interest.
See Charles & Kleinhaus, 15 Am. Bankr.Inst. L.Rev. at
541–42, 580–81. Accordingly such a claim also would be
disallowed as unmatured interest under section 502(b)(2) of
the Bankruptcy Code. It is not interest that has accrued during
the bankruptcy case, but would, rather, accrue in the future, at
least to 2015 if not to 2020, the original maturity date of the
notes, and, therefore, would not be an allowed claim under
section 502(b)(2). HSBC Bank USA v. Calpine Corp., 2010
U.S. Dist. LEXIS, at *14–21.
The two cases relied upon by the first and the 1.5 lien trustees
for the contrary proposition actually are consistent with the
foregoing analysis. The debtors in both cases (unlike here)
were solvent and, therefore, the courts found them to be
subject to an exception to section 502(b)(2) of the Code's
disallowance of claims for unmatured interest under either
equitable principles, as set forth in the legislative history to
section 1124 of the Bankruptcy Code (see 140 Cong. Rec. H
10,768 (October 4, 1994)), or because of the application of
the best interests test in section 1129(a)(7) of the Code when
the debtor is solvent. See In re Premier Entertainment Biloxi,
LLC, 445 B.R. at 636–37; In re Chemtura Corp., 439 B.R. at
636–37.
*18 This analysis applies also to any claim premised on the
debtors' breach of the provision in the last sentence Section
6.02 of the indentures, obliquely referenced in paragraph 15
of the notes, that the issuer would under certain circumstances
permit the rescission of automatic acceleration under Section
6.02 upon the issuer's bankruptcy. The damages for breach
of such a rescission right, which are unspecified in both
the indentures and the notes, would equate to the same lost
unmatured interest that would apply to a breach of the right
of perfect tender or non-liquidated damages non-call right.
Accordingly, I conclude both for purposes of confirmation
of the debtors' chapter 11 plan, as well as for Adversary
Proceeding Nos. 14–08227 and 14–08228, that the plain

language of the first and 1.5 lien indentures and notes as
applied to the present facts requires the allowed claim of the
indenture trustees for the first and 1.5 lien holders to exclude
any amount for Applicable Premium or any other damages
based on the early payment of the notes.
There is no relevant commentary or conduct by the parties
that would or should change that view, given that there is
no ability to consider parol evidence in light of the plain
meaning of the agreements under the contract interpretation
cases that I have already cited. I will note, however, that
the trustees for the first and 1.5 lien holders have contended
that the disclosure in the prospectuses for their notes, while
lengthy, fails to highlight the risk that, upon bankruptcy and
the automatic acceleration of the notes, no make-whole claim
or other damages would be owed upon the early payment of
the notes.
It is true that there is no such disclosure. I note, however,
that the vast majority of risk disclosures in the prospectuses,
54 risk factors, pertains to fact-based risks—either market
or business or product risks. Of the risk factors disclosed,
only six are bankruptcy-related, and they do not specifically
disclose material risks affecting the notes in the issuer's
bankruptcy in addition to the risk to the make-whole
claim. Two disclosed bankruptcy-related risks pertain to the
potential avoidance of the notes or the liens under chapter 5 of
the Bankruptcy Code. Others state that the ability of holders
to realize upon their collateral and claims is subject to certain
bankruptcy law limitations (which may, in fact, include, in
broad scope, the risk that the first and 1.5 lien holders may
not have an allowed claim based on prepayment of the notes
in a bankruptcy case, although perhaps such disclosure could
simply be taken as a reference to the imposition of the
automatic stay under section 362(a) of the Bankruptcy Code).
But, as noted, there are other specific bankruptcy risks in
addition to risks to the allowance of a make-whole claim that
are not disclosed, including the risk of being crammed down
with notes payable over time, as opposed to being paid in
cash or reinstated, under section 1129(b)(2) of the Bankruptcy
Code.
Moreover, as observed by the Court in South Side House,
2012 U.S. Dist. LEXIS 10824, at *12, the law that I have
applied to the first and 1.5 lien holders' make-whole claim is
“well-settled” and long established. It has been stated readily
and cogently by courts that do not specialize in New York
law; i.e., courts from the Seventh, Third, and Fifth Circuits,
the latter two from Pennsylvania and Mississippi, as well
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as Delaware. Thus it does not appear, to the extent that
one would even give any weight to the disclosure, or lack
thereof, in the prospectuses, that the noteholders needed to
be specially alerted to the risk that their make-whole claims
might be disallowed in bankruptcy based on the automatic
contractual acceleration of their notes, beyond the disclosure
that the issuer's bankruptcy might alter the noteholders' rights.
*19 Relatedly, as I've noted, the first and 1.5 lien trustees
have sought freedom from the automatic stay under section
362(a) of the Bankruptcy Code to implement the rescission
of the automatic acceleration of the notes that occurred under
Section 6.02 of the indentures upon the debtors' bankruptcy
filing. The mechanism for such rescission is also set forth
in Section 6.02 of the indentures and is loosely referenced
in paragraph 15 of the notes, which states, “Under certain
circumstances, the Holders of a majority in principal amount
of the outstanding Notes may rescind any such acceleration
with respect to the Notes and its consequences.”
The first and 1.5 lien holders want to rescind the contractual
acceleration under Section 6.02 to avoid the fatal effect of
such acceleration upon their make-while rights in light of
their agreements' lack of the specificity required to trigger the
Applicable Premium upon acceleration under New York law.
The trustees make three arguments to support their request.
First, they state that the automatic stay does not actually apply
to sending a rescission notice. Second, they contend that,
even if the automatic stay under section 362(a) of the Code
applies to such a notice, rescission is excepted from the stay
by section 555 of the Bankruptcy Code. Finally, they contend
that, even if the automatic stay applies, they should be granted
relief from the stay pursuant to section 362(d) of the Code.
I conclude that the automatic stay does, in fact, apply to the
sending of a rescission notice and contractual deceleration of
the debt. Two provisions of the Bankruptcy Code's automatic
stay apply here. First, section 362(a)(3) of the Code states that
the automatic stay upon the filing of the case includes a stay
of “any act to obtain possession of property of the estate or
property from the estate or to exercise control over property
of the estate.” Section 362(a)(6) then states that the following
also are stayed: “any act to collect, assess or recover a claim
against the debtor that arose before the commencement of the
case under this title.”
In essence, as I've said, the first and 1.5 lien trustees seek
through a rescission notice to exercise a right under the

indentures, which, as contracts to which the debtors are
a party, are property of the debtors' estates. The purpose
of sending a rescission notice would be to enable the
holders to recover a sizeable claim against the debtors—
that is, to resurrect their make-whole claim, which has been
loosely quantified as approximating $200 million—through
deceleration of the debt. They thus seek to control property
of the estate by exercising a contract right to the estate's
detriment and recover, by decelerating, a claim against the
debtors.
The Second Circuit has recently held in a very similar context
that sending such a notice would, in fact, be subject to the
automatic stay of section 362(a). In re AMR Corp., 730 F.3d
at 102–03 and 111–12, citing In re 48th Street Steakhouse,
Inc., 835 F.3d, 427 (2d Cir.1987), and In re Enron Corp.,
300 B.R. 201 (Bankr.S.D.N.Y.2013), in which contract rights
were found to be property of the debtor and actions that had
the effect of terminating, or would, in fact, terminate or alter,
those rights, even if taken against a third party, as in 48th
Street Steakhouse, would therefore constitute the exercise of
control over property of the estate stayed by section 362(a)
(3). See also In re Solutia Inc., 379 B.R. at 484–85.
Additionally, here, as in AMR and Solutia, the purpose of
sending such a notice would be to recover a claim against
the debtors, because the first and most important step in
recovering a make-whole claim would be to resurrect the
right to the Applicable Premium by decelerating the debt.
Therefore, it is clear that the automatic stay under section
362(a)(6) of the Code also applies.
*20 The trustees have argued that a rescission notice would
not alter what the debtors would retain under the plan, and,
therefore, that section 362(a)(3) should not apply, because
this is fundamentally, or economically, an intercreditor
dispute; i.e., the value—the $200 million— that the first
and 1.5 lien holders seek to include as part of their claim
if rescission and deceleration is permitted, would otherwise
effectively be distributed to the second lien holders and the
trade creditors under the plan.
However, that is not a proper reading of section 362(a) of the
Bankruptcy Code. As noted by the court in In re Strata Title,
LLC, 2013 Bankr.LEXIS 1704 at *17–18 (Bankr.D Az. Apr.
25, 2013), such a reading of section 362(a)(3) would add a
phrase to the statute that is not present, namely “unless such
act would provide economic value to the estate.” Moreover,
it ignores the applicability of section 362(a)(6).
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This is also clearly not a case, as the trustees contended at oral
argument, where the automatic stay wouldn't apply because
the transaction is only between third parties, in the nature of a
letter of credit draw which is not subject to the automatic stay
because the issuer has a separate and independent obligation
to the beneficiary the payment of which does not control the
debtor's property; rather, the effect on the debtors' estates
of the requested rescission and deceleration would be direct
—controlling and increasing the first and 1.5 lien holders'
recovery of property of the estate.
Similarly, Second Circuit cases cited by the trustees for the
proposition that, “[t]he general policy behind section 362(a)
is to grant complete immediate, albeit temporary, relief to
the debtor from creditors and also to prevent dissipation of
the debtor's assets before any distribution to creditors can be
effective,” SEC v. Brennan, 230 F.3d 65, 70 (2d Cir.2000),
are taken entirely out of context, whereas the trustees ignore
numerous cases, discussed below, in which the courts have
prohibited, as did the Second Circuit in AMR, actions that
would permanently alter, postpetition, the rights of creditors
that existed on the petition date, such as by sending notices
like the rescission notice at issue here.
It is clear that there is a difference between automatic
acceleration pursuant to a contract, as is the case here, and
acceleration generally as a matter of bankruptcy law upon
the commencement of a bankruptcy case for the purpose of
determining claims against the estate, as I'll discuss in more
detail when I consider whether relief should be granted from
the stay pursuant to section 362(d) of the Code. For present
purposes, however, it is sufficient to note that here a contract
to which the debtors are a party would specifically be affected
for the purpose of recovering on a claim against the debtors,
and, therefore, the automatic stay under section 362(a) of the
Bankruptcy Code applies.

contract as defined in section 741 of this title, because
of a condition of the kind specified in section 365(e) of
this title [i.e., so called “ipso facto” conditions such as the
commencement of the bankruptcy case], shall not be stayed,
avoided or otherwise limited by operation of any provision of
this title.”
*21 The first and 1.5 lien trustees contend that the effect
of the rescission notice would be to fix and, therefore,
liquidate, the amount of their claims in the bankruptcy case
and, therefore, that it would, pursuant to section 555 of the
Code, not be subject to the automatic stay. There are several
problems with this argument, however.
First, I have serious doubts that the indenture itself is
a securities contract as defined in section 741(7)(A) of
the Bankruptcy Code, at least with respect to this issue.
Generally speaking, section 741(7) of the Code's definition
of “securities contract,” which is lengthy, states that it is a
contract for the purchase, sale or loan of a security. Clearly,
the indentures themselves are not contracts for the purchase,
sale or loan of a security; they instead set forth the terms under
which the underlying notes will be governed and the role
of the trustees in connection therewith. See In re Qimonda
Richmond, LLC, 467 B.R. 318, 323 (Bankr.D.Del.2012),
holding, albeit without much discussion, that an indenture
does not fall within the definition of section 741(7)(A).

In addition, the indenture trustees make an argument that was
not raised in AMR or Solutia: that the sending of a rescission
notice to decelerate the first and 1.5 lien notes would merely
be liquidating a securities contract, which is permissible
under section 555 of the Bankruptcy Code notwithstanding
the automatic stay under section 362(a).

The trustees rely on subsection (A)(x) of section 741(7) of
the Code to fit the indentures within the “securities contract”
definition notwithstanding that the indentures themselves are
not contracts for the purchase, sale or loan of a security.
Section 741(7)(A)(x) states, in relevant part, “A ‘securities
contract’ means ... (x) a master agreement that provides for
an agreement or transaction referred to in [among other subclauses] clause (i)[that is, a contract for the purchase, sale, or
loan of a security, among other transactions], without regard
to whether the master agreement provides for an agreement
or transaction that is not a securities contract under this
subparagraph, except that such master agreement shall be
considered to be a securities contract under this subparagraph
only with respect to each agreement or transaction under
such master agreement that is referred to in clause (i) [i.e., a
contract for the purchase, sale or loan of a security].”

Section 555 of the Bankruptcy Code provides, “The exercise
of a contractual right of a stockbroker, financial institution,
financial participant or securities clearing agency to cause
the liquidation, termination or acceleration of a securities

It is far from clear that the indentures would be viewed
as such a master agreement, however, given the proviso
in the last clause of subsection 741(A)(x), with respect
to the indentures' rescission section, which does not itself
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pertain to the purchase, sale or loan of the notes and,
further, because paragraph 15 of the notes does not specify
any rescission right but instead refers to a right that
is exercisable under unidentified provisions upon certain
unspecified circumstances.
Relatedly, and even more significantly, I do not believe that
sending the rescission notice, the consequences of which,
as I have stated, would enable the deceleration of the notes
to permit the increase of a claim against the debtors in the
amount of the make-wholes, is in fact covered by section 555
of the Bankruptcy Code, because it is not a “liquidation” as
contemplated by that section.
The customary interpretation of section 555 is that it
“provides a tool for the non-defaulting ... participant to
exercise its contractual right to close-out, terminate or
accelerate a ‘securities contract.’ Such a close-out or
liquidation typically entails termination or cancellation of the
contract, fixing of the damages suffered by the nondefaulting
party based on market conditions at the time of liquidation,
and accelerating the required payment date of the net amount
of the remaining obligations and damages.” In re American
Home Mortgage, Inc., 379 B.R. 503, 513(Bankr.D. Del
2008), quoting 5 Collier on Bankruptcy, paragraph 555.04
(16th ed.2014).
*22 Here, to the contrary, the first and 1.5 lien trustees look
to de celerate and create a different claim than existed on
the bankruptcy petition date. As discussed by Judge Peck in
decisions in the Lehman Brothers case pertaining to a closely
analogues provision of the Bankruptcy Code, section 560,
that type of action does not fall within section 555 of the
Bankruptcy Code, which, with its companion sections, is a
narrow provision that should not be used to improve a contract
party's standing or claim in the bankruptcy case. See Lehman
Brothers Special Fin. Inc. v. Ballyrock AGS CDO 2007–1
Ltd., 452 B.R. 31, 40 (Bankr.S.D.N.Y.2011), in which Judge
Peck held that, rather than exercising a right subject to the
safe harbor of section 560 of the Code, the parties were
impermissibly seeking to improve their positions. See also
In re Lehman Brothers Holdings, Inc., 502 B.R. 383, 386
(Bankr.S.D.N.Y.2013), discussing Ballyrock and Lehman
Brothers Special Fin. Inc. v. BNY Corporate Trading Services
Ltd., 422 B.R. 407, 421 (Bankr.S.D.N.Y.2010).
Moreover, the rescission right sought to be exercised here is
not a right automatically arising upon the commencement of
the debtors' bankruptcy case and, thus, covered by section

365(e) of the Bankruptcy Code as referenced in section
555. As noted, the trustees instead seek to decelerate debt
that was automatically accelerated under Section 6.02 of the
indentures upon the bankruptcy filing. Thus, the exercise of
the rescission right does not fall within the plain language of
section 555 of the Code.
I have also concluded, in large measure based upon the AMR
case, that relief from the automatic stay should not be granted
here under section 362(d) of the Bankruptcy Code. The
Second Circuit in AMR affirmed Judge Lane's determination
in the exercise of his discretion not to lift the automatic stay
to permit a similar notice to be sent. 730 F.3d at 111–12.
The trustees argue for stay relief under both sections 362(d)
(1) and (d)(2) of the Code. I conclude that subsection (d)(2)
is not applicable here. It provides for “relief from the stay
provided under subsection (a) of this section with respect
to a stay of an act against property under subsection (a)
of this section if (A) the debtor does not have an equity
in such property; and (B) such property is not necessary to
an effective reorganization.” Here, the debtors convincingly
argued that subsection 362(d)(2) was intended to address, and
does, by its terms, address, acts against property in which a
creditor has an interest, such as a lien interest, as opposed to a
right against a contract or to exercise a right under a contract,
such as under Section 6.02 of the indentures. See In re Motors
Liquidation Company, 2010 U.S. Dist. LEXIS 125182, at *8–
9 (S.D.N.Y. Nov. 17, 2010).
Moreover, under section 362(g) of the Code, the movant has
the burden to show that the debtor does not have an equity in
such property under section 362(d)(2)(A), and I believe that
it was conceded during oral argument, and, in any event, I so
find, that the first and 1.5 lien trustees have not sustained that
burden. It is not clear to me how they possibly could have
shown that the debtors have no equity in the indentures, given
that, before a rescission the trustees' claims pursuant to the
indentures are worth far less, perhaps $200 million less, than
if the trustees obtain relief from the stay for rescission. That
$200 million would establish, I believe, the debtors' equity in
light of the fact that the trustees do not have a lien on or other
prior interest in the indentures.
That leaves the trustee's request for relief under section 362(d)
(1) of the Bankruptcy Code, which provides for relief from
the automatic stay “for cause, including a lack of adequate
protection of an interest in property of such party-in-interest.”
As noted, we are not dealing with a lien or other prior interest
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in property held by the indenture trustees; we are dealing with
their desire to exercise a contract right, rescission. Therefore,
the Second Circuit's Sonnax case, which applies generally
where relief from the stay is sought for purposes other than
to enforce an interest in property, controls. In re Sonnax
Industries, 907 F.2d 1280, 1285–86 (2d Cir.1990) (setting
forth factors that may be relevant to a determination on a
request to lift the automatic stay in such circumstances); see
also In re Bogdanovich, 292 F.3d 104, 110 (2d Cir.2002).
AMR applied the Sonnax factors in this context. 730 F.3d at
111–12.
*23 As I noted earlier, the sending of a rescission, or
deceleration notice significantly impacts the debtors' estate
and creditors—in this case by enhancing claims potentially
by hundreds of millions of dollars. It is, therefore, the type
of action that courts have routinely refused to permit under
section 362(d)(1) of the Bankruptcy Code. As noted by
Judge Beatty in In re Solutia, 379 B.R. at 488, a contractual
acceleration provision goes well beyond the acceleration
that occurs as a matter of bankruptcy law with respect to
the determination of claims against the estate. One can, as
discussed in In re Solutia; In re Manville Forests Products
Corp., 43 B.R. 293, 297–98 (Bankr.S.D.N.Y.) and HSBC
Bank USA v. Calpine Corp., 2010 U.S. Dist. LEXIS 96792,
at *10–11, observe that as a matter of law the filing of
the bankruptcy case itself accelerates debt. However, a
contractual acceleration provision advances the maturity date
of the debt in ways that have consequences in the bankruptcy
case beyond the operation of this general bankruptcy law
principle. For example, such acceleration may give rise to a
right to damages under section 1124(2)(C) of the Bankruptcy
Code if the debtor later attempts to decelerate and reinstate
the debt. It also may give the creditor a right to a different
type or amount of interest; and the presence or absence of
such a provision may also affect rights against other parties
including co-debtors. See, e.g., In re Texaco, Inc., 73 B.R.
960 (Bankr.S.D.N.Y. 1987). In that case, because there was
no automatic contractual acceleration provision, noteholders
sought to send an acceleration notice that would give them
the right to an increased interest rate under their agreement.
The court declined to lift the automatic stay. Id. at 968, stating
that the noteholders sought more than simply to preserve the
prepetition status quo. See also In re Metro Square, 1988
Bankr.LEXIS 2864, at *7–9 (Bankr.D.Minn., August 10,
1988). And, as noted, by Judge Lifland in In re Manville
Forest Products, 43 B.R. at 298 n.5, “While the Court today
holds that sending a notice of acceleration is unnecessary to
file a claim against a debtor for the entire amount of the debt,

despite the actual maturity date or the terms of the contract,
this does not apply where notice is required as a condition
precedent to establish other substantive contractual rights
such as the right to receive a post-default interest rate. In that
case, the sending of such notice would be ineffective under
the automatic stay provisions of the Code if done without the
provision of the bankruptcy court.” Of course, Judge Lane
performed a similar analysis in denying the trustee's request
for stay relief in In re AMR Corp., 485 B.R. 279, 295–96
(Bankr.S.D.N.Y.2013), aff'd 730 F.2d at 111–12.
Thus, the first and 1.5 lien trustees' request for stay relief
should not be granted to permit such a material change to
be effectuated. Key “Sonnax factors” regarding the impact
of rescission and deceleration on the parties and on the case
strongly argue against granting such relief. Therefore, in the
exercise of my discretion under section 362(d)(1) of the Code,
I conclude that the automatic stay should not be lifted to
enable the resurrection of a make-whole claim by means of
the rescission of the automatic acceleration provided for in
Section 6.02 of the indentures.
As previously noted, the holders of the first and 1.5 lien notes
have voted as classes to reject confirmation of the debtors'
chapter 11 plan. The plan otherwise meets, as I've stated,
the confirmation requirements of section 1129(a) of the
Bankruptcy Code. But, to be confirmed over the objection of
the objecting classes comprising the first and 1.5 lien holders,
the plan must also satisfy the “cram down” requirements of
section 1129(b) of the Bankruptcy Code. At issue is whether
section 1129(b)(2) of the Code has been satisfied, there being
no objection to the cramdown requirements pertaining to
secured creditors set forth in section 1129(b)(1) with the
exception of its requirement that the a plan be “fair and
equitable,” which term is defined in section 1129(b)(2).
Section 1129(b)(2) of the Bankruptcy Code states, “For the
purpose of this subsection, the condition that a plan be fair
and equitable with respect to a class includes the following
requirements: (A) With respect to a class of secured claims,
the plan provides—(i)(I) that the holders of such claims retain
the liens securing such claims, whether the property subject
to such liens is retained by the debtor or transferred to another
entity, to the extent of the allowed amount of such claims;
and (II) that each holder of a claim of such class receive
on account of such claim deferred cash payments totaling
at least the allowed amount of such claim, of a value, as
of the effective date of the plan, of at least the value of
such holder's interest in the estate's interest in such property.”
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Section 1129(b)(2)(A)(ii) and (iii) set forth two other ways
under which a plan can be “fair and equitable” to a dissenting
secured class, but neither is applicable here, the debtors
relying, instead, on section 1129(b)(2)(A)(i).
The only issue as to whether the debtors' chapter 11 plan
satisfies section 1129(b)(2)(A)(i) of the Code is whether the
plan provides, as set forth in sub-clause (A)(i)(II), that the
holders of the first and 1.5 lien notes will “receive on account
of such claim deferred cash payments totaling the allowed
amount of such claim, of a value, as of the effective date
of the plan, of at least the value of such holder's interest in
the estate's interest in such property.” (Sub-clause (A)(i)(I) is
satisfied because under the plan the first and 1.5 lien holders
shall retain the liens securing their claims to the extent of their
allowed secured claims. Their liens are not being diminished
under the plan, and, as I have previously found, those liens
will secure the allowed amount of their claims.)
*24 Whether the plan satisfies section 1129(b)(2)(A)(i)(II)
of the Code depends on the proper present value interest
rate under the replacement notes to be issued to the first and
1.5 lien holders under the plan on account of their allowed
claims, given that those notes will satisfy their claims over
seven and seven-and-a-half years, respectively. The debtors
contend that the interest rates under the 13 replacement notes
are sufficient on a present value basis to 14 meet the test of
section 1129(b)(2)(A)(i)(II).
The interest rate on the new replacement first lien notes that
are proposed to be issued under the plan is the seven-year
Treasury note rate plus 1.5 percent. As of August 26, 2014, the
date of my bench ruling, that would equal an approximately
3.60 percent interest rate, based on public data issued for such
Treasury notes. The proposed replacement notes for the 1.5
lien holders would have an interest rate equal to an imputed
seven-and-a-half-year Treasury note (based on the weighted
averaging of the rates for seven-year and ten-year Treasury
notes) plus 2 percent, which as of August 26, 2014 I calculated
as approximately 4.09 percent based on public data for such
Treasury notes.
The indenture trustees for the first and the 1.5 lien holders
contend that those rates do not satisfy the present value test in
section 1129(b)(2)(A)(i)(II) of the Code and argue for higher
interest rates under the replacement notes based on their view
of what market-based lenders would expect for new notes if
the same tenor issued by comparable borrowers.

The Court clearly is not writing on a blank slate on this issue.
It is largely governed by the principles enunciated by the
plurality opinion in Till v. SCS Credit Corp., 541 U.S. 465
(2004), and, to the extent that the Court has any concerns
based on Till being a plurality opinion, In re Valenti, 105 F.3d
55 (2d Cir.1997).
Both of those cases analyzed and applied a closely analogous
provision in chapter 13 of the Bankruptcy Code, section
1325(a)(5)(B)(i)(II), which states that, among other things
required to confirm a plan with respect to an allowed secured
claim, the plan must provide that, “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 claim.” As noted by the Court in Till, this
provision is not only closely analogous to other provisions of
the Bankruptcy Code (including section 1129 (b)(2)(A)(i)(II)
that I have just quoted), but also “Congress likely intended
bankruptcy judges and trustees to follow essentially the same
approach when choosing an appropriate interest rate under
any of the many Code provisions requiring a court to discount
a stream of deferred payments back to their present dollar
value.” 541 U.S. at 474. Valenti, which was cited favorably
in Till and which applies generally the same approach as Till
to the proper present value interest rate for chapter 13 plan
purposes, has also been construed as applying in a chapter 11
context to the cramdown of a secured creditor under section
1129(b)(2)(A)(i)(II). In re Marfin Ready Mix Corp., 220 B.R.
148, 158 (Bankr.E.D.N.Y. 1998). As discussed later, there
is no sufficiently contrary basis to distinguish the chapter
13 and chapter 11 plan contexts in light of the similarity
of the language of the two provisions and the underlying
present value concept that Till recognized should be applied
uniformly throughout the Code.
*25 Till and Valenti establish key first principles that I
should follow, therefore, when considering the proper interest
rate to present value a secured creditor's deferred distributions
under a plan for cramdown purposes. Both cases quite clearly
rejected alternatives that were proposed, and have been
proposed now by the first and 1.5 lien trustees, that require a
market-based analysis or inquiry into interest rates for similar
loans in the marketplace. That is, both cases rejected the
so-called “forced loan” or “coerced loan” approach, which
Valenti defined as adopting the “interest rate on the rate that
the creditor charges for loans of similar character, amount,
and duration to debtors in the same geographic region.”
105 F.3d at 63. See Till, 541 U.S. at 477, where the Court
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rejected market-based methodologies in favor of the so-called
“formula approach”:
[We] reject the coerced loan,
presumptive contract rate, and cost
of funds approaches. Each of these
approaches is complicated, imposes
significant evidentiary costs, and aims
to make each individual creditor whole
rather than to ensure the debtor's
payments have the required present
value. For example, the coerced
loan approach requires bankruptcy
courts to consider evidence about
the market for comparable loans to
similar (though nonbankrupt) debtors
—an inquiry far removed from
such courts' usual task of evaluating
debtors' financial circumstances and
the feasibility of their debt adjustment
plans. In addition, the approach
overcompensates creditors because the
market lending rate must be high
enough to cover factors, like lenders'
transaction costs and overall profits,
that are no longer relevant in the
context of court-administered and
court-supervised cramdown loans.
541 U.S. at 477. See also In re Valenti, 105 f.3d at 63–
4, (rejecting forced loan approach in favor of a formula
approach). Of course the so-called “presumptive contract
rate,” that Till rejected was also a market-based test based
on the parties' prepetition interest rate as adjusted for current
market factors, as, in lesser degree, was the “cost of funds”
approach that Till also rejected, which was based on the
creditor's cost of capital, again tracking a market, although, in
that case, with the emphasis on the creditor's characteristics
rather than the debtor's.
Both courts stated similar reasons for rejecting marketbased approaches in setting a cramdown rate. As stated
in Valenti, “the ‘forced loan’ approach misapprehends the
‘present value’ function of the interest rate. The objective of
Section 1325(a)(5)(B)(ii) is to put the creditor in the same
economic position it would have been in had it received the
value of its allowed claim immediately. The purpose is not to
put the creditor in the same position that it would have been
in had it arranged a ‘new’ loan.” (Emphasis in the original).
105 F.3d at 63–4. “Moreover, as our analysis in the preceding

section illustrates, the value of a creditor's allowed claim does
not include any degree of profit. There is no reason, therefore,
that the interest rate should account for profit.” Id. at 64.
Similarly, Till distinguished the cramdown rate from market
loans; the former does not require the lender to be indifferent
compared to the result in a foreclosure, where the creditor
could then re-lend the proceeds in the marketplace, 541 U.S.
at 476, and should not “overcompensate[ ] creditors because
the market lending rate must be high enough to cover factors,
like lenders' transaction costs and overall profits, that are no
longer relevant in the context of court-administered and courtsupervised cramdown loans.” Id. 541 U.S. at 477–78.
The cramdown rate analysis, therefore, should focus on a rate
that does not take market factors into account but, rather,
starts with the riskless rate applicable to all obligations to be
paid over time, adjusted for the risks unique to the debtor in
actually completing such payment. Id. 541 U.S. at 474–80.
It should thus be a relatively simple, uniform approach
consistent with bankruptcy “courts' usual task of evaluating
the feasibility of their debt adjustment plans” not on costly
and expensive evidentiary hearings to discern marketplace
data. Id. 541 U.S. at 477; see also In re Valenti, 105 F.3d at 64.
*26 As noted, in light of the foregoing considerations the
Supreme Court adopted, as did the Second Circuit in Valenti
before it, a formula approach, which is also the approach
adopted by the debtors (in contrast to the trustees for the
first and 1.5 lien holders, who have utilized a market-based
approach) with respect to the replacement notes to be issued
under the plan. Under the formula approach, the proper rate
for secured lenders' cramdown notes begins with a risk-free
base rate, such as the prime rate used in Till, or the Treasury
rate used in Valenti, which is then adjusted by a percentage
reflecting a risk factor based on the circumstances of the
debtor's estate, the nature of the collateral security and the
terms of the cramdown note itself, and the duration and
feasibility of the plan. Till, 541 U.S. at 479; Valenti, 104 F.3d
at 64. Both Till and Valenti held that, generally speaking, the
foregoing risk adjustment should be between 1 and 3 percent
above the risk-free base rate. Id.
It is clear from those opinions that the formula approach's
risk adjustment is not a back door to applying a market rate.
Indeed, the Supreme Court stated, “We note that if the Court
could somehow be certain a debtor would complete his plan,
the prime rate would be adequate to compensate any secured
creditors forced to accept cramdown loans.” 541 U.S. at 479
n.18. That is, no adjustment whatsoever to the risk-free rate
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would be required if the Court found that the debtors were
certain to perform their obligations under the replacement
notes. The focus, therefore, should be generally on the risk
posed by the debtor within a specified band, as opposed
to market rates charged to comparable companies. Nothing
could be clearer than the two Courts' statements on that point.
Therefore, as a first principle, the cramdown interest rate,
under section 1129(b)(2)(A)(i)(II) of the Code, should not
contain any profit or cost element, which were rejected by
Till and the Second Circuit in Valenti as inconsistent with the
present-value approach for cramdown purposes. In addition,
market-based evidence should not be considered, except,
arguably and, if so secondarily, when setting a proper risk
premium in the formula approach taken by Till and Valenti.
Notwithstanding this very clear guidance, some courts, and
the first and 1.5 lien trustees here, have argued that a market
rate test should nevertheless be followed in chapter 11 cases.
They have relied, as they must since there is no other basis
in Till or Valenti for the argument, entirely on footnote 14 in
Till, which appears at 541 U.S. 476.
That footnote states, “This fact helps to explain why there
is no readily apparent Chapter 13 cramdown market rate of
interest. Because every cramdown loan is imposed by a court
over the objection of a secured creditor, there is no free market
of willing cramdown lenders. Interestingly, the same is not
true in the Chapter 11 context, as numerous lenders advertise
financing for Chapter 11 debtors-in-possession.” (Emphasis
in the original.)
Till's footnote 14 then cites certain web site addresses that
advertise such financing, and continues, “Thus, when picking
a cramdown 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.”
I have the following reactions to that discussion. First, as
is clear from its introductory clause, Till's footnote 14 is
referring to a specific fact alluded to in the sentence to which it
is footnoted, which is that the cramdown rate of interest does
not “require that the creditors be made subjectively indifferent
between present foreclosure and future payment,” that is,
between future payment under the plan and how the creditor
would put its money to use lending to similar borrowers
after a foreclosure in the marketplace. Id. And then the Court
says, “Indeed the very idea of a cramdown loan precludes the

latter result: By definition, a creditor forced to accept such
a loan would prefer instead to foreclose.” (Emphasis in the
original.) Therefore, footnote 14's statement that “this fact
helps to explain why there is no readily apparent Chapter
13 cramdown market rate of interest,” is referring to a
willingness to lend to a debtor in bankruptcy but does so
in a context that very clearly rejects the lender's right or to
be rendered indifferent to cramdown or to be compensated
for cramdown purposes on a market basis. More specifically,
footnote 14 refers to debtor-in-possession financing, where
third parties seek to lend money to a debtor and the debtor
seeks to borrow it, in contrast to opposing the debtor's forced
cramdown “loan.”
*27 (As an aside, I should note that Till has been criticized
for its understanding of debtor-in-possession, or “DIP” loans,
and I believe no case has suggested that a DIP loan rate
should be used as the rate for a cramdown present-value
calculation. The criticism is found in 7 Collier on Bankruptcy,
paragraph 1129.05[c][i] (16th ed.2014), where the editors
state, “The problem with this suggestion”—i.e., footnote
14's reference to DIP loans—“is that the relevant market
for involuntary loans in Chapter 11 may be just as illusory
as in Chapter 13. The reason for this illusion is the inapt
and unstated inference the Court makes with respect to the
similarity between the interest rates applicable to debtorin-possession financing and the interest rates applicable to
loans imposed upon dissenting creditors at cramdown. While
both types of financing can occur in a Chapter 11 case, that
may be the extent of their similarity. Debtor-in-possession
financing occurs at the very beginning of the case, while the
determination of a cramdown rate, under Section 1129(b)
(2), occurs at confirmation. Thus, instead of the interim and
inherently more uncertain risk present in debtor-in-possession
financing, the court, at confirmation, is presented with a
less risky, more stable and restructured debtor. The fact
that the debtor is more stable is bound up in the court's
necessary feasibility determination under Section 1129(a)
(11). In addition, common risk factors, such as the loan's term
and the level of court supervision, differ greatly between the
two types of financing. There are many more differences,
but they can be summed up as follows: loans imposed at
confirmation resemble more traditional exit or long-term
financing than interim debtor-in-possession financing.”)
Thus it was not general financing in the marketplace that
Till was focusing on in footnote 14, because, again, it was
describing loans that lenders want to make to the debtor
itself, not loans that they could make with the proceeds
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of a foreclosure or in the marketplace to similarly situated
borrowers. This is made clear by footnote 15 in Till, as
well as footnote 18 that I previously quoted. Footnote 15
states that the Court disagrees with the district court's coerced
loan approach, which “aims to set the cramdown interest
rate at the level the creditor could obtain from new loans
of comparable duration and risk.” 541 U.S. at 477 n.15.
Moreover, as noted before, the Court actually contemplated,
in footnote 18, literally no premium on top of the risk-free rate
if it could be determined with certainty that the debtor would
complete the plan. Id. 541 U.S. at 479 n.18.
In addition, there clearly was some form of market for
automobile loans to debtors like the debtors in the Till case.
That market, in fact, had a lot of data behind it. Id. 541 U.S. at
481–82; 495 n.3 (dissenting opinion). Nevertheless, the Court
felt constrained to refer to it as not a “perfectly competitive
market,” Id. 541 U.S. at 481, for which Justice Scalia's dissent
somewhat berated the plurality. Id. 541 U.S. at 494–95.
Indeed, based on my experience reviewing hundreds, if not
thousands, of reaffirmation agreements and other matters
involving auto loans, there are and always have been active
markets for such loans, just as the value of cars and trucks is
tracked in readily accessible market guides. Put differently,
there are far more lenders and borrowers for auto loans,
with access to more public data, than lenders and borrowers
with respect to DIP or exit financing in chapter 11 cases.
In this case, for example, the evidence shows that there
were only three available exit lenders to the debtors, who
eventually combined on proposed backup takeout facilities
while seeking to keep confidential their fees and rate flex
provisions.
This reality, as well as the fact that the plurality in Till
felt the need discount less than a “perfectly competitive
market,” underscores, along with the rest of the opinion,
that footnote 14 is a very slim reed indeed on which to
require a market-based approach in contrast to every other
aspect of Till. Certainly there is no meaningful difference
between the chapter 11, corporate context and the chapter 13,
consumer context to counter Till's guidance that courts should
apply the same approach wherever a present value stream of
payments is required to be discounted under the Code. Id.
541 U.S. at 474. The rights of secured lenders to consumers
and secured lenders to corporations are not distinguished in
Till, nor should they be. Nor does the relative size of the
loan or the value of the collateral matter under Till's footnote
14, as it should not. Till does state that a chapter 13 trustee
supervises the debtor's performance of his or her plan, id.

541 U.S. at 477; however, with replacement notes overseen
by an indenture trustee for sophisticated holders, there will
at least be comparable supervision under the debtors' plan,
particularly in a district like this where secured claims often
are paid “outside” of chapter 13 plans and, therefore, the
chapter 13 trustee will not know whether the debtor has
defaulted on the secured debt post-confirmation.
*28 In sum, then, footnote 14 should not be read in a
way contrary to Till and Valenti's first principles, which
are, instead of applying a market-based approach, a present
value cramdown approach using an interest rate that takes the
profit out, takes the fees out, and compensates the creditor
under a formula starting with a base rate that is essentially
riskless, plus up to a 1 to 3 percent additional risk premium,
if any, at least as against the prime rate, for the debtor's own
unique risks in completing its plan payments coming out of
bankruptcy.
As I've stated, certain courts, nevertheless, have required a
two-step approach, that is, first inquiring whether there is an
efficient market, not for DIP loans, but for financing generally
for borrowers like the debtor, and only if there is no such
market, applying the formula approach as set forth in Till and
Valenti.
The leading case taking this approach is In re American
HomePatient, Inc., 420 F.3d 559 (6th Cir.2005), cert. denied,
549 U.S. 942 (2006). It is clear from that case, however, that
prior to Till the Sixth Circuit, in contrast to the Second Circuit,
had applied the coerced-loan method, id. at 565–66, and then
concluded that, given that Till was not on all fours, it should
continue to apply the coerced-loan approach unless there was
no efficient market. Id. at 568. This is, of course, in contrast
to this Court's duty to follow the guidance offered by Valenti,
as well as Till.
Other courts applying American HomePatient's twostep approach include Mercury Capital Corp. v.
Milford Connecticut Associates, L.P., 354 B.R. 1, 11–2
(D.Conn.2006) (remanding to the bankruptcy court to make
an efficient market rate analysis); In re 20 Bayard Views
LLC, 445 B.R. 83 (Bankr. E.D.N.Y.2011) (undertaking, after
an eleven-day trial, a market analysis before concluding that
there was no efficient market for Till purposes, and then
applying the Till formula approach); and In re Cantwell, 336
B.R. 688, 692–93 (Bankr.D. N.J.2006) (applying Till formula
approach in the absence of “an efficient market”).
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I conclude that such a two-step method, generally speaking,
misinterprets Till and Valenti and the purpose of section
1129(b)(2)(A)(i)(II) of the Code based on the clear guidance
of those precedents.
Further, as noted by the Fifth Circuit in In re Texas Grand
Prairie Hotel Realty, L.L.C., 710 F.3d 324 (5th Cir. 2013), the
first step of the two-step approach is almost, if not always,
a dead end. As that decision observed, the vast majority of
cases have ultimately applied a Till prime-plus approach or
base rate-plus approach to the chapter 11 cramdown rate,
either having spent considerable time determining that there
is no efficient market or simply by moving to the baserate-plus formula in the first instance. Id. at 333–34 (citing
cases). This should not be surprising because it is highly
unlikely that there will ever be an efficient market that
does not include a profit element, fees and costs, thereby
violating Till and Valenti's first principles, since capturing
profit, fees and costs is the marketplace lender's reason for
being. That is, as acknowledged by counsel for the trustees
in oral argument, market lenders need to be rewarded, or
to receive a profit. (Moreover, the two-step approach has
a perverse underpinning: if the debtor is healthy enough to
correspond to borrowers who could receive comparable loans
in the marketplace, it would in all likelihood have to pay a
higher cramdown rate than under the Till and Valenti formula
approach for debtors who could not obtain a comparable loan
in the market.)
*29 The indenture trustees nevertheless argue that the
debtors' case is unique, or at least highly unusual, in
that the debtors have substantially contemporaneously with
confirmation obtained backup loan commitments to fund the
cash-out alternative if the first lien and 1.5 lien holder classes
had voted to accept the plan. Specifically the debtors obtained
commitments for a $1 billion first lien backup takeout facility
and a bridge facility of $250 million. Those commitments
provide for higher rates than the replacement notes under the
plan for the first and the 1.5 lien holders.
For the committed first lien backup takeout facility, the rate
is LIBOR plus 4 percent, with a floor for LIBOR of 1 percent.
Because LIBOR is, at this time, approximately .15 percent,
effectively this would be a five percent rate. (There is also an
alternative base rate for this facility that, given today's prime
rate of approximately 3.25 percent, would be 6.25 percent,
which is, however, exercisable at the debtors' option.) The
committed bridge facility provides for a rate of LIBOR plus
6 percent, increasing in .5 percent increments every three

months, to a capped amount. It appears relatively clear that
the debtors intend, if rates remain low, to take out that facility
before it increases precipitously.
The trustees have argued that these backup takeout loans
should be viewed as proxies for the Till formula rate, even
though—or, according to the trustees, because—they are
based on a market process, albeit one, as discussed above that
was relatively opaque and involved only three lenders who
ultimately combined to provide the commitments on a semiconfidential basis.
Again, however, I believe that the trustees are misreading Till
and Valenti in their emphasis on the market. In addition, it
is clear to me that no private lender, including the lenders
who the debtors have obtained backup takeout commitments
from, would lend without a built-in profit element, let alone
recovery for costs and fees, which also, as discussed above, is
contrary to Till and Valenti's first principles and the purpose
of section 1129(b)(2)(A)(i)(II).
The indenture trustees state that I should assume that all of
the back-up lenders' profit is subsumed in the upfront fees
that are to be charged under the agreements, as well as an
availability fee, but they have not offered any evidence or
rationale for that proposition I decline to assume that there is
no profit element in the backup facilities' rates. The trustee
also have offered no evidence of any profit element that could
be backed out of the back-up loans. Therefore, I'm left with
the conclusion that there is, in fact, a profit element which
is unspecified and unquantified in the backup loans, which,
therefore, makes these two loans, even if I were to accept
a market-based approach, at odds with Till and Valenti, as
well as the courts that have followed Till in the absence of
any clear market for coercive loans and those courts that have
that followed Till or Valenti in a chapter 11 context without
considering markets at all, including In re Village at Camp
Bowie I LP, 454 B.R. 702, 712–13 (Bankr.N.D.Tex.2011); In
re SW Boston Hotel Venture, LLC, 460 B.R. 38, 56 (Bankr.D.
Mass.2011); In re Lilo Props., LLC, 2011 Bankr.LEXIS 4407,
at *3–6 (Bankr.D.Vt. Nov. 4, 2011); and In re Marfin Ready
Mix Corp., 220 B.R. at 158.
I conclude, therefore, that Till and Valenti's formula approach
is appropriate here, that is, that the debtors are correct in
setting the interest rates on the first and 1.5 lien replacement
notes premised on a base rate that is riskless, or as close to
riskless as possible, plus a risk premium in the range of 1 to 3
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percent, if at all, depending on the Court's assessment of the
debtors' ability to fully perform the replacement notes.
*30 The first and 1.5 lien trustees have next challenged
the debtors' analysis of the risk premium. As noted, that risk
premium for the first lien replacement notes is 1.5 percent on
top of the seven-year Treasury note rate, and with respect to
the replacement notes for the 1.5 lien holders, it is 2 percent
on top of an imputed seven-and-one-half-year Treasury note
rate. I believe that, in light of the factors to be considered
when deciding the proper risk premium under the Till and
Valenti formula approach, namely, the circumstances of the
debtors' estate, the nature of the security (both the underlying
collateral and the terms of the new notes), and the duration
and feasibility of the reorganization plan, the debtors have
also performed a proper analysis of the risk premium.
The record on this issue consists primarily of the declaration
and testimony of Mr. Carter (the debtor's CFO), the he
expert reports and testimony of Mr. Derrough (the debtors'
investment banker), and the expert reports and testimony
of Mr. Augustine (the first lien trustee's investment banker)
and the expert reports of Mr. Kearns (the 1.5 lien trustee's
investment banker).
The only meaningful analysis of the debtors' underlying
economic condition and the only projections were those
undertaken by the debtors in the process testified to by Mr.
Carter and Mr. Derrough. I conclude that such analysis and
projections resulted from a rigorous process based upon the
debtors' bottoms-up, as well as top-down, budgeting activity
for 2014, as well as the debtors' actual results for 2013. The
process benefitted, I believe substantially, from the input
not only of Mr. Derrough and his team at Moelis, but also
from testing by the debtors' future shareholders, including
the members of the ad hoc committee of second lien holders
and Apollo, who have committed, with others, to invest $600
million of equity in the reorganized debtors under the plan,
in addition to agreeing to receive only equity on account of
their notes.
Although there was considerable kibbitzing by Messrs.
Augustine and Kearns regarding the debtors' projections, they
engaged in no independent testing of them. Nor did they
engage in a rigorous testing of those projections other than
to point out that in the past eight of nine years the debtors
have missed their projections, sometimes materially. Those
eight or nine years of projections did not have the benefit of
vetting by Moelis and the second lien holders, however, that

I have discussed. Nor have Messrs. Augustine and Kearns
conducted a valuation of the collateral or of the debtors as a
going concern, accepting, essentially, the debtors' valuations.
In addition, it was pointed out that the debtors have missed
their projections for the first quarter of this case, where
there was input from, I can assume, independent third parties
interested in making sure the projections were accurate.
However, I found credible Mr. Carter's testimony on this
point (as I found Mr. Carter generally credible), which was
that those downward results for the post-bankruptcy period
were largely attributable to the effects of the bankruptcy
case, which would be ameliorated if not ended by the
debtors' emergence from bankruptcy and re-regularization of
customer and supplier relationships.
As far as the analysis is concerned, the post-bankruptcy
collateral coverage for the first and 1.5 lien replacement
notes is substantially better than the coverage in the Till
case. Even with a twenty percent variance for each of the
five years of the debtors' projections, it appears clear that
the replacement notes would be repaid in full, particularly
given the fact that I have found that there will be no makewhole amount included in the principal amount of the loans.
Here, the first and 1.5 lien holders' new collateral coverage,
unlike in Till (where it was one-to-one, the debt equaling
the current value of the collateral, 541 U.S. at 470), and
unlike in In re 20 Bayard Views (where it also was one-toone with considerable execution risk, 445 B.R. at 112), has
a large cushion. Here, the debt under the replacement notes
is approximately 50 to 75 percent less than the value of the
collateral therefor, and closer to 50 percent than 75 percent.
Gross debt leverage also will substantially decrease under the
plan, from 17.8 percent to 5.6 percent, or from $4.4 billion in
debt down to $1.3 billion.
*31 In light of those considerations, as well as the telling
fact that there is a committed $600 million equity investment
under the plan, one can assume that, in the nature of risk
for debtors emerging from bankruptcy, the 1.5 and 2 percent
factors chosen by the debtors are appropriate.
In response, the first and 1.5 lien trustees have not carried
their burden to show why those risk premiums are too low.
First, in proposing their alternative risk premiums their under
the twenty percent per year down-side projection scenario
that Mr. Derrough ran, instead taking, in effect, a one-time
leverage snapshot at its peak.
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Mr. Kearns, although not taking as many liberties as Mr.
Augustine, only focused on collateral leverage while ignoring
the $600 million equity investment and total debt leverage.
Both experts for the first and 1.5 lien trustees also referred
to rates of default for notes on a market basis that are rated,
as they believe the replacement notes would be rated, at B2B
or B and referred to defaults of, in Mr. Kearns' case, 34
percent in respect of such securities. They did not analyze,
however, the difference between default and recovery rates.
Clearly, the risk of default is an important risk to consider
in this type of analysis, but the more important risk is the
ultimate risk of non-payment (for example, notwithstanding
the debtors' bankruptcy, there is sufficient committed backup
takeout financing to pay the first and 1.5 lien holders' allowed
claims in full in cash), which is where collateral coverage and
total debt leverage come into play and 21 support the debtors'
analysis.
The experts for the first and 1.5 lien trustees have also
complained about the duration of the notes, although the
first lien replacement note's seven-year term is, in essence,
the remaining term of the present first lien notes, and the
risk differential attributable to the 1.5 lien replacement notes'
seven-and-a-half year maturity in Mr. Kearns' chart is de
minimis.
I also believe that once one takes out fees such as pre-payment
fees and other costs and similar covenants, the covenants in
the replacement notes for the first and the 1.5 lien holders
are not materially different on an economic basis from the
covenants in the proposed backup takeout facilities.
Consequently, applying a formula of prime plus 1 to 3
percent, as I believe is appropriate under Till and Valenti
unless there are extreme risks that I believe do not exist here,
a risk premium of 1.5 and 2 percent, respectively, for the two
series of replacement notes is appropriate.
There is one point, however, on which I disagree with the
debtors' analysis. The debtors, consistent with Valenti, 105
F.3d at 64, and the well-reasoned Village at Camp Bowie
case, 454 B.R. at 712–15, chose as their base rate the
applicable or imputed Treasury note rate. It was appropriate
for them to do this, rather than blindly following the prime
rate used in Till. The Treasury note rate actually is, as both
Mr. Kearns and Mr. Derrough testified, often used as a base
rate for longer-term corporate debt such as the replacement
notes. The prime rate may, on the other hand, be a more

appropriate base rate for consumers, although Valenti chose
the Treasury rate, instead, perhaps because such loans are
considered to be essentially riskless. Both rates of course are
easily determinable. But the Treasury rate, as confirmed by all
three experts, does not include any risk, given that the United
States government is the obligor, whereas an element of risk
is inherent in the prime rate, which strongly correlates to the
interest rate banks charge each other on overnight interbank
loans and thus may reflect risks seen in banks' financial
strength, of stronger concern during the last few years.
*32 Given that fact, I question whether the 1 to 3 percent
risk premium spread over prime used in Till would be the
same if instead, as here, a base rate equal to the Treasury were
used. I say this in particular under the present circumstances
where the prime rate for short-term loans is materially higher
than the Treasury rate for long-term loans, a somewhat
anomalous result. It seems to me, then, that although the
general risk factor analysis conducted by Mr. Derrough was
appropriate, there should be an additional amount added to
the risk premium in light of the fact that the debtors used
Treasury rates as the base rate. The additional increment,
I believe, should be another .5 percent for the first lien
replacement notes, and an additional .75 percent for the
1.5 lien replacement notes. I believe that these adjustments
adequately take into account risks inherent in the debtors'
performance of the replacement notes above the essentially
risk-free Treasury note base rates. Therefore, rather than
being the seven-year Treasury plus 1.5 percent, equaling 3.6
as of August 26, 2014, the rate for the first lien replacement
notes should be the Treasury rate plus 2 percent, for an
overall rate of 4.1 percent as of such date; and the rate for
the 1.5 lien replacement notes should be the imputed sevenand-a-half-year Treasury note rate plus 2.75 percent, or a
4.85 rate as of August 26, 2014. This would require an
amendment to the plan, obviously, and I don't know whether
the necessary parties would agree to it, but I believe that they
should, because it is necessary to cram down the plan over the
objection of the first and 1.5 lien holder classes.
That leaves one remaining issue, which is the confirmability
of the plan in light of the plan's third-party release and
injunction provisions. Those provisions have not been
objected to except for the first and 1.5 lien trustees' objection
to the inclusion of third-party releases for parties named or
identified in state court lawsuits brought by the first and
1.5 lien trustees to enforce the terms of the Intercreditor
Agreement on the second lien holders. (Those lawsuits have
been removed to this Court, although remand motions are
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pending.) The second lien holder third parties covered by the
plan's release and injunction provisions are referred to here as
the “Released Second Lienholders”).
While it is true that third-party releases and related injunctions
in Chapter 11 plans and confirmation orders are, under the
law of the Second Circuit, proper only in rare cases, see
Deutsche Bank AG v. Metromedia Fiber Network, Inc., 416
F.3d 136, 141 (2d Cir.2005), if they are consensual or are
not objected to after proper notice, courts generally approve
them unless they are truly overreaching on their face. I do
not find anything truly offensive in these releases and, thus,
to the extent that they have not been objected to or a party
voted in favor of the plan or did not opt out notwithstanding
the clear notice in the ballot that stated, in upper-case letters,
“If you voted to reject the plan and you did not opt out of
the release provisions by checking the box below, or if you
voted to accept the plan regardless of whether you checked
the box below, you will be deemed to have conclusively,
absolutely, unconditionally, irrevocably and forever released
and discharged the Released Parties from any and all claims
and causes of action to the extent provided in Section 12.5
of the plan,” the plan may be confirmed consistent with both
Metromedia and the case law interpreting it, as summarized
by Judge Lane in In re Genco Shipping & Trading, Ltd., 513
B.R. 233 (Bankr.S.D.N.Y.2014).
It is another story, however, where there is a substantial
objection to a third-party release and related injunction, which
is the case here, albeit that it is by a group that at least under
the ruling that I just gave, would be satisfied as a matter of
law by a plan that would be consistent with my cramdown
ruling (which is one of the factors arguing for a release's
effectiveness under the caselaw that I have cited).
Here, what was originally sought to be released included
claims made by the first and 1.5 lien trustees against the
Released Second Lienholders in the litigation that has been
removed to this Court. In that litigation, the first and 1.5
lien trustees assert a breach claim under the Intercreditor
Agreement based on the Released Second Lienholders'
support of the plan and receipt of consideration under the
plan before the payment to the holders of the first and 1.5
liens required by the Intercreditor Agreement, which, they
contend, under the agreement's definition of “discharge of
indebtedness,” is payment in full, in cash.

it applied to the Released Second Lienholders, the debtors
and those released parties have agreed, however, to amend
the plan to carve out of the release of rights with respect to,
and the discharge of, the pending litigation, provided that the
Court maintains jurisdiction over that litigation.
I conclude, having evaluated the factors under Metromedia
and the case law supporting third-party plan releases—and,
though not fully, having reviewed the litigation claims against
the Released Second Lienholders—that this modified release
is appropriate and would be sustained if the plan were
otherwise confirmable.
It is clearly the case that the Released Second Lienholders
are providing substantial consideration under the plan. They
are agreeing not to seek pari passu treatment on their
deficiency claims with the trade creditors (that is, all creditors
with unsecured claims with the exception of the senior
subordinated unsecured noteholders), who are being paid in
full under the plan.
They are also committing to underwrite the $600 million
equity investment under the plan. They have also supported
confirmation of the plan starting with executing a prepetition
plan support agreement (although I agree with Judge
Lane's conclusion in Genco Shipping & Trading that one
cannot bootstrap a plan support agreement containing an
indemnification right into consideration for a third-party
release under a plan).
I also believe that the third-party release is an important
feature of this plan. Counsel for the indenture trustees, in
essence, asked me to play a game of chicken with the Released
Second Lienholders (beyond my comments that led to the onthe-record amendment of the release) to see if they actually
would withdraw their support of the plan if the plan and
confirmation order were not reasonably satisfactory to them,
by requiring the full deletion of the release, but I'm not
prepared to do that. I believe that, instead, I can assess the
likelihood that the Released Second Lienholders would walk
as well as Mr. Carter on behalf of the debtors did, and
assume, like Mr. Carter, that there is a reasonable risk that
if this release, as modified on the record, did not remain in
the plan, the Released Second Lienholders would withdraw
their support of the plan. This reasonable risk is especially
significant, moreover, given all that the Released Second
Lienholders have committed to do under the plan.

*33 In light of comments made during the confirmation
hearing regarding my concerns about the proposed release as
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Nevertheless, I think that the released parties' substantial
consideration should be weighed against, in some measure,
the claims that are being asked to be released and, where
they're being actively pursued, as is the case with the carvedout litigation, ensure that such claims are not frivolous
or back-door attempts to collect from the reorganized
debtors notwithstanding the discharge. Thus, I believe
that it is appropriate to maintain jurisdiction over such
litigation, as provided in the modified release, for the
same reasons that Judge Gerber has discussed in a number
of opinions, including In re BearingPoint, Inc., 453 B.R.
486 (Bankr.S.D.N.Y.2011), and In re Motors Liquidation
Company, 447 B.R. 198 (Bankr. S.D.N.Y.2011): that, in
order to be able to sort out whether a suit is, in large measure,
a strike suit or looking to get a recovery from the reorganized
debtor through the artifice of proceeding against a third
party or, on the other hand, sets forth a genuine claim that
would not be covered by the bankruptcy plan or for which
there's not sufficient value being provided by the released
parties, the court should, at a minimum, keep jurisdiction
over the matter. This also avoids the potential for conflicting
orders in different courts and the assertion in other courts of
positions notwithstanding the doctrines of collateral estoppel
and res judicata, which, based on oral argument, I have serious
concerns over here. And I do not believe that the Released
Second Lienholders or other courts should be subjected to a
potentially multi-court process with respect to the pending
Intercreditor Agreement litigation and enforcement of this
Court's confirmation order.
End of Document

*34 I also should note, because this was raised in the
objection, that I firmly believe that I have jurisdiction over
this issue for the reasons that I stated at the beginning of
this ruling, and that I can issue a final order on it within the
confines of Stern v. Marshall, given that this is in the context
of the confirmation of the plan, and pertains ultimately to
the debtors' rights under the Bankruptcy Code. That would
hold true, even post-confirmation or with regard to a postconfirmation effect on the estate. See, for example, In re
Quigley Company, 676 F.3d 45, 53 (2d Cir.2012), cert.
denied, 133 C. Ct. 2849 (2013); In re Chateaugay Corp., 213
B.R. 633, 637–38 (S.D.N.Y.1997), and In re Lombard–Wall,
Inc., 44 B.R. 928, 935 (Bankr.S.D.N.Y.1984).
So, were the plan to be amended as I have said I would find
to be appropriate with regard to the cramdown interest rates,
I would confirm the plan as it otherwise stands, including the
amended release provision.
I believe that covers all of the outstanding confirmation
issues. As I said before, to the extent that these issues
also overlap with issues that have been raised in the
three adversary proceedings covered by the confirmation
procedures order, those issues have been decided at this time
as well; therefore, I need an order in those proceedings,
regardless of what you do with amending the plan.
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against the debtor and property of the
debtor, under any agreement or applicable
law for a reason other than because the
claim is contingent or unmatured.’’ 11
U.S.C. § 502(b)(1). Both TILA and the
North Carolina UDTPA allow for an
award of attorneys’ fees. UDTPA authorizes a judge to impose attorneys’ fees if
the defendant ‘‘willfully engaged in the
unfair or deceptive practice, [ ] there as an
unwarranted refusal to settle, and [ ] the
amount of the attorney’s fees was reasonable.’’ NC. Gen.Stat. § 75–16.1.
[30] Ms. Parker–Lowe argues that she
may recover attorneys’ fees for the state
court case even though GMACM was not a
party to that matter. She does not cite
any law in favor of her argument that
attorneys’ fees may be awarded against a
non-party to a litigation. That aspect of
her claim must be rejected, but since it is
possible she could be awarded attorneys’
fees in the federal litigation, and the Code
does not prohibit contingent claims for attorneys’ fees so long as they are allowed
by statute (see Bendall v. Lancer Mgmt.
Group, LLC, 523 Fed.Appx. 554 (11th Cir.
2013)), this claim cannot be expunged at
this stage of the proceeding. Therefore,
the Debtors’ objection to the Parker–Lowe
claim for attorneys’ fees is OVERRULED
without prejudice.
CONCLUSION
For the reasons explained above, the
Debtor’s objection to the Gilberts and Parker–Lowe claims are SUSTAINED IN
PART AND OVERRULED IN PART as
provided above.
IT IS SO ORDERED.

,

IN RE: RESIDENTIAL CAPITAL,
LLC, et al., Debtors.
Official Committee of Unsecured Creditors, on behalf of the estates of the
Debtors, Plaintiff,
v.
UMB Bank, N.A., as successor indenture
trustee under that certain Indenture,
dated as of June 6, 2008; and Wells
Fargo Bank, N.A., third priority collateral agent and collateral control
agent under that certain Amended
and Restated Third Priority Pledge
and Security Agreement and Irrevocable Proxy, dated as of December 30,
2009, Defendants.
Residential Capital, LLC,
et al, Plaintiffs,
v.
UMB BANK, N.A., as successor indenture trustee under that certain Indenture, dated as of June 6, 2008; and
Wells Fargo Bank, N.A., third priority
collateral agent and collateral control
agent under that certain Amended
and Restated Third Priority Pledge
and Security Agreement and Irrevocable Proxy, dated as of December 30,
2009, Defendants.
Case No. 12–12020 (MG) Jointly
Administered
Adversary
Proceeding
No.
13–
01277(MG), Adversary Proceeding No.
13–01343 (MG)
United States Bankruptcy Court,
S.D. New York.
Filed 11/15/2013
Background: Consolidated proceedings
were brought for determination as to
whether junior secured noteholders’ collat-
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eral had value exceeding amount of their
claims, such that noteholders were entitled
to postpetition interest and fees, as well as
for determination of noteholders’ alleged
right to unmatured original issue discount
(OID) as addition to their secured claims
and to payment on priority basis under
debtors’ proposed Chapter 11 plan based
on alleged failure of adequate protection
provided in cash collateral order. Debtors
and creditors’ committee also asserted
claim for avoidance of transfers made to
junior noteholders on preference theory.
Holdings: The Bankruptcy Court, Martin
Glenn, J., held that:
(1) debtors’ issuance of new notes to debenture holders as part of prepetition
consensual workout, in connection with
fair value debt-for-debt exchange, did
not give rise to claim disallowable as
one for unmatured interest;
(2) junior noteholders failed to satisfy
their burden of showing that aggregate
value of their collateral had diminished
from date that debtors filed for Chapter 11 relief, and were not entitled to
adequate protection claim payable on
priority basis under plan;
(3) mortgage loans included in property of
jointly administered Chapter 11 estates were properly valued, for purpose of determining the undersecured,
secured, or oversecured nature of
claims collateralized by these loans, using fair market valuation;
(4) paragraph in cash collateral order
could not be interpreted as reviving
junior secured noteholders’ liens in collateral that had been released;
(5) refinancing opportunities associated
with mortgage servicing rights that
were expressly identified as ‘‘excluded’’
assets could not be separated from servicing rights themselves;
(6) no value could be assigned to goodwill
of debtors’ residential mortgage loan

origination/servicing business as of
date their Chapter 11 petitions were
filed;
(7) junior secured noteholders did not
have perfected liens that were protected from strong-arm avoidance in any
deposit accounts
(8) plaintiffs asserting preference claims
failed to satisfy burden of showing that
challenged transfers enabled junior secured noteholders to receive more than
they would have received in hypothetical Chapter 7 liquidation; and
(9) ‘‘carve out’’ provision in cash collateral
order had to be interpreted as requiring junior secured noteholders to subordinate their secured claims to payment of carve out only if there were
insufficient other unencumbered assets
from which carve out could be paid.
So ordered.
1. Bankruptcy O2052, 2123
Bankruptcy court, even as non-Article-III court, had constitutional authority
to enter final orders and judgment in
proceeding brought for determination of
junior secured noteholders’ right to postpetition interest and fees as allegedly oversecured creditors, for determination of
whether their claims based on original issue discount (OID) should be disallowed
as claims for unmatured interest, and for
whether they had adequate protection
claims, as raising issues that would necessarily be resolved as part of claims-allowance process.
2. Bankruptcy O2925.1
Consolidated Financial Data Repository (CFDR) that Chapter 11 debtors
maintained in ordinary course of their
business as primary means for complying
with their collateral tracking and reporting requirements under revolving loan
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agreement, as a Sarbanes–Oxley (SOX)
compliant financial tool that was auditable,
verifiable, and subject to heightened level
of scrutiny, constituted a reliable and accurate business record which contained
contemporaneous record of debtors’ business transactions, and evidence of which
was admissible under ‘‘business records’’
exception to hearsay rule as proof of what
collateral had been released and what collateral was subject to junior secured noteholders’ security interest in proceeding for
determination of junior secured noteholders’ allegedly oversecured status and purported entitlement to postpetition interest
and fees. 11 U.S.C.A. § 506(b).
3. Bankruptcy O2836
While Chapter 11 debtors’ issuance of
new notes to debenture holders as part of
prepetition consensual workout, in connection with fair value debt-for-debt exchange, might result in an original issue
discount (OID) for tax purposes, it did not
give rise to claim for OID that was disallowable under the Bankruptcy Code as
claim for unmatured interest; treating this
transaction as giving rise to claim for OID
that would be disallowable in bankruptcy
would discourage parties from entering
into consensual workouts to alleviate financial distress and would result in increased
resort to bankruptcy process. 11 U.S.C.A.
§ 502(b)(2).
4. Bankruptcy O2926
In establishing its claim, secured creditor generally bears burden of proving
amount and extent of its lien. 11 U.S.C.A.
§ 506(a).
5. Bankruptcy O3062, 3070, 3085
Once amount and extent of creditor’s
secured claim has been established, burden
shifts to debtor seeking to use, sell, lease,
or otherwise encumber creditor’s collateral
to prove that secured creditor’s interest
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will be adequately protected. 11 U.S.C.A.
§§ 363, 364, 506(a).
6. Bankruptcy O2972
Junior secured noteholders complaining of sufficiency of adequate protection
granted to them in cash collateral order,
and asserting priority claim based on this
alleged insufficiency, bore burden of proof
on issue. 11 U.S.C.A. § 507(b).
7. Bankruptcy O2972
To establish their entitlement to claim
payable on priority basis under debtors’
proposed Chapter 11 plan, based on alleged insufficiency of adequate protection
granted to them in cash collateral order,
junior secured noteholders had to show
that aggregate value of their collateral diminished from the petition date to effective
date of plan. 11 U.S.C.A. § 507(b).
8. Bankruptcy O2966, 3538
In assessing value of junior secured
noteholders’ collateral on petition date, for
purposes of deciding whether aggregate
value of collateral had diminished from
petition date to effective date of debtors’
proposed Chapter 11 plan such that noteholders were entitled to priority claim
based on insufficiency of adequate protection granted to them in cash collateral
order, bankruptcy court would utilize fair
market valuation, rather than valuing collateral based on its liquidation value,
where junior secured noteholders had entered into cash collateral stipulation to allow sale of debtors’ assets as going concern, and where going concern valuation
was consistent with debtors’ stated purpose in filing for Chapter 11 relief, which
included ‘‘preserv[ation of] the debtors’
[mortgage loan] servicing business on a
going concern basis for sale.’’ 11 U.S.C.A.
§ 507(b).
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9. Bankruptcy O2966
Junior secured noteholders failed to
satisfy their burden of showing that aggregate value of their collateral had diminished from date that debtors filed for Chapter
11 relief to effective date of debtors’ proposed plan, and were not entitled to claim
payable on priority basis under plan based
on alleged insufficiency of adequate protection granted to them in cash collateral
order; while debtors had admittedly spent
money that belonged to noteholders, they
did so in manner that benefited noteholders, the value of whose collateral on petition date was very substantially impaired
by reason of existing defaults that prevented debtors from disposing of collateral at
that time, but which debtors, through settlements and consents achieved over many
months at great effort and expense, were
ultimately able to sell on very favorable
terms. 11 U.S.C.A. § 507(b).
10. Bankruptcy O2853.10
Determination as to whether junior
secured noteholders were oversecured, as
required for them to be entitled to postpetition interest and fees in debtors’ jointly
administered Chapter 11 cases, did not
have to be made on debtor-by-debtor basis, but could be made by aggregating
their claims against debtor entities, given
that no debtor would be required to pay
junior secured noteholders more than the
value of their collateral; allowing aggregation of claims and collateral more accurately reflected realities of case and of
business world at large, given that junior
secured noteholders’ indenture, like most
indentures, allowed debtors to move assets
among their subsidiaries, and to create
new subsidiaries, as long as noteholders
continued to maintain their liens in these
assets. 11 U.S.C.A. § 506(b).
11. Bankruptcy O2084.1
Absent substantive consolidation,
bankruptcy court will not pool assets of
multiple debtors to satisfy their liabilities.

12. Bankruptcy O2084.1
Substantive consolidation is to be used
sparingly, in recognition of dangers of
forcing creditors of one debtor to share on
parity with creditors of less solvent debtor.
13. Bankruptcy O3072(2)
When Chapter 11 debtor’s assets are
sold in arm’s-length transaction, fair market value of assets is conclusively determined by the price paid.
14. Bankruptcy O2852, 2853.10
Mortgage loans included in property
of jointly administered Chapter 11 estates
of debtors that were leading originators
and servicers of residential mortgage loans
were properly valued, for purpose of determining the undersecured, secured, or oversecured nature of claims collateralized
by these loans, using fair market valuation,
rather than a recovery analysis that discounted the figures on debtors’ balance
sheet based on assumed costs of collection,
where debtors, in prior cash collateral order, had expressly waived right to surcharge collateral for costs of collection. 11
U.S.C.A. § 506(a-c).
15. Bankruptcy O2927
While value of junior secured noteholders’ security interests in equity that
Chapter 11 debtors enjoyed in their nondebtor subsidiaries might perhaps be reduced based on contingent liabilities that
subsidiaries faced in pending litigation,
debtors, as parties seeking this reduction
for purposes of establishing that junior
noteholders were undersecured and not
entitled to postpetition interest, had to
present evidence of risk-adjusted equity
value to account for litigation risk, and
could not simply rely upon litigation risk to
value equity interests at $0.00.
11
U.S.C.A. § 506(b).
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16. Bankruptcy O3084
Paragraph in cash collateral order
could not be interpreted as reviving junior
secured noteholders’ liens in collateral that
had been released to allow Chapter 11
debtors to use it to obtain postpetition
financing from another lender, where no
party had ever disclosed this purported
effect of paragraph in question when cash
collateral order was proposed or at any
contemporaneous hearing, and where junior noteholders’ interpretation of paragraph, as reviving their liens and according them priority even above lien interest
of lender from which debtors obtained this
postpetition financing, would not have been
agreed to by lender, which relied on priority of its lien in making postpetition advances under cash collateral order.
17. Bankruptcy O2853.10
Refinancing opportunities associated
with mortgage servicing rights that were
expressly identified as ‘‘excluded’’ assets
not subject to junior secured noteholders’
liens, while not themselves excluded from
general intangibles to which junior noteholders’ liens attached, could not be separated from servicing rights themselves,
and did not provide any additional security
to junior secured noteholders, which bankruptcy court had to consider in assessing
whether noteholders were oversecured and
entitled to postpetition interest and fees.
11 U.S.C.A. § 506(b).
18. Bankruptcy O2853.10
No value could be assigned to goodwill
of debtors’ residential mortgage loan origination/servicing business as of date their
Chapter 11 petitions were filed, and bankruptcy court did not have to consider this
value in assessing whether noteholders
were oversecured and entitled to postpetition interest and fees, where value subsequently allocated to goodwill in connection
with postpetition sale of debtors’ assets
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was result of settlements and consents
that debtors ultimately achieved over
many months, at great effort and expense,
in order to make assets ready for sale; any
goodwill reflected in postpetition sale of
debtors’ assets was not shown to exist on
petition date, when value of debtors’ assets
was seriously impaired and subject to
steep reductions in value to account for
litigation risks, potential seizure of certain
mortgage servicing rights, and termination
of rights and setoff by trustees of residential mortgage-backed securities.
11
U.S.C.A. § 506(b).
19. Bankruptcy O2576.5(2), 2853.10
Any goodwill generated postpetition
for Chapter 11 debtors’ residential mortgage loan origination/servicing business
was not product solely of debtors’ use of
cash collateral of junior secured noteholders but of settlements that debtors negotiated with government entities and trustees
of residential mortgage-backed securities,
such that junior secured noteholders’ liens
did not attach to this postpetition goodwill
as product or offspring of their cash collateral, and bankruptcy court did not have to
consider postpetition goodwill in assessing
whether junior noteholders were oversecured and entitled to postpetition interest
and fees. 11 U.S.C.A. §§ 506(b), 552(b).
20. Bankruptcy O2853.10, 2925.1
Bankruptcy court could rely on extrinsic evidence, including testimony of employees of debtors and of other parties to
ambiguous prepetition security agreement,
to find that excluded assets became part of
junior secured noteholders’ collateral, pursuant to all–asset granting clause in security agreement, once assets ceased to be
excluded assets; accordingly, bankruptcy
court had to consider such previously excluded assets in assessing whether junior
noteholders were oversecured and entitled
to postpetition interest and fees. 11
U.S.C.A. § 506(b).
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21. Secured Transactions O13
Under New York law, security interest arising by virtue of after-acquired
property clause is no less valid than security interest in collateral in which debtor has
rights at the time value is given. N.Y.
Uniform Commercial Code § 9-204.
22. Bankruptcy O2576.5(2), 2703
Secured Transactions O98, 206
Under New York law, financing statements previously filed by junior secured
noteholders continued in effect even after
new financing statements were filed following release of portion of collateral securing junior noteholders’ claims, and
placed third parties on notice of need to
investigate noteholders’ interest in the released collateral after it was reacquired by
Chapter 11 debtors, so as to prevent avoidance of security interest that noteholders
possessed in this reacquired collateral pursuant to strong-arm statute. 11 U.S.C.A.
§ 544; N.Y. Uniform Commercial Code
§ 9-502.
23. Bankruptcy
2853.10

O2576.5(2),

2703,

Junior secured noteholders did not
have perfected liens that were protected
from strong-arm avoidance in any deposit
accounts of Chapter 11 debtors for which
an executed control agreement could not
be produced, and bankruptcy court did not
have to consider any such accounts in assessing whether junior noteholders were
oversecured and entitled to postpetition
interest and fees. 11 U.S.C.A. §§ 506(b),
544; N.Y. Uniform Commercial Code § 9312(b)(1).
24. Secured Transactions O89
Under New York law, security interest in deposit account may be perfected
only by control of account. N.Y. Uniform
Commercial Code § 9-312(b)(1).

25. Mortgages O173
Under New York law, in order to
perfect lien on real property, secured party must duly record against the title of
such property a properly executed mortgage or deed of trust.
26. Bankruptcy O2578, 2703, 2853.10
In absence of properly executed and
duly recorded mortgage or deed of trust,
any lien rights that junior secured noteholders possessed in real property of
Chapter 11 debtors was avoidable by debtors in exercise of strong-arm powers as
debtors-in-possession, and did not have to
be considered by bankruptcy court in assessing whether junior noteholders were
oversecured and entitled to postpetition
interest and fees. 11 U.S.C.A. §§ 506(b),
544.
27. Bankruptcy O2606.1, 2726.1(2)
In preference-avoidance proceeding,
trustee bears burden of proving each of
statutory elements of preference claim,
and unless trustee proves each and every
one of these elements, transfer is not
avoidable as preference. 11 U.S.C.A.
§ 547(b)(1-5).
28. Bankruptcy O2726.1(2)
When creditor asserts that it was oversecured at time of its receipt of alleged
preferential transfer, such that transfer
did not enable it to receive more than it
would have received in hypothetical Chapter 7 liquidation, it is plaintiff’s burden to
refute that assertion.
11 U.S.C.A.
§ 547(b)(5).
29. Bankruptcy O2727(2)
Absent evidence regarding value of
junior secured noteholders’ collateral either at start of preference period or when
they received allegedly preferential transfers, such as might permit bankruptcy
court to determine that they were not
oversecured, parties asserting preference

101

IN RE RESIDENTIAL CAPITAL, LLC
Cite as 501 B.R. 549 (Bkrtcy.S.D.N.Y. 2013)

claims failed to satisfy burden of showing
that challenged transfers enabled junior
secured noteholders to receive more than
they would have received in hypothetical
Chapter 7 liquidation.
11 U.S.C.A.
§ 547(b)(5).
30. Bankruptcy O3084
eral
ture
fees
gets

‘‘Carve out’’ is provision in cash collatorder that allows for some expendiof administrative and/or professional
to be paid before secured creditor
paid on its collateral.

See publication Words and Phrases
for other judicial constructions and
definitions.

31. Bankruptcy O3084
Unless it conflicts with provisions of
the Bankruptcy Code, ‘‘carve out’’ provision in cash collateral order is construed
by applying normal contract interpretation
principles.
32. Bankruptcy O3084
Usual purpose of ‘‘carve out’’ in cash
collateral order is to ensure the payment
of specified administrative expenses from
secured creditor’s collateral in event that
bankruptcy case goes badly, use of cash
collateral is terminated, and sufficient unencumbered funds are no longer available
to administer case.
33. Bankruptcy O3084
Absent anything in cash collateral order to suggest contrary intent, ‘‘carve out’’
provision in order had to be interpreted in
manner consistent with general purpose of
‘‘carve out’’ provisions, as requiring junior
secured noteholders to subordinate their
secured claims to payment of carve out
only if there were insufficient other unencumbered assets from which carve out
could be paid.
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MEMORANDUM
OPINION,
AND
FINDINGS OF FACT AND CONCLUSIONS OF LAW, AFTER
PHASE I TRIAL
MARTIN GLENN, UNITED STATES
BANKRUPTCY JUDGE
ResCap and the Creditors’ Committee
(the ‘‘Plaintiffs’’) are co-proponents of a
reorganization plan that treats the junior
secured noteholders (‘‘JSNs’’) as undersecured, but would pay them the face
amount of all principal and prepetition interest ($2.222 billion, less $1.1 billion re-
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paid postpetition).
The JSNs voted
against and oppose confirmation of the
plan.
The JSNs contend they are oversecured
and entitled to postpetition interest (at the
default rate) and fees; they also contend
they are entitled to recover an adequate
protection claim of $515 million based on
alleged diminution in value of their prepetition collateral used during the case under
a series of consensual cash collateral orders.1 They also contend that their collateral should be increased as the result of an
‘‘all assets’’ pledge, which purportedly attaches to the Debtors’ assets that (1) were
once excluded from the ‘‘all assets’’ pledge
but no longer are, (2) were released from
the JSNs’ liens but were subsequently reacquired by the Debtors, or (3) were never
properly released from the JSNs’ liens at
all.
The Plaintiffs contend that (1) the JSNs
are undersecured and, therefore, not entitled to postpetition interest and fees; (2)
the JSNs’ collateral has not declined in
value since the petition date and thus the
JSNs cannot assert an adequate protection
claim; (3) the JSNs’ collateral should be
reduced from lien challenges to deposit
accounts and real estate owned (‘‘REO’’)
assets; (4) the Debtors’ transfers of approximately $270 million of collateral to
the undersecured JSNs in the 90 days
before bankruptcy are avoidable preferences; and (5) and the principal amount of
the JSNs’ claim must be reduced by approximately $386 million for unmatured
interest arising from original issue discount (‘‘OID’’) created as part of the Debtors’ ‘‘fair value’’ debt-exchange offer in
2008.
1.

The value of the JSNs’ purported adequate
protection claim will increase or decrease
based on the value of the JSNs’ Collateral on
the Petition Date and on the Effective Date.
This Opinion will resolve some issues relating
to both values.

The swing between the JSNs’ projected
recoveries under the proposed plan and
their ‘‘ask’’ is at least $350 million, or
perhaps more. In other words, the parties
are fighting about a lot of money.
The legal issues are framed in two adversary proceedings, one filed by the
Debtors and the other by the Creditors’
Committee (the ‘‘Committee’’) after it was
given standing in an order granting an
STN motion. The two adversary proceedings, asserting both claims and counterclaims, were consolidated. In two earlier
written decisions, the Court granted in
part (sometimes with prejudice and sometimes without prejudice) and denied in
part motions to dismiss some of the claims
and counterclaims. (See In re Residential
Capital, LLC, 495 B.R. 250 (Bankr.
S.D.N.Y.2013), ECF Doc. # 74, and In re
Residential Capital, LLC, 497 B.R. 403
(Bankr.S.D.N.Y.2013), ECF Doc. # 100.2)
Familiarity with those decisions is assumed.
The Court established an expedited
schedule for discovery and trial. The trial
was bifurcated into two phases because
some issues involve only the Plaintiffs and
Defendants (as defined below) while other
issues potentially involve other creditor
constituencies in the case. The Phase I
trial, conducted between October 15–23
and on November 6, 2013, was limited to
disputed issues between the Plaintiffs and
Defendants, to simplify the trial and limit
the number of parties that felt it necessary
to actively participate; the Phase II trial,
involving issues potentially affecting the
Plaintiffs, Defendants and a broader group
2. All docket numbers listed refer to the Adversary Proceeding Docket 13–01277, unless otherwise noted.
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of parties in interest in the bankruptcy
case, will be part of the contested plan
confirmation hearing now scheduled to begin on November 19, 2013.
On August 23, 2013, the parties submitted an agreed list of issues for trial. (ECF
Doc. # 84.) A Joint Pretrial Conference
Order, approved by the Court on October
18, 2013, provides stipulations of fact, the
parties’ factual and legal contentions, and
exhibit and witness lists. (ECF Doc.
# 161.) All direct fact and expert sworn
witness testimony was filed in advance,
with the witnesses in court during the trial
for cross and re-direct examination. Motions in limine to preclude some of the
proposed expert testimony were granted
in part and denied in part. (Oct. 16 Tr.
Deposition designations and
8:2–15.3)
counter-designations were introduced into
evidence at trial mostly without objections.4 Voluminous exhibits were admitted
in evidence at trial, mostly without objections. The parties’ filed post-trial submissions on November 1, 2013, and conducted
closing arguments on November 6, 2013.
This Opinion resolves the legal and factual issues in the Phase I trial. The Court
completed the Opinion quickly because the
outcome of the Phase I trial impacts Phase
II and the confirmation hearing. This
Opinion contains the Court’s findings of
fact and conclusions of law pursuant to
FED. R. CIV. P. 52, made applicable to these
adversary proceedings by FED. R. BANKR.
P. 7052. In making its findings of fact, the
3. [Date] Tr. [Citation] refers to transcripts of
the Phase I trial. References to [Name] Direct [Citation] refer to direct testimony submitted in writing before the trial began and
available on the public docket. Plaintiffs’ exhibits are referenced by number (e.g., PX 1),
and Defendants’ exhibits are referenced by
letter (e.g., DX A). All references to page
numbers in the Plaintiffs’ exhibits refer to the
PX page numbers at the bottom of each page
(e.g., PX 1 at 51 refers to PX 1 at page 51 of
120.) All references to page numbers in the
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Court has resolved credibility issues and
the weight appropriately given to conflicting evidence. Where contested or disputed facts or opinions were offered during
trial, this Opinion reflects the Court’s resolution of those disputes, whether or not the
opinion specifically refers to the contrary
evidence introduced by the opposing parties.
[1] All of the issues in the Phase I trial
are ‘‘core,’’ as provided in 28 U.S.C.
§ 157(b)(2). Because the JSNs (through
UMB, the indenture trustee) submitted a
proof of claim in this case, seeking to
recover all principal, prepetition and postpetition interest and fees, and have asserted an adequate protection claim, all of the
issues raised and resolved in these adversary proceedings necessarily must be resolved as part of the claims-allowance process. Therefore, the Court concludes that
it has the constitutional authority to enter
final orders and judgment in these adversary proceedings. Because issues in these
adversary proceedings remain to be resolved following the Phase II trial and
confirmation hearing, no final judgment
can be entered now. This Opinion does
include the Court’s final resolution of the
issues upon which it now rules.
The results of the Phase I trial can be
viewed as a split decision—some issues
have been resolved in favor of the Plaintiffs and some in favor of the Defendants.
Subject to the outcome of the Phase II
Defendants’ exhibits refer to the DX page
numbers at the bottom of the each page.
References to [Name] Dep. [Citation] refer to
the deposition testimony designated for the
Phase I trial. Citations to ‘‘PTO ¶ ’’ are to
the stipulated facts contained in the Revised
Joint Pretrial Order entered in the consolidated adversary proceedings. (ECF Doc. # 161.)
4. Any remaining objections to deposition designations are overruled.
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trial, the Court concludes that the JSNs’
claim should not be reduced for unmatured
OID; the JSNs have failed to establish
that they are entitled to recover an adequate protection claim; the JSNs have
liens on certain contested collateral, including certain intangible assets, but the JSNs
do not have liens on the full extent of the
collateral claimed; the Plaintiffs have
failed to establish that the JSNs received
avoidable preferences during the preference period (as defined below); and the
JSNs are undersecured and not entitled to
postpetition interest and fees. As explained below, the Court concludes that
(subject to the results of the Phase II trial)
the JSNs are undersecured by approximately $318 million.
I.

BACKGROUND

On May 14, 2012 (the ‘‘Petition Date’’),
the Debtors filed voluntary petitions for
relief under chapter 11 of the Bankruptcy
Code. Since the Petition Date, the Debtors
have continued to operate their businesses
and manage their properties as debtors in
possession. Before filing for bankruptcy,
the Debtors were a leading originator of
residential mortgage loans and, together
with their non-Debtor affiliates, the fifth
largest servicer of residential mortgage
loans in the United States, servicing approximately $374 billion of domestic residential mortgage loans and working with
more than 2.4 million mortgage loans
across the United States. (Marano Direct
¶ 23.)
Defendant UMB Bank, N.A. (‘‘UMB’’) is
the successor indenture trustee (in such
capacity, the ‘‘Notes Trustee’’) for the
9.625% Junior Secured Guaranteed Notes
due 2015 issued by ResCap (the ‘‘Junior
Secured Notes’’ or the ‘‘Notes’’). (PTO
¶ 3.) Wells Fargo Bank, N.A. (‘‘Wells Far5.

Although Wells Fargo is also a defendant,
this opinion refers to UMB and the Ad Hoc

go’’)—also a defendant—is the third priority collateral agent and collateral control
agent for the Junior Secured Notes. (Id.
¶ 4.) Defendant Ad Hoc Group of holders
of Junior Secured Notes (the ‘‘Ad Hoc
Group’’ or the ‘‘JSNs’’ and, together with
the Notes Trustee, the ‘‘Defendants’’ 5)
comprises entities that hold, or manage
entities that hold, Junior Secured Notes.
Membership in the Ad Hoc Group changes
from time to time, as set forth in the Ad
Hoc Group’s statements periodically filed
with the Court pursuant to Rule 2019 of
the Federal Rules of Bankruptcy Procedure. (Id. ¶ 6.)
The Defendants’ claims against the
Debtors’ estates arise from Junior Secured
Notes that ResCap issued pursuant to an
Indenture dated June 6, 2008. (PX 1.)
Those notes and the collateral securing
those notes are discussed in greater detail
below. As of the Petition Date, the JSNs
held secured claims against ResCap, and
certain of its affiliates as guarantors and
grantors, in the face amount of $2.222
billion, consisting of $2.120 billion in unpaid principal as of the Petition Date, and
$101 million in unpaid prepetition interest.
(DX ABF at 3.) The issue whether the face
amount of the claim should be reduced by
unamortized OID is discussed in section
III.A below.
A.
1.

The Adversary Proceedings
Complaints and Counterclaims

In or about July 2012, the Committee
began investigating what it believed to be
security interests improperly asserted by
the Defendants. The Committee filed its
complaint on February 28, 2013 (ECF Doc.
# 1), seeking among other things (1) a
declaratory judgment on claims that (a)
certain of the Debtors’ property is not
Group as the ‘‘Defendants’’ to simplify referring to those parties.
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subject to liens or security interests in
favor of the JSNs, and that (b) certain
liens or security interests on property of
the Debtors are unperfected; (2) an order
avoiding the JSNs’ allegedly unperfected
liens on or security interests in certain
property; (3) an order avoiding as preferential certain liens or security interests
allegedly granted for the Defendants’ benefit within 90 days of the Petition Date;
(4) an order characterizing postpetition
payments to the Defendants’ professionals
as payments of principal; 6 (5) an order
clarifying the priority of the JSNs’ liens;
and (6) an order disallowing the JSNs’
claims pending final resolution of the Committee’s complaint; and (7) an order disallowing a portion of the JSNs’ claims as a
result of unmatured interest allegedly arising from the 2008 debt-for-debt exchange.
(Id.)
On May 3, 2013, the Debtors filed a
Complaint (ECF 13–01343, Doc. # No. 1),
and filed an Amended Complaint on June
19, 2013. (ECF 13–01343 Doc. # 8.) In
their amended complaint, the Debtors seek
declaratory judgments, including among
other things that: (1) the JSNs’ lien on
general intangibles does not include any
lien on the proceeds of, or value attributed
to, the sale of assets pursuant to the
Ocwen Asset Purchase Agreement dated
November 2, 2012 (‘‘Ocwen APA’’); (2) the
JSNs are not entitled to an adequate protection replacement lien; (3) the JSNs are
not entitled to a lien on the assets that
secure the Amended and Restated Loan
Agreement, dated December 30, 2009
(‘‘AFI LOC’’), or any other collateral under the Notes Indenture (defined below)
that was released by Wells Fargo; (4) the
6.

Paragraph 16(c)(v) of the Final Cash Collateral Order provides that the JSNs are entitled
to, as part of adequate protection, prompt
payment of reasonable fees and expenses,
whether accrued prepetition or postpetition,
for certain identified professionals. (PX 76 at
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JSNs are not entitled to a lien on any
recoveries of any future avoidance actions
brought by or on behalf of the Debtors’
estates; (5) the JSNs are undersecured
and not entitled to postpetition interest;
(6) if the JSNs are found to be entitled to
postpetition interest, the interest should be
awarded at the contractual nondefault rate
of interest; and (7) the JSNs are undersecured because they are not oversecured at
any individual Debtor entity.
On June 21, 2013, the Court entered an
order consolidating the Committee’s action
with the Debtors’ action. (ECF Doc.
# 41.) On June 28, the Defendants filed
an Answer, Affirmative Defenses and
Counterclaims to the Debtors’ Amended
Complaint. (ECF 13–01343 Doc. # 14.)
On July 29, 2013, the Defendants amended
their answer and counterclaims. (ECF
13–01343 Doc. # 29.) Those amended
counterclaims seek declaratory relief: (1)
establishing the ownership and value of
the stipulated and disputed collateral and
the assets pledged in support of the JSNs;
(2) establishing that the JSNs have a lien
on claims against Ally Financial, Inc.
(‘‘AFI’’); (3) determining the distributable
value to be generated from all intercompany claims and causes of action; (4) allocating the purchase prices of Debtor assets
sold in Court-approved sales; (5) establishing that the JSNs have a lien on the
purportedly released assets; (6) determining that the use of cash collateral results in
diminution in the collateral’s value; (7) enforcing the Debtors’ section 506(c) waiver;
(8) defining the exact quantum of the direct costs of liquidating collateral; (9) determining the amount of the JSNs’ ade30.) The provision also provides that ‘‘nothing shall prejudice the rights of any party to
seek to recharacterize any such payments TTT
as payments of principal under the Junior
Secured Notes.’’ (Id.) The issue was not addressed by the parties during the Phase I trial.

106

560

501 BANKRUPTCY REPORTER

quate protection liens; (10) reallocating
administrative expenses; (11) establishing
that the JSNs are entitled to postpetition
interest, default interest, fees, and expenses; (12) determining that the claims
asserted by any residential mortgage
backed security trust (‘‘RMBS Trust’’),
monoline insurers, and RMBS certificateholders must be subordinated; and (13)
establishing that the claims against AFI
identified by the Examiner 7 appointed in
the chapter 11 proceedings and/or the
property that is the subject of those
claims, constitute the JSNs’ collateral.
2. Motions to Dismiss
On April 30, 2013, UMB filed a motion
to dismiss with prejudice Counts I, IV, V,
VII, XI, XII, XIII and XIV of the Committee’s complaint in their entirety, and
Counts III and X in part. (ECF Doc.
# 20.) UMB later withdrew its motion to
dismiss certain of those counts, and on
July 26, 2013, the Court heard oral argument on UMB’s motion. (ECF. Doc.
# 61.) The Court entered an opinion and
order granting in part and denying in part
UMB’s motion. (ECF Doc. # 74.) In that
opinion, the Court dismissed Count V and
denied without prejudice UMB’s motion to
dismiss Counts I, IV, and XIII. (Id.) See
Residential Capital, 495 B.R. at 250.
On July 16, 2013, the Defendants filed a
Motion to Dismiss Counts 3 and 5 of the
Debtors’ Amended Complaint. (ECF Doc.
# 52.) That same day, the Plaintiffs filed
a motion to dismiss fourteen of the Defendants’ counterclaims. (ECF Doc. # 53.)
The Court heard oral argument on both of
those motions to dismiss on August 28,
2013, and subsequently issued a memoran7. On June 20, 2012, the Court directed that
an examiner be appointed (ECF 12–12020
Doc. # 454). On July 30, 2012, the Court
approved Arthur J. Gonzalez as the examiner
(‘‘Examiner’’) (ECF 12–12020, Doc. # 674),
and on June 26, 2013, the Report of Arthur J.

dum opinion and order (1) denying the
Defendants’ motion without prejudice, and
(2) granting in part and denying in part
the Plaintiffs’ motion. (ECF. Doc. # 100.)
See Residential Capital, 497 B.R. at 403.
B.

The Trial

On August 23, 2013, the parties entered
into a Joint Statement of Issues, which the
Court so-ordered. (ECF Doc. # 84.)
That statement of issues contemplated a
bifurcated adjudication whereby certain issues would be decided in a Phase I trial,
and others would be decided in a Phase II
trial (if necessary). The Phase I trial issues include (1) ‘‘[w]hether and to what
extent any unamortized portion of the alleged original issue discount on the Junior
Secured Note[holders]’ claim should be
disallowed as unmatured interest,’’ (2)
‘‘valuation of each Debtor’s collateral TTT
securing the JSN claims, on a debtor-bydebtor basis, and the appropriate methodologies for conducting such valuation,’’ 8 (3)
‘‘[w]hether and to what extent the JSNs
have liens on various items of disputed
collateral TTT including issues related to
avoidance of preferential transfers, disputed lien releases, asserted equitable liens
resulting therefrom, and potential avoidance of any such equitable liens,’’ (4) adequate
protection
issues,
including
‘‘[w]hether and to what extent the JSNs’
collateral has diminished in value as a
result of the Debtors’ use of cash collateral; whether the JSNs are entitled to an
adequate protection claim for some or all
of that value diminution; and, if the Court
deems it appropriate to decide during
Gonzalez, as Examiner was made publicly
available (ECF Doc. # 3698).
8.

The parties did not present evidence at trial
of the value of the JSNs’ collateral on a debtor-by-debtor basis, but instead focused on the
aggregate value of the JSNs’ collateral.
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Phase I, whether as a matter of law the
JSNs might be entitled to adequate protection for any diminution in value associated with the Debtors’ entry into the
Global Settlement,’’ (5) ‘‘the appropriate
allocation of proceeds to JSN collateral
from the Debtors’ asset sales to Ocwen
and Walter’’ (described below), (6)
‘‘[w]hether the JSNs have a lien on all or
any portion of the AFI Contribution,9
and/or all or any of causes of action of the
Debtors or avoidance claims that the
Debtors may bring that are being settled
in the Global Settlement,’’ 10 and (7)
‘‘[w]hether under section 506 of the Bankruptcy Code, the [Noteholders] may recover postpetition interest and other fees,
costs, or charges under the Indenture (a)
only to the extent they are oversecured by
assets at a single Debtor entity without
reference to collateral at other Debtor entities; (b) to the extent they are oversecured with reference to all collateral held
by any Debtor, collectively; and/or (c) to
the extent that the Debtors collectively
have sufficient assets to pay the [Noteholders’] claims in full and/or any particular Debtor is solvent.’’ (Id.) 11
The Court conducted a six-day hearing
on Phase I from October 15–17 and October 21– 23, 2013. The parties submitted
the written direct testimony of 13 witnesses: Teresa Rae Farley (‘‘Ms. Farley’’),
John D. Finnerty (‘‘Dr. Finnerty’’), James
Gadsden (‘‘Gadsden’’), Marc E. Landy
(‘‘Mr. Landy’’), Thomas Marano (‘‘Mr.
Marano’’), Marc D. Puntus (‘‘Mr. Puntus’’),
9.

The ‘‘AFI Contribution’’ is a $2.1 billion
cash contribution AFI agreed to make to the
Debtors’ estates pursuant to the terms of the
settlement among the Debtors, the Committee, AFI, and the Consenting Claimants set
forth in Article IV of the Debtors’ Joint Chapter 11 Plan.

10. During the trial, the Court determined that
issues relating to liens on the AFI Contribution would be tried in Phase II.
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and Mark Renzi (‘‘Mr. Renzi’’), for the
Plaintiffs; and Michael Fazio (‘‘Mr. Fazio’’), Jeffrey M. Levine (‘‘Mr. Levine’’),
Ronald J. Mann (‘‘Mr. Mann’’), P. Eric
Siegert (‘‘Mr. Siegert’’), John A. Taylor
(‘‘Mr. Taylor’’), and Scott Winn (‘‘Mr.
Winn’’), for the Defendants. Each of these
witnesses was subjected to cross-examination and redirect at trial. Neither party
called any rebuttal witnesses. The Plaintiffs and the Defendants sent their final
exhibit lists to the Court post trial. More
than 700 exhibits were admitted in evidence, some for limited purposes. The
Parties filed amended consolidated deposition designations on October 29, 2013
(ECF Doc. # 179).
II.

FINDINGS OF FACT

A. The Notes, the Collateral, and the
Loan Facilities
1.

The AFI Revolver and the
Junior Secured Notes

On or about June 4, 2008, Residential
Funding Company, LLC (‘‘RFC’’) and
GMAC Mortgage LLC (‘‘GMAC’’), as borrowers, ResCap and certain other entities
as guarantors, and certain entities as obligors, entered into a revolving loan facility
(the ‘‘Revolver’’) as amended from time to
time. The Revolver was provided under a
Loan Agreement (the ‘‘Original Revolver
Loan Agreement’’), dated June 4, 2008
(and amended from time to time before
December 30, 2009), with AFI as initial
lender and lender agent. (PTO ¶ 10; PX
11. The issues reserved for Phase II include (1)
the value of intercompany balances, (2) the
treatment of various claimant classes, (3) allocation of the AFI Contribution, (4) the value
of collateral, oversecurity, and interest and
fees if not determined in Phase I, and (5) a
final calculation of the Defendants’ adequate
protection claim, if applicable. (Id. )
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5.) To secure the obligations under the
Revolver, ResCap and certain of its subsidiaries, as grantors, granted a security
interest in favor of Wells Fargo, as First
Priority Collateral Agent and Collateral
Control Agent, pursuant to a First Priority
Pledge and Security Agreement and Irrevocable Proxy (the ‘‘Original Revolver Security Agreement’’), dated June 4, 2008
(and amended from time to time before
December 30, 2009). (PTO ¶ 11; PX 7.)
ResCap also issued $4.01 billion in face
principal amount of Junior Secured Notes
(the ‘‘Junior Secured Notes’’) pursuant to
an indenture dated as of June 6, 2008 (the
‘‘Notes Indenture’’). (PX 1 § 1.01.) Interest accrues on the Junior Secured
Notes at an annual 9.625% rate.12 (Id. at
8.) ResCap issued those Junior Secured
Notes with certain other entities serving
as guarantors and obligors,13 and with U.S.
Bank National Association, as the original
indenture trustee. (Id.) To secure the obligations under the notes, ResCap and the
guarantors under the Notes Indenture
granted a security interest in favor of
Wells Fargo—the Third Priority Collateral
Agent—pursuant to the Third Priority
Pledge and Security Agreement and Irrevocable Proxy (the ‘‘Original JSN Security
Agreement’’), dated June 6, 2008 (and
amended from time to time before December 30, 2009). (PTO ¶ 13; PX 3.)

Agreement, the collateral securing the Revolver was identical to the collateral securing the Junior Secured Notes. (See PX 7,
PX 3.) 14 On December 30, 2009, the Original Revolver Security Agreement, the
Original Revolver Loan Agreement, and
Original JSN Security Agreement were
amended and restated, giving rise to the
‘‘Revolver Loan Agreement,’’ the ‘‘Revolver Security Agreement,’’ and the ‘‘JSN
Security Agreement.’’ Following those
amendments, the collateral securing the
agreements remained identical. (See PX
8, PX 4.) The Plaintiffs contend that certain collateral was later pledged to the
Revolver but not to the JSNs, which the
Court will address below.

Pursuant to Original Revolver Security
Agreement and the Original JSN Security

The Revolver and Junior Secured Notes
were secured by two categories of collater-

12. The Notes Indenture also provided that
‘‘[t]he [Borrower] will pay interest (including
postpetition interest in any proceeding under
any Bankruptcy Law) on overdue principal at
the rate equal to 1% per annum in excess of
the then applicable interest rate on the Notes
to the extent lawful; it will pay interest (including postpetition interest in any proceeding under any Bankruptcy Law) on overdue
installments of interest and Additional Interest (without regard to any applicable grace
period) at the same rate to the extent lawful.’’
(PX 1 § 4.01.)

13. The guarantor entities that are Debtors in
these chapter 11 proceedings (the ‘‘Guarantor
Debtors’’) guaranteed ResCap’s obligations
under the Notes Indenture, including the obligation to pay in full all principal, interest,
fees, and premiums, if any, with respect to the
Junior Secured Notes. (PX 1 § 10.01.)

Since the collateral securing the Revolver and the Junior Secured Notes was identical, the creditors entered into an Intercreditor Agreement on June 6, 2008. (PX
2.) That agreement governs the Revolver
Collateral Agent’s ability to enforce rights
associated with collateral. The governing
documents expressly authorize the Collateral Agent, at the request of the Debtors,
to release liens on the collateral previously
securing the Revolver and the JSNs. Any
lien releases executed by the Revolver Collateral Agent were binding on the Junior
Secured Notes.
2. Primary Collateral and Blanket
Lien Collateral

14. ResCap also issued senior secured notes
that were secured by the same collateral, but
those notes were satisfied in full before the
petition date and are not central to the present dispute.
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al: Primary Collateral and Blanket Lien
Collateral. (PTO ¶ 12.) Primary Collateral was specifically delineated on the schedules to the AFI Revolver and served as the
borrowing base under the AFI Revolver.
Primary Collateral was subject to various
operational and reporting requirements.
(Farley Direct ¶ 24; Farley Dep. 48:14–
21.)
Blanket Lien Collateral encompassed
the balance of the collateral pledged as
security under the AFI Revolver and not
falling within the definition of ‘‘Excluded
Assets.’’ 15 (Farley Direct ¶ 25.) The
Blanket Lien Collateral included assets
that were not Primary Collateral, ‘‘whether [such assets were] now or hereafter
existing, owned or acquired and wherever
located and howsoever created, arising or
evidenced.’’ (PX 3 at 11–12; see also PX 4
at 15.) All of the assets that came in to
ResCap (except Excluded Assets) after the
parties executed the Original JSN Security
Agreement were subject to the JSNs’
third priority lien due to the blanket lien.
(See PX 3 at 11–13; PX 4 at 15–17.)
Between the Primary and Blanket Lien
Collateral, the JSNs’ collateral included (1)
assets and property of ResCap, the Notes
Guarantors, and the Additional Notes
Grantors (other than Excluded Assets); 16
(2) certain equity interests, certain promissory notes and other debt instruments,
certain deposit and security accounts, and
certain related assets of the Notes Equity
Pledgors; (3) all ‘‘Financial Assets’’ (as
defined in Article 8 of the U.C.C.) and
certain related assets of the FABS Grant15. See infra II.H.5 for discussion of Excluded
Assets.
16. Pursuant to the JSN Security Agreement,
the assets included ‘‘accounts, chattel paper,
commercial tort claims, deposit accounts, financial assets, investment property, intellectual property, and general intangibles’’ of
ResCap and the Notes Guarantors and Additional Grantors. (PX 4.) Although the JSN
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ors (as defined in the JSN Security Agreement); and (4) certain deposit accounts
and certain related assets of the Additional
Account Parties (collectively, the ‘‘JSN
Collateral’’). (PX 4.)
Primary Collateral could only be released if proceeds of that collateral were
used to pay down the AFI Revolver or to
buy replacement collateral. (See PX 1 at
56.) Blanket Lien Collateral, on the other
hand, could be released without the same
restrictive requirements. (Farley Direct
¶ 25; Oct. 16 Tr. 180:4–8.)
The Notes Indenture and the JSN Security Agreement combined to permit the
Debtors to incur future indebtedness secured by liens, to conduct certain asset
sales, and to release JSN Collateral so
long that release was part of a transaction
not prohibited by the Notes Indenture.
(PX 1 §§ 1.01, 4.01, 8.04(a)(i); PX 4 § 7.)
Additionally, the Intercreditor Agreement
allowed the First Priority Collateral Agent
to release liens on any collateral in connection with a sale or disposition of the collateral allowed under the Revolver Agreements and the Junior Secured Notes
Agreement. (PX 2 § 3.1.) That collateral
release would be binding on the JSNs.
(Id.) The Debtors could only release JSN
Collateral pursuant to the JSN Security
Agreement, the Notes Indenture, and the
Intercreditor Agreement.
Additionally,
the JSN Indenture allowed the Debtors to
move assets among their subsidiaries, and
to create new subsidiaries, as long as the
JSNs continued to maintain liens on such
Security Agreement listed ‘‘Commercial Tort
Claim described on Schedule V’’ as collateral,
no commercial tort claims were identified or
listed on Schedule V. Schedule V was never
amended or modified. As a result, the Court
previously found that the Defendants do not
have a properly perfected lien on any Commercial Tort Claims. (See ECF Doc. # 100.)
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assets. (PX 1 § 4.7 (requiring all ‘‘Significant Subsidiaries’’ to become ‘‘Guarantors’’
and thus also ‘‘Grantors’’ under the JSN
Pledge Agreement).)
3.

The AFI LOC and Released
Blanket Collateral

In 2009, the Debtors determined that
they needed additional financing to continue operating their businesses. To that
end, on or about December 30, 2009, RFC
and GMAC, as borrowers, entered into the
AFI LOC, provided under an Amended
and Restated Loan Agreement (‘‘LOC
Loan Agreement’’ with AFI as initial lender and lender agent). (PTO ¶ 18; PX 9.)
To secure the obligations under the AFI
LOC, ResCap and certain other Debtors
granted a security interest to AFI pursuant to the Amended and Restated Pledge
and Security Agreement and Irrevocable
Proxy, dated December 30, 2009 (as
amended from time to time, the ‘‘LOC
Security Agreement’’) with GMAC Investment Management LLC, as secured party,
and AFI, as omnibus agent, lender agent,
lender and secured party. (PTO ¶ 19.)
Granting that security interest to secure
the AFI LOC required the First Priority
Collateral Agent and Third Priority Collateral Agent to release their respective liens
on certain collateral. (PX 134; Farley
Direct ¶¶ 52–61.)
In 2010 and 2011, the Third Priority
Collateral Agent released its lien on a
variety of assets included in the JSN Collateral so the collateral could be pledged to
secure the AFI LOC, including (1) certain
mortgage loans, servicing rights and other
assets (the ‘‘Released Loan Collateral’’),
and (2) certain Freddie Mac servicing advances (the ‘‘Released Advances,’’ and collectively with the Released Loan Collateral, the ‘‘Released Blanket Collateral’’).
17. A ‘‘Relevant Party’’ is an obligor under the
Revolver Security Agreement or the JSN Security Agreement.

(PX 134.) To effectuate the releases, the
Third Priority Collateral Agent executed
(1) a Partial Release of Collateral, dated
May 14, 2010, releasing the security interest in the Released Loan Collateral that
previously secured the Junior Secured
Notes, and (2) a Partial Release of Collateral, dated May 27, 2011, that released the
security interest in the Released Advances
that previously secured the Junior Secured
Notes (together with the May 14, 2010
release, the ‘‘Blanket Releases’’). (PX 130
at 1176–1305, PX 134.) The Third Priority
Collateral Agent also filed U.C.C.–3
amendments that removed the Released
Blanket Collateral from the collateral set
forth in the original U.C.C.–1s (as amended) filed by the Third Priority Collateral
Agent. (PX 131; PX 133.) Exhibits annexed to these U.C.C.–3s contained descriptions of the Released Blanket Collateral that were identical to those in the
Blanket Releases themselves. (Id.)
The May 14, 2010 release described various categories of Released Loan Collateral, including any existing or future rights
in ‘‘Subject Mortgage Loan[s].’’ The release defined those loans as:
Any Mortgage Loan (a) which is identified in a Mortgage Schedule delivered
under the LOC Loan Agreement, (b) the
carrying value of which is included in
the calculation of the borrowing base
included in a borrowing base report or a
monthly collateral report under the LOC
Loan Agreement, or (c) which is indicated in a Relevant Party’s 17 books and
records as having been pledged to the
Lender Agent.18
(PX 134 at 8.) Thus, a mortgage loan listed as AFI LOC collateral on the Debtors’
books and records would qualify as a Sub18.

AFI was the Lender Agent.
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ject Mortgage Loan that was released.
The LOC Loan Agreement defines mortgage loans to mean residential mortgage
loans and any right to receive payment
from the Federal Housing Administration
and Department of Veterans Affairs
(‘‘FHA/VA’’) for insurance or guarantees
of residential mortgage loans.19 (PX 9 at
87; PX 10 at 100.)
Other categories of collateral released
under the Blanket Loan Release included
(1) ‘‘Servicing Rights Collateral,’’ defined
as all of RFC’s and GMAC’s rights under
existing or future agreements pursuant to
which they were obligated to perform collection, enforcement or similar services to
maintain and remit funds collected from
mortgagees; and (2) all intangible assets
and other general intangibles relating to
Subject Mortgage Loans and Servicing
Rights Collateral. (PX 134 at 6–8.)
The May 27, 2011 release described various categories of Released Advances that
were being released from the JSNs’ liens.
These assets included any existing and
future advances relating to mortgage loans
and real estate owned property made pursuant to certain contracts with Freddie
Mac. (See PX 130 at 1181–83.)
B.

The Debtors’ Books and Records

[2] To comply with the numerous collateral tracking and reporting requirements of the Revolver Loan Agreement,
the Debtors developed and implemented
technological systems and operational procedures. (Farley Direct ¶ 29.) Starting in
2008, the Consolidated Financial Data Repository, or ‘‘CFDR,’’ became the Debtors’
primary record for tracking their assets
19. FHA/VA loans are repurchased whole
loans from Ginnie Mae trusts. (DX ABI at
58.) Since these assets are partially insured,
the amounts paid by the Debtors to repurchase these loans are substantially reimbursable. (Id.) The Debtors also have the choice of
modifying or selling these Ginnie Mae repur-
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and was maintained in the ordinary course
of the Debtors’ business. (Farley Direct
¶¶ 29–30; see also PX 139.) The CFDR
tracks various categories of assets, including without limitation, held for sale
(‘‘HFS’’) and held for investment (‘‘HFI’’)
mortgage loans, FHA/VA receivables, servicing advances, lending receivables, service fees and late charges, REO property,
trading securities, and mortgage servicing
rights. (Farley Direct ¶ 30 n.4.) Each asset is marked in the CFDR to reflect the
facility to which it has been pledged. (Oct.
16 Tr. 194:3–10.) Because the collateral
pools for the Revolver and the Junior Secured Notes were the same, the CFDR
tracked the JSN Collateral by tracking the
Revolver collateral. (Farley Direct ¶ 30.)
Assets comprising Primary Collateral
under the Revolver Security Agreement
are tracked and marked in the CFDR as
pledged to the Revolver. (Oct. 16 Tr.
194:3–6.) Assets comprising Blanket Lien
Collateral under the Revolver are also
tracked, but before the Petition Date,
those assets were marked as ‘‘Unpledged’’
in the CFDR because (1) the Debtors were
not required, and the CFDR was not used,
to report on Blanket Lien Collateral; and
(2) Blanket Lien Collateral was not subject
to the same constraints relating to use of
proceeds as Primary Collateral. (Farley
Direct ¶ 35.) Not all unpledged assets
constituted Blanket Lien Collateral,
though, because Excluded Assets under
the Revolver Security Agreement and JSN
Security Agreement would also be listed as
unpledged. (Farley Direct ¶ 35; Oct. 16
Tr. 194:7–10.)
chased loans to a Ginnie Mae trust or third
party. (Id.) The Debtors always intended to
sell the FHA/VA loans but ultimately pulled
the FHA loans from the auction because they
felt the bids received were not high enough.
(Puntus Direct ¶ 117.)
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Shortly before the Petition Date, the
Debtors updated the CFDR to comply
with stricter reporting and cash tracking
requirements attendant to the bankruptcy
process and recoded assets constituting
Blanket Lien Collateral from ‘‘Unpledged’’
to ‘‘Blanket Lien Collateral.’’ (Ruhlin
Dep. 119:4–9, 155:16–156:2, 156:15–21;
Farley Direct ¶ 36; Farley Dep. 115:4–14.)
When the Debtors repurposed the CFDR
in 2012 and began specifically tracking
blanket lien collateral, ‘‘what [ResCap]
viewed as blanket lien collateral was no
longer included as unpledged. It was
marked otherwise to be more specific that
it related to pledged collateral in some
way.’’ (Ruhlin Dep. 119:4–9; see also Farley Dep. 138:4–11 (‘‘Shortly before the filing date TTT since [ResCap was] going to
have to start reporting on all assets which
had been subject to the blanket lien at the
time of the filing date, there was an effort
undertaken to label all of the assets which
were in [ResCap’s] view TTT subject to the
blanket lien.’’).)
During the trial, Ms. Farley testified
that the CFDR is a Sarbanes–Oxley
(‘‘SOX’’) compliant financial tool that is
auditable, verifiable, and subject to a
heightened level of scrutiny and attention
by the Debtors’/AFI’s SOX teams and the
Debtors’ external auditors, Deloitte &
Touche. (Farley Direct ¶ 43; Oct. 16 Tr.
233:1–6, 234:23–235:25.) Ms. Farley also
testified that these controls were rigorous
because the CFDR was a critical financial
technology for the Debtors. (Oct. 16 Tr.
235:24–25.) Ms. Farley further detailed
the strict controls on the collateral tracking process under the CFDR, including the
processes for (1) designating an asset as
20. The $910 million questioned by the Ad
Hoc Group is composed of four categories of
assets (domestic mortgage loans, FHA/VA receivables, REO properties, and servicing advances) and three of these categories (com-

being pledged to a particular facility; (2)
changing an asset’s designation; (3) reconciling any inconsistencies between the
CFDR data, the general ledger, and
source data submitted by various business
units; and (4) submitting collateral reports
under the Revolver and LOC Facility.
(Farley Direct ¶¶ 30 n.4, 33–34, 38–42;
Oct. 16 Tr. 194:1–10; see also PX 162.)
Following Ms. Farley’s testimony, over
the Defendants’ objection, the Court admitted the CFDR in evidence as a business record maintained by the Debtors in
the ordinary course of business. (Oct. 17
Tr. 32:17–33:17, 40:7–41:18.) The Court
expressly finds that the CFDR is a reliable
and accurate business record containing a
contemporaneous record of the Debtors’
business transactions concerning the assets tracked in the system. The Court
also expressly finds that the Defendants’
challenge to the CFDR is unpersuasive.
1.

The CFDR and the Released
Blanket Collateral

The CFDR constituted the Debtors’
books and records by which the they
tracked collateral pledged to various facilities. Thus, collateral listed as pledged to
the AFI LOC in the CFDR would meet
the definition of a Subject Mortgage Loan
released by the Third Party Collateral
Agent (discussed above) as part of the
Blanket Releases.
The JSNs claim that they have a lien on
$910 million of collateral that was identified in the CFDR as pledged to the AFI
LOC on the Petition Date. That collateral
is composed of categories of assets that
were released under either of the Blanket
Releases.20 (Farley Direct ¶ 62.) The
prising approximately 97% of the assets at
issue) are covered by the Blanket Loan Release. Mortgage loans ($550.4 million) and
FHA/VA receivables ($324.7 million) fall within the express definition of ‘‘Subject Mortgage
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JSNs argue that other evidence of the
release of this $910 million of JSN Collateral should exist, including schedules of
mortgage loans, notices of collateral additions to the LOC Loan Agreement, and
electronic templates used to update the
CFDR. The Debtors, though, either did
not maintain all these documents or did
not locate them in their searches during
discovery.
(See ECF 13–01343 Doc.
# 117; see also Oct. 16 Tr. 237:6–239:14.)
Regardless, there is no dispute that $910
million of collateral is listed in the CFDR
as pledged to the AFI LOC; nor is there
any dispute that the $910 million comprises categories of assets that were released
under the Blanket Releases. In ruling on
the motions to dismiss, the Court held that
the description of the collateral covered by
the releases satisfied the requirements of
the Uniform Commercial Code (‘‘U.C.C.’’)
section 9–108(b). Residential Capital, 497
B.R. at 418. Therefore, the Court finds
that the $910 million was effectively released, and no further evidence is necessary to support those releases. The absence of the additional records sought by
the Defendants is not sufficient to overcome the evidence that was introduced at
trial. The Court expressly finds that a
preponderance of the evidence supports
the finding that the $910 million of collateral was released from the JSNs’ lien and
pledged to the AFI LOC.
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portunities, a potential chapter 11 filing,
financing alternatives and asset sales. To
that end, in October 2011, ResCap retained
Centerview Partners LLC (‘‘Centerview’’)
to assist in this process. (Puntus Direct
¶¶ 1, 16, 40, 41, 43; Marano Direct ¶ 28.)
In December 2011 and January 2012, faced
with significant debt maturities coming
due in spring 2012, the Debtors and Centerview began evaluating, and launched a
process to obtain, a stalking horse bid(s)
for a chapter 11 sale of all or a substantial portion of the Debtors’ assets. (Puntus Direct ¶¶ 3, 16, 44; Marano Direct
¶ 29.) Contemplating a potential bankruptcy filing, the Debtors wanted to obtain
debtor-in-possession (‘‘DIP’’) financing, secure a stalking horse bid, and continue to
work with government-sponsored entities
(‘‘GSEs’’) and regulators to maintain the
Debtors’ GSE mortgage servicing rights
(‘‘MSRs’’). (Marano Direct ¶ 3 1.) The
Debtors also wanted to resolve potential
claims against AFI to obtain AFI’s support for the business and resolve litigation
threats asserted by RMBS trustees. (Id.)
1.

Stalking Horse Bids

In August 2011, the Debtors began to
contemplate out-of-court restructuring op-

On or about January 23, 2012, Centerview launched a marketing process for the
Debtors’ assets. (Puntus Direct ¶ 48.)
After developing a list of potential bidders,
Centerview contacted five potential bidders and negotiated nondisclosure agreements with each one. (Id.) Centerview
made clear that the Debtors would consider bids for any and all asset combinations,
including bids on individual assets. (Id.)

Loans.’’ REO properties ($5.9 million) are
merely proceeds obtained upon foreclosure of
mortgage loans and are therefore covered as
well. (See DX AHD at 24 (setting forth the
values of the various asset classes purportedly
lacking evidence of release).) The last category of assets questioned by the Ad Hoc
Group—servicing advances ($29.4 million)—
is covered by the Servicing Advance Release.

The Servicing Advance Release covers Freddie Mac servicing advances (PX 130 at 1181–
83), which were the only types of servicing
advances pledged as collateral to the AFI
LOC on the Petition Date. Farley Direct ¶ 62
& n.7. Therefore, the Servicing Advance Release covered all servicing advances that were
pledged as collateral to secure the LOC Facility.

C.

Events Leading Up to the Debtors’ Bankruptcy
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Centerview also opened a data room to
facilitate bidder due diligence, and the
Debtors held multi-day management presentations with three of the five potential
bidders. (Id.)
In February 2012, Centerview received
three preliminary indications of interest
from (a) Nationstar Mortgage LLC (‘‘Nationstar’’) (PX 27), (b) Ocwen Loan Servicing LLC (‘‘Ocwen’’) (PX 25), and (c) a
certain undisclosed financial bidder (PX
17). The financial bidder’s letter of intent
(‘‘LOI’’) included a bid of $1.5 billion for
the Debtors’ mortgage loan origination and
servicing assets (the ‘‘Servicing and Origination Assets’’) and portions of the Debtors’ whole loan portfolio (the ‘‘Whole Loan
Portfolio’’). Nationstar also submitted an
LOI, which included a bid of $2.6 billion
for a substantial portion of the Debtors’
assets. (Puntus Direct ¶ 49.) Ocwen’s initial LOI was a bid of $1.426 billion to
acquire solely the Debtors’ private label
securitization (‘‘PLS’’) MSRs and associated advances. (Id.) The Debtors and their
advisors determined that proceeding with
two of the three bidders—Nationstar and
the financial bidder—was most prudent.
(Id. ¶ 50.) Centerview then approached
each of the two with a detailed request for
supplemental information. (Id.) To that
end, on February 22, 2012, Centerview
sent a letter to Fortress Investment Group
LLC (‘‘Fortress’’)—Nationstar’s primary
shareholder—requesting additional clarification related to Nationstar’s bid. (PX
366.) Centerview asked Nationstar to
clarify how it would allocate its bid among
the purchased assets, ‘‘including but not
limited to a separate allocation for each of
the financial assets (MSR, advances, whole
loan portfolio) as well as the servicing and
21. The servicing platform related to the MSRs
includes, inter alia, software servicing contracts, employee contracts and certain other
operating expenses relating to the MSRs (Oct.

origination platforms, respectively.’’ 21
(Id.) In its response to Centerview’s questions about bid allocation, Fortress specified that it would allocate no value to
either the consumer lending or servicing
platforms. (PX 28 at 2.)
Nationstar submitted a revised LOI on
February 28, 2012, increasing the purchase
price on assets included in its initial bid by
$100 million, and expanding the assets purchased to include GSE and PLS advances.
(Puntus Direct ¶ 5 1.) It also increased its
total bid for the Debtors’ mortgage loan
origination and servicing assets and Whole
Loan Portfolio to $4.2 billion for the Debtors’ mortgage loan origination and servicing assets and Whole Loan Portfolio. (Id.)
Nationstar’s bid on the Whole Loan Portfolio was contingent on AFI providing better-than-market debt financing for such
portfolio. (Id.) After this bid, the Debtors
decided to proceed with Nationstar as the
exclusive bidder on the assets. (Id. ¶ 52.)
In early March 2012, the Debtors and
their advisers negotiated the terms of the
asset purchase agreement with Nationstar
(the ‘‘Nationstar APA’’), and Nationstar
completed its analysis of the Debtors’ business. (Id. ¶ 55.)
During April and May of 2012, AFI
decided not to provide Nationstar debt
financing related to the Debtors’ Whole
Loan Portfolio, and offered its own bid of
$1.4 to $1.6 billion to acquire those assets,
depending on whether the sale was effectuated through a section 363 sale or chapter
11 plan. (Id. ¶ 56.) AFI’s decision not to
provide financing caused the value of Nationstar’s overall bid to decrease. (See PX
52 at 6.) The Debtors’ professionals determined that AFI’s bid to acquire the Whole
Loan Portfolio was superior to Nations15 Tr. 171: 8–17), and the origination platform related to the MSRs includes the call
center. (Oct. 15 Tr. 172: 1–6.)
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tar’s bid for those assets, particularly because AFI was not seeking any stalking
horse protections in connection with the
sale and had submitted a draft asset purchase agreement with very favorable
terms for the Debtors. (Puntus Direct
¶ 56.) Thus, the Debtors and their advisors negotiated the terms of an asset purchase agreement with AFI (the ‘‘AFI
APA’’).
The Debtors’ Board of Directors approved both APAs. (Id. ¶ 57.) On May 13,
2012, both APAs were executed and delivered by the parties. (Id.) On the Petition
Date, the Debtors filed two stalking horse
bids with the Bankruptcy Court: Nationstar’s $2.3 billion stalking horse bid for the
Debtors’ mortgage loan origination and
servicing assets (encompassed in the Nationstar APA), and AFI’s $1.4 to 1.6 billion
bid for the Debtors’ Whole Loan Portfolio
(encompassed in the AFI APA). (Puntus
Direct ¶ 57; Marano Direct ¶ 58.)
2.

Communications and Settlements
with Various Parties

During the prepetition auction process,
the Debtors regularly communicated with
the GSEs concerning the proposed agreement and plans for maintaining the Debtors’ origination and servicing operations as
a going concern until closing of the final
sale to preserve the value of the MSRs and
associated advances. (Marano Direct ¶ 50;
Puntus Direct ¶ 45.) Through these regular contacts, the Debtors convinced the
GSEs that the Debtors could sell the assets without damaging the MSRs and associated advances. (Puntus Direct ¶ 46.)
The stakes were high: if the GSEs had
concluded that ResCap could not operate
or credibly pursue an orderly sale of the
mortgage servicing assets, and that the
GSE-related assets might therefore have
been subject to liquidation, the GSEs
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would raise the cost of doing business and
seize their assets. (Marano Direct ¶ 51.)
By obtaining financing, use of cash, continuity of management through the end of
sale, and a stalking horse bidder, the Debtors reassured the GSEs that during the
chapter 11 sale process, the Debtors’ business would continue to function as usual
pending the sale. (Id.)
Before the Petition Date, the Debtors
negotiated a settlement with the Department of Justice, the Department of Housing and Urban Development, and the attorneys general of 49 states (the ‘‘DOJ/AG
Settlement’’) to resolve potential claims
arising out of origination and servicing activities and foreclosure matters. (Id. ¶ 7.)
The DOJ/AG Settlement required that the
Debtors pay approximately $110 million in
cash and provide various specified forms of
borrower relief with a value of at least
$200 million and that the Debtors—and
any purchaser of the Debtors’ assets—
implement a remedial program of loan
modification and enhanced servicing measures, both subject to ongoing regulatory
monitoring and oversight, and imposed increased operational costs. (Id. ¶ 53.) Also
before the bankruptcy filing, the Debtors
entered into a consent order settling an
investigation by the Federal Reserve
Board (the ‘‘FRB Consent Order’’) arising
out of the same general facts as the
DOJ/AG Settlement. (Id. ¶ 54.) The
terms of the FRB Consent Order required
ResCap to pay a penalty of $207 million, as
well as to enhance various aspects of their
origination and servicing business, including their compliance and internal audit
programs, internal audit, communications
with borrowers, vendor management, employee training, and oversight by the
Board of Directors. (Id.) The Consent
Order required the Debtors—and any purchaser of the Debtors’ assets—to maintain
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compliance with the terms of the order.22
(Id.)
3. Prepetition Settlements and
Plan Support Agreements
Before the Petition Date, the Debtors
entered into plan support agreements with
AFI and certain other parties in interest—
including certain of the current Ad Hoc
Group members—whereby the parties
committed to support, subject to certain
terms and conditions, the Debtors’ effort
to pursue a chapter 11 plan pursuant to
the terms provided in the Plan Term
Sheet, dated May 14, 2012 (the ‘‘Prepetition Plan Term Sheet’’). (PX 432.) The
Prepetition Plan Term Sheet contemplated, among other things, that AFI would
make a cash contribution in exchange for
estate and third party releases. (PTO
¶ 24.) The Debtors and AFI reached a
prepetition settlement approved by the
ResCap board on May 13, 2012 (the ‘‘Original AFI Settlement’’). (Marano Direct
¶ 40.) That settlement was memorialized
in a Plan Sponsor Agreement. (Id.) Under the terms of the Original AFI Settlement, AFI agreed to pay the Debtors $750
million, continue to support the Debtors’
origination business in chapter 11, provide
a stalking horse bid for the Whole Loan
Portfolio, provide DIP financing, and continue to provide the Debtors the shared
services it needed to run its business. (Id.
¶ 41.) The Original AFI Settlement and
Plan Sponsor Agreement also provided for
the automatic termination of the agreements if the Court did not approve a chapter 11 plan on or before October 31, 2012.
AFI and the Debtors agreed to monthly
waivers of this automatic termination
through February 28, 2013. (Id. ¶ 41;
Puntus Direct ¶ 35.)

the JSNs would have waived all rights to
postpetition interest through December 31,
2012, so long as no unsecured creditor
received postpetition interest, the JSN
PSA did not terminate, and the effective
date of the plan occurred by December 31,
2012, or (1) the closing of contemplated
asset sales occurred by December 31,
2012, and (2) the effective date of the plan
occurred by March 31, 2013. (Puntus Direct ¶ 33.) The JSN PSA also would have
provided that AFI would subordinate a
portion of its liens and claims to the JSNs.
(Id.)
At the same time that the Debtors were
negotiating with AFI, they were also negotiating with the trustees of certain RMBS
trusts (the ‘‘RMBS Trusts’’) for which the
Debtors acted as sponsor, depositor, or in
a similar capacity. (Id. ¶ 37.) These negotiations related to resolution of approximately $44 billion of potential liability for
representation and warranty and servicing
claims arising out of the Debtors’ privatelabel residential mortgage backed securities. (Marano Direct ¶ 43.) The Debtors
believed that resolving these private-label
securities claims was crucial to enhancing
the value of the Debtors’ assets for a
potential sale. (Id.) The overhang of this
litigation exposure had impeded the Debtors’ sale efforts in the years before the
chapter 11 filing and would have diminished the value the Debtors’ creditors could
have obtained in a chapter 11 sale. (Id.)
Further, the RMBS Trustees (the ‘‘RMBS
Trustees’’) threatened to assert the right
to withhold servicing advances owed to the
Debtors as an offset against origination
and servicing liabilities allegedly owed to
them. (Id.)

Under the plan support agreement entered into with the JSNs (the ‘‘JSN PSA’’),

In May 2012, the Debtors reached a
proposed settlement with the institutional

22. A significant modification of the FRB Consent Order—effectively reducing the Debtors’

costs of compliance—was negotiated during
this case and approved by the Court.
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investors holding a substantial stake in the
RMBS Trusts (the ‘‘RMBS Settlement’’).
(Id. ¶ 44.) ResCap’s board of directors
approved that agreement on May 13, 2012.
(Id.)
With the stalking horse bids, proposed
settlements, and plan support agreements
in place, the Debtors filed their chapter 11
cases on May 14, 2012. Any notion that
the Court was being presented with a prepackaged bankruptcy was short-lived, however, and these cases rapidly descended
into warfare threatening the Debtors’ ability to continue operating as a going concern.
4.

Termination of the Initial Plan
Support Agreements

By late September 2012, two events occurred that altered the calculus of the
JSNs who supported the prepetition PSA.
(Siegert Direct ¶ 12.) First, with the auction still a month away, there was no
longer any possibility of an expedited distribution upon a rapid sale closing. (Id.)
Second, the Committee challenged certain
of the JSNs’ liens within the challenge period prescribed by the Cash Collateral
Order. (Id.) The Ad Hoc Group then terminated the prepetition term sheet and
inserted an express reservation of rights
regarding adequate protection and allocation of expenses in each extension of the
Cash Collateral Order. (Id.)
D. The Cash Collateral Order
To keep their business operating as
debtors-in-possession, the Debtors sought
to obtain postpetition financing and authorization to use the cash collateral encumbered by existing debt facilities.
(Marano Direct ¶ 33; Puntus Direct ¶ 17.)
The continued funding would allow the
Debtors to (1) continue to issue loans and
offer loan modifications to thousands of
borrowers; (2) continue to service mortgages and make advances associated with
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such servicing obligations; (3) comply with
the Federal Reserve and FDIC consent
order; (4) comply with the DOJ/AG Settlement; (5) comply with the agreements that
had been entered into with the GSEs mandating the care with which their loans
should be serviced and refinanced, and
repurchase loans from the GSEs; and (6)
maintain hundreds of employees through
retention payments so that delinquencies
would not increase and thus diminish the
value of, and jeopardize the sale of, the
Debtors’ MSRs and other assets. (Marano Direct ¶ 34.) For example, the Debtors
needed to continue funding their servicing
advance obligations for the RMBS and
other PLS, as well as GSE loans. (Id.
¶ 35.) With respect to the GSE loans, the
GSEs actually owned the Debtors’ servicing rights, so if the Debtors failed to make
the requisite advances, the GSEs could
have revoked the Debtors’ servicing rights,
and re-assigned those rights to another
company. (Marano Direct ¶ 35; Puntus
Direct ¶ 19.)
The Debtors ultimately obtained DIP
financing facilities from Barclays Bank
PLC and AFI, as well as consensual use of
cash collateral from their prepetition lenders, including the JSNs. (Marano Direct
¶ 37.) On May 14, 2012, the Debtors filed
motions seeking authorization to (1) enter
the Barclays postpetition financing facility
(the ‘‘Barclays DIP Facility’’); (2) make
postpetition draws under the AFI LOC up
to $200 million; and (3) use cash collateral
securing each of the Revolver, the AFI
LOC, and the Junior Secured Notes to
fund the cash needs related to operations
and assets of each of the respective collateral pools. (Id.; Puntus Direct ¶ 28.) The
motions were approved on an interim basis
on May 15, 2012, and were approved on a
final basis, with the consent of the JSNs
and AFI, pursuant to orders entered on
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June 25, 2012 (the ‘‘Cash Collateral Order’’). (PX 76; Marano Direct ¶ 37.)
Under the Cash Collateral Order, the
Debtors were authorized to use cash collateral in accordance with the Forecasts (as
defined in the Cash Collateral Order), and
the JSNs were protected to the extent of
the aggregate diminution in value of the
JSN Collateral. (PTO ¶ 29.) Among other things, the JSNs were granted adequate protection liens on all of the collateral securing the AFI Revolver, the AFI
LOC, and all of the equity interests of the
Barclays DIP Borrowers. (PX 76.)
The parties dispute whether, in determining an adequate protection claim based
on diminution in value of collateral, the
value of the collateral at the Petition Date
should be determined by the foreclosure
value of the collateral in the hands of the
secured creditor (as argued by the Plaintiffs), or by the going concern value of the
collateral in the hands of the Debtors (as
argued by the Defendants). The legal issue is discussed below in section III.B.3.
The Defendants’ expert Mr. Siegert testified that when negotiating the Cash Collateral Order, the parties never discussed
that adequate protection and diminution in
value of JSN Collateral would be determined using foreclosure value. (Oct. 23
Tr. 195:9–13.) According to Mr. Siegert,
that would have been contrary to the spirit
of the negotiations, which were aimed at
easing the Debtors’ bankruptcy filing.
(DX AIJ at 7.)
The Forecasts provided for the pro rata
allocation of the cash disbursements during the relevant period to various silos of
assets securing the Debtors’ various secured credit facilities, as well as to unencumbered assets. (Puntus Direct ¶ 26.)
The Debtors delivered updated Forecasts
to the JSNs and AFI every four weeks as
required by the Cash Collateral Order,
and, although the JSNs did not have con-

sent rights, at no point during the case did
they object to any Forecast. (Id.) The
Cash Collateral Order also obligated the
Debtors to deliver to the JSNs a 20–week
forecast of anticipated cash receipts and
disbursements for the 20–week period.
(PX 76 at 22.) The Debtors were only
permitted to use cash collateral for the
‘‘purposes detailed within the Initial 20–
Week Forecast and each subsequent Forecast.’’ (Id. at 23–24.)
The Cash Collateral Order contained a
waiver of the Debtors’ right to surcharge
against prepetition collateral pursuant to
Bankruptcy Code section 506(c). (PX 76
at 42–43.) Specifically, the Cash Collateral Order states that: ‘‘[N]o expenses of
administration of the Chapter 11 Cases or
any future proceeding that may result
therefrom, including liquidation in bankruptcy or other proceedings under the
Bankruptcy Code, shall be charged against
or recovered from the Prepetition Collateral and [Cash] Collateral pursuant to sections 105 or 506(c) of the Bankruptcy
CodeTTTT’’ (Id.) The Cash Collateral Order also expressly waived the ‘‘equities of
the case’’ exception contained in section
552(b) of the Code. (Id. at 35.)
The Debtors negotiated several extensions regarding the use of the cash collateral of AFI and the JSNs, including a
stipulation entered on June 28, 2013.
(ECF 12–12020 Doc. # 4115.) On July 10,
2013, the Court entered the Stipulation
and Order in Respect of the Debtors’ Motion for Entry of an Order to Permit the
Debtors to Continue Using Cash Collateral
(ECF 12–12020 Doc. # 3374) (the ‘‘Cash
Collateral Stipulation’’) among the Debtors, AFI, and the JSNs, which terminated
the use of cash collateral effective as of
July 11, 2013, with certain limited exceptions. (PX 85 ¶ 2.)
The Debtors also negotiated a ‘‘Carve
Out’’ in the Cash Collateral Order (PX 76
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at 31– 32.) The Cash Collateral Stipulation served as the Carve Out Notice. No
party disputes that a section 506(c) waiver
was provided for the benefit of the JSNs.
The parties dispute whether the JSNs are
entitled to an adequate protection claim
for amounts of cash collateral expended by
the Debtors consistent with the agreed
budget under the Cash Collateral Order.
The issue also remains whether the Debtors may use an additional $143 million of
the JSNs’ cash collateral covered by the
Carve Out in the Cash Collateral Order
after the termination of the use of cash
collateral where sufficient unencumbered
cash is available to make the payments.
The issue is addressed below in section
III.D.8.
E.

Stipulation of Liens under the
Cash Collateral Order

In the Cash Collateral Order, the Debtors stipulated that the JSNs’ collateral
included, but was not limited to, all categories of assets identified in the ‘‘Ally Revolver’’ and ‘‘Blanket’’ columns on Exhibit
A to the Cash Collateral Order. (PTO
¶ 28.) The Debtors further stipulated,
pursuant to paragraph 5(g) of the Cash
Collateral Order, that security interests
granted to the JSNs ‘‘are valid, binding,
perfected and enforceable priority liens on
and security interests in the personal and
real property constituting ‘Collateral’ under and as defined in the Junior Secured
Note Documents.’’ (PX 76 at 11–12.) Under the Cash Collateral Order, the ‘‘Junior
Note Documents’’ included the JSN Security Agreement, the Notes Indenture, ‘‘and
all other documents executed in connection
therewith.’’ (Id. at 4) The Defendants contend that, under paragraph 5(g), the Debtors stipulated that the JSNs’ liens extend
to all collateral to which a security interest
was initially granted, including the AFI
LOC Collateral that was previously released by the Third Priority Collateral

573

Agent under the Blanket Release. (PTO
JSN Contentions ¶ 18.) The JSNs’ witness, Mr. Siegert—the lead engagement
partner for Houlihan Lokey Capital, Inc.
(‘‘Houlihan’’)—testified that as of the Petition Date, he had no belief that the Debtors’ stipulations in paragraph 5(g) would
revive the JSNs’ previously released liens.
(Oct. 23 Tr. 102:4–6, 102:19–24, 105:3–25,
115:4–8, 125:12–126:15, 126:23–127:21.)
Mr. Siegert explained that if counsel for
the JSNs had concluded that paragraph
5(g) would revive more than $1 billion of
AFI LOC Collateral, that would have been
material information for Houlihan and the
Ad Hoc Group to know, as well as a material factor in estimating the value of the
JSNs’ liens. (Oct. 23 Tr. 127:25–128:16.)
But Houlihan’s May 14, 2012 public presentation (the ‘‘May 14 Presentation’’) that
presented an estimation of the JSNs’ recovery on their prepetition collateral did
not incorporate or disclose the existence of
the billion dollars of AFI LOC Collateral.
(PX 169; Oct. 23 Tr. 128:17–21; 132:18–
133:4.) Mr. Siegert testified that if Houlihan had known that paragraph 5(g) revived $1 billion worth of JSNs’ liens, it
would have incorporated that fact in the
May 14 Presentation. (Oct. 23 Tr. 128:23–
133:4.)
Further, in paragraph 5(g), the Debtors
stipulated that the JSNs’ liens are ‘‘subject
and subordinate only’’ to those prepetition
liens that were granted under the Revolver. (PX 76 at 11–12.) But this provision
does not subordinate the JSNs’ purported
lien on the AFI LOC Collateral to AFI
(i.e., the lender). So under the Defendants’ proposed interpretation of paragraph 5(g), the JSNs’ purported liens on
the AFI LOC Collateral would be elevated
ahead of the AFI’s liens in that same
collateral. Additionally, while granting the
JSNs a postpetition adequate protection
lien on the Revolver Collateral and the
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AFI LOC Collateral, the Cash Collateral
Order subordinated those liens to any existing liens on the same collateral. To that
end, with respect to the JSNs’ adequate
protection lien on the Revolver Collateral
the Order acknowledges that the lien is
junior to the ‘‘existing liens granted to the
Junior Secured Parties.’’ (Id. at 28.)
With respect to AFI LOC Collateral,
though, the Cash Collateral Order does not
mention the JSNs’ purported existing lien
on that collateral. (Id. at 28–29.)
Other documents also indicate that paragraph 5(g) was not intended to revive any
previously released JSN liens. For example, in the JSN PSA, the JSNs expressly
reserved the right to make a claim for an
equitable lien on the AFI LOC Collateral.
(PX 252 § 5.6.) That would have been
superfluous if the JSNs believed that paragraph 5(g) already granted them a lien on
that collateral. Moreover, when the Debtors sought approval of the Barclays DIP
Facility, they argued that any asserted
equitable JSN lien on the AFI LOC Collateral was invalid and not perfected. (PX
88 at 55.) That position would have been
inconsistent with a stipulation granting the
JSNs a lien on that collateral in paragraph
5(g). Neither the motion for approval of
the use of cash collateral, nor any disclosures to the Court in connection with the
interim or final cash collateral orders, disclose that the JSNs believed they were
getting a perfected security interest in any
previously released collateral.
F.

The Asset Sales

On the Petition Date, the Debtors filed
motions to approve stalking horse bids
from AFI and Nationstar with respect to
the Debtors’ Whole Loan Portfolio and
Servicing and Origination Assets, respec23. The Mini Auction resulted in increases in
the sales prices by a total of $150 million, as
well as a reduction in the proposed break-up

tively. (See PX 61.) The Debtors entered
into the initial stalking-horse bid with Nationstar to sell the servicing, origination,
and capital markets platforms (which included people, software, and IT) of the
Debtors. (PX 33.) The Debtors also
agreed to sell Nationstar contracts, servicing agreements, MSRs owned by the
Debtors, certain Ginnie Mae-guaranteed
whole loans, and intellectual property,
goodwill, and general intangibles ‘‘Related
to the Business’’ for $2.3 billion. (Id. at
38–41.)
After the Petition Date, on June 15,
2012, Berkshire Hathaway, Inc. (‘‘Berkshire’’) submitted competing bids to become the stalking horse bidder for both
sets of assets. (Puntus Direct ¶ 59.) The
bids, which were submitted without Berkshire having performed any due diligence,
were in the form of executed asset purchase agreements virtually identical to the
agreements executed by Nationstar (for
the Servicing and Origination Assets) and
AFI (for the Whole Loan Portfolio). (Id.)
Due, at least in part, to Berkshire’s bids, a
‘‘pre-auction’’ auction (the ‘‘Mini Auction’’)
ensued in advance of and during the sale
procedures hearing, with the Court ultimately directing that final proposed stalking horse bids be submitted to the Debtors
on June 18, 2012. (Id.) In accordance with
the Court’s direction, both Nationstar and
Berkshire submitted revised stalking horse
bids. (Id.) With the support of the Committee, the Debtors sought and obtained
Court approval of the Nationstar and
Berkshire stalking horse bids and the bid
and sales procedures at a hearing on June
19, 2012.23 (Id. ¶ 60.)
In the lead-up to the Asset Sales, the
Debtors maintained the servicing and origfees for the origination and servicing platform.
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ination platforms as going concerns.
(Marano Direct ¶¶ 50–51.) The Debtors
considered, but rejected, the possibility of
liquidation, because, according to Mr. Marano, the Debtors did not believe that a
liquidation was in the best interests of the
creditors, and the Debtors did ‘‘everything
[they] could’’ to prevent a foreclosure.
(Oct. 15 Tr. 164:10–25.)
1.

The Servicing and Origination
Assets Sale

The Court approved the sale and bid
procedures with respect to the Servicing
and Origination Assets (PX 44), and Centerview approached those institutions that
it believed would have an interest in purchasing, and the financial resources and
expertise necessary to purchase, the Servicing and Origination Assets, to gauge
their respective interest. (Puntus Direct
¶ 61.) Following these initial contacts and
an introductory due diligence period for
interested parties, the Debtors’ management team and Centerview made formal
presentations to five prospective purchasers, during which they described in detail
the Servicing and Origination Assets being
sold and afforded them an opportunity to
visit the Debtors’ locations and perform
detailed on-site due diligence with the
Debtors’ business units. (Id.) The Debtors
received responses from three potential
purchasers: (1) Berkshire, (2) a consortium of two bidders, and (3) a consortium
composed of Ocwen and Walter Investment Management Corporation (‘‘Walter’’).
(Id. ¶ 63.) The Debtors focused their marketing efforts on these three potential purchasers. (Id.)
On October 19, 2012, the Debtors received two qualifying bids for the Servicing
and Origination Assets: (1) the stalking
horse bid previously submitted by Nationstar at a value of $2.357 billion; and (2) a
bid from Ocwen and Walter at a value of
$2.397 billion. (PX 48; PX 47.) The
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Debtors determined that the Ocwen bid
was the highest and best bid for the Servicing and Origination Assets and decided
that they would open the auction with the
Ocwen bid. (Puntus Direct ¶ 64; PTO
¶ 34.) On October 23, 2012, the Debtors
began the auction for the Servicing and
Origination Assets with Ocwen’s bid as the
opening bid. Two bidders, Nationstar and
Ocwen, submitted offers for these assets.
Although Ocwen was a bidder of record for
these assets, the Ocwen APA provided for
the assignment of the Debtors’ Fannie
Mae assets to Walter. (PX 47; Puntus
Direct ¶ 69.)
During the auction, the Debtors negotiated with Nationstar and Ocwen to obtain
certain adjustments to their bids and asset
purchase agreements. As required by
Ginnie Mae, both bidders agreed to remove the Ginnie Mae liability bifurcation
condition in the asset purchase agreements. (Puntus Direct ¶ 71.) Consequently, Ginnie Mae would be able to seek satisfaction of all liabilities relating to Ginnie
Mae loans, either pre- or post-closing, related to servicing or origination, from the
purchaser of the Servicing and Origination
Assets. (Id.) Also, although both Ocwen’s
and Nationstar’s bid did not contractually
obligate them to acquire the servicing and
origination platforms, both bidders agreed
to include a commitment to acquire the
platforms and associated liabilities as part
of the bid. (Puntus Direct ¶ 72; Marano
Direct ¶ 62.) To induce Ocwen and Nationstar to make this commitment, the
Debtors offered the bidders a bid credit in
the amount of $108.4 million, which represented the estimated liabilities associated
with the platforms. (PX 56 at 37–41; Puntus Direct ¶ 72.) After 28 rounds of bidding, Ocwen made the highest and best
offer to purchase the Debtors’ Servicing
and Origination Assets for itself and Walter, with a winning purchase price of ap-
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proximately $3 billion. (PX 57 at 9–10.)
The Court approved the Ocwen Sale on
November 19, 2012, and entered an Order
approving the asset sales on November 21,
2012. (PX 45; Puntus Direct ¶ 79; PTO
¶ 36.)
The parties effectuated the Ocwen Sale
through the Ocwen APA, dated as of November 2, 2012 (and as later amended),
among Ocwen, ResCap, and certain other
Debtor signatories. (PX 19; PX 20; PX 21;
PX 22; PX 23; PX 24; PTO ¶ 37.) The
Ocwen APA provided that Ocwen was buying ‘‘goodwill and other intangible assets
Related to the Business or related to the
Purchased Assets.’’ (DXPT at 41.) In
total, over 2,000 ResCap employees, including those associated with call centers
and management, were ‘‘migrat[ed]’’ to
Ocwen as part of the purchase of ResCap’s
servicing and origination platform with no
significant reduction in personnel. (Ziegenfuse Dep. 63:16–19:6, 65:7–21, 67:17–23.)
In the APA, Ocwen attributed zero value
to goodwill and intangibles, but in a subsequent 10–Q filing, the company attributed
approximately $210 million to those assets.
(DX ZH at 30.) The APA contains a
provision that any purchase price allocation in the APA would only bind the parties for tax purposes, and not for any other
purpose. (PX 19 at 50.) The parties dispute whether a portion of the purchase
price must be allocated to general intangibles and goodwill, as to which the JSNs
claim to have a perfected lien.
2.

The Whole Loan Portfolio Sale

Contemporaneously with the marketing
process for the Servicing and Origination
Assets, Centerview considered those institutions that it believed would be interested
in and financially capable of purchasing
the Whole Loan Portfolio. (Puntus Direct
¶ 65.) Centerview approached those potential purchasers to gauge their respective interest. (Id.) On October 19, 2012,

the bid deadline approved by the Court,
the Debtors received two qualifying bids
for the Whole Loan Portfolio: (1) the
stalking horse bid previously submitted by
Berkshire at a value of $1.324 billion; and
(2) a bid from a consortium of four financial bidders led by DLJ Mortgage Capital
(the ‘‘DLJ Consortium’’) at a value of
$1.339 billion. (Id. ¶ 66) The Debtors determined that the DLJ Consortium bid
was the highest and best bid for the Whole
Loan Portfolio and decided that they
would open the auction with the DLJ Consortium bid. (Id.; PTO ¶ 35.)
On October 25, 2012, ResCap held an
auction for its Whole Loan Portfolio.
(Puntus Direct ¶ 79.) After 11 rounds of
bidding, Berkshire won the auction with
the highest and best offer of $1.5 billion,
an amount $175 million higher than the
original stalking horse bid. (Id.; PX 58 at
22–23.) Before the auction, Berkshire had
agreed to continue compliance with certain
aspects of the FRB Consent Order and the
DOJ/AG Settlement. (Puntus Direct ¶ 79.)
The Court approved the Berkshire sale on
November 19, 2012, and entered an order
approving the asset sales on November 21,
2012. (ECF 12–12020 Doc. # 2247; PX
46.)
G. Facts related to Original Issue
Discount
The Junior Secured Notes were issued
in connection with a 2008 debt-for-debt
exchange offering (the ‘‘Exchange’’). On
May 5, 2008, ResCap issued an Offering
Memorandum in which it offered to exchange $9.537 billion face value amount of
its then-outstanding unsecured notes maturing from 2010 through 2015 (the ‘‘Old
Notes’’) for the Junior Secured Notes.
(PTO ¶ 7; PX 175.) Under the Exchange,
ResCap offered to exchange $1,000 face
principal amount of outstanding unsecured
notes for $800 face value of Junior Secured
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Notes. (PTO ¶ 8.) Pursuant to a modified
Dutch Auction, the clearing price was $650
per $1,000 principal amount of Junior Secured Notes, which was the lowest level at
which tenders were accepted.
(Id.)
Through the Exchange, ResCap exchanged approximately $6 billion of Old
Notes for approximately $4 billion in Junior Secured Notes and $500 million in cash.
Approximately 63% of the Old Notes were
exchanged in the Exchange. (Id. ¶ 9.) The
issue price of the Junior Secured Notes
was established as $613.75 based on trading activity from the first day of trading.
Using this price, AFI calculated the
amount of OID for tax purposes as of the
Petition Date to be $377,262,728. (Id.
¶ 52; PX 189; Finnerty Direct ¶ 55.) As
an economic matter the Exchange created
OID. (Finnerty Direct ¶ 10.) AFI amortized the OID by compounding it on a
semi-annual basis. Amortizing OID on a
daily compounding basis results in a slightly larger amount of OID: $386 million.
(Id. ¶ 60.)
The Plaintiffs argue that the OID should
be disallowed in bankruptcy as unmatured
interest. The Defendants, on the other
hand, argue that the OID should be allowed as part of their claim based on
Second Circuit precedent. The Plaintiffs
and Defendants each offered expert testimony on issues relating to the bankruptcy
treatment of the OID generated in the
Exchange. John D. Finnerty, Ph.D., a
Managing Director in the Financial Advisory Services Group at AlixPartners, LLP
24. The Second Circuit explained the distinction between the two types of exchanges, writing:
An exchange offer made by a financially
troubled company can be either a ‘‘fair
market value exchange’’ or a ‘‘face value
exchange.’’ In a fair market value exchange, an existing debt instrument is exchanged for a new one with a reduced
principal amount, determined by the market value at which the existing instrument is
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and Professor of Finance at Fordham University’s Graduate School of Business Administration, testified on behalf of the
Plaintiffs, and Mr. Siegert testified on behalf of the Defendants.
The parties do not dispute that the Exchange was a ‘‘fair value’’ exchange—i.e.,
that old securities were exchanged for new
securities with a reduced principal amount
that in theory approximated the market
value of the old securities. The Second
Circuit’s decision in LTV Corp. v. Valley
Fidelity Bank & Trust Co. (In re Chateaugay Corp.), 961 F.2d 378 (2d Cir.1992),
addressed the bankruptcy treatment of
OID generated in connection with a ‘‘face
value’’ exchange—i.e., one in which the
principal amount of the debt is not reduced.24 (Finnerty Direct ¶ 102; Oct. 21
Tr. 151:11–14.) The experts also agreed
that investors in the Notes were sophisticated investors who understood how to
analyze risks associated with investing in
OID bonds. (Finnerty Direct ¶ 92; Oct.
21 Tr. 184:8–11.)
In addition, Dr. Finnerty calculated that
using semi-annual compounding, $377 million in OID remained unamortized as of
the Petition Date. (Finnerty Direct, App’x
6A.) Dr. Finnerty, though, believed that
daily compounding was the more appropriate method, which he calculated to yield
$386 million of unamortized OID as of the
Petition Date. (Id. at App’x 6B.) Mr. Siegert, on the other hand, testified that he
believed that semi-annual compounding
trading. By offering a fair market value
exchange, an issuer seeks to reduce its
overall debt obligationsTTTT A face value
exchange, by contrast, involves the substitution of new indebtedness for an existing
debenture, modifying terms or conditions
but not reducing the principal amount of
the debt.
Chateaugay, 961 F.2d at 381–82 (citations
omitted).
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(See Oct. 21 Tr.

Dr. Finnerty stressed the economic incentives built into the Exchange: yield,
security, and seniority. (Finnerty Direct
¶ 62.) In addition, the Exchange allowed
ResCap to reduce its overall debt obligations and extend its debt maturities,
thereby enhancing the credit strength of
the JSNs’ obligor, allowing ResCap to
avoid bankruptcy for four more years.
(Id.) In fact, the JSNs will achieve a greater recovery than the noteholders who did
not exchange and whose notes remained
outstanding on the Petition Date. The
Debtors Disclosure Statement (ECF 12–
12020 Doc. # 4811) indicates that while the
hold-outs have retained a $1,000 par
amount unsecured claim, they are projected to recover only 36.3%, or $363.00. (Finnerty Direct ¶ 88.) In contrast, the holders of the JSNs, who received $800 of new
secured notes in June 2008, are projected
to recover $840. (Id.) The Exchange was
attractive—and future exchanges could
likewise be attractive regardless of the
bankruptcy treatment of OID—because of
the competitive effective yield of the Junior Secured Notes at issuance, the fact
that the Junior Secured Notes, unlike the
Old Notes, were secured, and the fact that
the Junior Secured Notes were structurally senior to the Old Notes. (Id. ¶¶ 62–67,
93.)
Mr. Siegert, in contrast, testified, among
other things, that: (1) the disclosures
made by ResCap in the Exchange, along
with general market evidence, are inconsistent with the conclusion that the Exchange generated disallowable OID for
bankruptcy purposes; and (2) disallowing
OID in fair value exchanges such as the
Exchange would likely cause debt-holders
to either reject such exchanges or demand
more from distressed companies, thereby
discouraging out-of-court workouts and

leading to a greater number of bankruptcies. (Siegert Direct ¶ 30.) Mr. Siegert
noted that the disclosures did not warn
that the Exchange could create OID that
would be disallowed in bankruptcy. (Id.
¶ 31.) Mr. Siegert also testified that the
market did not place much value on the
structural enhancements to the Notes that
the Exchange created since 63% of noteholders participated in the Exchange,
which was a lower participation rate than
typical debt-for-debt exchanges.
(Id.
¶ 32.) ResCap was expecting a significantly higher level of participation in the Exchange; the company and its advisors
originally projected a base case participation level of 76%. (See Hall Dep. 53:10–
21.)
If ResCap had not executed the Exchange, the Company would not have had
an ability to meet its debt service obligations as they came due without some
third party intervention.
(Hall Dep.
43:10–16.) The successful completion of
the Exchange enhanced shareholder value
by reducing the amount of the Company’s
outstanding debt. (Hall Dep. 55:14–23;
Oct. 21 Tr. 64:5–8; 64:25–65:2.) The successful completion of the Exchange also
provided ResCap, its creditors, and other
stakeholders with several other valuable
benefits, including reducing ResCap’s debt
service and extending the maturities on
ResCap’s outstanding debt. (DX BB at
13; Oct. 21 Tr. 18:10–14; 63:6–15; 64:5–8.)
Both experts testified that there is little
difference between a face value exchange
and a fair value exchange, making disparate treatment for the two exchanges in
bankruptcy economically illogical. (Siegert Direct ¶ 37; Oct. 21 Tr. 67:10–69:9.)
Mr. Siegert explained that both fair and
face value exchanges offer companies the
opportunity to restructure out-of-court,
avoiding the time and costs—both direct
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and indirect—of a bankruptcy proceeding.
(DX AIJ at 7.)
The Second Circuit treats OID created
by face value exchanges as allowable in
bankruptcy, despite the Code’s provision
that unmatured interest is disallowed. See
Chateaugay, 961 F.2d at 384. The Chateaugay decision left open the possibility
that fair value exchanges could be treated
differently, but it did not resolve the issue.
Both Dr. Finnerty and Mr. Siegert acknowledged that under Chateaugay, there
would be no disallowable OID here if the
Junior Secured Notes were issued at 100%
face value, and all other inducements for
participation remained the same. (Oct. 21
Tr. 136:9–20; 214:2–4.) Dr. Finnerty and
Mr. Siegert also both acknowledged that if
creditors knew that OID created in fair
value exchanges would be disallowed, distressed issuers would need to offer greater
incentives to participate. (Siegert Direct
¶ 3 8; DX ABC; Oct. 21 Tr. 101:15–17.)
According to Mr. Siegert, this would make
distressed debt exchanges more difficult
and would likely lead to more bankruptcy
filings as opposed to out-of-court workouts.
Additionally, bondholders could simply reject fair value exchanges altogether. (Siegert Direct ¶ 3 8.) The experts also both
testified that they are unaware of any other creditors whose claim would be determined in bankruptcy based on the trading
prices of bonds used to determine the issue price. (DX AIJ 10; Oct. 21 Tr. 23:20–
24:2.) Thus, a holder of the Old Notes
would not know the amount of OID that
would be disallowed in bankruptcy before
tendering. (Oct. 21 Tr. 50:24–51:21.) The
legal analysis of OID is found in section
III.A below.
H.

The Paydowns

On or about June 13, 2013, the Debtors
made a payment in the amount of $800
million on account of the outstanding prin-
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cipal of the Junior Secured Notes. (See
ECF Doc. # 3967.) On or about July 30,
2013, the Debtors made an additional $300
million payment on account of the outstanding principal of the Junior Secured
Notes. (See ECF Doc. # 4404.) Together
these repayments reduced the outstanding
principal balance by $1.1 billion.
I. Expert Valuations of JSN Collateral on Petition Date
The JSNs offered valuation testimony
from four proposed experts affiliated with
Houlihan: Messers. Fazio, Levine, Taylor,
and Siegert. Mr. Fazio offered opinions
on the Petition Date value of the Debtors’
sold and unsold HFS assets and certain
other unsold assets. (Fazio Direct ¶¶ 2–3;
Oct. 22 Tr. 122:10–13.) He also offered an
opinion on the Petition Date value of a
hypothetical entity consisting solely of the
Debtors’ MSRs, servicing operations, and
originations platform. (Fazio Direct ¶¶ 2,
7; Oct. 22 Tr. 122:14–16.) Mr. Levine
offered opinions on the Petition Date value
of the Debtors’ MSRs, refinancing opportunities associated with the MSRs, and
Servicing Advances. (Levine Direct ¶ 2.)
Mr. Taylor offered an opinion on the allocation of value to certain assets associated
with the Ocwen asset sale, including intangible assets, goodwill, and liabilities acquired by Ocwen and Walter. (Taylor Direct ¶¶ 2–3, 7.)
Mr. Siegert offered a single ‘‘Global
Summary’’ of these Houlihan opinions suggesting the net fair market value of the
JSN Collateral on the Petition Date totaled $2.79 billion. (Siegert Direct ¶¶ 4,
25; Oct. 23 Tr. 134:1–14, 141:14–142:6; DX
ABF at 10.) He arrived at this value by
first summing (1) the valuations of the
Debtors’ cash, HFS assets, unsold servicing advances, FHA/VA loans, equity interests, hedge contracts, and certain other
contracts; (2) the valuation of the Debtors’
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sold servicing advances; and (3) his own
valuation of the Debtors’ intangible assets,
derived from his own analysis of Messrs.
Fazio, Taylor, and Levine’s valuations.
(DX ABF at 9–10.) This totaled $4.450
billion. (Id. at 10.) Mr. Siegert then subtracted $747 million owed to Ally on the
Ally Revolver, and $912 million owed on
two facilities,25 to reach $2.791 billion.
(Siegert Direct ¶ 25 & n. 6; DX ABF at
10.)
The Houlihan experts’ valuation assumes that the assets could have been sold
on the Petition Date by the Debtors. (Oct.
22 Tr. 139:18–142:4; Oct. 23 Tr. 147:23–
149:3, 149:18–22.) But when valuing the
assets, the Defendants’ experts did not
look to sales conducted by other distressed
entities on the brink of insolvency; rather,
the experts treated ResCap as a solvent
seller able to capture fair value for its
assets.
The Plaintiffs, on the other hand, offered the opinion of Mr. Puntus, Partner
and Co–Head of the Restructuring Group
at Centerview. Mr. Puntus has been the
lead investment banker for the Debtors for
over two years. (Puntus Direct ¶ 1, 16;
Oct. 16 Tr. 98:9–16.) He was heavily involved in the Debtors’ decision to market
their assets, the prepetition marketing
process and the postpetition sale process,
serving as the lead business negotiator for
the Debtors on the stalking horse agreements as well as the auction process.
(Oct. 16 Tr. 97:23–98:16, 103:6–9.)
Mr. Puntus used the initial Nationstar
and AFI stalking horse agreements to determine the benchmark value in his analysis ($1.736 billion), even though these
agreements were never consummated. He
also endeavored to estimate what the
JSNs’ Collateral would have been worth
25. The GMAC Mortgage Services Advance
Funding Company Ltd. (‘‘GSAP’’) Facility and

upon foreclosure, where the disposition of
the assets would have been controlled, in
the first instance, by the First Priority
Collateral Agent (directed by AFI) or the
lenders (i.e., Barclays and AFI for GSAP
and BMMZ, respectively).
Mr. Puntus’s benchmark did not represent his opinion of the value of the JSNs’
Collateral for purposes of adequate protection because the purchase prices reflected
in the stalking horse deals were contingent
upon the continued operation of the Debtors’ business in chapter 11 (Oct. 16 Tr.
103:10–22.) To estimate the value of the
JSNs’ Collateral as of the Petition Date in
the hands of the creditors’ agents upon
foreclosure, Mr. Puntus therefore made
certain downward adjustments from his
benchmark valuation. Mr. Puntus based
these adjustments on two alternative scenarios, differing in how long he assumed
the creditors would take to dispose of the
collateral: ‘‘Alternative A’’ assumed the
collateral would be monetized by the collateral agents over a three to four month
time period ($1.474 billion), while ‘‘Alternative B’’ assumed a five to six-month period
($1.594 billion). (Puntus Direct, ¶¶ 86–88.)
Mr. Puntus further made reductions to
account for RMBS and government set off
risks, which reduced the ‘‘Alternative A’’
valuation to $1.046 billion, and the ‘‘Alternative B’’ valuation to $1.13 5 billion.
(Puntus Direct Ex. 1 at 9.)
Mr. Puntus’s methodology was dependent upon his subjective valuations of risks
associated with the collateral. At trial,
Mr. Puntus conceded that he had never
seen a valuation analysis relying on similar
methodology before. (Oct. 16 Tr. 36:6–8.)
Nor is it likely that Mr. Puntus’s valuation
methodology could be used in other conthe BMMZ Holding LLC Facility.
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texts. While Mr. Puntus’s methodology is
unsupportable, the numbers he reached
may well be closer to the actual value of
the JSN Collateral on the Petition Date.
J.

Effective Date Value of JSN Collateral

The parties agree to a value of $1.88
billion as the baseline valuation for the
JSNs’ collateral as of December 15, 2013
(the assumed ‘‘Effective Date’’), but the
Debtors contend that only $1.75 billion of
that collateral is properly distributable to
the JSNs. The Plaintiffs seek to reduce the
JSNs’ potential recovery by assessing $143
million of expenses under the Carve Out
against the JSN Collateral. The Plaintiffs
argue that the Cash Collateral Order expressly made the JSNs’ liens subordinate
to the Carve Out. The Defendants countered that the Plaintiffs should use unencumbered cash to pay the Carve Out rather than JSN cash collateral.
1.

Deposit Accounts

Except for the Controlled Accounts (defined below), the Deposit Accounts listed
on Schedule 5 to the Committee Action are
not subject to an executed control agreement among the relevant Debtor, the
Third Priority Collateral Agent, and the
bank where such Deposit Accounts are
maintained.
(PX 126; Landy Direct
¶¶ 3(d), 24(a), 40.) The uncontroverted evidence at trial established that, as of the
Petition Date, the Deposit Accounts held
funds in the amount of $48,502,829. (Landy Direct ¶ 41.)
Executed control agreements were admitted into evidence for the following Deposit Accounts (collectively, the ‘‘Controlled
Accounts’’):
Account
Nos.
xxxx7570, xxx6190, xxx8567, xxxx7618,
xxxx2763, and xxxx0593. (See DX AIU;
DX AIV; DX AIW; DX AIX; DX AIY;
DX AIZ.) As of the Petition Date, the
Controlled Accounts held an aggregate
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amount of $16,885. (PX 126.) Deposit
Account Nos. xxxx2607, xxxx7877, and
xxxx1176 (collectively, the ‘‘WF Accounts’’)
are maintained at Wells Fargo, which is
the Third Priority Collateral Agent. The
WF Accounts contained $38,321 as of the
Petition Date. (PX 126.)
Deposit Account Nos. xxxx3803 and
xxxx6323 (together, the ‘‘Ally Accounts’’)
are maintained at Ally Bank, which is an
indirect, wholly-owned subsidiary of the
AFI, the Revolver Lender. (PTO JSN
Contentions ¶ 103.) Ally Bank is not a
party to the Junior Notes Documents, the
Revolver Documents or the Intercreditor
Agreement and is therefore not a ‘‘secured
party’’ within the meaning of the U.C.C.
for purposes of control and perfection.
Further, the Third Priority Secured Parties are not perfected by virtue of the
Revolver Lender and Ally Bank being affiliates. First, given that they are not the
same entity, the Revolver Lender’s lien is
not perfected under the U.C.C. through
automatic control. Second, even if AFI’s
lien were perfected through automatic control, that would be the case only with
respect to its own security interest (under
the Revolver).
Deposit Account No. xxxx2599, which is
maintained at J.P. Morgan Chase Bank,
N.A. and contained $8,091 as of the Petition Date, contains proceeds of the JSN
Collateral (the ‘‘Proceeds Account’’). (Oct.
17 Tr. 173:4–174:11; PX 6 at 18–19.) The
Court finds that the Third Priority Secured Parties have a perfected interest in
that account under the U.C.C. because it
contains proceeds of JSN Collateral. The
Defendants failed to proffer evidence at
trial that any of the Deposit Accounts other than the Proceeds Account contain proceeds of the JSN Collateral.
2.

Real Property

Various Debtors owned the real property and leasehold interests listed on Sched-
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ule 2 to the Committee Action, and that
portion of Schedule 6 to the Committee
Action that identifies REO properties (i.e.,
mortgaged properties acquired through
foreclosure or other exercise of remedies
under mortgages or deeds of trust that
secured the associated mortgage loan instruments) as of the Petition Date. The
property and leasehold interests are not
subject to either a mortgage or a deed of
trust in favor of the Third Priority Collateral Agent (the ‘‘Unencumbered Real
Property’’). (PX 124; PX 127 at 44–47;
Landy Direct ¶¶ 3(b), 24(b), 36; Oct. 17 Tr.
175:1–23.) The uncontroverted evidence
at trial established that, as of the Petition
Date, the fair market value of the Unencumbered Real Property was $21 million.
(Landy Direct ¶ 38.)
The Third Priority Collateral Agent did
not know whether it had received any
mortgage or deed of trust with respect to
the Unencumbered Real Property, nor did
it know whether any property owner ever
granted or signed a mortgage or deed of
trust with respect to the Unencumbered
Real Property. (Pinzon Dep. 24:7–11,
29:2–11.) No mortgage or deed of trust
for the Unencumbered Real Property was
proffered by any party or admitted into
evidence during the trial. (Landy Direct
¶ 37.)
The JSNs, therefore, do not have a perfected security interest in or lien on any of
the Unencumbered Real Property because
that property was not subject to an executed and filed mortgage or deed of trust.
3.

Executive Trustee Services, LLC and
Equity Investment I, LLC Assets

The Plaintiffs argue that the JSNs do
not have liens on assets of Executive Trustee Services, LLC (‘‘ETS’’) and Equity
Investment I, LLC (‘‘Equity I’’). According to the Plaintiffs, ETS pledged all of its
assets to the Revolver in February 2011,
but did not pledge any assets to the JSNs.

The Plaintiffs also claim that any security
interest in Equity I was released on December 29, 2009.
On February 16, 2011, ETS executed a
joinder to the Revolver Documents and
pledged all of its assets to AFI under the
Revolver as a guarantor. Neither the
Debtors nor the JSNs have identified a
similar joinder agreement whereby ETS
became an obligor under any of the Notes
Agreements or granted any security interest to the Noteholders. The JSNs have
argued that Section 4.17 of the Notes Indenture and Section 2.3(c) of the Intercreditor Agreement dictate that ETS is a
guarantor of the Junior Secured Notes.
Section 4.17 of the Notes Indenture provides the process by which future guarantors execute supplemental indentures
guaranteeing the Junior Secured Notes,
and Section 2.3(c) of the Intercreditor
Agreement provides that any party pledging assets to the Revolver must also
pledge such assets to the JSNs. (PX 1 at
59–60; PX 2 at 17.) But these provisions
are not self-effectuating, and ETS was not
a party to the Intercreditor Agreement.
Absent an indication that ETS actually did
pledge assets to the JSNs, the JSNs cannot establish a lien on any ETS assets.
As for Equity I, that entity was an
obligor under the Original Revolver Loan
Agreement and the Original JSN Security
Agreement, but it was removed as an obligor in the amended versions of those
agreements. (PX 3; PX 4; PX 5; PX 6;
PX 7; PX 8.) Further, On December 29,
2009, the Third Priority Collateral Agent
executed a U.C.C.–3 termination statement
terminating the security interest in all assets pledged by Equity I. (PX 131 at 841–
45.) The next day, the parties executed
the amended JSN Security Agreement
that removed Equity I as an obligor. (PX
4.) Also on December 30, 2009, Equity I
became a guarantor under the AFI LOC.
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(PX 9.) The JSNs therefore do not have a
lien on any Equity I assets.
4.

Reacquired Mortgage Loans

Count IV of the Committee’ complaint
alleges that the JSNs do not have perfected security interests in certain mortgage
loans that were (1) released from the
JSNs’ liens and security interests in May
2010 to be sold to certain Citi and Goldman Repurchase Agreement Facilities
(‘‘Repo Facilities’’), and (2) subsequently
repurchased by the Debtors between September 2010 and the Petition Date (the
‘‘Reacquired Mortgage Loans’’). As of the
Petition Date, the Debtors owned the Reacquired Mortgage Loans, which were coded as ‘‘Blanket Lien Collateral’’ in the
CFDR. The Debtors repurchased the majority of the Reacquired Mortgage Loans
in January 2012. (See DX ABM, Schedule
1.) The Committee’s complaint alleges that
the Reacquired Mortgage Loans total approximately $14 million at book value and
$10 million at fair value. (PX 125; PX 241
at 9.)
Wells Fargo, acting in its capacity as the
Third Priority Collateral Agent, filed
U.C.C.–3 financing statement amendments
in May 2010 terminating the JSNs’ security interests in, among other things, loans
that later became the Reacquired Mortgage Loans. (See, e.g., PX 133; PX 136.)
Those U.C.C.–3 amendments made clear
that the assets that were subject to the
release were being sold to Repo Facilities
by expressly referencing the Repo Facilities and identifying the assets subject to
the U.C.C.–3 amendments as the Mortgage Loans listed on certain Schedules to
the Repo Facilities. (See, e.g., PX 133;
PX 136.) The loans listed on the U.C.C.–3
amendment were within the scope of and
were covered by preexisting U.C.C.–1 financing statements.
The U.C.C.–3
amendments provided notice of a collateral
change, not a termination of the effective-
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ness of the identified financing statement.
(See, e.g., PX 133; PX 136.)
The U.C.C.–1 financing statements,
which remained in effect notwithstanding
the filing of the U.C.C.–3 financing statements, continued in force and operated to
perfect the JSNs’ security interests in the
Reacquired Mortgage Loans after the
Debtors repurchased those loans. (See,
e.g., PX 132; PX 4 § 2.) The U.C.C.–1
financing statements and U.C.C.–3 amendments filed by Wells Fargo provided notice
to any potential lender seeking to obtain a
security interest in the Reacquired Mortgage Loans of the possibility that the
JSNs held a perfected security interest
therein. Any potential lender inquiring
about the collateral (1) could learn that the
Reacquired Mortgage Loans had been reacquired by the Debtors subsequent to the
filing of the U.C.C.–3 amendments (by virtue of the fact that they were owned by
the Debtors); and (2) would have access to
the U.C.C.–1 financing statements providing that the JSNs held a perfected security interest in all assets that the Debtors
subsequently acquired. (Oct. 23 Tr. 36:5–
37:19.)
Had any actual or potential unsecured
creditor inquired of ResCap into the status
of the Reacquired Mortgage Loans prepetition, that creditor would have learned that
the loans were once again subject to AFI’s
and the JSNs’ Blanket Lien, which was
reflected in the CFDR. (See Farley Dep.
95:3–14, 110:5–111:14, 115:4–14, 137:21–24,
138:4–11, 176:21–177:3, Oct. 16 Tr. 190:21–
192:18; Hall Dep. 117:6–12; Ruhlin Dep.
65:19–22, 66:6–21, 106:8–12, 119:4–9,
155:16–156:2, 156:15–21.)
Therefore, the Court finds that the Reacquired Mortgage Loans are properly
treated as collateral for the JSNs at the
Petition Date.
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5.

Excluded Assets

Count I of the Committee’s complaint
alleges that, pursuant to the JSN Security
Agreement, the JSNs do not have perfected security interests in assets that were (1)
pledged to a Bilateral Facility (as defined
by the JSN Security Agreement) on the
date that the Junior Secured Notes were
issued by ResCap, (2) subsequently released from the applicable Bilateral Facility prior to May 14, 2012 (the ‘‘Petition
Date’’), and (3) owned by the Debtors on
the Petition Date and coded as ‘‘Blanket
Lien Collateral’’ (the ‘‘Former Bilateral
Facilities Collateral’’).26 The Plaintiffs’ expert Mr. Landy valued the Former Bilateral Facilities Collateral at $24 million as
of the Petition Date using fair market
valuation. (See PX 241 at 9.)
On June 6, 2008, Wells Fargo, acting in
its capacity as the Third Priority Collateral
Agent, filed U.C.C.–1 financing statements
indicating that the JSNs held a security
interest in ‘‘[a]ll assets [of each grantor]
now owned or hereafter acquired and
wherever located.’’ (PX 132.) Section 2 of
the JSN Security Agreement (the ‘‘All–
Assets Granting Clause’’) reaches all of the
Debtors’ assets that are legally and practicably available both at the time, and after,
the JSN Security Agreement was executed. (PX 4 at 4–17, 18–19 (providing that
the pledge includes assets ‘‘whether now
or hereafter existing, owned or acquired
and wherever located and howsoever created, arising or evidenced’’).)
The JSN Security Agreement carves out
from the JSNs’ Collateral certain assets
(the ‘‘Excluded Assets’’) that could not be
pledged to the JSNs for legal or business
reasons. (PX 4 at 15–17 (‘‘provided that,
notwithstanding the foregoing, the ‘Collateral’ described in this Section 2 shall not
include Excluded Assets.’’).) ‘‘Excluded
26. The ‘‘Former Bilateral Facilities Collateral’’ is referred to as ‘‘Released Bilateral Facil-

Assets’’ are defined under the JSN Security Agreement as ‘‘(c) any asset TTT to the
extent that the grant of a security interest
therein would TTT provide any party thereto with a right of termination or default
with respect TTT to any Bilateral Facility
to which such asset is subject as of the
Issue Date [ (June 6, 2008) ].’’ (PX 4 at 4–
15.) The Excluded Assets category included assets pledged to Bilateral Facilities as
of the Issue Date, because the terms of the
Bilateral Facilities precluded those assets
from being pledged to the AFI Revolver or
the JSNs. (Oct. 16 Tr. 184:24–185:3.)
The Court previously ruled that the JSN
Security Agreement is ambiguous with respect to ‘‘whether an Excluded Asset becomes part of the Secured Parties’ collateral pursuant to the All–Asset Granting
Clause once it ceases to constitute an Excluded Asset.’’ Residential Capital, 495
B.R. at 262. The Court therefore allowed
the parties to present extrinsic evidence to
determine the parties’ intended meaning.
Ms. Farley, the Senior Director of Asset
Disposition for ResCap, was involved in
negotiating and implementing the Revolver. She testified that she understood that
if the Bilateral Facilities had not precluded
the Debtors’ assets pledged thereunder
from being pledged to AFI and the JSNs,
and if those assets otherwise fell within the
broad scope of the Blanket Lien, then the
Debtors would have included those assets
as Revolver and JSN Collateral. (Oct. 16
Tr. 184:24–185:12; Farley Dep. 26:7–18,
58:12–20, 65:13–66:2, 71:5–18.) She also
testified that AFI and ResCap understood
that the Excluded Assets would change
over time. (Oct. 16 Tr. 182:13–21.)
Lara Hall of AFI testified at her deposition that:
ities Collateral’’ in the Committee’s complaint
and briefings by the Plaintiffs.
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1 ‘‘AFI’s intent was as soon as the assets
rolled off the bilateral facility, they
would become subject to the blanket
lien.’’ (Hall Dep. 123:19–23; see also
id. 119:7–15);
1 at the time the original AFI Revolver
and Revolver Security Agreement
were negotiated, in exchange for funding the AFI Revolver, AFI was ‘‘trying to secure whatever remained unencumbered that we could, that was
legally available to be pledged, not an
excluded asset and was operationally
feasible for the company, being ResCap.’’ (Hall Dep. 106:2–20; 113:2–13);
and
1 ‘‘[t]he blanket lien basically suggested
that anytime an asset became uncovered, it would be subject to the blanket lien.’’ (Hall Dep. 116:6–14.)
Joseph Ruhlin, the Debtors’ former
Treasurer, testified that the Debtors understood that the Former Bilateral Facilities Collateral ‘‘would be covered by the
blanket lien as long as they TTT were
owned [by the Debtors] and not pledged
elsewhere to another bilateral facility,’’ and
that the Debtors’ ‘‘understanding’’ was
that ‘‘once an asset was released from a
funding facility, depending on the asset, it
would become part of the blanket lien.’’
(Ruhlin Dep. 89:14–2, 93:8–14, 165:5–9.)
Ms. Farley, in her capacity as the Debtors’ corporate representative, admitted at
her deposition that if a loan was initially
excluded from the collateral pool because
it was pledged to a Bilateral Facility as of
the Issue Date, the loan would be transferred into the pool of Blanket Lien Collateral if and when that Bilateral Facility
subsequently terminated. (Farley Dep.
105:17–106:21.) At trial, Ms. Farley testified that, with respect to assets that were
Excluded Assets as of June 2008 (because
they were pledged under a Bilateral Facility), those assets would become part of the
revolver and JSN Collateral pools if they
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fell within the scope of the security grant
when the Bilateral Facility terminated.
(Oct. 16 Tr. 186:23–187:9.) Ms. Farley
further testified that, in negotiating the
terms of the AFI revolver, Ally sought to
secure the revolver with as much collateral
as possible. (Farley Dep. 45:21–46:4; Farley Direct ¶ 13.)
Additionally, in December 2008, the
Debtors’ outside counsel sent an email explaining that ‘‘if at any point while owned
by GMAC [ ] the assets are removed from
a Bilateral Facility, the [AFI] Revolver
and [JSN] Indenture liens may cover these
assets and they will constitute Collateral
(if and to the extent Sections 9–406/8 of
the U.C.C. are applicable).’’ (DX ES at 1.)
Given the extrinsic evidence presented
at trial about the parties’ intent ‘‘whether
an Excluded Asset becomes part of the
Secured Parties’ collateral pursuant to the
All–Asset Granting Clause once it ceases
to constitute an Excluded Asset,’’ the
Court is satisfied that the Former Bilateral Facilities Collateral is properly treated
as JSN Collateral at the Petition Date.
III.

CONCLUSIONS OF LAW

A. The JSNs Are Entitled to Recover
All Original Issue Discount.
[3] The Plaintiffs ask the Court to disallow a portion of the JSNs’ claim to the
extent the claim seeks recovery of unamortized OID. OID is a form of ‘‘deferred
interest’’ created when a bond is issued for
less than the face value the borrower contracts to pay at maturity. (Finnerty Direct ¶ 10.) Unlike the more common periodic cash interest ‘‘coupon’’ payments
made to noteholders, OID interest accretes
over the life of the note but is payable only
at maturity. (Id.) OID is amortized for
tax and accounting purposes over the life
of the bond. The Exchange Offer, which
was a fair value exchange (see supra at
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II.F), created $1.549 billion of OID, which
amortized over the life of the Junior Secured Notes. (Id. at ¶ 11.) As of the
Petition Date, unamortized OID on the
remaining outstanding Junior Secured
Notes was $386 million.27 (Id.)
The JSNs contend that their claim
should be allowed in full and should not be
reduced by any OID. For the following
reasons, the Court agrees that the JSNs’
claim should not be reduced by the amount
of unamortized OID.
1.

In re Chateaugay Controls and
Supports Allowing the JSNs’
Claim in Full.

Bankruptcy Code Section 502(b)(2) provides that a creditor’s claim should be
allowed in full, ‘‘except to the extent that
TTT such claim is for unmatured interest.’’
11 U.S.C. § 502(b)(2). The Second Circuit
ruled in Chateaugay that unamortized
OID is ‘‘unmatured interest’’ within the
meaning of section 502(b)(2). 961 F.2d at
380. Nevertheless, the Second Circuit
found that debt-for-debt ‘‘face value’’ exchanges offered as part of a consensual
workout do not generate OID that is disallowable as unmatured interest for purposes of section 502(b)(2). Id. at 383.
The Second Circuit explained that ‘‘application TTT of OID to exchange offers TTT
does not make sense if one takes into
account the strong bankruptcy policy in
favor of the speedy, inexpensive, negotiated resolution of disputes, that is an out-ofcourt or common law composition.’’ Id. at
382. The Second Circuit explained further:
If unamortized OID is unallowable in
bankruptcy, and if exchanging debt increases the amount of OID, then creditors will be disinclined to cooperate in a
27. The parties dispute whether the amount of
OID at the Petition Date is $386 million (according to the Plaintiffs) or $377 million (according to the Defendants). Since the Court

consensual workout that might otherwise have rescued a borrower from the
precipice of bankruptcy. We must consider the ramifications of a rule that
places a creditor in the position of choosing whether to cooperate with a struggling debtor, when such cooperation
might make the creditor’s claims in the
event of bankruptcy smaller than they
would have been had the creditor refused to cooperate. The bankruptcy
court’s ruling [excluding OID recovery]
places creditors in just such a position,
and unreversed would likely result in
fewer out-of-court debt exchanges and
more Chapter 11 filings.
Id.
Applying that reasoning, the Second
Circuit held ‘‘that a face value exchange of
debt obligations in a consensual workout
does not, for purposes of section 502(b)(2),
generate new OID.’’ Id. Rather than
‘‘chang[ing] the character of the underlying debt,’’ a face value exchange ‘‘reaffirms
and modifies’’ the debt. Id. But the court
specifically left open whether the same
rules should apply to a fair value exchange
such as the one in this case. The court
stated:
[Disallowing OID recovery] might make
sense in the context of a fair market
value exchange, where the corporation’s
overall debt obligations are reduced. In
a face value exchange such as LTV’s,
however, it is unsupportable.
Id.
Here, in ruling on the motions to dismiss, the Court concluded that it would
benefit from a fuller evidentiary record
before resolving whether as a matter of
law the Exchange generated disallowable
concludes that the amount of the JSNs’ claim
should not be reduced by OID, the Court need
not resolve this dispute.

133

IN RE RESIDENTIAL CAPITAL, LLC
Cite as 501 B.R. 549 (Bkrtcy.S.D.N.Y. 2013)

OID. Residential Capital, 495 B.R. at 266.
Now having the benefit of a full record and
argument, the Court concludes that despite the differences between face value
and fair value debt-exchanges, the same
rule on disallowance of OID should apply
in both circumstances. Since Chateaugay is
the law of the Circuit, and holds that unamortized OID should not be disallowed in
the case of a face value exchange, the
Court concludes that the unamortized OID
generated by the fair value exchange here
should not be disallowed from the JSNs’
claim.
2.

The Legislative History
of Section 502(b)(2)

Section 502(b)(2) was enacted in 1978.
The legislative history states that disallowed interest shall include ‘‘any portion of
prepaid interest that represents an original discounting of the claim [but] would
not have been earned on the date of bankruptcy,’’ and gives as an example: ‘‘postpetition interest that is not yet due and
payable, and any portion of prepaid interest that represents an original discounting
of the claim, yet that would not have been
earned on the date of the bankruptcy.’’
H.R.Rep. No. 95–595, 95th Cong., 1st Sess.
352–54
(1977),
reprinted
in
1978
U.S.C.C.A.N. 5963, 6308.
At the time that Congress passed section 502(b)(2), debt-for-debt exchanges did
not create OID for tax purposes. (See
Bankruptcy Reform Act of 1978, Pub.L.
No. 95–598, § 101, 92 Stat. 2549 (1978),
‘‘The Internal Revenue Code Tax Code’’)
was first amended in 1990 to provide that
both distressed face value exchanges and
distressed fair value exchanges create taxable OID. See Omnibus Budget Reconciliation Act of 1990, Pub.L. No. 101–508,
§ 11325, 104 Stat. 1388–466 (1990). Since
that time, both the Second and Fifth Circuits have found that face value exchanges
do not create disallowable unmatured in-
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terest, notwithstanding that they may create OID under the Tax Code. See Chateaugay, 961 F.2d at 383 (‘‘The tax treatment
of a transaction TTT need not determine
the bankruptcy treatmentTTTT The tax
treatment of debt-for-debt exchanges derives from the tax laws’ focus on realization events, and suggests that an exchange
offer may represent a sensible time to tax
the parties. The same reasoning simply
does not apply in the bankruptcy context.’’); Texas Commerce Bank, N.A. v.
Licht (In re Pengo Indus., Inc.), 962 F.2d
543, 550 (5th Cir.1992) (‘‘As bluntly stated
by the Second Circuit, the reasoning underlying the tax treatment of debt-for-debt
exchanges simply does not apply in the
bankruptcy context.’’) (internal quotation
marks omitted).
The parties do not dispute that disallowable OID is created for bankruptcy purposes when a company issues new debt in
an original cash issuance for less than its
face value. (Finnerty Direct ¶ 76; Oct. 21
Tr. 155:7–15.) Dr. Finnerty testified that
‘‘as an economic matter the bond exchange
generated OID,’’ but Dr. Finnerty never
defines ‘‘economic matter’’ beyond references to taxable OID. (Id. at ¶ 10.) Under
Chateaugay, however, creation of OID for
tax purposes is irrelevant in the context of
face value exchanges. Because the Court
finds no basis for distinguishing OID generated by fair value exchanges from OID
generated by face value exchanges, Chateaugay controls. Even though the Exchange may have generated OID under
the Tax Code, that does not dicatate that it
created disallowable unmatured interest.
3. There is No Reason to Distinguish
OID Generated by Fair Value Exchanges from OID Generated by Face
Value Exchanges under the Second
Circuit’s Reasoning in Chateaugay.
As the Second Circuit observed in Chateaugay, an exchange offer made by a
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financially impaired company ‘‘can be either a ‘fair market value exchange’ or a
‘face value exchange.’ ’’ 961 F.2d at 381
(citations omitted).28 Because the Second
Circuit in Chateaugay was presented with
a face value exchange, the court did not
address whether its decision would extend
to a fair value exchange. Instead, the
Court explicitly limited its holding to face
value exchanges, noting that it ‘‘might
make sense’’ to disallow OID in a fair
market value exchange. Id. The Court
concludes, having the benefit of a full record and argument, that there is no meaningful basis upon which to distinguish between the two types of exchanges.
The Plaintiffs’ expert Dr. Finnerty admitted at trial that distinguishing between
face value and fair value exchanges is
‘‘somewhat arbitrary.’’ (Oct. 21 Tr. 67:10–
13.) In fact, Dr. Finnerty acknowledged
that nearly all of the features that companies consider in connection with a debt-fordebt exchange can be used in both face
value and fair value exchanges: (1) granting of security in the issuer’s collateral; (2)
interest rate; (3) maturity date; (4) payment priorities; (5) affiliate guarantees;
(6) other lending covenants; (7) redemption features; (8) adding or removing a
sinking fund or conversion feature; and (9)
offering stock with the new debt. (Id. at
67:17–69:9.) Other than changing the face
value of the bond (which is not possible in
face value exchanges), an issuer ‘‘could
adjust every other factor’’ available to it.
(Id. at 69:4–9.) For example, an issuer
could provide the exchanging noteholders
with security. Both experts testified that
there would be no disallowable OID if the
Junior Secured Notes were issued at
$1,000 face value, even though the new
notes were secured while the Old Notes
28. See supra note 24 for the differences between fair market value and face value ex-

were unsecured, because that exchange
would be expressly governed by Chateaugay. (Id. at 136:9–20; 214:2–4.) Thus,
despite the Plaintiffs’ contention that the
consideration involved in the Exchange—
trading the unsecured notes for secured
and structurally senior obligations—justifies breaking from the Second Circuit’s
decision in Chateaugay, the evidence presented at trial indicated that the two types
of exchanges are virtually identical, and it
would be arbitrary for the Court to distinguish between them.
The Court thus concludes that there is
no commercial or business reason, or valid
theory of corporate finance, to justify
treating claims generated by face value
and fair value exchanges differently in
bankruptcy. First, the market value of
the old debt is likely depressed in both a
fair value and face value exchange. Second, OID is created for tax purposes in
both fair value and face value exchanges.
Third, there are concessions and incentives
in both fair value and face value exchanges. In addition, both fair and face
value exchanges offer companies the opportunity to restructure out-of-court,
avoiding the time and costs—both direct
and indirect—of a bankruptcy proceeding.
The Plaintiffs argue that the ‘‘plain language’’ of the statute must be enforced
unless it leads to an absurd result. They
contend that applying the language of section 502(b) to disallow OID will not lead to
absurd results because even if OID is disallowed, the JSNs’ recovery exceeds the
recovery of the still-outstanding Original
Noteholders. But the term ‘‘unmatured
interest’’ in section 502(b)(2) is not defined,
making application of the plain language
rule debatable. And whatever rules are
adopted by courts should provide predictchanges.
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ability to parties in planning transactions.
The outcome—whether a transaction results in disallowed OID for bankruptcy
purposes—should not hinge on whether,
with the benefit of hindsight, noteholders
that exchanged their notes did better than
those that did not exchange. Determining
whether the transaction created disallowable OID should not depend on if the noteholders or the debtors got a ‘‘good deal’’ in
bankruptcy. That rule would create confusion in the market and would likely complicate a financially distressed company’s
attempts to avoid bankruptcy with the cooperation of its creditors. The reasoning
of Chateaugay supports this conclusion.
961 F.2d at 383.
For the foregoing reasons, the Court
concludes that the JSNs’ claim should not
be reduced by the amount of unamortized
OID.
B.

The JSNs Are Not Entitled to an
Adequate Protection Claim.
1.

Generally

The Bankruptcy Code requires a debtor
to provide a secured lender with adequate
protection against a diminution in value of
the secured lender’s collateral resulting
from: (1) the imposition of the automatic
stay under section 362; (2) the use, sale, or
lease of the property under section 363;
and (3) the granting of a lien under section
364. 11 U.S.C. § 361(1). The Bankruptcy
Code does not articulate what constitutes
‘‘adequate protection’’ for purposes of the
statute, but section 361 articulates three
separate examples of what may constitute
adequate protection: (1) periodic cash payments; (2) offering a replacement lien ‘‘to
the extent that such stay, use, sale, lease,
or grant results in a decrease in the value
of such entity’s interest in such property’’;
and (3) other relief that will assure the
creditor that its position will not be adversely affected by the stay. Id.; see also
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3 COLLIER ON BANKRUPTCY ¶¶ 3 62.07[3][b]–
[d] (16th ed. 2011).
A secured creditor is entitled to adequate protection of its interest in the value of its collateral and can obtain adequate protection either after a contested
cash collateral hearing, or, as is more often the case, by a consensual cash collateral order. At the commencement of this
case, the parties negotiated, and the Court
signed, a Cash Collateral Order that,
among other things, established the JSNs’
right to adequate protection for the use of
their collateral and the means by which
such adequate protection would be provided. Pursuant to paragraph 16 of the
Cash Collateral Order, the JSNs are entitled to
[A]dequate protection of their interests
in Prepetition Collateral, including Cash
Collateral, in an amount equal to the
aggregate diminution in value of the
Prepetition Collateral to the extent of
their interests therein, including any
such diminution resulting from the sale,
lease or use by the Debtors (or other
decline in value) of any Prepetition Collateral, including Cash Collateral, the
priming of the AFI Lenders’ liens on the
AFI LOC Collateral by the Carve Out
and AFI DIP Loan, and the automatic
stay pursuant to section 362 of the
Bankruptcy Code[.]
(PX 76 at 24.) As adequate protection, the
JSNs were granted adequate protection
liens on all of the collateral securing the
AFI Revolver, the AFI LOC, and all of the
equity interests of the Barclays DIP Borrowers, and, to the extent that such liens
were insufficient to provide adequate protection, the right to assert a claim under
section 507(b) of the Bankruptcy Code. (Id.
at 29.) The JSNs now contend they are
entitled to recover an adequate protection
claim of $515 million based on alleged diminution in value of their prepetition collat-
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eral used during the case under a series of
consensual cash collateral orders. The
Plaintiffs disagree, asserting that the JSN
Collateral has not declined in value since
the Petition Date and that the JSNs therefore cannot assert an adequate protection
claim.
The parties agree that the amount of
any adequate protection claim is to be
measured by the difference in value of the
collateral on the Petition Date and the
Effective Date.29 The parties also largely
agree about the Effective Date value of the
JSN Collateral, subject to adjustments discussed elsewhere in this Opinion. Thus,
much of the testimony offered at trial was
aimed at establishing the Petition Date
value of the JSNs’ collateral.
2.

The JSNs Bear the Burden
of Showing Diminution in
Value.

[4, 5] The burden of proving valuation
falls on different parties at different times.
In establishing its claim, a secured creditor
generally bears the burden under section
506(a) of proving the amount and extent of
its lien. In re Sneijder, 407 B.R. 46, 55
(Bankr.S.D.N.Y. 2009); see also In re Heritage Highgate, Inc., 679 F.3d 132, 140 (3d
Cir.2012) (holding that ‘‘the ultimate burden of persuasion is upon the creditor to
demonstrate by a preponderance of the
evidence both the extent of its lien and the
value of the collateral securing its claim’’)
(quoting In re Robertson, 135 B.R. 350,
352 (Bankr.E.D.Ark.1992)).
Once the
amount and extent of the secured claim
has been set, the burden shifts to a debtor
seeking to use, sell, lease, or otherwise
encumber the lender’s collateral under sec29. Here, the cash collateral motion was filed
as a first day motion, so there is no issue of
whether a later date should apply for purposes of an adequate protection claim. See 4
COLLIER ON BANKRUPTCY ¶ 506.03[7][a][iv] (‘‘In
general, courts typically hold that, for pur-

tions 363 or 364 of the Code to prove that
the secured creditor’s interest will be adequately protected. See Wilmington Trust
Co. v. AMR Corp. (In re AMR Corp.), 490
B.R. 470, 477–78 (S.D.N.Y.2013) (holding
that the creditor seeking adequate protection ‘‘need only establish the validity, [priority, or extent] of its interest in the collateral, while the Debtor bears the initial
burden of proof as to the issue of adequate
protection’’) (internal quotation marks and
citation omitted); see also Resolution
Trust Corp. v. Swedeland Dev. Grp., Inc.
(In re Swedeland Dev. Grp., Inc.), 16 F.3d
552, 564 (3d Cir.1994) (holding, in the context of granting a priming lien under section 364(d)(1), that the ‘‘debtor has the
burden to establish that the holder of the
lien to be subordinated has adequate protection’’) (citation omitted). In contrast, a
secured creditor seeking to lift the automatic stay under section 362(d)(1) ‘‘for
cause, including lack of adequate protection,’’ bears the burden of showing that the
debtor lacks equity in the property. 11
U.S.C. §§ 362(d)(1), 362(g)(1); see also In
re Elmira Litho, Inc., 174 B.R. 892, 900–03
(Bankr.S.D.N.Y.1994). But in all cases,
the creditor bears the burden in the first
instance of establishing the amount and
extent of its lien under section 506(a).
The JSNs recognize that they must establish their section 507(b) adequate protection claim within the rubric of section
506(a). Further, they concede that the
burden of proving the extent of a claim is
typically born by the creditor seeking to
establish the claim. Nonetheless, the
JSNs argue that because their claim seeks
adequate protection, the Debtors should
have the burden of proving that the JSNs’
poses of adequate protection, the value of the
collateral is to be determined either as of the
petition date or as of the date on which the
request for adequate protection was first
made.’’).
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interests were adequately protected. The
Court disagrees.
[6] The parties established at the outset of this case that the JSNs’ interest in
their collateral was adequately protected,
when they negotiated, and the Court
signed, the Cash Collateral Order.30 As
the Court explained in its ruling on the
motions to dismiss:
If the value of the JSNs’ collateral actually diminishes, then the JSNs may assert an adequate protection claimTTTT
The Defendants caution against establishing new rules on adequate protection
and valuation, but the Court’s decision is
premised on the terms of the Cash Collateral Order, which the JSNs helped
negotiate. That Order provided the
JSNs with bargained-for adequate protection.
Residential Capital, 497 B.R. at 420. The
bargained-for adequate protection included
several liens and the right to assert a claim
under section 507(b) for any diminution in
value not otherwise protected. (PX 76 at
29.) That the JSNs now seek to assert
30. There is no question here that the JSNs
received adequate protection by a very substantial postpetition lien on collateral (far beyond the property covered by the JSNs’ liens
on the petition date). Had there been a contested cash collateral hearing the Debtors
would have had the burden of establishing
adequate protection; that was unnecessary
because of the agreement of the parties. The
issue now is different: Are the JSNs entitled
to recover a claim based on a diminution in
the aggregate value of their collateral at the
petition date? As explained in the text, on
that issue the JSNs have the burden of proof.
31. None of the cases cited by the Defendants
support the proposition that in a post-hoc
analysis of the sufficiency of adequate protection, the debtor continues to bear the burden
of proving adequate protection. Rather, they
all involve the well-established rule that, before a debtor may use, sell, lease, or otherwise
encumber the lender’s collateral, the debtor
must show that the creditor’s interest will be
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this adequate protection claim based on
diminution in value does not shift the initial burden of proving the extent and validity of the claim under section 506(a) to the
Debtors. Rather, this burden remains
squarely with the secured creditor—the
JSNs.31 See, e.g., Qmect, Inc. v. Burlingame Capital Partners II, L.P., 373 B.R.
682, 690 (N.D.Cal.2007) (affirming bankruptcy court’s requirement that secured
lenders prove diminution in value of collateral prior to foreclosing on replacement
liens, because ‘‘the purpose of adequate
protection is to protect lenders from diminution in the value of their collateral’’).
3.

Fair Market Value in the Hands of
the Debtors is the Proper Petition
Date Valuation Methodology.

The Plaintiffs argue that for adequate
protection purposes, the collateral should
be valued at the Petition Date based on
the foreclosure value of the collateral in
the hands of the secured creditor. The
Defendants argue that the collateral
should be valued based on the fair market
adequately protected. See Swedeland, 16 F.3d
at 564 (discussing whether adequate protection existed sufficient to grant a priming lien);
Wilmington Trust Co. v. AMR Corp. (In re
AMR Corp.), 490 B.R. 470, 477–78 (S.D.N.Y.
2013) (discussing whether a secured lender
was entitled to adequate protection during the
pendency of the case); In re Erewhon, Inc., 21
B.R. 79, 84 (Bankr.D.Mass.1982) (stating that
a secured creditor worried about diminution
in value need only object to use of collateral
‘‘since the burden of proving adequate protection is substantially that of the Debtor’’);
Hamilton Bank v. Diaconx Corp. (In re Diaconx Corp.), 69 B.R. 333, 338 (Bankr.E.D.Pa.
1987) (denying use of cash collateral because
debtor failed to carry burden of showing that
secured lender’s interest ‘‘would be adequately protected’’). As the Court already explained, the parties already agreed that the
JSNs’ interest in their collateral would be
adequately protected when they signed the
Cash Collateral Order.
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value of the collateral in the hands of the
Debtors. The Court agrees with the Defendants that fair market value rather
than foreclosure value applies, but as explained below, this holding provides little
benefit to the Defendants because the Defendants’ fair market valuation evidence
introduced by their expert witnesses is
unreliable, vastly overstates the value of
the collateral on the Petition Date, and is
rejected by the Court as a basis to establish an adequate protection claim.
[7, 8] To establish their entitlement to
an adequate protection claim, the JSNs
must show that the aggregate value of
their collateral diminished from the Petition Date to the Effective Date. The JSNs
will only be entitled to adequate protection, if at all, to the extent of the value of
their interest in the collateral as of the
Petition Date. 11 U.S.C. § 361. The Supreme Court has explained that the phrase
‘‘value of such entity’s interest’’ in section
361 means the same as the phrase ‘‘value
of such creditor’s interest’’ in section
506(a): the value of the collateral. United
Sav. Ass’n of Texas v. Timbers of Inwood
Forest Assocs., Ltd., 484 U.S. 365, 372, 108
S.Ct. 626, 98 L.Ed.2d 740 (1988). Thus,
the question becomes how to value the
JSN Collateral as of the Petition Date. To
answer this question, the Court looks to
valuation principles under section 506(a).
See In re Winthrop Old Farm Nurseries,
Inc., 50 F.3d 72, 74 (1st Cir.1995) (stating
that ‘‘a valuation for § 361 [i.e. adequate
protection] purposes necessarily looks to
§ 506(a) for a determination of the amount
of a secured claim’’).
Section 506(a) provides:
An allowed claim of a creditor secured
by a lien on property in which the estate
has an interest TTT is a secured claim to
the extent of the value of such creditor’s
interest in the estate’s interest in such
property TTT and is an unsecured claim

to the extent that the value of such
creditor’s interest TTT is less than the
amount of such allowed claim. Such
value shall be determined in light of the
purpose of the valuation and of the proposed disposition or use of such property TTT.’’
11 U.S.C. § 506(a)(1) (emphasis added).
In Associates Commercial Corp. v.
Rash, the Supreme Court interpreted section 506(a) in the context of a chapter 13
plan, where the chapter 13 debtor sought
to cram down a plan over the objection of
a secured creditor, keeping the secured
lender’s collateral. 520 U.S. 953, 955, 117
S.Ct. 1879, 138 L.Ed.2d 148 (1997). In
calculating the value of the lender’s secured claim, the Court looked at the first
sentence of section 506(a) and observed
that the phrase ‘‘value of such creditor’s
interest’’ did not explain how to value the
interest. Id. at 960–61, 117 S.Ct. 1879.
Therefore, the Court looked to the second
sentence of 506(a) and held that ‘‘the ‘proposed disposition or use’ of the collateral is
of paramount importance to the valuation
question.’’ Id. at 962, 117 S.Ct. 1879.
Based on the proposed disposition of the
property in that case, the Court held that
foreclosure value could not be the proper
methodology for valuing the secured creditor’s claim. Id. at 963, 117 S.Ct. 1879.
Rather, the Court applied replacement value; the amount a willing buyer would have
paid a willing seller for the collateral. Id.
Although this case involves the consensual use of collateral in the context of a
sale under chapter 11, the reasoning of
Rash is equally applicable here. See In re
Motors Liquidation Co., 482 B.R. 485, 492
(Bankr.S.D.N.Y.2012)
(holding
that
‘‘Rash ’s underlying thought process is still
instructive’’ in calculating value in a 363
sale and further noting that ‘‘[p]ost–Rash
case law suggests that Rash can be applied
to the provisions of all three reorganization
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chapters—11, 12, and 13—because these
chapters all treat secured claims similarly’’); see also Heritage Highgate, 679 F.3d
at 141 (applying Rash in chapter 11 to
value secured claim under 506(a)).
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proved the settlement. Id. The appellants
objected, asserting that the proper valuation could only be liquidation value, setting
the value of the secured creditors’ adequate protection claim at ‘‘0.’’ Id. at 260.
The district court rejected that argument,
holding that ‘‘the Bankruptcy Court properly relied upon the ‘liquidation’ value for
those assets which were to be liquidated,
and as required by Rash, properly relied
upon the ‘going-concern’ value for those
assets which were to be sold as part of the
business as a going concern.’’ Id. at 263.

The Defendants cite only one case that
deals with the exact scenario of this case—
diminution of collateral in the context of a
consensual use of cash collateral that funded a going concern sale—in which the district court affirmed application of the Rash
reasoning in the adequate protection context. See Salyer v. SK Foods, L.P. (In re
SK Foods, L.P.), 487 B.R. 257, 262 n. 11
(E.D.Cal.2013). In SK Foods, secured
creditors and the chapter 11 trustee had
negotiated a settlement on the amount of
the creditors’ adequate protection claim,
conducting their valuation based on the
proposed disposition of the collateral on
the petition date—a going concern sale.
Id. at 259–60. The bankruptcy court ap-

None of the other cases that the Defendants cite involve the calculation of an
adequate protection claim based on diminution in value due to consensual use of
collateral. Instead, the cases cited by the
Defendants involve valuations performed
for forward-looking determinations of
whether secured creditors’ interests would
be adequately protected.32 Nonetheless,

32. See In re Walck, No. 11–37706(MER), 2012
WL 2918492, at *2 (Bankr.D.Colo. Jul. 17,
2012) (in the context of a motion for relief
from stay, construing section 506(a) in light of
Rash, finding that secured creditor was adequately protected based on the fair market
value of collateral projected to be earned by
sale); Bank R.I. v. Pawtuxet Valley Prescription & Surgical Ctr., 386 B.R. 1, 4 (D.R.I.
2008) (holding that going concern/fair market
value could be used where secured lender
objected to finding that it was adequately
protected); In re Eskim LLC, No. 08–509,
2008 WL 4093574, at *2–4 (Bankr.N.D.W.Va.
Aug. 28, 2008) (in the context of motion for
relief from stay, temporarily permitting debtor to use collateral to bridge to a going concern sale, and finding secured creditor might
be adequately protected given that ‘‘the
court’s accepted valuation of the property depends on its being sold at a going concern
value—not one of foreclosure’’); In re Pelham
Enters., Inc., 376 B.R. 684, 690–93 (Bankr.
N.D.Ill.2007) (in the context of a motion for
relief from stay, construing section 506(a) in
light of Rash and rejecting estimated liquidation value of collateral in the hands of
creditor given undisputed evidence that the
collateral was actually being used as part of
debtor’s going concern); In re Deep River

Warehouse, Inc., No. 04–52749, 2005 WL
1287987, at *7–8 (Bankr.M.D.N.C. Mar. 14,
2005) (construing section 506(a) in the context of a motion for relief from stay, and
finding secured creditor to be adequately protected based on real property’s going concern
value in light of debtor’s proposal to retain
property as a going concern); In re Davis,
215 B.R. 824, 825–26 (Bankr.N.D.Tex.1997)
(construing section 506(a) in the adequate
protection context in light of Rash, and holding that secured creditor in chapter 13 case
was adequately protected based on the car’s
fair market value as of the petition date when
debtor intended to retain and use the collateral); In re Savannah Gardens–Oaktree, 146
B.R. 306, 308–10 (Bankr.S.D.Ga.1992)
(adopting going concern valuation where collateral was to be retained and used under
chapter 11 plan, in order to determine
amount of secured claim under 506(a) and
evaluate whether claim would be adequately
protected by value of collateral); In re Kids
Stop of Am., Inc., 64 B.R. 397, 401–02 (Bankr.
M.D.Fla.1986) (construing section 506(a) in
the adequate protection context, and concluding that secured creditor was entitled to continue receiving adequate protection payments
because the collateral as of petition date was
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the Court views the current valuation exercise as similar in nature. That is, the
Court is being asked to apply a Petition
Date valuation of the JSN Collateral to
determine whether the JSNs’ interests as
of that date were adequately protected.
In doing so, the Court agrees with the
holdings of SK Foods and the other cases
cited by the Defendants that the proper
valuation methodology must account for
the proposed disposition of the collateral.
The Debtors would like this Court to
apply a foreclosure standard based on the
JSNs’ interest in the collateral as of the
Petition Date, which, the Debtors contend,
was simply to be able to foreclose on the
property. Thus, because ‘‘the purpose of
providing adequate protection is to insure
that the secured creditor receives the value for which the creditor bargained for
prior to the debtor’s bankruptcy,’’ In re
WorldCom, Inc., 304 B.R. 611, 618–19
(Bankr.S.D.N.Y.2004), the JSNs should be
entitled to foreclosure value of the collateral as of the Petition Date—and no more.
worth the amount actually realized from asset
sales during the case); Bank Hapoalim B.M.
v. E.L.I., Ltd., 42 B.R. 376, 379 (N.D.Ill.1984)
(in context of motion for relief from stay,
affirming bankruptcy court’s utilization of an
executed sale contract for valuation of sold
collateral under section 506(a) to determine
whether the secured creditor was adequately
protected); First Trust Union Bank v. Automatic Voting Mach. Corp. (In re Automatic
Voting Machine Corp.), 26 B.R. 970, 972
(Bankr.W.D.N.Y.1983) (for purposes of determining whether secured creditor was adequately protected on motion for relief from
stay, rejecting evidence of liquidation value
and holding that going concern methodology
is appropriate when collateral is to be retained and used).
33. See In re Scotia Dev., LLC, No. 07–20027,
slip op. at 23–24 (Bankr.S.D.Tex. July 7,
2008) (‘‘With non-cash property, the interest
that secured creditor has a right to is the right
to foreclose. Therefore, the case law suggests
that the appropriate value to protect is the
foreclosure value of the property and not the

In support, the Debtors cite to a line of
cases holding that under a section 506(a)
analysis, a secured lender’s interest is limited to the right to foreclose upon the
property.33
The Court disagrees, and in light of the
Supreme Court’s rulings in Rash and Timbers, the Court finds the cases cited by the
Plaintiffs unpersuasive. See Winthrop, 50
F.3d at 75–76 (disapproving of cases that
‘‘render[ ] the second sentence of § 506(a)
virtually meaningless’’ and holding that ‘‘a
court remains faithful to the dictates of
§ 506(a) by valuing the creditor’s interest
in the collateral in light of the proposed
post-bankruptcy reality: no foreclosure
sale and economic benefit for the debtor
derived from the collateral equal to or
greater than its fair market value’’). In
this case, the parties were not contemplating on the Petition Date that the creditors
might conduct a foreclosure sale. The
Debtors never had any intention of turning
over the JSN Collateral to the collateral
fair market value of the property.’’), aff’d in
part, In re SCOPAC, 624 F.3d 274, 285–86
(5th Cir.2010); In re Ralar Distribs., Inc., 166
B.R. 3, 7 (Bankr.D.Mass.1994) (‘‘The value
relevant for adequate protection purposes,
however, is not book value. It is liquidation
value realizable by the creditor.’’), aff’d, 182
B.R. 81 (D.Mass.1995), aff’d, 69 F.3d 1200
(1st Cir.1995); Sharon Steel Corp. v. Citibank,
N.A. (In re Sharon Steel Corp.), 159 B.R. 165,
169 (Bankr.W.D.Pa.1993) (using liquidation
value for adequate protection purposes);
United States v. Case (In re Case), 115 B.R.
666, 670 (9th Cir. BAP 1990) (‘‘If we were
attempting to value FmHA’s interest in the
property for adequate protection purposes,
the possibility of forced liquidation would be
assumed and a deduction for selling costs
would be logical.’’); La Jolla Mortg. Fund v.
Rancho El Cajon Assocs., 18 B.R. 283, 289
(Bankr.S.D.Cal.1982) (‘‘In this regard, we
must evaluate the collateral, being the adequate protection, in the hands of the claim
holder. It is the creditors’ expected costs to
liquidate the property that is relevant, not
those of the debtor.’’).
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agent. (Oct. 15 Tr. 164:21–165:2, 249:6–
16.) Nor did the JSNs foreclose or attempt to foreclose on the assets. Rather,
the JSNs entered into a cash collateral
stipulation to allow the sale of assets as a
going concern. (DX AIJ at 5.) A going
concern valuation is consistent with the
Debtors’ stated purpose in this case as of
the Petition Date, which, among other
things was ‘‘preserv[ing] the Debtors’ servicing business on a going concern basis
for sale.’’ (PX 137 at 7.) The testimony at
trial confirmed that the parties always intended to market and sell the properties as
a going concern. This is also evident by
looking at the stalking horse APAs that
were in place on the Petition Date.34 Thus,
in determining the value of the JSN Collateral on the Petition Date, the Court
must apply that value based on the proposed disposition of the collateral—fair
market value in the hands of the Debtors.
4. The JSNs Did Not Calculate the Fair
Market Value of the Impaired Collateral in the Hands of an Insolvent
Company and Have Therefore Failed
to Carry Their Burden of Proving a
Diminution in Value.
[9] While the Court agrees with the
Defendants that the correct methodology
for Petition Date valuation is fair market
value in the hands of the Debtors, the
Court finds that the Defendants have not
provided a credible valuation of their col34. The Nationstar APA states clearly that the
purchased assets are ‘‘Related to the Business.’’ (PX 33 at 38.) Related to the Business
is defined in the Nationstar APA as ‘‘required
for, held for, or used in the conduct of the
Business.’’ (Id. at 30.) The Business described in the Nationstar APA is, broadly, the
Debtors’ servicing and origination business.
(Id. at 13, definition of ‘‘Business.’’) In addition, the Nationstar APA specifically enumerates goodwill as a purchased asset. (Id. at
40.) Finally, in a provision requiring the
Debtors to effect ‘‘Separation Services,’’ the
Nationstar APA states that a stand-alone busi-
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lateral as of that date. Therefore, the
Defendants have failed to carry their burden of proving a diminution in the value of
their collateral, and their adequate protection claim fails.35
As detailed above, the JSNs offered valuation testimony from four experts affiliated with Houlihan. The Houlihan opinions
of the fair market value of each asset
comprising the JSN Collateral was informed, where applicable, by the prices
obtained in the auction process, adjusted
for cash flows and loan balances back to
the Petition Date. (Siegert Direct ¶ 18.)
In addition, Houlihan performed a ‘‘bottoms-up’’ fair market valuation as of the
Petition Date. Mr. Siegert offered a single
‘‘Global Summary’’ of the Houlihan opinions suggesting the net fair market value
of the JSN Collateral on the Petition Date
totaled $2.79 billion—nearly $1 billion
more than the stipulated Effective Date
value of the same collateral. (Siegert Direct ¶¶ 4, 25; Oct. 23 Tr. 134:1–14, 141:14–
142:6; DX ABF at 10.) While the Court
recognizes that the Houlihan experts used
accepted valuation methodologies, the assumptions and inputs they used were seriously flawed. As a result, Houlihan’s conclusions regarding value are not credible.
First, the Houlihan experts’ valuation
assumes that the JSN Collateral could
have been sold on the Petition Date by the
Debtors. (Oct. 22 Tr. 139:18–142:4; Oct.
ness was part of the bargain, and that ‘‘Sellers acknowledge and agree that Separation
Services are intended to permit Sellers to
deliver at Closing to the Purchaser the Business and Purchased Assets as a stand-alone
businessTTTT’’ (Id. at 84.)
35. The Court notes that it was equally unimpressed with the testimony presented by Mr.
Puntus on behalf of the Plaintiffs. But since
the burden of proof lies with the Defendants,
the shortcomings of Mr. Puntus’s methodology do not alter the result.
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23 Tr. 147:23–149:3, 149:18–22.) This assumption ignores reality. For example,
Mr. Levine’s opinion assumes a sale with
appropriate representations, warranties,
and market indemnifications from the seller; he valued the assets assuming that
they could be sold free and clear of certain
obstacles to sale. (Oct. 22 Tr. 62:17–21.)
But at trial, Mr. Levine conceded that a
sale of MSRs would have required the
consent of the RMBS Trustees and of the
GSEs. (Id. at 64:8–65:9.) Mr. Levine did
not take into account the costs associated
with obtaining the requisite consents, and
simply assumed that the transaction would
have closed upon the receipt of all required
consents. (Id. at 63:15–25.) Those costs
were considerable, including hundreds of
millions of dollars in payments to GSEs to
cure alleged liabilities to those entities and
obtain their consent to the sale. (Id. at
67:1–22; PX 388 ¶ 1.) There was no assurance that the consents could be obtained.
In addition, the Debtors agreed to settle
billions of dollars of potential RMBS liability to obtain consent of the RMBS Trustees and be able sell the assets free and
clear. (Marano Direct ¶ 43.) Mr. Levine’s
valuation did not account for the potential
reduction in funds available to the lender
or seller in a sale of those assets nor did
his valuation take into account the time
and difficulty in obtaining those consents.
(Id. at 72:7–73:10, 69:10–69:20.)
Second, even assuming that the Debtors
could have sold their assets on the Petition
Date—an assumption the Court views with
considerable skepticism—the Houlihan valuation suffers from another, fatal flaw.
When valuing the assets, the Defendants’
experts did not look to sales conducted by
36.

As Collier explains:
However, often a secured party will consent
to limited use of cash collateral to preserve
the value of his interest in other collateral.
Payment of expenses of preserving noncash collateral, payroll expenses to keep the

other distressed entities on the brink of
insolvency. The experts instead only considered a solvent company, able to capture
fair value for its assets. Thus, even if the
Court accepts that the assets were saleable on the Petition Date—before all of the
of work conducted during the bankruptcy
necessary to make them saleable—the
Houlihan experts’ valuation cannot be relied upon because it provides a fair market
value of the assets in the hands of a solvent company. Most of the assets could
not simply be turned over to a buyer who
could instantly reap full value as if the
assets were commodity products. MSRs
require that accurate mortgage security
records are provided. The Houlihan valuation ignores the reality of the period leading up to this bankruptcy: ResCap was an
insolvent company, over-burdened with
debt, owning assets that had to be ‘‘fixed’’
before they could be sold, and facing a real
possibility of being shut down. As Mr.
Levine testified, the GSEs had the right to
terminate ResCap’s servicing rights and
transfer the rights to another party upon
any breach of their servicing agreement.
(Id. at 96:22–97:7.) Therefore, the Court
finds the Houlihan analysis flawed in its
premise, and unreliable.
The Court is mindful that the Debtors
have spent money that belonged to the
JSNs. But while the JSNs’ cash collateral
has been consumed during the case consistent with the Cash Collateral Forecasts,
this does not mean that the JSNs have
suffered a diminution in the aggregate value of their collateral.36 As already held by
the Court, the JSNs are not entitled to an
adequate protection claim on a dollar-forbusiness operating and other immediate
cash needs may be as important to a secured party early in the case as it is to the
debtor in possession.
3 COLLIER ON BANKRUPTCY ¶ 363.03[4], at 363–
34.
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dollar basis for cash collateral used during
the case. Residential Capital, 497 B.R. at
420. Where cash collateral use is permitted according to an approved budget, and
the cash collateral order includes a section
506(c) waiver, the two provisions work in
tandem. Unless the remaining value of
the cash and non-cash collateral at the
effective date falls below the value of the
collateral on the petition date, the creditor
is not entitled to compensation for the
amount of cash collateral spent under the
approved budget. But the debtor does not
get to charge the secured creditor again
for any costs of preserving or enhancing
the collateral.
Rather, the Defendants have the burden
of showing that there has been a diminution in the aggregate value of JSN Collateral. Case law and the Cash Collateral
Order both impose this requirement. The
Defendants failed to make this required
showing. Simply put, the Court cannot
accept that the value of the JSN Collateral
on the Effective Date does not exceed the
value of their collateral on the Petition
Date, even after the expenditure of the
JSNs’ cash collateral. This result was
achieved because the value of the collateral
at the Petition Date (even valued in the
hands of the Debtors on a going concern
basis) was very substantially impaired by
reason of existing defaults that prevented
Debtors from disposing of most of their
collateral at that time. Through the settlements and consents achieved over many
months, with great effort and expense, the
Debtors successfully closed the sales of
most of their assets on very favorable
terms. The JSNs and all estate creditors
will benefit from this accomplishment.
C.

The JSNs Can Establish Whether
They Are Oversecured by Aggregating Their Claims against Debtor Entities.

[10] Under section 506(b) of the Bankruptcy Code, a secured creditor is entitled
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to postpetition interest, fees, costs and
charges to the extent the value of the
property securing the creditor’s claim is
greater than the amount of the creditor’s
claim. 11 U.S.C. § 506(b). The Debtors
contend that under applicable law, the
JSNs must be oversecured at a single
Debtor entity—without reference to JSN
Collateral held by other Debtor entities—
to be entitled to postpetition interest. In
contrast, the JSNs argue that a determination of their oversecured status must be
made based on the aggregate value of
their collateral, across Debtor entities.
There is a surprising dearth of case law
explicitly addressing the issue of valuing
the extent of a creditor’s security in multidebtor cases. The statute likewise does
not provide much guidance. The Court
agrees with the JSNs that they are entitled to aggregate their collateral across
debtor entities. Any other reading of the
statute would lead to inequitable and illogical results.
Section 506(b) permits a secured creditor to collect postpetition interest to the
extent that its ‘‘allowed secured claim is
secured by property the value of which TTT
is greater than the amount of such claim.’’
11 U.S.C. § 506(b). Section 506(a), in
turn, establishes the rule governing the
calculation of secured claims. That section
provides that a creditor’s claim is secured
‘‘to the extent of the value of such creditor’s interest in the estate’s interest in [the
securing]
property.’’
11
U.S.C.
§ 506(a)(1).
[11, 12] Based on the language of the
statute, the Plaintiffs argue that even
where a creditor’s claim is secured by collateral pledged by other debtors, it is necessary to examine the value of a specific
‘‘estate’s interest’’ under section 506(a) to
determine whether the secured creditor is
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In support of their interpretation of section 506(a), the Plaintiffs cite to DeNofa v.
Nat’l Loan Investors L.P. (In re DeNofa),
124 Fed.Appx. 729 (3d Cir.2005). In DeNofa, the Third Circuit addressed whether

a secured creditor, secured by both debtor
and non-debtor assets, was entitled to aggregate its collateral to become oversecured. Id. at 730–31. The court held that
it was not, stating that ‘‘the allowed secured claim of [a secured lender to] examine for purposes of postpetition interest
under § 506(b) is limited to the extent of
the value of the property of the [debtor’s]
bankruptcy estate which secures it [under
§ 506(a) ].’’ Id. at 731. But DeNofa dealt
with debtor and non-debtor entities; it did
not address the situation presented here—
multiple debtor obligors may own collateral sufficient, in the aggregate, to render a
secured creditor oversecured. While the
Plaintiffs contend this is a distinction without a difference, the Court disagrees.
There is no scenario where a debtor will
ever have to pay on a secured claim more
than the value of the collateral securing
the debt. However, when all of the secured lender’s obligors are in bankruptcy,
to the extent that the aggregate value of
the collateral exceeds the lender’s claim,
the estates’ unencumbered assets are unaffected by the payment of postpetition interest, and there is nothing inequitable
about permitting the secured lender to
apply its collateral towards postpetition interest once its prepetition claim has been
paid in full. Therefore, DeNofa ’s analysis
is not dispositive of the questions present-

37. As a matter of statutory construction, the
Defendants argue that while section 506 of
the Bankruptcy Code—and indeed, the entire
Bankruptcy Code—is written for a single
debtor, section 102(7) of the Bankruptcy Code
(the ‘‘Rules of Construction’’ section) explicitly provides that ‘‘the singular includes the
plural.’’ 11 U.S.C. § 102(7). Thus, in multidebtor cases, courts will treat Bankruptcy
Code provisions that refer to a single debtor
as referring to all debtors. See, e.g., In re
Vagi, 351 B.R. 881, 885 (Bankr.N.D.Ohio
2006) (holding that, in a case involving codebtors, under subsection 102(7), the phrase
‘‘acquired for the personal use of the debtor’’

in subsection 1325(a) ‘‘may also be read, ‘acquired for the personal use of the debtors’ ’’).
The Defendants contend therefore that section
506(a)(1) is properly read as follows: ‘‘an
allowed claim of a creditor secured by lien[s]
on property in which the estate[s] have an
interest TTT is a secured claim to the extent of
the value of such creditor’s interest in the
estate[s’] interest in such propertyTTTT’’ (Defendants’ Motion to Dismiss, ECF No. 13–
01343 Doc. # 21–1 at 9.) The Court is unconvinced by either party’s statutory interpretation argument. Indeed, the statute seems silent on the issue at hand.

entitled to postpetition interest with respect to its claim against that particular
debtor under section 506(b).37 This view
seems to follow from the general principle
that, absent substantive consolidation, a
court will not pool the assets of multiple
debtors to satisfy their liabilities. See
Union Sav. Bank v. Augie/Restivo Baking Co. (In re Augie/Restivo Baking Co.),
860 F.2d 515, 518 (2d Cir.1988). ‘‘Because
of the dangers in forcing creditors of one
debtor to share on a parity with creditors
of a less solvent debtor, TTT substantive
consolidation TTT [is] to ‘be used sparingly.’ ’’ Id. (quoting Chemical Bank New
York Trust Co. v. Kheel, 369 F.2d 845,
847 (2d Cir.1966)) (citation omitted). But
aggregating collateral for purposes of determining whether a secured creditor is
oversecured and entitled to postpetition
interest and fees does not run afoul of
this rule. No debtor in a multi-debtor
case will be required to pay a secured
creditor more than the value of the secured creditor’s collateral. The secured
creditor by definition has a superior right
to the value of the collateral; junior creditors have no right to share on a parity
with the secured creditor.
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ed here.38
In another ill-fated attempt to shed light
on the issue, the Plaintiffs cite to a Second
Circuit case holding that the filing of a
joint petition by spouses under section 302
of the Bankruptcy Code ‘‘does not automatically consolidate their estates,’’ nor
does it ‘‘allow the property of one spouse
to be used to satisfy the debts of the other
spouse.’’ Wornick v. Gaffney, 544 F.3d
486, 491 (2d Cir.2008). In Wornick, the
Second Circuit held that ‘‘the trustee may
not reach assets in a joint filing that he
could not have reached had the spouses
filed separately.’’ Id. The Plaintiffs assert
that the same principle should prevail in
the context of section 506(a).
But comparison to Wornick ignores the
important fact that only collateral securing
the debt is at stake here; Wornick is
easily distinguishable and of little utility to
the Court. The interests at question in
Wornick were the cash surrender values of
several life insurance policies. Id. at 488.
The Second Circuit found that under the
applicable state insurance law, had the
spouses filed separately, neither spouse’s
creditors could have claimed an interest in
the policies’ surrender values. Id. at 489–
91 (finding that ‘‘the beneficiary has no
legal or equitable interest in the policy
38. Another case cited by the Plaintiffs is
equally unhelpful because it also deals with
non-debtor entities. See Official Comm. of
Unsecured Creditors of Toy King Distribs., Inc.
v. Liberty Sav. Bank (In re Toy King Distribs.,
Inc.), 256 B.R. 1, 187 (Bankr.M.D.Fla.2000)
(‘‘Although the collateral subject to [creditor’s] loan includes the property of the individual guarantors and property of the debtor,
only the debtor’s property is relevant to the
court’s determination of the secured status of
[creditor’s] claim against the debtor under
Section 506.’’). The Defendants also argue
out that even if DeNofa’s interpretation of
subsection 506(b) is correct, it would not
change the outcome here, because pursuant
to section 102(7), ‘‘the singular includes the
plural,’’ and the term ‘‘estate’’ must be interpreted as including all debtor ‘‘estates’’ hold-
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that could be made part of the property of
the beneficiary’s bankruptcy estate’’ and
that ‘‘the trustee would have been powerless to administer the cash surrender value
as part of the estate of the owner/insured
because [insurance law] provides an express exemption in favor of the beneficiary’’). Under those facts, the court held
that ‘‘[a] joint filing does not vest the
trustee with the power to reach a spouse’s
assets that would have otherwise been insulatedTTTT’’ Id. at 491. The facts in
front of this Court are completely different. The JSNs do have a right to assert
claims against property held at each of the
individual Debtors. Thus, the question
presented here does not involve property
that does not form part of the secured
creditor’s collateral;
only collateral
pledged to the secured creditor will be
used to pay postpetition interest. Rather,
the question is whether property subject
to the JSNs’ liens, held across multiple
debtors, can be aggregated for the purposes of making the JSNs oversecured.
The Defendants cite two cases explicitly
rejecting arguments that a secured creditor had to be oversecured at a single debtor in order to be entitled to postpetition
interest.39 See In re SW Hotel Venture,
ing collateral. Therefore, DeNofa could still
be read to include all debtor estates in the
section 506(b) calculation.
39. Other cases cited by the Defendants either
involved substantively consolidated debtors or
merely assumed, without discussing, that collateral could be aggregated across debtors.
See, e.g., In re Gen. Growth Props., Inc., No.
09–11977(ALG), 2011 WL 2974305, *1 n. 3
(Bankr.S.D.N.Y. July 20, 2011); In re Capmark Fin. Grp., Inc., 438 B.R. 471, 490, 501
(Bankr.D.Del.2010); In re Dana Corp., 367
B.R. 409, 412 (Bankr.S.D.N.Y.2007); In re
Urban Communicators PCS Ltd. P’ship, 379
B.R. 232, 244 (Bankr.S.D.N.Y.2007), aff’d in
part and rev’d in part on other grounds, 394
B.R. 325 (S.D.N.Y.2008); In re Fiberglass In-
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LLC, 460 B.R. 4, 26 (Bankr.D.Mass.2011),
aff’d in part and rev’d on other grounds
sub nom. Prudential Ins. Co. of Am. v.
City of Boston (In re SW Boston Hotel
Venture, LLC), 479 B.R. 210 (1st Cir. BAP
2012); In re Revolution Dairy, LLC, Case
No. 13–20770 (Bankr.D.Utah Apr. 29,
2013) Hr’g Tr. [Docket No. 206] (the ‘‘Rev.
Dairy Tr.’’). In SW Hotel Venture, the
debtors, like the Plaintiffs here, argued
that a secured creditor ‘‘cannot aggregate
the value of all of the Debtors’ assets to
establish an entitlement to postpetition interest.’’ 460 B.R. at 22. The court ‘‘unequivocally reject[ed]’’ this argument, ruling instead that ‘‘the determination of [a
secured creditor’s] status as an oversecured (or undersecured) creditor must be
made aggregating the collateral of all the
DebtorsTTTT’’ Id. at 33.40 In Revolution
Dairy, the court reached the same conclusion. There, affiliated debtors argued that
the collateral held by each debtor should
be considered separately for purposes of
determining the secured creditors’ entitlement to postpetition interest and fees under section 506(b). In rejecting the debtors’ position, the court noted that the
debtors’ failure to ‘‘cite TTT case authority
in support of their argument’’ was ‘‘not
surprising,’’ as ‘‘[t]he argument is clearly
inconsistent with the code and cannot
stand modest scrutiny.’’
Revolution
Dairy, No. 13–20770, Rev. Dairy Tr. at
12:19–13:3.
In this case, given the facts that lead to
the creation of the JSNs’ liens, the Court
believes that the Defendants’ interpretation of section 506 best reflects reality and
comports with the purpose underlying the
Bankruptcy Code. The Plaintiffs argue
dus., Inc., 74 B.R. 738, 740 (Bankr.N.D.N.Y.
1987).
40. While the court reached this conclusion in
the context of a plan that provided for limited
substantive consolidation under section

that adopting the Defendants’ suggestion
that courts can ‘‘cavalierly pool collateral
from multiple debtors’’ runs contrary to
the plain text of the statute and the principle of law ‘‘deeply ingrained’’ in American
corporate and bankruptcy jurisprudence
that corporate separateness must be respected absent extraordinary circumstances. See, e.g., United States v. Bestfoods, 524 U.S. 51, 61, 118 S.Ct. 1876, 141
L.Ed.2d 43 (1998) (refusing to disturb corporate separateness to penalize shareholders of polluting company). According to
the Plaintiffs, ‘‘arbitrarily merging the assets and liabilities of multiple distinct entities would upset creditors’ expectation that
the assets of their debtor will be available
to satisfy their claim.’’ (Plaintiffs’ Post
Trial Brief, ECF Doc. # 186 at 66.) See,
e.g., Augie/Restivo, 860 F.2d at 518–19
(‘‘[C]reditors who make loans on the basis
of the financial status of a separate entity
expect to be able to look to the assets of
their particular borrower for satisfaction of
that loan.’’); In re Tribune Co., 464 B.R.
126, 182 (Bankr.D.Del.2011) (‘‘In the absence of substantive consolidation, entity
separateness is fundamental.’’).
The Plaintiffs woefully mischaracterize
the present situation. Only the value of
the JSN Collateral would be used to satisfy their claims. They would have this
Court ignore the reality of their business
arrangement with the JSNs, in favor of a
formulaic adherence to fictional corporate
separateness. Far from ‘‘arbitrarily merging’’ assets of distinct entities, the Court is
giving the JSNs the benefit of their bargain. The JSN Indenture explicitly provides that the JSNs are entitled to collect
1123(a)(5)(C), the court seemingly reached its
conclusion independently, rejecting the debtor’s argument ‘‘particularly in view of the
provisions of [the] Plan.’’ SW Hotel Venture,
460 B.R. at 33.
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interest until the principal was paid in full.
(DX CN at 7; PX 1 at 51.) In the Offering Memorandum, the Debtors represented that the JSNs would be secured by
ResCap and its subsidiaries, together,
jointly and severally. (PX 175 at 1 (‘‘The
new notes will be issued by ResCap and
will be secured by substantially all of our
existing and after-acquired unencumbered
assets remaining available to be pledged as
collateral as described below. The notes
will also be unconditionally guaranteed by
subsidiaries of ResCap.’’); PX 1. at 79–80.)
‘‘Guarantor’’ is defined in the JSN Indenture as ‘‘(i) each of the Subsidiaries of the
Company that is a party to this Indenture,
and (ii) any other Subsidiary that executes
a supplemental indenture in accordance
with the provisions of this Indenture.’’
(PX 1 at 14.) The Guarantors provided
unconditional guarantees to the JSNs
jointly and severally. (Id. at 79–80.) Additionally, the JSN Indenture required
that if the Debtors moved assets to a
Significant Subsidiary or created a Significant Subsidiary,41 such Significant Subsidiary would become a Guarantor, subject to
certain exceptions. (See, e.g., id. at 59–60
(Section 4.17 requiring all ‘‘Significant
Subsidiaries’’ to become ‘‘Guarantors’’ and
thus also ‘‘Grantors’’ under the JSN
Pledge Agreement).)
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collect interest until principal was paid in
full. (Id. at 79–80.) The JSN Indenture
explicitly states that the JSNs are entitled
to collect postpetition interest in the event
of a bankruptcy proceeding, to the extent
allowed by law. (Id. at 51.) The JSN
Indenture contains no provision conditioning those interest payments on the JSNs
being oversecured at any single Debtor
entity.
Additionally, the Debtors routinely reported their financial status in consolidated financial statements. (See, e.g., DX
GU; DX HQ; DX IT; DX JT.) The Debtors continued to report collateral value in
the aggregate after the Petition Date. (See,
e.g., Monthly Operating Report for the
Period from September 1, 2012 through
September 30, 2012, ECF 12–12020 Doc.
# 1914; Monthly Operating Report for the
Period from August 1, 2013 through August 31, 2013, ECF 12–12020 Doc. # 5209.)

Outside of bankruptcy court the JSNs
would have been entitled to levy against
the assets of any and all of the Obligors
and Guarantors to secure their rights to

The Defendants’ view more accurately
reflects the reality of this case. It also
reflects the workings of the business world
at large. For example, like the JSN Indenture at issue here, most indentures allow debtors to move assets among their
subsidiaries, and to create new subsidiaries, as long as the creditors continue to
maintain liens in such assets. (See PX 1
§ 4.7 (requiring all ‘‘Significant Subsidiaries’’ to become ‘‘Guarantors’’ and thus also
‘‘Grantors’’ under the JSN Pledge Agreement).) This flexibility is beneficial to borrowers, as it enables them to employ vary-

41. ‘‘Subsidiary’’ is defined in the JSN Indenture as ‘‘any corporation, partnership, limited
liability company, association or other entity
of which at least majority of the outstanding
stock or other interest having by its terms
ordinary voting power to elect majority of the
board of directors, managers or trustees of
such corporation, partnership, limited liability company, association or other entity (irrespective of whether or not at the time stock or
other interest of any other class or classes of
such Person shall have or might have voting

power by reason of the happening of any
contingency) is at the time owned by the
Company, or owned by one or more Subsidiaries, or owned by the Company and one or
more Subsidiaries (it being understood that
GMAC Bank is not Subsidiary).’’ (PX 1 at
24.) ‘‘Significant Subsidiary’’ is defined in
the JSN Indenture as any Subsidiary that met
certain threshold conditions respecting the income or proportionate share of the total assets of the Company and Subsidiaries on a
consolidated basis. (Id.)
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ing corporate structures in order to avail
themselves of tax benefits, limit their liability, and comply with a multiplicity of
regulatory requirements (for example,
state laws requiring that construction or
other permits be obtained by a domestic
entity). See, e.g., In re Owens Corning,
419 F.3d 195, 200 (3d Cir.2005) (‘‘[Parent]
and its subsidiaries (which include corporations and limited liability companies) comprise a multinational corporate group.
Different entities within the group have
different purposes. Some, for example,
exist to limit liability concerns (such as
those related to asbestos), others to gain
tax benefits, and others have regulatory
reasons for their formation.’’). For these
Debtors, the use of special purpose subsidiaries was particularly necessary in order
to allow the Debtors to obtain financing
secured by mortgage loans. (See ECF 12–
12020 Doc. # 1546 ¶ 49 (‘‘Presumably to
avoid the burden and expense of preparing
and recording separate mortgages on each
parcel of property, the Debtors are permitted to transfer real property to SPVs
whose equity were pledged under the Security Agreements.’’).)
If, to be oversecured, and thus entitled
to payment in full of all amounts owing,
including postpetition interest, fees, costs,
and charges in a bankruptcy case, secured
lenders were required to be oversecured at
a single entity, credit agreements and indentures might begin to prohibit corporate
families from employing the type of complex subsidiary and affiliate structures that
are currently commonplace and borrowers
will be required to hold all collateral at a
single entity. Lenders might also require
their approval before collateral could be
moved among entities. Absent these precautions, lenders would be less willing to
extend credit (especially to borrowers in
precarious economic situations, who may
be most in need of financing), or would
charge higher interest rates to compensate

for the possibility that their contractual
rights to postpetition interest, fees, costs,
and charges will not be honored in bankruptcy.
Moreover, if the Plaintiffs’ view is accepted, section 506(b) will effectively be
nullified in multi-debtor cases where a secured creditor is not oversecured at any
single debtor, even in instances where the
creditor is vastly oversecured by the property held by the debtors in the aggregate.
An interpretation of section 506(b) that
allows for this scenario defies common
sense. For all of these reasons, the Court
holds that the JSNs must be allowed to
aggregate collateral held at each of the
Debtors in order to calculate the extent of
their security.
D. Since the Debtors Can Aggregate
Collateral, the Court Must Determine What Constitutes JSN Collateral.
The parties agree to a $1.88 billion baseline valuation of the JSN Collateral on the
Effective Date, but the Defendants want to
add to that figure, and the Plaintiffs want
to subtract from it. The analysis below
addresses both the Defendants’ attempts
to add to their collateral along with the
Plaintiffs’ challenges to certain JSN liens
on collateral.
1.

The JSNs Are Not Entitled to
Additional Sale Proceeds for
the HFS Collateral.

The Defendants claim that the JSNs’
liens attach to an additional $66 million of
cash proceeds from the Berkshire sale,
based on their expert’s allocation of the
sale price to the HFS loans. Mr. Fazio
conducted an analysis of the value of the
HFS loans sold to Berkshire, reaching a
value that was $66 million higher than that
provided by the Plaintiffs. Mr. Fazio testified that he did not rely on the pricing
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formula in the Berkshire APA, which
broke the HFS loan portfolio into categories based on only one criterion, but instead looked at all the credit quality and
credit statistics associated with each of the
portfolios to determine value. (Oct. 22 Tr.
167:16–24.) In general, those statistics—
including borrower credit rating, interest
rate, and delinquency—were better for the
JSN loan collateral than for the non-JSN
Collateral. (See DX ABI at 5–7.)
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classifications based on metrics such as
borrower credit scores and interest rates,
to derive his bottoms-up valuation. (Oct.
22 Tr. 154:24–158:11, 159:3–9, 164:1–7,
169:2–10; DX ABI at 5, 19–22.)
[13] Where, as here, an asset is sold in
an arm’s-length transaction, the fair market value of such asset is conclusively determined by the price paid. See Romley v.
Sun Nat’l Bank (In re Two ‘‘S’’ Corp.), 875
F.2d 240, 244 (9th Cir.1989); see also Covey v. Davlin (In re Hobbick), No. 97–
83543, 2001 WL 34076375, at *14 (Bankr.
C.D.Ill. Sept. 10, 2001). The Berkshire
APA was the result of a highly competitive
auction process approved by the Court,
and the price paid for the whole loans was
the result of arm’s-length negotiations that
established the fair market value of each
category of loans. The Court will not rely
on Mr. Fazio’s reallocation of Berkshire’s
price calculation. The Court finds that the
JSNs are not entitled to a lien on additional sale proceeds for the HFS loans.

The Court does not find Mr. Fazio’s
calculation the best indicator of the value
of the HFS loans. In applying his own
methodology to allocate the value of the
HFS Portfolio between JSN and non-JSN
Collateral, Mr. Fazio disregarded the actual purchase prices that Berkshire Hathaway agreed to pay for the collateral pursuant to § 3.1(a) of the Berkshire APA,
which was an arm’s-length agreement.42
(PX 31 at 27.) The Berkshire APA classified the loans within the HFS Portfolio
into six buckets based on certain characteristics: (1) Performing First Lien; (2)
Non–Performing First Lien; (3) Performing Second Lien; (4) Non–Performing Second Lien; (5) Other; and (6) Securitized
Advances. (Oct. 22 Tr. 161:20–162:11,
163:7–17; PX 31 at 19.) The Berkshire
APA established different purchase prices
calculated as percentages to be multiplied
by the unpaid principal balance of the
loans, for each category (plus any adjustments for the document deficiency multiplier). (Oct. 22 Tr. 162:12–19; 164:8–
166:13; 167:25–168:18; PX 31 at 20.) Rejecting these contractual purchase prices,
Mr. Fazio reclassified the loans based on
characteristics such as origination vintage,
product type, or adjustable or fixed rate
mortgage, and valued the loans within his

[14] The Defendants seek to add an
additional $17 million to the baseline collateral, to reflect a net increase to the value
of the FHA/VA loans. The difference between the Plaintiffs’ and Defendants’ valuations of the FHA/VA loans is attributable
to their methodologies. The Plaintiffs’ expert Mr. Renzi employed a recovery analysis, discounting the figures in the Debtors’
April 30, 2013 balance sheet for assumed
costs of collection. (Oct. 16 Tr. 139:5–11.)
Mr. Renzi assumed a recovery rate of
91.1% of book value, deducting the costs,

42. Here, the Court distinguishes between allocation and calculation. As the Court already
held in connection with the Ocwen APA, any
purchase price allocation in the Berkshire
APA was for tax purposes only. (PX 31 at

30.) This is distinct from the calculations
relied upon here, which set out actual formulas for determining the amount Berkshire
would eventually pay for different categories
of loans.

2.

The JSNs Are Entitled to a $17
Million Increase in FHA/VA
Loan Value.
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expenses and risks associated with disposing of the assets. (Renzi Direct ¶ 13; Oct.
16 Tr. 144:20–145:2.) The Defendants’ expert Mr. Fazio employed a fair market
value analysis. Mr. Fazio assumed that
the loans would monetize over a 30–36
month period. (DX ABI at 59.) Mr. Fazio discounted the estimated cash flow at
5% over the three year period, taking into
consideration the risk of loss and government insurance. (Id.) Ultimately, Mr. Fazio valued the FHA/VA loans at 95% of
book value. (Id.) The Plaintiffs challenge
Mr. Fazio’s assumption that the loans
would be runoff in three years, claiming
that the Debtor documents on which he
relied actually project a seven-year timetable. (Oct. 22 Tr. 169:15–175:8; DX ABI at
58; see also Puntus Direct ¶ 162.) Mr.
Fazio stated at trial that while his calculations were based on a 100% monetization
by the end of the third year, it is possible
that some small ‘‘insignificant amount’’ of
the loans would not be monetized until
years later. (Oct. 22 Tr. 174:22–175:8.)
The Court believes that fair market value, and not recovery value, was the correct
methodology for valuing the FHA/VA
loans. Even if there are costs in monetizing the loans, the JSNs should not be
charged with these costs when valuing the
amount of their secured claim pursuant to
section 506(b). Under section 506(b), postpetition interest, fees, costs and charges
may only be offset by the amounts chargeable to collateral under section 506(c). 11
U.S.C. §§ 506(b)–(c). Here, there are no
such costs under section 506(c) because the
Debtors waived their section 506(c) rights
in the Cash Collateral Order. (PX 76.)
Thus, the premise of the Plaintiffs’ recovery analysis—that the assets will continue
to generate expenses and cost money to
monetize—runs counter to section 506(b).
The Court finds that the JSNs are entitled
to a lien on an additional $17 million for
the FHA/VA loans.

3.

The JSNs Are Entitled to Another
$40 Million in Liens on Non–
Debtor Equity.

[15] The JSNs claim they have a lien
on an additional $40 million of equity interests in non-Debtor subsidiaries. Their argument is based on a report filed by the
Debtors, titled Periodic Report Regarding
Value, Operations and Profitability of Entities in Which the Debtors’ Estates Hold a
Substantial or Controlling Interest (the
‘‘Periodic Report’’), which included a summary balance sheet for each of the nonDebtor subsidiaries. (See DX ABI at 68–
69.) Using the Periodic Report as a guide,
Mr. Fazio concluded that the value of the
equity pledges in non-Debtor Subsidiaries
was approximately $40 million. (Id.) Specifically, Mr. Fazio calculated that the value of the equity pledges in the Non–Debtor subsidiaries were $26 million in CAP
RE of Vermont, LLC; $3 million in CMH
Holdings LLC; $1 million in GMAC–RFC
Europe Limited; and $10 million in
GMAC–RFC Holdings Limited. (Id.)
The Plaintiffs have not offered any evidence regarding these equity interests.
At trial, Mr. Renzi testified that Plaintiffs’
counsel told him that the non-Debtor subsidiaries had very limited equity value due
to contingent liabilities, namely litigation
liability.
(Oct. 16 Tr. 153:16–154:3.)
Plaintiffs’ counsel further informed Mr.
Renzi that the probability was high that
the Debtors would not prevail in the litigation. (Id. at 154:4–9.) Instead of presenting a risk-adjusted equity value to account
for the litigation risk at the Non–Debtor
subsidiaries, based upon his conversations
with counsel, Mr. Renzi presented the equity value in those entities as zero. (Id. at
153:12–154:15.)
Moreover, the Plaintiffs have not refuted
that the JSNs have a lien on equity
pledges. The Defendants have carried
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their initial burden of putting forth evidence to show they have an interest in the
equity of these non-Debtor subsidiaries, in
an amount totaling $40 million. The Plaintiffs’ expert did not produce a value for the
equity; Mr. Renzi simply valued the equity at ‘‘0.’’ The Plaintiffs have therefore
failed to put forth sufficient evidence to
rebut the Defendants’ claim. See Heritage
Highgate, 679 F.3d at 140 (‘‘It is only fair
TTT that the party seeking to negate the
presumptively valid amount of a secured
claim—and thereby affect the rights of a
creditor—bear the initial burdenTTTT If
the movant establishes with sufficient evidence that the proof of claim overvalues a
creditor’s secured claim because the collateral is of insufficient value, the burden
shifts.’’). The Court finds that the JSNs
have a lien on $40 million of equity at nonDebtor entities.
4.

The JSNs Do Not Have a Lien
on Any Collateral Pledged to
the AFI LOC.

The Defendants offer two arguments for
why the JSNs have liens on approximately
$910 million in collateral pledged to the
AFI LOC. First, the Defendants claim
that the collateral was previously pledged
to the JSNs and was never properly released from the JSNs’ liens, so their liens
still attach to the collateral. Second, the
Defendants assert that even if their liens
on the collateral were released, paragraph
5(g) of the Cash Collateral Order revived
those liens. Both arguments fail.
a.

All JSN Collateral Subsequently
Pledged to the AFI LOC Was Properly Released Before Being Pledged to
the AFI LOC.

In 2010 and 2011, Wells Fargo, acting as
Third Priority Collateral Agent (i.e., the
collateral agent for the Junior Secured
Notes) consented in writing to the release
of a variety of assets from the Notes Collateral that were then pledged to AFI
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under the LOC Facility. Wells Fargo did
this by executing the Blanket Loan Release, which released the JSNs’ security
interest in the Released Loan Collateral,
and the Servicing Advance Release, which
released the JSNs’ security interest in the
Released Advances. Wells Fargo then
filed U.C.C.–3 amendments that deleted
the Blanket Released Collateral from the
collateral provided in the original U.C.C.–1
financing statements (as amended) filed by
the Third Priority Collateral Agent.
The Defendants previously contested the
effectiveness of those releases. The Court
rejected the Defendants’ arguments, holding that the releases were effective and
entitled to enforcement. See Residential
Capital, 497 B.R. at 416–17. Specifically
reviewing the Blanket Loan Release—
which accounts for approximately 97% of
the $910 million in dispute—the Court
found that the descriptions of the collateral
covered by that release satisfied U.C.C. 9–
108(b)’s requirement for reasonably identifying the released collateral, and the
U.C.C.–3s ‘‘are therefore valid.’’ Id. at
418.
At trial, the Defendants tried to attack
the releases of the collateral pledged to the
AFI LOC by arguing that there was an
insufficient paper trail documenting the
releases. This is not so. The Blanket
Loan Release released, among other
things, ‘‘Servicing Rights Collateral’’ and
‘‘Subject Mortgage Loans.’’ The releases
provided three means for determining
whether an asset was a Subject Mortgage
Loan that had been released from the
Revolver and Junior Secured Notes:
1 a ‘‘Mortgage Schedule delivered under
the LOC Loan Agreement’’;
1 in the backup to the monthly borrowing base reports or monthly collateral
reports under the LOC Loan Agreement, which reflected the carrying val-
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ue of the assets pledged to the LOC
Facility; or
1 most broadly, any of the Debtors’
‘‘books and records’’ reflecting that a
loan had been pledged to the LOC
Facility. This category would include,
among other things, the CFDR, which
tracked various details concerning the
Debtors’ loans, including the facility (if
any) to which such loans were pledged.
(PX 134.)
Under these terms, if a loan was listed
on the CFDR as pledged to the AFI LOC,
it was covered by the Blanket Loan Release. There is no dispute that the collateral in question was listed in the CFDR as
pledged to the AFI LOC. The Court has
already admitted the CFDR as a reliable
record that was subject to rigorous audits
and controls. Therefore, the releases
were effective since the loans appeared in
the CFDR as pledged to the AFI LOC.
Moreover, a written description of the released collateral was attached as an exhibit
to the U.C.C.–3 amendments, which the
Third Priority Collateral Agent also filed
to delete the Blanket Released Collateral
from the collateral set forth in the original
U.C.C.–1 financing statements. These
written descriptions put all potential creditors on notice that the collateral they covered includes certain servicing rights and
mortgage loans (among other assets), and
that further diligence may be required to
determine to whom they are pledged. As
the Court has explained, the U.C.C.–3s are
sufficient to satisfy the lenient description
standards outlined in U.C.C. § 9–108(b)(6)
because the descriptions of the collateral
released ‘‘reasonably identif[ied]’’ the collateral released, satisfying the U.C.C. permissive standard. See Residential Capital, 497 B.R. at 418.
The Court’s conclusion applies with
equal force to the Servicing Advance Release. Like the Blanket Loan Release, the

Servicing Advance Release contained a description of various categories of Released
Advances that were being released from
the JSNs’ liens, which included, among
others, any existing and future advances
relating to mortgage loans and REO property, made pursuant to certain contracts
with Freddie Mac. Moreover, the Servicing
Advance Release described all servicing
advances pledged to the AFI LOC.
The Defendants contend that other
back-up documentation should exist regarding the release of this $910 million of
assets, including schedules of mortgage
loans, collateral addition notices to the
LOC Facility, and electronic templates
used to update the CFDR. But there is no
need for this type of additional back-up.
The CFDR suffices for the Blanket Loan
Release, and the Servicing Advance Release effectively released all advances
pledged to the AFI LOC.
b.

Paragraph 5(g) Did Not Revive Any
Liens on Collateral Pledged to the
AFI LOC or to Any Other Previously
Released Collateral.

[16] The Defendants ask the Court to
interpret paragraph 5(g) of the Cash Collateral Order to mean that the Debtors
agreed that assets released from the JSNs’
liens years earlier were revived by the
Order. If so, the Defendants would have a
lien on the collateral pledged to the AFI
LOC, totaling an additional $1.1 billion in
value. In ruling on the motions to dismiss,
the Court determined that it would benefit
from a greater factual record on this issue,
and extrinsic evidence could be submitted
to establish the meaning of paragraph 5(g).
Residential Capital, 497 B.R. at 403.
Based on the evidence submitted by both
sides, the Court concludes that the Defendants’ interpretation of paragraph 5(g)
fails on multiple grounds.
First, the Court notes that no party ever
disclosed this purported effect of para-
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graph 5(g) to the Court when the Cash
Collateral Order was proposed or at any
contemporaneous hearing, despite Local
Rule 4001–2(a)(6). That rule requires disclosure of provisions in a cash collateral
motion that would secure prepetition debt
with liens on assets that the creditor would
not otherwise have by virtue of the prepetition security agreement or applicable law.
The Court will not countenance the Defendants’ attempt to slide a $1.2 billion windfall past the Court and past the Plaintiffs.
Second, other portions of the Cash Collateral Order reveal the parties’ intent at
the time the order was submitted. For
instance, the very next stipulation in the
Cash Collateral Order provides an overview of the collateral securing the Junior
Secured Notes:
[T]he collateral securing the Junior Secured Notes Obligations includes, among
others TTT the categories of assets under
the columns labeled ‘‘Ally Revolver’’ and
‘‘Blanket’’ set forth on Exhibit A to this
Final OrderTTTT
(PX 76 at 12.) If, at the time the Cash
Collateral Order was negotiated, the JSNs
actually believed that they were being
granted new liens on the AFI LOC collateral, paragraph 5(h) should have included
‘‘AFI LOC’’ in the categories of assets
securing the Junior Secured Notes on Exhibit A to the Cash Collateral Order.
Moreover, the Defendants reading of
Paragraph 5(g) is also not supported by
the language of the Cash Collateral Order.
For example, in Paragraph 5(g), the Debtors acknowledge that the JSNs’ liens are
‘‘subject and subordinate only ’’ to the
liens granted under the Revolver. (Id. at
11–12 (emphasis added).) This provision
does not also subordinate JSNs’ purported
lien to the LOC Lenders’ lien under the
LOC Facility. Under the Defendants’
proposed interpretation of Paragraph 5(g),
the JSNs’ purportedly revived lien on the
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AFI LOC collateral is elevated ahead of
the LOC Lenders’ (uncontrovertibly senior) lien in that collateral. AFI would not
have agreed to such a provision, especially
since it relied on the AFI LOC collateral
to make the postpetition advances under
the Cash Collateral Order.
In addition, in granting the JSNs a postpetition adequate protection lien on the
Revolver Collateral and the AFI LOC collateral, the Cash Collateral Order subordinated adequate protection liens to any existing liens on the same collateral. To
that end, with respect to the JSNs’ adequate protection lien on the Revolver Collateral, the order acknowledges that the
adequate protection lien is junior to
(among other things) the ‘‘existing liens
granted to the Junior Secured Parties.’’
(Id. at 28 (emphasis added).) But the
order does not contain similar language
with respect to the adequate protection
lien in the AFI LOC collateral, indicating
that the JSNs did not have an existing lien
on that collateral. (Id. at 28–29.)
Aside from the terms of the Cash Collateral Order, other documents filed simultaneously in the bankruptcy court reflect
that the stipulations in paragraph 5(g)
were not intended to revive previously released liens. For example, the Debtors
indicated in their motion seeking approval
of the Barclays DIP Facility that any purported equitable lien asserted by the JSNs
on the assets securing the AFI LOC was
not a valid, perfected, and nonavoidable
lien or security interest as of the Petition
Date. (PX 88 at 55.) Offering that argument is squarely at odds with a purported
stipulation to the validity of a lien on that
collateral.
Third, the testimony of Mr. Siegert indicates that when the parties were negotiating the Cash Collateral Order, the JSNs
did not believe that the Order would revive
liens on more than $1 billion in released
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collateral. The JSNs did not include the
value of the assets securing the AFI LOC
in their own contemporaneous analysis of
the collateral securing the Junior Secured
Notes. On cross-examination, Mr. Siegert
was shown a Houlihan presentation dated
May 14, 2012, which was prepared immediately before the Petition Date. (PX 169;
Oct. 23 Tr. 110:8–23.) That presentation
valued the JSNs’ collateral. Mr. Siegert
acknowledged that if the counsel for the
JSNs had concluded that the Debtors had
stipulated to JSN liens on the AFI LOC
collateral, that would have been a material
fact for Houlihan to consider when presenting estimates of the value of the JSN
Collateral. (Oct. 23 Tr. 127:25–128:21.)
And further, that would have been a material fact for Houlihan to convey to the
JSNs. (Id.) But the May 14 Houlihan presentation did not reflect any liens on the
AFI LOC collateral. (Id.)
It defies the parties’ conduct and the
terms of the Cash Collateral Order to argue that paragraph 5(g) revived previously
leased liens. The JSNs do not have a lien
on any AFI LOC collateral by virtue of
paragraph 5(g).
5.

General Intangibles

The Defendants argue that the value of
the JSN Collateral on the Effective Date
should increase beyond the $1.88 baseline
valuation because the baseline valuation
does not account for certain JSN liens on
intangible assets. Specifically, the Defendants argue that the Debtors sold intangible assets subject to JSN liens during the
Ocwen asset sale, but the Debtors did not
allocate any portion of the proceeds to
intangibles subject to JSN liens. These
intangibles include software, certain refinancing opportunities, trademarks, and
goodwill. According to the Plaintiffs,
Ocwen and Walter did not place any value
on these intangibles, so it is not proper to
allocate any proceeds to intangible value.

Further, the Plaintiffs argue that to the
extent the JSNs had any lien on goodwill,
that goodwill was created postpetition and
is not subject to any JSN lien. The Defendants respond that they had a lien on
assets sold to Ocwen, but have received no
benefit of the sale simply because the
Ocwen APA assigned no value to the intangibles, even though the Ocwen APA
provided that Ocwen and Walter were
buying ‘‘goodwill and other intangible assets.’’ (PX 19.) According to the Defendants, the Court may still assign value to
the intangible assets based on the work of
the Defendants’ expert Mr. Taylor, who
used general accounting principles to value
the intangible assets.
a.

The JSNs Had Liens on Software
Sold to Ocwen.

In the JSN Security Agreement, the
JSNs were specifically granted a lien on
computer software as well as general intangibles. (See PX 4.) The Debtors used
software in connection with the PLS MSRs
and the GSE MSRs. (Oct. 15 Tr. 171:10–
12.) The Plaintiffs argue the JSNs’ lien on
software associated with the PLS MSRs
was released under the May 14, 2010 Blanket Release. That release specifically
stated that all general intangibles were
released ‘‘if and to the extent related to
the Servicing Rights Collateral’’ (i.e., the
PLS MSRs). (PX 134 at 6.) The Defendants counter, though, that ‘‘Servicing
Rights Collateral’’ was defined to specifically exclude computer programs. (Id. at
8.) The Court therefore finds that the
JSNs’ lien on software associated with the
PLS MSRs was not released by virtue of
the Blanket Release. Any value associated with software sold to Ocwen and Walter
would be allocable to the JSNs as JSN
Collateral.
The next question is how to value the
collateral. The Defendants’ expert Mr.
Taylor endeavored to value the Debtors’
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software and associated know-how by using an accounting method that considers
what a typical market participant would
have paid for the asset, regardless of any
particular incentives (e.g., synergies) or disincentives that may have existed in the
market at the time. The Plaintiffs challenged Mr. Taylor’s analysis on several
grounds, including that (1) Mr. Taylor’s
analysis ignores the allocations of assets in
the Ocwen APA; (2) the Debtors gave
Ocwen and Walter a substantial bid credit
(exceeding $100 million) so Ocwen and
Walter would buy the Debtors’ servicing
platform, including the software; (3)
Ocwen and Walter later attributed lower
values to software, ostensibly using the
same accounting principles that Mr. Taylor
applied; (4) Mr. Taylor’s ‘‘avoided cost’’
analysis assumed that Ocwen and Walter
planned to use the Debtors’ software for
three years, contrary to Ocwen’s and Walter’s actual plans; and (5) Mr. Taylor put
inordinate weight on certain precedent
transactions when applying his ‘‘relief from
royalty method.’’
First, the Court finds that the allocations in the Ocwen APA do not control
here. Section 3.3(b) of that APA provided
that the Debtors and Ocwen were bound
by the allocations for tax purposes, ‘‘but
not for any other purpose.’’ (PX 19 at 50
(emphasis in original).) Second, the Debtors’ bid credit awarded to Ocwen did not
render the Debtors’ software valueless.
Rather, Ocwen and Walter intended to use
and did use the Debtors’ software associated with the platforms they were buying.
Their public filings attributed value to software, whether as a standalone asset or
built into the premises and equipment asset category.43 (See DX ZH at 9; DX ST
43. As explained in Mr. Taylor’s report, Ocwen
engaged a third-party valuation expert (Applied Economics) to appraise the fair value of
certain assets. (DX ABH; DX ST.) Applied
Economics considered the ResCap software to
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at 3; DX WK at 13.) Therefore, the software had and provided value.
Turning to Mr. Taylor’s analysis, the
Court is not satisfied with his valuation of
the software and associated know-how.
The Plaintiffs are correct that Mr. Taylor’s
avoided cost analysis unreasonably assumes a duration of software use that is
contrary to the actual intended use in the
Ocwen and Walter sale. As for his ‘‘relief
from royalty’’ analysis, the Plaintiffs sufficiently demonstrated flaws in Mr. Taylor’s
methodology. For example, Mr. Taylor
gave no weight to certain transactions between seemingly related parties because
those may not have been arm’s-length
deals. (DX ABH at 135.) But Mr. Taylor
then attributed 33.34% of his outcome to a
transaction that appears to be between
related parties. (Id.) Not only is this
transaction given greater weight than any
other transaction, but it is also a significant outlier in terms of its ‘‘point estimate.’’ (Id.) Simply removing Mr. Taylor’s weight assigned to this transaction
would yield a $100 million lower software
value. Thus, the Court finds that Mr.
Taylor’s ‘‘relief from royalty’’ analysis is
unreliable.
Rather than relying on Mr. Taylor’s
analysis, the Court turns to how Ocwen
and Walter actually reported the value of
the software using a fair value accounting
method. Walter’s public filings indicate a
$17.1 million value for software (DX WK at
13), and Ocwen’s filing and its third-party
valuation reflect a $1.295 value for software (DX ZH at 9; DX ST at 3.) The
Court therefore finds that $18.395 million
of the Ocwen sale proceeds should be attributed to JSN liens on software.
be worth $1.295 million (DX ST at 3), and
that figure served as a portion of the ‘‘premises and equipment’’ allocation in Ocwen’s 10–
Q reporting on the ResCap sale.
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b. The JSNs Have a Lien on the Tradename, Iconography, and Logotype Associated With the Assets Sold to
Ocwen and Walter.
The Defendants submitted expert evidence that $10 million of proceeds from
the Ocwen and Walter sale was allocable to
‘‘tradename/marks, iconography and logotype.’’ (DX ABH at 42–45.) The Plaintiffs did not rebut this analysis at trial.
Mr. Taylor notes that the Ocwen APA
required the purchasers to rebrand assets
within 120 days, but a 10–Q filed by Walter
shows that it attributed value to tradename with an estimated eight-year life.
(DX ABH at 43.) Thus, there may have
been some intangible tradename or logotype value that would not cease to exist
after 120 days. The Plaintiffs did not
rebut this contention. Nor did the Plaintiffs demonstrate that any tradename value was associated only with the Servicing
Rights Collateral or Subject Mortgage
Loans and would therefore have been released in the Blanket Release. The Court
is satisfied with Mr. Taylor’s valuation of
the intangible tradename assets associated
with the Ocwen sale and finds that a $10
million allocation to the JSNs’ liens is appropriate.
c. The Defendants Do Not Have a
Lien on Refinancing Opportunities
Associated With GSE MSRs.
[17] At trial, the Defendants’ expert
Mr. Levine testified to the value of refinancing opportunities associated with certain GSE MSRs. The JSNs do not have
liens on GSE MSRs since those are Excluded Assets, but the Defendants argue
that the JSNs have a lien on intangible
assets associated with GSE MSRs. Although the Defendants may be correct
that the JSNs could have a lien on intangible assets absent a lien on an underlying
asset, the value created by refinancing opportunities is inherent to the value of the

GSE MSRs. In other words, the opportunities are not a separate intangible asset.
Mr. Levine testified that he regularly
values refinancing opportunities separately
from servicing rights. (Oct. 22 Tr. 100:9–
16.) Even so, the value of the refinancing
opportunities are inextricably linked to the
MSRs themselves: Mr. Levine conceded
that ‘‘to the buyer of the servicing, there
would not be value to the HARP [refinancing opportunities] without the servicing
rights.’’ (Id. at 91:11–23.) In fact, Mr.
Levine had never seen an instance where
refinancing opportunities were sold separately from servicing rights. (Id. at 101:9–
11.) Therefore, the value is properly attributable to the GSE MSRs themselves.
As such, the JSNs do not have a lien on
any refinancing opportunities.
d.

The JSNs Did Not Establish the
Value of Their Lien on Goodwill
as of the Petition Date.

[18] The JSNs argue that they have a
lien on goodwill associated with the Debtors’ assets sold to Ocwen. Goodwill is ‘‘an
intangible asset that represents the ability
of a company to generate earnings over
and above the operating value of the company’s other tangible and intangible assets.’’ In re Prince, 85 F.3d 314, 322 (7th
Cir.1996). Goodwill may include ‘‘name
recognition, consumer brand loyalty, or
special relationships with suppliers or customers.’’ Id. To calculate the value of goodwill, generally accepted accounting principles (‘‘GAAP’’) look to ‘‘any excess of [a]
purchase price over the fair value of the
assets acquired and the liabilities assumed.’’ Fait v. Regions Fin. Corp., 655
F.3d 105, 110 (2d Cir.2011). Although
GAAP does not require a company to record internally developed goodwill absent
an asset sale, see Sanders v. Jackson, 209
F.3d 998, 1001–02 (7th Cir.2000), the existence of goodwill does not depend on an
asset sale. See Prince, 85 F.3d at 323–24
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(describing valuation of goodwill in context
of assigning value to company stock); see
also Ackerman v. Schultz (In re Schultz),
250 B.R. 22, 29 (Bankr.E.D.N.Y.2000) (valuing goodwill outside context of asset
sale). So the question becomes whether
any goodwill existed on the Petition Date
subject to JSN liens.
The Defendants use two methods to calculate goodwill on the Petition Date. First,
they look to the Ocwen and Walter asset
sale and calculate a present value of the
goodwill in that sale as of the Petition
Date. Second, the Defendants perform a
‘‘top down’’ analysis of the intangibles associated with the MSRs and servicing and
originating platforms, including goodwill.
While Houlihan’s methodologies may have
been textbook, the assumptions and inputs
they used were seriously flawed. As a
result, Houlihan’s conclusions regarding
the values of intangibles and goodwill are
not credible.
Regarding the first method, the Court
cannot conclude that any goodwill derived
from the Ocwen and Walter sale existed on
the Petition Date. The value of the Debtors’ assets on that date was seriously impaired, subject to steep reductions in value
by litigation risks, potential seizure of certain MSRs, and termination of rights and
setoff by the RMBS Trustees. Ocwen and
Walter, the eventual buyers, were not
committed to paying the Debtors anything
for their assets on the Petition Date, let
alone a price above the fair value of the
Debtors’ assets and liabilities. The Debtors
facilitated the asset sale to Ocwen and
Walter by maintaining the value of the
assets throughout the bankruptcy, along
with decreasing the liabilities associated
with those assets. The Debtors worked
very hard at substantial expense to achieve
settlements and consents that allowed the
sales to close. If the Debtors had not
taken those actions, Ocwen and Walter
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may not have bought any assets at all, and
likely would not have paid any price above
the fair value of the assets and liabilities.
To be sure, there may have been name
recognition or special market relationships
associated with the Debtors’ assets on the
Petition Date, but that name recognition
or those relationships could have been valueless in the eyes of a buyer on the Petition Date. The Court cannot indulge the
speculation that the Ocwen and Walter
purchase price provides an adequate starting point for the goodwill that would have
been generated by an asset sale on the
Petition Date. After all, ‘‘goodwill often
fluctuates widely for innumerable reasons.’’ Sanders, 209 F.3d at 1002.
As for the ‘‘top down’’ valuation, the
Plaintiffs raised serious problems with the
Defendants’ market multiple analysis that
provided the starting point for the ‘‘top
down’’ valuation. First, the Defendants’
expert Mr. Fazio acknowledged that his
market multiple analysis only weighed
comparable companies in terms of their
equity, rather than their total enterprise
value. (Oct. 22 Tr. 198:20–199:6; 199:19–
22.) Second, Mr. Fazio’s analysis failed to
account for any value that would be attributable to the Debtors’ servicing advances.
(Oct. 22 Tr. 200:1–22; DX ABG at 35, 38,
41.) Since those assets were not properly
accounted for, and were not properly deduced from Mr. Fazio’s valuation, it is
possible that what the Defendants concluded was goodwill actually represented value
attributable to servicing advances. Thus,
the Defendants’ second method for determining goodwill is unpersuasive.
Having failed to provide an adequate
basis for valuing goodwill on the Petition
Date, the JSNs have not met their burden
in demonstrating the extent of their lien on
goodwill as of the Petition Date.
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The JSNs Do Not Have a Lien
on Goodwill Generated after
the Petition Date.

[19] Although the JSNs have a lien on
the proceeds of their prepetition collateral,
any goodwill generated in connection with
the assets sold to Ocwen and Walter was
not the proceeds of that collateral and is
not subject to JSN liens. Bankruptcy
Code Section 552(b) provides that if a prepetition security agreement extends to
proceeds of collateral, then postpetition
proceeds would also be subject to that
security agreement, unless the court orders otherwise after a hearing based on
the equities of the case. 11 U.S.C.
§ 552(b). The JSN Security Agreement
granted the JSNs a lien on ‘‘all Proceeds,
products, offspring, rents, issues, profits
and returns of and from, and all distributions on and rights arising out of any of
the [collateral described in the JSN Security Agreement].’’ (PX 4 at 17.) Additionally, the Cash Collateral Order provided that the proceeds of prepetition JSN
Collateral are ‘‘deemed to be cash collateral of the [JSNs].’’ (PX 76 at 22.) To
establish a lien on the goodwill created by
the Ocwen sale, the JSNs would need to
demonstrate that the goodwill was the
product of their prepetition collateral.
They did not meet this burden.
‘‘Section 552(b) is intended to cover after-acquired property that is directly attributable to prepetition collateral, without
addition of estate resources.’’ 5 COLLIER
ON BANKRUPTCY ¶ 552.02[2][a] (emphasis
added). Here, even if JSN Collateral was
used to generate goodwill (either by maintaining or improving the value of assets or
by diminishing liabilities), Debtor resources were used as well. The Debtors
improved the value of the assets sold to
Ocwen by negotiating settlements with
government entities and RMBS Trustees.
That involved time, effort, and expense by

the Debtors’ estates. The Debtors did not
merely take some JSN Collateral and convert it into goodwill without any other
resources. That means that the goodwill
is not the proceeds of JSN Collateral. See
In re Delco Oil, Inc., 365 B.R. 246, 250
(Bankr.M.D.Fla.2007) (‘‘The concept of
proceeds is only implicated when one asset
is disposed of and another is acquired as
its substitute.’’) (internal quotation marks
omitted). Even if a portion of the goodwill
was directly attributable to JSN Collateral, without any other additional resources,
the JSNs have failed to separate the value
of that goodwill. Thus, the JSNs have not
met their burden of establishing a lien on
goodwill generated postpetition.
6.

Miscellaneous Collateral Categories
a.

The JSNs Have Liens on
the ‘‘Contested Assets.’’

[20] The JSNs claim to have liens on
‘‘Contested Assets,’’ which consist of (1)
the Former Bilateral Facilities Collateral
and (2) the Reacquired Mortgage Loans.
The Court has previously ruled that the
JSN Security Agreement is ambiguous
with respect to ‘‘whether an Excluded Asset becomes part of the Secured Parties’
collateral pursuant to the All–Asset Granting Clause once it ceases to constitute an
Excluded Asset.’’ Residential Capital,
495 B.R. at 262. Where a contract is
ambiguous, courts may consider extrinsic
evidence in order to determine the parties’
intended meaning. See Bank of New York
Trust Co., N.A. v. Franklin Advisers, Inc.,
726 F.3d 269, 276 (2d Cir.2013) (stating
that a principle of New York contract law
is that, ‘‘if contract terms are ambiguous,
the court may accept any available extrinsic evidence to ascertain the meaning intended by the parties during the formation
of the contract’’) (citations omitted). Extrinsic evidence can include testimony of
the parties’ intent. See Webb v. GAF
Corp., 936 F.Supp. 1109, 1124 (N.D.N.Y.
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1996) (‘‘The court is of the opinion that
testimony regarding the understandings of
the parties TTT was both competent and
helpful to the triers of factTTTT’’).
Having the benefit of a full evidentiary
record, including an examination of both
the contractual language and the extrinsic
evidence provided by witness testimony,
the Court concludes that the JSN Security
Agreement grants the JSNs liens on the
Contested Assets.
i.

The JSNs Have Liens on the
Collateral Released from the
Bilateral Facilities.

The Plaintiffs argue that the JSNs do
not have a lien on the Former Bilateral
Facilities Collateral, which has an alleged
fair market value of approximately $24
million.44 The Plaintiffs argue that the
JSNs were never granted liens in the Former Bilateral Facilities Collateral because
the underlying loans were originally Excluded Assets. Additionally, the Plaintiffs
assert that no ‘‘springing lien’’ exists with
respect to the Former Bilateral Facilities
Collateral and, even if it did, the JSN
Security Agreement is ambiguous whether
the Former Bilateral Facilities Collateral
automatically reverted to JSN Collateral
before the Petition Date when the reason
for the exclusion of the Former Bilateral
Facilities Collateral no longer existed.
The Plaintiffs contend that the testimony
presented at trial did not sufficiently establish a course of dealing among the parties. The Defendants argue that even
though the Former Bilateral Facilities Collateral consists of assets that were carved
out of the JSN Collateral as ‘‘Excluded
Assets’’ at the time the JSN Security
Agreement was executed, the collateral
was subsequently released from Bilateral
Facilities before the Petition Date and
treated as AFI and JSN Collateral. The
44. This total does not include the $25 million
of BMMZ assets that JSNs claim a lien on and
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Court finds that the JSNs have liens on
the Former Bilateral Facilities Collateral.
The JSN Security Agreement provides
that ‘‘the ‘Collateral’ TTT shall not include
Excluded Assets.’’ (PX 4 § 2.) ‘‘Excluded
Assets’’ in turn means, in relevant part:
(c) any asset TTT to the extent that the
grant of a security interest therein
would violate applicable Requirements
of Law, result in the invalidation thereof
or provide any party thereto with a right
of termination or default with respect
thereto or with respect to any Bilateral
Facility to which such asset is subject as
of the Issue DateTTTT
(Id. at 4–15).
The testimony presented at trial revealed that employees for both the Debtors and AFI understood the JSN Security
Agreement and the All–Asset Granting
Clause to convert the Former Bilateral
Facilities Collateral to Notes Collateral
when the Bilateral Facilities terminated or
when collateral was released from those
facilities. The witnesses also testified that
once an asset that otherwise fell within the
scope Blanket Lien was released from a
Bilateral Facility, that asset would become
part of the JSN Collateral. Lara Hall
testified at her deposition that ‘‘AFI’s intent was as soon as the assets rolled off
the bilateral facility, they would become
subject to the blanket lien.’’ (Hall Dep.
123:19–23.) She also said that ‘‘[t]he blanket lien basically suggested that anytime
an asset became uncovered, it would be
subject to the blanket lien.’’ (Id. at 116:6–
14.) Joseph Ruhlin, the Debtors’ former
Treasurer, testified in his deposition that
the Debtors understood the Former Bilateral Facilities Collateral ‘‘would be covered
by the blanket lien as long as they TTT
were owned [by the Debtors] and not
that were subject to an earlier motion to
dismiss.
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pledged elsewhere to another bilateral facility,’’ and that the Debtors’ ‘‘understanding’’ was that ‘‘once an asset was released
from a funding facility, depending on the
asset, it would become part of the blanket
lien.’’ (Ruhlin Dep. 89:14–25; 93:8–14,
165:5–9.) Ms. Farley, the Debtors’ appointed 30(b)(6) witness on the assets constituting JSN Collateral, testified that Former Bilateral Facilities Collateral would
‘‘absolutely’’ become JSN Collateral when
the Bilateral Facilities terminated, ‘‘[t]o
the extent they fell within the security
grant.’’ (Oct. 16 Tr. 186:24–187:9.)
Finally, the Debtors were told by their
outside counsel via email in December
2008 that ‘‘if at any point while owned by
GMAC [ ] the assets are removed from a
Bilateral Facility, the [AFI] Revolver and
[JSN] Indenture liens may cover these
assets and they will constitute Collateral
(if and to the extent Sections 9–406/8 of
the U.C.C. are applicable).’’ (DX ES at 1.)
The extrinsic evidence presented at trial
indicates that the parties to the JSN Security Agreement understood and intended
that the JSN Collateral would include Former Bilateral Facilities Collateral. The
Court therefore finds that the JSNs have
liens on the Former Bilateral Facilities
Collateral.45
ii.

The JSNs Have Liens on the
Released and Reacquired
Collateral.

The Plaintiffs seek a declaration that the
Defendants have not perfected any interest in the Reacquired Mortgage Loans.
According to the Plaintiffs, even if the
JSNs retained a continuing security interest in the Released Mortgage Loans when
45. The Court already dismissed the Committee’s attempt to recharacterize the BMMZ assets as Debtor assets. Residential Capital, 495
B.R. at 261. In its opinion, the Court rejected the Committee’s contention that the
BMMZ collateral was pledged to a bilateral
facility as of the Petition Date. In fact, the

those assets were re-acquired by the Debtors, which the Plaintiffs contest, the JSNs
never perfected their security interest, and
it is avoidable. The Defendants contend
that (1) the Reacquired Mortgage Loans
are assets that were initially JSN Collateral, subsequently released by the Collateral
Agent in May 2010 so that they could be
sold to a Repo Facility, and then reacquired by the Debtors between September
2010 and the Petition Date, thereby falling
within the scope of the Blanket Lien, and
(2) the JSNs’ lien on the Reacquired Mortgage Loans is perfected because the original U.C.C. filings perfecting those liens
provided adequate notice to potential creditors. The book value of the Reacquired
Mortgage Loans is approximately $14.1
million and has an alleged fair market
value of approximately $10 million.46
The Court finds that the Defendants
have perfected liens on the Reacquired
Mortgage Loans.
(a) The Reacquired Mortgage Loans Fall
within the Blanket Lien’s Grasp.
[21] The Defendants argue that the
loans that were released from the JSNs’
liens in May 2010 to be sold to the Citi and
Goldman Repo Facilities and subsequently
repurchased by the Debtors between September 2010 and the Petition Date are
JSN Collateral due to the Blanket Lien.
The Blanket Lien arises from the All–
Assets Granting Clause expressly covering
all of the Debtors’ assets, ‘‘whether not or
hereafter existing, owned or acquired and
wherever located and howsoever createdTTTT’’ (JSN Security Agreement at 13.)
‘‘[U]nder the Uniform Commercial Code,
Debtors did not own the BMMZ collateral on
the Petition Date.
46. The Reacquired Mortgage Loans are distinct from the $910 million of loans in the AFI
LOC.
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the proper perfection of a security interest
may create an enforceable lien in afteracquired property, without regard to any
entitlement to an equitable lien under common law.’’ In re Minor, 443 B.R. 282, 288
n. 3 (Bankr.W.D.N.Y.2011) (citing N.Y.
U.C.C. § 9–204 (2001)). A security interest ‘‘arising by virtue of an after-acquired
property clause is no less valid than a
security interest in collateral in which the
debtor has rights at the time value is given
TTT no further action by the secured party—such as a supplemental agreement
covering the new collateral—is required.’’
N.Y. U.C.C. § 9–204 cmt. 2 (2013).
No language in the JSN Security Agreement suggests that the Blanket Lien does
not apply to the Reacquired Mortgage
Loans. Instead, the Debtors’ and AFI’s
employees testified that they understood
that assets sold and repurchased by the
Debtors would become JSN Collateral
upon their reacquisition. (See Oct. 16 Tr.
190:21–191:24 (when an asset that had
been released from the JSN Collateral
package to be sold to a third party was
repurchased by the Debtors, ‘‘the blanket
lien would pick it up’’); Ruhlin Dep. 65:19–
22, 66:6–14 (‘‘[A]ssets such as loans that
were acquired in the future would be subject to the lien,’’ and those assets could
have been ‘‘[r]epurchases TTT previously
owned by ResCap,’’ or ‘‘[t]hey TTT could be
repurchased outside from a third party.’’).)
Thus, under the Blanket Lien, the Reacquired Mortgage Loans became JSN Collateral when the Debtors repurchased
them.
(b) The JSNs’ Interest in the Reacquired
Mortgage Loans Is Perfected.
[22] The Plaintiffs argue that the
U.C.C.–3 statements filed in May 2010 terminated the U.C.C.–1 financing statements
as to these assets, rendering any security
interests the JSNs had in the Reacquired
Mortgage Loans unperfected. However,
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because the Court finds that the U.C.C.–1
financing statements continued in effect
notwithstanding the filing of the U.C.C.–3
financing statements, the U.C.C.–1 statements operated to perfect the JSNs’ security interests.
The U.C.C. employs a notice filing system requiring that a financing statement
provide ‘‘a simple record providing a limited amount of information’’ that puts parties on notice to inquire further to ascertain ‘‘the complete state of affairs.’’ N.Y.
U.C.C. § 9–502 cmt. 2. ‘‘UCC Article 9
only requires information sufficient to engage in further inquiry. When the authorization underlying a previously filed termination statement matters to a subsequent
lender (as it usually will), the lender can
simply include any necessary further inquiry as part of its due diligence.’’ Official Comm. v. JPMorgan Chase Bank, NA
(In re Motors Liquidation Co.), 486 B.R.
596, 644 (Bankr.S.D.N.Y.2013). In cases
where courts have addressed inconsistent
financing statements, courts have found
that the inconsistency in the statements
itself was sufficient to put the creditor on
notice. See In re A.F. Evans Co., No. 09–
41727(EDJ), 2009 WL 2821510, at *5
(Bankr.N.D.Cal. July 14, 2009) (‘‘Here,
CNB’s financing statements, as amended
by the U.C.C.–3 Amendment statements,
each with two conflicting boxes checked
[ (a termination box plus a release of collateral box) ], would raise a red flag for
any person conducting a search alerting
such person of the possibility that a full
termination may not have been intended.’’).
In this case, because the U.C.C.–1s were
on file, potential lenders were on notice to
investigate the extent of the JSNs’ security interest in the Reacquired Mortgage
Loans notwithstanding the U.C.C.–3s relating to those assets. After further inquiry, they would have been informed that
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the Reacquired Mortgage Loans were automatically pledged once again to AFI and
the JSNs under the Blanket Lien, and
were coded first as unpledged and later as
Blanket Lien Collateral in the CFDR. (See
Farley Dep. 95:3–14, 110:5–111:14, 115:4–
14, 137:21–24, 138:4–11, 176:21–177:3; Oct.
16 Tr. 190:21–192:18; Hall Dep. 117:6–12;
Ruhlin Dep. 65:19–22, 66:6–21, 106:8–12,
119:4–9, 155:16–156:2, 156:15–21.)
For the foregoing reasons, the Court
finds that the JSNs’ interest in the Reacquired Mortgage Loans was perfected, and
the JSNs are entitled to their lien on the
released and reacquired collateral.
b.

The JSNs Have Liens on a Portion
of the Deposit Accounts.

[23] The Plaintiffs also challenge JSN
liens on certain deposit accounts, which the
Plaintiffs refer to as ‘‘Avoidable Deposit
Accounts.’’ 47 The Avoidable Deposit Accounts hold approximately $48.4 million.
The Plaintiffs allege that the JSNs have
not perfected their security interests in the
Avoidable Deposit Accounts.
[24] The Court finds that, except for
the Controlled Accounts and the WF Accounts, the JSNs do not have perfected
liens on the Avoidable Deposit Accounts.
Under the U.C.C., ‘‘a security interest in a
deposit account may be perfected only by
control’’ of the account. N.Y. U.C.C. § 9–
312(b)(1). A secured party has control of
a deposit account if: ‘‘(1) the secured party
is the bank with which the deposit account
is maintained; (2) the debtor, secured party, and bank have agreed in an authenticated record that the bank will comply
with instructions originated by the secured
party directing disposition of the funds in
the deposit account without further consent by the debtor; or (3) the secured
47. Account
Nos.
xxxx7286,
xxxx3803,
xxxx6323, xxxx9917, xxxx9454, xxxx4806,
xxxx2482, xxxx2540, xxxx2565, xxxx2573,

party becomes the bank’s customer with
respect to the deposit account.’’ Id. at
§ 9–104(a)(1)–(3).
The parties requested executed control
agreements in discovery. (Landy Direct
¶ 40.) The Defendants offered evidence of
control agreements for certain accounts
(the ‘‘Controlled Accounts’’). (See DX
AIU; DX AIV; DX AIW; DX AIX; DX
AIY; DX AIZ.) Given the control agreements, the JSNs have established control
over those accounts. Additionally, the
Plaintiffs concede that certain accounts the
Committee initially challenged are controlled by Wells Fargo, which is the Third
Priority Collateral Agent. Since Wells
Fargo controls those accounts and is the
secured party for the Junior Secured
Notes, the JSNs have sufficiently established control over the WF Accounts. The
Court finds that the Controlled Accounts
and the WF Accounts are the only Deposit
Accounts over which the JSNs have established control.
The JSNs claim to have liens on certain
Ally Bank accounts by virtue of Ally’s
corporate relationship with AFI, the Revolver Lender. But Ally and AFI are not
the same entity. The JSNs cannot establish control over Ally Bank accounts due to
the corporate relationship between Ally
and AFI. And even if AFI had control over
those accounts by virtue of its relationship
with Ally Bank, that would not benefit the
JSNs.
Under the U.C.C., the Notes Trustee
has the burden of tracing funds to ‘‘identifiable cash proceeds’’ of collateral that
would be automatically perfected under
U.C.C. § 9–514(c). U.C.C. § 9–315. See
also In re Milton Abeles, LLC, No. 812–
70158–reg, 2013 WL 530414 at *2 (Bankr.
E.D.N.Y. Sept. 20, 2013) (‘‘[S]ection 9–315
xxxx1781, xxxx1799, and xxxx1718. (Plaintiffs’ Proposed Findings of Fact ECF Doc.
# 187 at ¶ 293.)
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provides that ‘proceeds’ of a secured creditor’s collateral must be ‘identifiable proceeds.’ Proceeds that are commingled
with other property are ‘identifiable’ only
if ‘the secured party identifies the proceeds by a method of tracing.’ ’’); Matter
of Guaranteed Muffler Supply Co., Inc., 1
B.R. 324, 330 (Bankr.N.D.Ga.1979) (‘‘secured parties bear the burden of identifying, or tracing, the proceeds obtained upon
the sale of property in which they have an
interest TTT’’). But for a single account
that the Plaintiffs concede contains proceeds of JSN Collateral, the Defendants
have failed to provide sufficient evidence
that any deposit accounts contain proceeds
of JSN Collateral.
After excluding the Controlled Assets,
the WF Accounts, and the proceeds account, the amount of funds in the remaining deposit accounts (i.e., the Avoidable
Deposit Accounts) as of the Petition Date
was $48,439,532. Accordingly, the JSNs
do not have a lien on the Avoidable Deposit Accounts pursuant to sections 544(a)(1)–
(2) of the Bankruptcy Code. The property
or the value of the property represented
by the Avoidable Deposit Accounts should
be recovered and/or preserved for the benefit of the Debtors’ estates pursuant to
sections 550(a) and 551 of the Bankruptcy
Code.
For the foregoing reasons, the Court
finds that the value of the JSNs’ collateral
should be reduced by $48,439,532, the
amount of cash in the Avoidable Deposit
Accounts as of the Petition Date.
c.

The JSNs Do Not Have a Lien
on the Unencumbered Real
Property.

[25, 26] To perfect a lien on real property, a secured party must execute a mortgage or a deed of trust and duly record it
against the title of such real property. See
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In re Churchill Mortg. Inv. Corp., 233
B.R. 61, 70 (Bankr.S.D.N.Y.1999) (‘‘Under
the New York Real Property Law § 291, a
security interest in real property can be
perfected only by filing written notice with
the Clerk of the County where the property is located so that the lien may be publicly recorded, giving notice of the encumbrance to potential purchasers or future
creditors.’’). The Court finds that the
JSNs do not have a perfected security
interest in or lien on any of the Unencumbered Real Property because that property was not subject to an executed and filed
mortgage or deed of trust. Accordingly,
any JSN lien with respect to the Unencumbered Real Property is avoidable pursuant to sections 544(a)(1) and (2) of the
Bankruptcy Code, and the property or the
value of the property represented by the
Unencumbered Real Property should be
recovered and/or preserved for the benefit
of the Debtors’ estates pursuant to sections 550(a) and 551 of the Bankruptcy
Code.
For the foregoing reasons, the Court
finds that the value of the JSNs’ collateral
should be reduced by $21 million, the fair
market value of the Unencumbered Real
Property as of the Petition Date.
7.

The Plaintiffs Failed to Establish
Preferential Transfers to the
JSNs.

The Plaintiffs seek to avoid $270 million
of the JSNs’ claim as preferential transfers (the ‘‘Alleged Preferential Transfers’’).
The Alleged Preferential Transfers, listed
on Schedule 6 to the Committee’s complaint (PX 127), consist of (1) mortgage
loan instruments, including HFS Loans
and FHA/VA loans, (2) REO property, and
(3) government insurance claims arising as
a result of expenditures incurred by the
Debtors in connection with FHA/VA
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Loans.48 The Plaintiffs contend that these
assets first became JSN Collateral on or
after February 29, 2012, during the Modified Preference Period.49 To prove this
contention, the Plaintiffs point to how the
collateral was recorded in the CFDR as of
February 29, 2012, and as of the Petition
Date. As such, the Plaintiffs claim to have
met their prima facie burden of proof for a
preference claim under Bankruptcy Code
sections 547(b)(1)-(5).

(2) for or on account of an antecedent
debt owed by the debtor before such
transfer was made;

The Defendants offer two reasons why
the Plaintiffs are not entitled to avoid the
Alleged Preferential Transfers: (1) the
Plaintiffs failed to make a prima facie case
for avoidance, and (2) even if the Plaintiffs
could make such a showing, their Preference Claim is barred by the ‘‘improvement
in position test.’’ Because the Court concludes that the Plaintiffs have failed to
make a prima facie case for avoidance of
the Alleged Preferential Transfers the
Court need not consider the ‘‘improvement
in position test.’’

(5) that enables such creditor to received more than such creditor would
receive if—

[27] Section 547(b) of the Bankruptcy
Code ‘‘permits a trustee to avoid certain
prepetition transfers as ‘preferences.’ ’’ 50 5
COLLIER ON BANKRUPTCY ¶ 547.01. Section
547(b) lays out the elements of an avoidable preference as a transfer of an interest
in debtor property:
(1) to or for the benefit of a creditor;
48. The ‘‘Adjusted Preference Assets’’ asserted
by the Plaintiffs do NOT include the following
assets identified on Schedule 6 of the Committee Action: (1) 18 loans identified as ‘‘HFS
Revolver’’ or ‘‘HFS Blanket,’’ with a net book
value of $1,950,188.00, (2) two REO properties identified as ‘‘HFS Blanket,’’ with a net
book value of $50,478.00, (3) three mortgage
loans that were refinanced (the ‘‘Refinanced
Mortgages’’), with a net book value of
$1,021,096.00, and (4) certain REO properties
that Mr. Landy acknowledges were ‘‘never
transferred to or for the benefit of the [Noteholders] during the preference period,’’ with a

(3) made while the debtor was insolvent;
(4) made—
(A) on or within 90 days before the
date of the filing of the petition; or
(B) between ninety days and one year
before the date of the filing of the
petition, if such creditor at the time of
such transfer was an insider; and

(A) the case were a case under chapter 7 of this title;
(B) the transfer had not been made;
and
(C) such creditor received payment of
such debt to the extent provided by
the provisions of this title.
11 U.S.C. § 547(b). Unless the trustee
proves each and every one of these elements, a transfer is not avoidable as a
preference under section 547(b). See 11
U.S.C. § 547(g) (‘‘For the purposes of this
section, the trustee has the burden of
proving the avoidability of a transfer under
subsection (b) of this section TTTT’’); see
also Waldschmidt v. Ranier (In re Fulghum Constr. Corp.), 706 F.2d 171, 172 (6th
Cir.1983) (‘‘As is facially evident from this
provision, all five enumerated criteria must
net book value of $12,106,073.00. (Landy
¶ 57; DX ABN at 12; DX AIS at 4; PX 127.)
49. The Committee used a reduced preference
period from February 29, 2012 through the
Petition Date (75 days instead of 90) (the
‘‘Modified Preference Period’’). (ECF Doc.
# 97.)
50. A preconfirmation debtor-in-possession
has the power to initiate and prosecute preference actions. See 11 U.S.C. § 1107.

165

IN RE RESIDENTIAL CAPITAL, LLC
Cite as 501 B.R. 549 (Bkrtcy.S.D.N.Y. 2013)

be satisfied before a trustee may avoid any
transfer of property as a preference.’’).
a.

The Plaintiffs Failed to Show that
the JSNs Were Undersecured as
of February 29, 2012.

[28] The Defendants argue that the
Plaintiffs failed to make a showing that the
JSNs were undersecured at the start of
the Modified Preference Period, immunizing them ‘‘from [a] preference attack because [they] would have been paid in full in
a hypothetical Chapter 7 liquidation by
virtue of [their] realization on [their] collateral.’’ Official Comm. v. AAF–McQuay
(In re 360networks (USA), Inc.), 327 B.R.
187, 190 (Bankr.S.D.N.Y.2005); see also In
re Santoro Excavating, Inc., 32 B.R. 947,
948 (Bankr.S.D.N.Y.1983) (‘‘[A] payment
[during the preference period] to a creditor with an allowed fully secured claim is
not a preference.’’) (collecting cases).
Where a creditor asserts that it was oversecured at the time of the alleged preferential transfer, it is the plaintiff’s burden
to refute that assertion. See Savage &
Assocs., P.C. v. Cnty. of Fairfax (In re
Teligent, Inc.), No. 01–12974(SMB), 2006
WL 1030417 at *3 (Bankr.S.D.N.Y. Apr.
13, 2006) (‘‘Teligent II’’) (‘‘[W]here the defendant in a preference action asserts that
it was oversecured, the plaintiff must
prove a negative, to wit that the defendant
was not oversecured.’’), aff’d sub nom In
re Teligent Servs. Inc., No. 06 Civ.
03721(KMW), 2009 WL 2152320 (S.D.N.Y.
July 17, 2009) (‘‘Teligent III ’’). A defendant’s assertion that it was fully secured is
not a defense pursuant to section 547(c),
but ‘‘rather a negation of one of the elements of a preference action, pursuant to
section 547(b).’’ Teligent III, 2009 WL
2152320, at *6.
51. The Court reiterates comments made during closing arguments that it has serious
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[29] Throughout this case, the Defendants have maintained that they were oversecured as of the start of the Modified
Preference Period, placing the burden
squarely on the Plaintiffs to prove that the
Defendants were not oversecured. While
the Plaintiffs’ expert Mr. Puntus provided
a proposed valuation of the JSNs’ collateral as of the Petition Date,51 he did not
calculate the value as of the start of the
Modified Preference Period. In fact, none
of the Plaintiffs’ experts provided a valuation of the JSN Collateral at the beginning
of the Modified Preference Period, or at
any time during that period. As a result,
the Plaintiffs have failed to satisfy section
547(b)(5) and are not entitled to avoid the
portion of the Defendants’ liens related to
the so-called ‘‘Preferential Transfers.’’
b.

The Plaintiffs Failed to Prove the
Identity or Scope of Transfers of Collateral to Defendants During the
Modified Preference Period.

Even assuming that the Plaintiffs had
shown that the Defendants were undersecured at the beginning of the Modified
Preference Period, the Plaintiffs have
failed to show the identity or scope of
these Alleged Preferential Transfers. The
Plaintiffs’ only evidence in support of their
preference claim, the CFDR, is reliable as
a business record to establish when AFI
LOC Collateral was properly released, but
it is not sufficient to establish the identity
or scope of the Alleged Preferential Transfers. The Plaintiffs’ expert Mr. Landy
identified the Alleged Preferential Transfers by performing a comparison of CFDR
extracts as of February 29, 2012, and the
Petition Date. (Oct. 17 Tr. 152:16–153:13,
162:12–15.) He concluded that any asset
appearing in the CFDR for the first time
as JSN Collateral during the Modified
problems with the methodology employed by
Mr. Puntus in his valuation.
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Preference Period was a preferential
transfer, though he ‘‘did not attempt to
understand the circumstances for why
each loan may have appeared on 5/13TTTT’’
(Oct. 17 Tr. 153:10–22; 155:5–7.) Indeed,
the CFDR contains little information explaining why an asset would appear for the
first time or reappear after an absence in
the database. (See PX 139.) At trial, the
Defendants raised a variety of explanations why these assets may have appeared
in the CFDR during the Modified Preference Period, tending to negate their status
as preferential transfers. For example,
the loans may have been modified, repaid
in full and then subsequently drawn upon,
or they may represent refinancings of old
loans that formerly constituted JSN Collateral. (Oct. 22 Tr. 26:23–27:9, 28:3–10,
31:18–32:15, 33:18–34:4, 35:18–21, 42:14–
43:3, 56:25.) Under any example, they
would not be preferential transfers.
The Defendants’ expert Mr. Winn specifically identified a variety of alleged
‘‘Preferential Transfers’’ that should not
have been included in Schedule 6. (DX
ABN 12 (‘‘[T]he CFDR shows that approximately $18 million of the alleged Preference Assets were owned by the Debtors
and served as JSN Collateral as of or prior
to 2/29/12 and thus should not be listed as
Preference Assets.’’).) Mr. Landy, who
prepared Schedule 6, conceded that certain
of these assets were inaccurately included
on Schedule 6. (See Landy Direct ¶ 56 (‘‘I
have determined that I concur with Mr.
Winn’s observations regarding (a) 18 loans
identified as ‘FHA/VA Reclassified as
Loans HFS’ TTT with a net book value of
approximately $1.95 million, and (b) 2
loans identified as ‘REO Reclassified as
Loans’ TTT, with a net book value of
$50,478.’’) (‘‘Mr. Winn identifies approximately $12 million of ‘REO’ assets that
were pre-existing components of the JSN
Collateral pool as of February 29, 2012,
and were therefore never transferred to or

for the benefit of the JSNs during the
preference period.’’).) Specifically, Mr.
Landy concurred with Mr. Winn’s conclusions that the following do not constitute
preferential transfers:
1 The FHA/VA assets for which no Loan
Funding Date exists within the CFDR
and for which the Debtors have provided no information nor conducted
any inquiry whether such assets are
refinancings (despite the acknowledgment that such assets could be refinancings);
1 The approximately $12 million of REO
assets which the Committee’s expert
Marc E. Landy concedes were within
the CFDR in the JSN Collateral before the Modified Preference Period.
The Committee seeks to avoid these
assets ‘‘to the extent TTT ownership of
these REO properties was transferred
TTT to an REO special purpose vehicle
during the preference period,’’ yet offered no evidence that such transfers
to special purpose vehicles occurred
during the Modified Preference Period;
1 The HFS loans appearing for the first
time in the CFDR during the Modified
Preference Period with Loan Funding
Dates before the Modified Preference
Period, for which neither the Committee nor the Debtors can offer a reasonable and consistent explanation, the
majority of which have ‘‘Loan Modification Dates’’ and a portion of which
are coded as HELOCs (suggesting
that their appearance is the result of
loan modifications or draws on HELOCs); and
1 The HFS and FHA/VA loans that appeared in the CFDR before the Modified Preference Period, disappeared
from the CFDR and reappeared within the CFDR during the Modified
Preference Period.
Given these errors, appearance in the
CFDR alone cannot be enough to identify
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a preferential transfer. Too many questions and inconsistencies remain to conclude that the JSNs first acquired an interest in these assets during the Modified
Preference Period. Thus, the Plaintiffs
have failed to prove the identity and scope
of the Alleged Preferential Transfers and
are not entitled to avoid this portion of the
JSNs’ claim.
8.

The Plaintiffs Are Not Entitled to
Charge the JSNs with a $143 Million
Carve Out Payment If the Plaintiffs
Can Pay Professional Fees and Administrative Expenses with Unencumbered Cash.

The Plaintiffs seek a declaration permitting them to charge up to an additional
$143 million in Carve Out expenses, thereby further reducing the JSNs’ secured
claim on the Effective Date. The Court
holds that the Plaintiffs are not entitled to
this declaration if they can pay fees and
expenses with unencumbered cash. While
this case is not over, it appears that the
Debtors have substantial unencumbered
cash available to pay administrative expenses.
[30] A carve out is a provision of a
cash collateral order that allows for some
expenditure of administrative and/or professional fees to be paid before a secured
creditor gets paid on its collateral. See In
re Blackwood Associates, L.P., 153 F.3d
61, 68 (2d Cir.1998) (stating that ‘‘absent
an agreement to the contrary, a secured
creditor’s collateral may only be charged
for administrative expenses, including attorney’s fees, to the extent these expenses
directly benefited that secured creditor,’’
but ‘‘if a secured party consents to allowing such administrative expenses, that party may be liable for such expenses even in
the absence of conferred benefit’’); 3 COLLIER ON BANKRUPTCY ¶ 364.04[2][d]
(‘‘A carve-out gives the benefitted claim-
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ants a priority in the postpetition lender’s
collateral ahead of the lender’s priority
and, if the carve-out is for the benefit of
only certain named administrative claimants, above other administrative claimants
as well.’’); Richard B. Levin, Almost All
You Ever Wanted to Know About Carve
Out, 76 AM. BANKR. L.J. 445, 445 (2002)
(‘‘As generally used, a carve out is an
agreement between a secured lender, on
the one hand, and the trustee or debtor in
possession TTT on the other, providing that
a portion of the secured creditor’s collateral may be used to pay administrative expenses.’’).
[31] The Bankruptcy Code does not
deal with carve out provisions typically
included in cash collateral orders. See In
re White Glove, Inc., No. 98–12493 DWS,
1998 WL 731611 at *6 (Bankr.E.D.Pa. Oct.
14, 1998) (‘‘The term ‘carve out’ is one of
those uniquely bankruptcy phrases, much
like ‘cram down,’ that appears nowhere in
the bankruptcy statute but connotes definite meaning to the parties.’’); see also
Levin at 445 (‘‘Unlike ‘cram down,’ TTT
which has a relatively well-defined meaning derived from ¶ 1129(b) of the Bankruptcy Code, ‘carve out’ does not derive its
substance from any particular section of
the Bankruptcy Code.’’). Unless it conflicts with provisions of the Bankruptcy
Code, a carve out is construed applying
normal contract interpretation provisions.
See Blackwood, 153 F.3d at 67 (applying
‘‘the statutory context underlying cash collateral stipulations[ ] and the text of the
Stipulation itself’’ to conclude that a disputed carve out provision did not grant the
chapter 11 debtor’s counsel payment from
cash collateral when the debtor failed to
meet the terms of the cash collateral stipulation).
[32] The usual purpose of a carve out
is to assure the payment of specified administrative expenses from a secured cred-
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itor’s collateral in the event that the case
goes badly, use of cash collateral is terminated, and sufficient unencumbered funds
are no longer available to administer the
case, usually after conversion to chapter 7.
See Levin at 451 (‘‘The carve out becomes
important to the protected administrative
claimants only when the unencumbered
assets in the bankruptcy estate that remain after application of the collateral proceeds to the secured claim are not adequate to pay all administrative claims, so
that the administrative claimants will need
to look to the carve out as an alternative
source for payment.’’) (emphasis added).
[33] Here, the Cash Collateral Order
controls the priority of the JSN liens with
respect to the Carve Out. The Final Cash
Collateral Order creates a Carve Out from
the JSNs’ cash collateral that subjects and
subordinates the JSN liens to the Carve
Out amount but does not otherwise affect
the validity of the JSN liens on carved out
JSN cash collateral:
the [JSN Liens] are valid, binding, perfected, and enforceable first priority
liens on and security interests in the
personal and real property constituting
‘‘Collateral’’ under, and as defined in,
the Junior Secured Notes Documents
TTT and (iii) are subject and subordinate
only to (A) the liens and security interests granted to the AFI Lender under
the AFI Revolver, all subject to the
terms and conditions of the Intercreditor Agreement, dated as of June 6, 2008
TTT, (B) the Carve Out, and (C) the liens
and security interests granted to secure
the Adequate Protection ObligationsTTTT
(PX 76 at 11–12.) The Carve Out, in turn,
is defined as the sum of: (1) court and
United States Trustee fees, (2) accrued
and unpaid professional fees following a
termination event in an aggregate amount
not exceeding $25 million (plus all unpaid
professional fees allowed by the Court at

any time that were incurred on or before
the business day following the Carve Out
Notice), and (3) unpaid professional fees
that were allowed prior to the termination
event; provided that,
(A) the Carve Out shall not be available to pay any such Professional Fees
incurred in connection with the initiation or prosecution of any claims,
causes of action, adversary proceedings
or other litigation against the Adequate
Protection Parties, (B) so long as no
event of default shall have occurred
and be continuing, the Carve Out shall
not be reduced by the payment of fees
and expenses allowed by the Court and
payable under sections 328, 330 and
331 of the Bankruptcy Code, and (C)
nothing in this Final Order shall impair
the right of any party to object to any
such fees or expenses to be paid by the
Debtors’ estates.
(Id. at 31–32.)
The Cash Collateral Order clearly requires the JSNs to subordinate their secured claim to the payment of the Carve
Out, but is silent whether the Debtors may
use those funds, further reducing the
JSNs’ secured claim, when other unencumbered funds are available. Absent contractual language requiring that result, the
Court concludes that the Cash Collateral
Order does not go beyond the ordinary
purpose of assuring funds to pay the specified expenses if unencumbered funds are
no longer available to do so.
The JSNs’ liens remain subordinated to
the Carve Out. If during the remainder of
the case, unencumbered funds are no longer available to pay the expenses, the JSN
Collateral can be used for that purpose.
At this stage, however, there is no reason
to believe that will occur. The Court holds
that the JSNs’ Collateral should not be
reduced at this time.
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Given the Court’s Findings on
What Constitutes JSN Collateral,
the JSNs are Undersecured.

1 $17 million for a net increase in the
value of the FHA/VA Loans;

Notwithstanding the JSNs’ ability to aggregate their collateral across debtors, the
Court finds that, as of the conclusion of
Phase I, the JSNs are undersecured and
not entitled to postpetition interest and
fees.52 As of the Petition Date, the JSNs
held secured claims against ResCap, and
certain of its affiliates as guarantors and
grantors, in the face amount of $2.222
billion, consisting of $2.120 billion in unpaid principal as of the Petition Date, and
$101 million in unpaid prepetition interest.
(DX ABF at 3.) As the Court discussed in
section III.A above, the JSNs’ claim will
not be reduced by unamortized OID. Assuming an effective date of December 15,
2013, the JSNs will assert a claim for
postpetition interest at the default rate, in
the amount of $342 million. (JSN Corrected Proposed Findings of Fact, ECF Doc.
# 190 § II ¶ 15.) The JSNs are only entitled to receive postpetition interest up to
the value of their collateral. 11 U.S.C.
§ 506(b). Thus, to receive their full claim
for postpetition interest, the JSNs have to
establish an effective date value of their
collateral of at least $2.564 billion. At this
point in the case, they fall well shy of the
mark.

1 $10 million for tradename, iconography, and logotype.

E.

The parties have largely agreed on
$1.888 billion as a baseline estimation of
the Effective Date value of the JSN Collateral. (DX AIR at 5.) The Plaintiffs seek to
subtract from the baseline; the Defendants seek to add to it. Based on the
Court’s rulings, the following amounts will
be added to the baseline:
1

$40 million in equity held at certain
non-Debtors;

52. This finding is not a final decision whether
the JSNs are oversecured or undersecured.
Issues relating to certain other alleged JSN

1 $18.395 million for software; and

The following amounts will be subtracted
from the baseline:
1 $48,439,532 in Deposit Accounts (the
JSNs retain an interest in $63,297);
and
1

$20.8 million of unencumbered real
property.

Based on the Court’s ruling, the following
factors will not affect the baseline valuation:
1 The Plaintiffs may not charge an additional $143 million of expenses to
the JSNs’ collateral under the cash
collateral carve out at this time.
1

The Plaintiffs have not carried their
burden in proving any preferential
transfers.

1 The JSNs do not have a lien on the
$1.1 billion of AFI LOC Collateral.
1 The JSNs have a lien on $24 million
of Former Bilateral Facilities Collateral.
1 The JSNs have a lien on $10 million
of Reacquired Mortgage Loans.
1 The JSNs are not entitled to a $66
million allocation from sale proceeds
for net increases in HFS Collateral.
1 The JSNs do not have a lien on any
other intangibles or goodwill.
Based on the above findings, the JSNs
have established that the Effective Date
value of their collateral is $1,904,155,468.
Because their claim is for the face amount
of $2.222 billion, the JSNs are undersecured at the end of Phase I. A final determination of the extent of their security will
collateral were reserved for Phase II of the
trial.
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be deferred until after Phase II of the
trial.
IV.

CONCLUSION

The Phase I trial presented a large
number of complex factual and legal issues
requiring extraordinary time and expense
for the parties and considerable effort for
the Court to reach a result leaving the
JSNs substantially undersecured. The
JSNs have achieved that result in a case in
which the proposed plan would pay the
JSNs all prepetition principal and interest.
The JSNs have pursued from the start a
strategy where they contest everything
and concede nothing (even when the Court
has questioned whether they are acting in
good faith). The JSNs have made clear
that they will continue to follow the same
strategy in the Phase II trial and contested confirmation hearing beginning on November 19, 2013.
The Court will continue to decide all
issues fairly (the JSNs did prevail on some
of the important issues in the Phase I
trial), but it should not be lost on anyone
that the JSNs stand virtually alone in this
case in failing to reach a consensual agreement to resolve their issues. The result
has been protracted proceedings that have
burdened the estate and reduced funds
available to satisfy creditor claims. That
is unfortunate!

,

IN RE: RESIDENTIAL CAPITAL,
LLC, et al., Debtors.
Case No. 12–12020 (MG) Jointly
Administered
United States Bankruptcy Court,
S.D. New York.
Filed November 19, 2013
Background: Chapter 11 debtors objected to proofs of claim filed pro se by borrower against debtor-loan servicer, which,
after causing property securing borrower’s
note to be sold at trustee’s sale at which it
was winning bidder, transferred title to
property and assigned judgment that it
obtained in state-court unlawful detainer
action to third party.
Holdings: The Bankruptcy Court, Martin
Glenn, J., held that:
(1) res judicata applied to bar borrower’s
first proof of claim;
(2) res judicata did not apply to bar second proof of claim;
(3) collateral estoppel applied to bar first
proof of claim;
(4) collateral estoppel did not apply to bar
second proof of claim;
(5) borrower’s allegations did not show
that he had valid claim for defamation
and tortious interference with credit;
(6) borrower failed to state claim under
Fair Credit Reporting Act (FCRA);
and
(7) cause did not exist to grant relief from
automatic stay to permit pending
state-court appeal to continue.
Objection sustained; proofs of claim disallowed with prejudice and expunged.
1. Bankruptcy O2825
Whether company that performed
foreclosure on claimant’s property was
subsidiary of Chapter 11 debtor-loan servi-
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IN RE SW BOSTON HOTEL VENTURE, LLC
Cite as 748 F.3d 393 (1st Cir. 2014)

SW BOSTON HOTEL VENTURE, LLC;
Auto Sales & Service, Inc.; General
Trading Company; Frank Sawyer
Corporation; 100 Stuart Street, LLC;
30–32 Oliver Street Corporation; General Land Corporation; 131 Arlington
Street Trust, Debtors.
The Prudential Insurance Company
of America, Appellee,
v.
SW Boston Hotel Venture, LLC; Auto
Sales & Service, Inc.; General Trading
Company; Frank Sawyer Corporation; 100 Stuart Street, LLC; 30–32
Oliver Street Corporation; General
Land Corporation; 131 Arlington
Street Trust, Appellants.
SW Boston Hotel Venture, LLC; Auto
Sales & Service, Inc.; General Trading
Company; Frank Sawyer Corporation; 100 Stuart Street, LLC; 30–32
Oliver Street Corporation; General
Land Corporation; 131 Arlington
Street Trust, Debtors.
The Prudential Insurance Company
of America, Appellee,
v.
City of Boston, Appellant.
Nos. 12–9008, 12–9009, 12–9011, 12–9012.
United States Court of Appeals,
First Circuit.
April 11, 2014.
Background: Creditor that had provided
Chapter 11 debtor with prepetition construction loan filed motion for order authorizing it to recover postpetition interest,
fees and charges, and Chapter 11 debtors
against them. In light of what we already
have said, however, it is unnecessary for us to
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objected, both on theory that creditor was
not in fact oversecured, and that it was not
entitled to postpetition interest at default
rate in any event. The United States Bankruptcy Court for the District of Massachusetts, Joan N. Feeney, J., 460 B.R. 4,
granted motion in part and denied it in
part. In separate decision, the Bankruptcy
Court, Feeney, J., 460 B.R. 38, entered
order confirming debtors’ proposed plan,
and creditor appealed from both decisions.
The United States Bankruptcy Appellate
Panel for the First Circuit, J. Michael
Deasy, 479 B.R. 210, affirmed in part, reversed in part and remanded with regard
to postpetition interest issue, and also vacated and remanded the plan confirmation
order, 2012 WL 4513869. Debtors appealed.
Holdings: The Court of Appeals, Stahl,
Circuit Judge, held that:
(1) as matter of first impression, court had
flexibility in determining when a creditor became oversecured and entitled to
postpetition interest;
(2) bankruptcy court did not clearly err in
finding that debtors’ scheduling of
property securing creditor’s claim with
values that aggregated more than the
amount of creditor’s claim was not admission that creditor was oversecured;
(3) valuation of property securing creditor’s claim, for stay relief purposes,
was not binding in another context;
(4) bankruptcy court did not clearly err in
finding that creditor had not established that it was oversecured prior to
sale of property securing its claim;
(5) bankruptcy court did not clearly err in
finding that debtors had not satisfied
their burden of rebutting oversecured
consider these additional arguments.
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creditor’s entitlement to postpetition
interest at contractual default rate;
(6) creditor would not be heard to complain that bankruptcy court had abused
its discretion when it disallowed compounding of interest; and
(7) the Court of Appeals would exercise
jurisdiction and vacate remand order
after reversing the BAP both on issue
of when creditor became oversecured
and on compounding issue.
Vacated and remanded.
1. Bankruptcy O3782, 3786, 3811
On appeal from decision of the Bankruptcy Appellate Panel (BAP), the Court
of Appeals accords no special deference to
the BAP, but instead focuses on bankruptcy court’s decisions, reviewing conclusions
of law de novo and findings of fact for
clear error. Fed.Rules Bankr.Proc.Rule
8013, 11 U.S.C.A.
2. Bankruptcy O3782, 3786
Bankruptcy court’s interpretation of
relevant statutes presents a question of
law reviewable de novo, while its application of those statutes to facts of case presents mixed question of law and fact, that is
reviewed for clear error unless bankruptcy
court’s analysis was infected by legal error.
3. Bankruptcy O3776.5(5), 3781
Doctrine of equitable mootness allows
appellate court to dismiss a bankruptcy
appeal if an unwarranted or repeated failure to request stay enabled developments
to evolve in reliance on bankruptcy court
order to the degree that their remediation
has become impracticable or impossible, or
if challenged bankruptcy court order has
been implemented to degree that meaningful appellate relief is no longer practicable
even though appellant may have sought
stay with all due diligence.

4. Bankruptcy O3781
Regardless of whether the Court of
Appeals applied an abuse-of-discretion or
de novo standard in reviewing the Bankruptcy Appellate Panel’s (BAP’s) decision
not to dismiss, as equitably moot following
confirmation of plan, an oversecured mortgage lender’s appeal from bankruptcy
court’s determination of its right to postpetition interest, the Court of Appeals would
not disturb the BAP’s decision, where the
BAP considered relevant factors and concluded that, if lender prevailed on appeal,
the bankruptcy court could fashion some
form of practicable relief, even if only partial or alternative.
5. Bankruptcy O2836, 2853.30
While, as general matter, unmatured
interest is not allowed after bankruptcy
petition is filed, creditor whose collateral is
worth more than amount of creditor’s secured claim is entitled to postpetition interest on its claim up to amount of the
difference in values. 11 U.S.C.A. § 506(b).
6. Bankruptcy O2853.30
Postpetition interest accrues on oversecured creditor’s secured claim until
the secured claim is paid or until effective
date of plan. 11 U.S.C.A. § 506(b).
7. Bankruptcy O3782, 3787
On appeal from the Bankruptcy Appellate Panel’s (BAP’s) reversal of bankruptcy court’s decision as to allegedly
oversecured creditor’s entitlement to
postpetition interest, when creditor was
not allegedly oversecured only for a portion of time running from petition date
to date on which plan was confirmed,
the Court of Appeals would review de
novo the bankruptcy court’s interpretation of statute entitling oversecured
creditors to postpetition interest, and
would review for clear error the bankruptcy court’s factual finding as to when
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creditor
became
oversecured.
11
U.S.C.A. § 506(b); Fed.Rules Bankr.Proc.
Rule 8013, 11 U.S.C.A.
8. Bankruptcy O2853.30
In assessing mortgage lender’s entitlement to postpetition interest, when construction work that Chapter 11 debtor
continued to perform postpetition affected
value of collateral securing lender’s claim,
bankruptcy court did not have to determine the over- or undersecured nature of
lender’s claim on one specific date, be it
upon date when petition was filed or when
plan was confirmed, as determining lender’s right to postpetition interest over the
entire postpetition, preconfirmation period,
but had flexibility in determining when
lender became oversecured and entitled to
postpetition
interest.
11
U.S.C.A.
§ 506(b).
9. Bankruptcy O2927
Bankruptcy judge’s comment, in ruling that the date of closing on sale of hotel
property securing mortgage lender’s claim
was date that ‘‘it was unequivocally established and beyond dispute’’ that lender was
oversecured creditor and entitled to postpetition interest, did not show that it had
committed legal error by requiring lender
to prove its oversecured status by more
than preponderance of evidence, a standard that bankruptcy judge three times
mentioned in ruling on lender’s right to
postpetition interest; rather, judge’s comment was simply a statement of the certainty of judge’s oversecurity finding. 11
U.S.C.A. § 506(b).
10. Bankruptcy O2927
Bankruptcy court did not clearly err
in finding that Chapter 11 debtors’ scheduling of property securing lender’s claim
with values that aggregated more than the
amount of lender’s claim was not admission that lender was oversecured and entitled to postpetition interest, where debt-

395

ors’ schedules specifically noted that the
listed values were book values that might
not reflect fair market value of debtors’
interest in property.
11 U.S.C.A.
§ 506(b).
11. Bankruptcy O2853.30
Valuation of property securing mortgage lender’s claim, for purposes of deciding whether lender was entitled to relief
from stay to exercise its rights in mortgaged property based on Chapter 11 debtor’s alleged lack of equity therein and fact
that debtor allegedly did not need property for any reorganization reasonably in
prospect, was not binding when bankruptcy court subsequently was called upon to
value mortgaged property for a completely
different purpose, to determine lender’s
entitlement to postpetition interest. 11
U.S.C.A. §§ 362(d)(2), 506(a, b).
12. Bankruptcy O2852
Valuation made for one purpose at
one point in bankruptcy proceeding has no
binding effect on valuations performed for
other purposes at other points in proceeding. 11 U.S.C.A. § 506(a).
13. Bankruptcy O2853.30, 2927
Bankruptcy court did not clearly err
in finding that, while it was entirely possible that improvements that Chapter 11
debtors were making, postpetition, to real
property securing lender’s claim, while
also making postpetition payments on
lender’s claim, until property was eventually sold for amount that rendered the lender oversecured and entitled to postpetition
interest, had resulted in the property securing lender’s claim as having a value in
excess of amount of claim at earlier point
in time, prior to closing of sale, lender had
failed to demonstrate when that earlier
point in time was, and that lender was thus
entitled to postpetition interest only from
date sale closed. 11 U.S.C.A. § 506(b).
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14. Bankruptcy O2926
Interest O67
Following determination that creditor
is oversecured and entitled to postpetition
interest, there is presumption in favor of
applying contract rate of interest, but this
presumption may be rebutted by debtor.
11 U.S.C.A. § 506(b).
15. Damages O80(1)
Interest O37(2)
Under Massachusetts law, court must
determine whether default interest provision in contract constitutes allowable liquidated damages or an unenforceable penalty.
16. Damages O163(3)
Under Massachusetts law, party challenging a liquidated damages provision
bears burden of showing that it constitutes
an unenforceable penalty, and all reasonable doubts are resolved in favor of enforcement.
17. Damages O79(1), 80(1)
Under Massachusetts law, liquidated
damages provision will be enforced provided: (1) that at time of contracting, the
actual damages flowing from breach were
difficult to ascertain; and (2) that the sum
agreed on as liquidated damages represents reasonable forecast of damages expected to occur in event of breach.
18. Bankruptcy O2927
Interest O37(2)
Even assuming that it was appropriate for bankruptcy court, in deciding
whether Chapter 11 debtors had rebutted
oversecured mortgage lender’s presumptive right to postpetition interest at contractual default rate, to consider Massachusetts state law on default interest
provisions, bankruptcy court did not
clearly err in finding that evidence that
lender’s vice president had not personally
engaged in any analysis of lender’s antic-

ipated damages in event of breach, and
that she was not aware of anyone employed by lender who had engaged in
such an analysis before lender set default
rate, was insufficient to show that default
rate was unreasonable and grossly disproportionate to real damages from debtors’ breach or that it was unconscionably
excessive, as required under Massachusetts law for default interest provision to
constitute an unenforceable penalty.
19. Bankruptcy O2125, 2927
Interest O67
Bankruptcy court did not clearly err
in finding, based entirely on federal equitable principles, that Chapter 11 debtors had
not satisfied their burden of rebutting oversecured creditor’s entitlement to postpetition interest at the contractual default
rate, given that debtors’ plan provided for
payment of all creditor claims in full, that
creditor, while quite litigious, had not engaged in any conduct rising to level of
obstruction of bankruptcy process, that
there was no evidence that contractual default rate was inconsistent with default
rates for similar loans in marketplace, and
that larger spreads between pre-default
and default rates had been allowed in other bankruptcy cases.
11 U.S.C.A.
§ 506(b).
20. Bankruptcy O2853.30
Creditor that, in requesting postpetition interest in its capacity as allegedly
oversecured creditor, and throughout
three-day trial conducted by bankruptcy
judge, had never asserted right to compound, but only to simple, postpetition interest, and who belatedly raised the compounding question based on language in its
contract with debtor only after court had
made its award, would not be heard to
complain that bankruptcy court had
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abused its discretion in disallowing compounding. 11 U.S.C.A. § 506(b).
21. Bankruptcy O3767
Because bankruptcy cases typically involve numerous controversies bearing only
a slight relationship to each other, concept
of ‘‘final,’’ appealable order is given a flexible interpretation in bankruptcy. 28
U.S.C.A. § 158(a)(1).
22. Bankruptcy O3767
Bankruptcy court order may be ‘‘final
order’’ and appealable as of right, even if it
does not resolve all issues in case, as long
as it finally disposes of all the issues pertaining to discrete dispute within larger
case. 28 U.S.C.A. § 158(a)(1).
See publication Words and Phrases for other judicial constructions
and definitions.

23. Bankruptcy O3765, 3767
When district court remands matter
to bankruptcy court for significant further
proceedings, there is no ‘‘final order’’ for
purposes of appeal, and the Court of Appeals lacks jurisdiction; however, when a
remand leaves only ministerial proceedings, then the remand may be considered
‘‘final.’’ 28 U.S.C.A. § 158(d).
24. Bankruptcy O3765, 3789.1
While order of the Bankruptcy Appellate Panel (BAP) reversing bankruptcy
court’s Chapter 11 plan confirmation order
and remanding for further proceedings,
after the BAP, in separate order, had reversed the bankruptcy court’s decisions,
first, that creditor became oversecured
and thus entitled to postpetition interest
only from time well after petition date, and
secondly, that such interest should be compounded and was not just simple postpetition interest, might not finally resolve any
discrete issue in bankruptcy case, the
Court of Appeals, in recognition of fact
that remand order was entered only because the BAP’s decision on compounding
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issue and on issue of when creditor became oversecured significantly increased
amount of creditor’s claim and thus effected confirmability of plan, would exercise
jurisdiction and vacate remand order after
reversing the BAP both on issue of when
creditor became oversecured and on compounding issue. 28 U.S.C.A. § 158(d).

Harold B. Murphy, with whom Charles
R. Bennett, Jr., John C. Elstad, Christopher M. Condon, and Murphy & King,
P.C., were on brief, for appellants SW
Boston Hotel Venture, LLC; Auto Sales &
Service, Inc.; General Trading Company;
Frank Sawyer Corporation; 100 Stuart
Street, LLC; 30–32 Oliver Street Corporation; General Land Corporation; and 131
Arlington Street Trust.
E. Kate Buyuk, with whom Joseph F.
Ryan and Lyne, Woodworth & Evarts
LLP were on brief, for appellant City of
Boston.
Emanuel C. Grillo, with whom William
M. Jay and Goodwin Procter LLP were on
brief, for appellee.
Before LYNCH, Chief Judge, STAHL
and HOWARD, Circuit Judges.
STAHL, Circuit Judge.
This appeal presents multiple issues
arising from a heavily contested Chapter
11 bankruptcy proceeding. Stated simply,
a secured creditor appealed to the Bankruptcy Appellate Panel for the First Circuit (‘‘the BAP’’) from the bankruptcy
court’s orders determining its entitlement
to postpetition interest (and thus the total
amount of its claim) and confirming the
debtors’ Chapter 11 plan. The BAP reversed in part, significantly increasing the
secured creditor’s entitlement to post-peti-
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tion interest, and vacated and remanded
the confirmation order. The debtors and
the City of Boston (‘‘City’’), as a junior
creditor, appealed to this court. After
careful consideration, we conclude that the
BAP erred in reversing the bankruptcy
court’s post-petition interest determination. And, because the BAP’s confirmation order was based solely on its erroneous interest determination, we vacate that
order as well.
I.

Facts & Background

A. Financing and Construction of the
W
In 2007, Debtor–Appellant SW Boston
Hotel Venture, LLC, (‘‘SW Boston’’)
sought financing to develop a mixed-used
property that would become the W Hotel
and Residences (‘‘the W’’) in Boston’s theater district. In January of 2008, after a
previous lender withdrew its financing
commitment, the Prudential Insurance
Company of America (‘‘Prudential’’)
agreed to provide up to $192.2 million in
financing (‘‘the Prudential Loan’’) pursuant
to a construction loan agreement (‘‘the
CLA’’). Prudential took a mortgage and
first priority security interest in SW Boston’s real and personal property and any
proceeds thereof. It also required additional collateral and credit support in the
form of certain real estate and other property owned by the remaining Debtors–
Appellants (‘‘Affiliated Debtors’’), as well
as a $17.3 million letter of credit. Sovereign Bank issued the letter of credit based
on the credit provided by two non-debtor
affiliates of SW Boston.
1.

The City stresses that, to make this loan, it
borrowed $10.5 million from the U.S. Department of Housing and Urban Development,
giving in return a note secured by a pledge of
present and future Community Development
Block Grant revenues, funding the City relies
on for its affordable housing and economic
development programs. The City further

The W project consists of a 235–room
hotel, 123 luxury condominium units, an
underground parking garage, a restaurant,
a spa and related retail space, and a bar.
The hotel was to operate under the W
Hotels brand of Starwood Hotels and Resorts Worldwide, Inc. (‘‘Starwood’’), with
Starwood managing the operations.
The W opened on schedule in October of
2009, but, due in large part to the ongoing
recession, obtained substantially fewer
commitments to purchase condominiums
than the CLA required. In addition, the
restaurant, spa, and bar—all required to
operate under the W Hotel flag—had not
been completed, and the Debtors lacked
sufficient funding to complete them. In
December 2009, after Prudential declined
to provide additional funds, SW Boston
and the City entered into a loan agreement
(‘‘the City Loan’’), with the City agreeing
to provide $10.5 million in additional funding.1 The City Loan was secured by a
junior lien on most of the collateral that
secured the Prudential Loan and a first
lien on $4 million in cash provided by an
Affiliated Debtor. The CLA required the
Debtors to obtain Prudential’s consent before entering into any junior loans. In
return for its consent, Prudential required
the City to execute an Intercreditor
Agreement that, among other things, subordinated the City’s right to payment to
Prudential and purported to assign to Prudential the City’s right to vote on any
bankruptcy plan.
B.

Bankruptcy Court Proceedings

On April 28, 2010, after SW Boston
failed to make a mandatory quarterly paynotes that, had it not stepped in, ‘‘[t]he Debtors and Prudential both were at risk of losing
significant portions of their investments, and
the City of Boston would have been left with
an unfinished building that would have been
a blight and an economic detriment to an
already vulnerable section of the city.’’
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ment to Prudential and loan-restructuring
negotiations failed, SW Boston and four of
the Affiliated Debtors filed voluntary
Chapter 11 bankruptcy petitions. The remaining three Affiliated Debtors commenced Chapter 11 cases on June 4. The
bankruptcy court administered all of the
Chapter 11 cases jointly. Prudential filed
a proof of claim asserting secured claims of
not less than $180,803,186, plus fees, costs,
and pre- and post-petition interest. Shortly after the petition date, Prudential drew
down the letter of credit, reducing its prepetition claim to $165,592,659.
The filing of the bankruptcy petitions
resulted in imposition of an automatic stay
as to all creditors’ efforts to enforce their
liens. See 11 U.S.C. § 362(a). However,
§ 362(d) requires the court to grant relief
from the stay unless certain creditor safeguards are met. See id. § 362(d)(1).2 In
August of 2010, Prudential filed a motion
for relief from the stay as to SW Boston
only (‘‘lift-stay motion’’), arguing that it
was undersecured because the amount of
its claim against SW Boston exceeded the
value of SW Boston’s assets and that the
Debtors lacked the means to provide alternative forms of adequate protection. It
sought permission to exercise its contractual rights and remedies to, among other
things, commence foreclosure proceedings.
In its January 28, 2011, ruling, the bankruptcy court found that SW Boston’s outstanding debt to Prudential, after deductions for payments made from ongoing
condominium sales and exclusive of any
post-petition interest or expenses, was approximately $154 million. Prudential’s expert valued the remaining condominiums
at $86 million and the W hotel at $55
million, while SW Boston’s expert valued
2.

The bankruptcy court is directed to grant
relief from the stay ‘‘for cause, including the
lack of adequate protection of an interest in
property of such party in interest;’’ or, with
respect to an act against particular property,
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the remaining condominiums at $90.6 million and the hotel at $65.6 million. After a
three-day evidentiary hearing, the bankruptcy court concluded that the value of
the condominiums was $88 million and the
value of the hotel was $65.6 million, making the total value of SW Boston’s collateral $153.6 million. Thus, Prudential was
undersecured as to SW Boston alone.
However, the bankruptcy court noted that,
with respect to the entire collateral package of all of the Debtors, Prudential had
an equity cushion in excess of $19 million.
Taking that finding in conjunction with the
facts that SW Boston was reducing the
amount of the outstanding debt through
payments from condominium sales and
that the value of its secured claim was not
declining, the bankruptcy court concluded
that Prudential was adequately protected
under § 362(d)(1).
With respect to
§ 362(d)(2), the bankruptcy court found
that SW Boston lacked equity in the W
project, but that the property was necessary to a successful reorganization, which
the court ruled was reasonably likely. The
bankruptcy court therefore denied Prudential’s lift-stay motion on January 28, 2011.
On March 28, 2011, SW Boston filed a
motion for court approval of a purchase
and sale agreement (‘‘the P & S’’) for the
sale of the hotel and garage to an unrelated third party for $89.5 million. The
bankruptcy court granted the motion on
May 24. But, before the sale could close,
SW Boston was required to resolve several
outstanding issues on which the P & S was
contingent. For example, the P & S was
conditioned on the assignment of certain
construction warranties from the W’s construction manager, Bovis Lend–Lease
if ‘‘(A) the debtor does not have an equity in
such property; and (B) such property is not
necessary to an effective reorganizationTTTT’’
11 U.S.C. § 362(d)(1), (2). Prudential moved
for relief under both subsections.
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LMB, Inc. (‘‘Bovis’’), to the purchaser. Although the Bovis–SW Boston contract required assignment of the warranties to SW
Boston upon completion of the project, Bovis claimed to be excused from this obligation due to various disputes with SW
Boston. The P & S was also conditioned
on the assignment to the purchaser of
several Starwood–SW Boston contracts.
However, Starwood alleged that various
incurable non-monetary defaults—including failure to timely open the spa and
bar—precluded assumption and assignment of the contracts. After SW Boston
managed to resolve these contingencies,
the sale closed on June 8, 2011, and the net
proceeds of $88,322,017 were paid over to
Prudential.
On March 31, 2011, three days after
filing the hotel sale motion, the Debtors
filed their reorganization plan. The plan
need not be described in great detail, but,
in broad strokes, it called for Prudential to
be paid in full by March of 2014 if the
hotel sale closed, or after a more extended
period if it did not. The plan contemplated that Prudential would receive post-effective-date interest of 4.25% per annum,
but it made no provision for postpetition,
pre-effective-date interest. Prudential objected to confirmation of the plan on multiple grounds.
Throughout the pendency of the bankruptcy case, SW Boston continued construction. After SW Boston resolved
various issues with contractors who had
suspended their work because of the
bankruptcy filings, the spa was completed
and opened on August 18, 2010. That
September, after two work interruptions
caused by a change in the building code
3. Specifically, Prudential sought to apply any
condominium proceeds it received from the
Debtors first to outstanding postpetition interest and second to the outstanding principle
balance of the Prudential Loan.

and the state’s appeal of a variance
granted to SW Boston, SW Boston received all necessary approvals to recommence construction of the bar. Multiple
open construction items on the W were
completed. SW Boston continued to sell
condominiums, paying over the proceeds
(less certain deductions) to Prudential.
On April 15, 2011, Prudential moved for
a determination that it was oversecured
and therefore entitled to post-petition interest under 11 U.S.C. § 506(b).3 In general terms, a claim is oversecured if the
value of the creditor’s interest in its collateral exceeds the amount of its claim. Under § 506(b), an oversecured creditor is
entitled to post-petition interest, as well as
reasonable fees, costs, or charges provided
for in the parties’ contracts or by state
law, up to the extent of its oversecurity.
Prudential argued that it should receive
post-petition interest at the contractual default rate of 14.5% per annum,4 5% higher
than the contractual base rate, accruing
from the petition date. The Debtors argued that Prudential only became oversecured upon the closing of the hotel sale,
and therefore could only receive postpetition interest from that point forward.
They also claimed that the default rate was
unenforceable and inequitable, and requested that, to the extent Prudential was
entitled to any post-petition interest, it
should accrue at the base rate of 9.5% per
annum.
The bankruptcy court held a three-day
combined trial addressing Prudential’s
§ 506(b) motion and the Debtors’ proposed
plan. On October 4, 2011, it issued an
order granting Prudential post-petition interest at 14.5% per annum, commencing on
4. As discussed in greater detail below, after
the bankruptcy court issued its § 506(b) order, Prudential also claimed that it was entitled to monthly compounding of its interest.
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the hotel sale date. The court ruled that
the hotel sale price, rather than its earlier
valuation at the lift-stay hearing, was the
best indicator of the hotel’s value. However, it also noted that, in light of the ongoing improvements and the resolution of
various contingencies, the sale price did
not reflect its value on any earlier date.
Therefore, it found that Prudential only
became oversecured once the hotel sale
closed. After receiving the parties’ interest calculations (which differed only as to
whether the interest should be compounding), the bankruptcy court entered an order fixing Prudential’s claims, inclusive of
non-compounding post-petition interest.
Prudential appealed and the Debtors
cross-appealed the § 506(b) decision and
the resultant claim order to the BAP.
On November 14 and 16, respectively,
the bankruptcy court issued an opinion
finding that the plan (with some modifications) met all confirmation requirements
and an order confirming the modified plan
over Prudential’s objections. On November 17, Prudential filed a notice of appeal
of the confirmation decision to the BAP,
along with a motion to stay the confirmation order pending appeal. The bankruptcy court denied the stay motion on November 21, and, on November 30, so did the
BAP when Prudential sought the same
relief there. The plan became effective on
December 1.
C. Bankruptcy Appellate Panel Proceedings
While the parties were briefing the appeals, the Debtors moved to dismiss Prudential’s appeals as equitably moot. The
BAP found that, although the plan had
been substantially consummated, the appeals were not equitably moot because
5. The City, as a junior lienholder, argues that
its ability to recover its affordable housing
and economic development money may be
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Prudential could still be afforded relief
without harming innocent third parties or
unraveling the reorganization (especially
because Prudential represented its willingness to accept alternative forms of relief
that would not require such unraveling).
As to the § 506(b) appeal, the BAP: (1)
held that Prudential was entitled to postpetition interest from the petition date,
reversing the bankruptcy court’s finding
that Prudential had only become oversecured on the hotel sale date; (2) affirmed
the bankruptcy court’s determination that
the contractual default rate of interest
(14.5%) applied; and (3) reversed the
bankruptcy court’s ruling that the interest
was not compounding. As to the confirmation order appeal, without addressing the
confirmability of the plan, the BAP vacated and remanded the confirmation order
so that the plan could be amended to
accommodate Prudential’s now-increased
claim. The Debtors and the City 5 each
appealed both of the BAP’s decisions to
this court. Prudential moved to dismiss
the confirmation order appeals for lack of
jurisdiction, arguing that they were not
final appealable orders. Those motions
were referred to this panel for consideration along with the merits.
Throughout these proceedings, the
Debtors have continued to sell W condominiums and have since paid Prudential
the full amount due under the originally
confirmed plan. The City, in contrast, has
not received all the payments owed to it
under the plan, which became effective on
December 1, 2011. The Debtors, we were
informed at oral argument, have also
stopped making installment payments
owed to other creditors under that plan.
severely compromised if the BAP’s order
stands.
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II.

Analysis

[1, 2] According no special deference to
the BAP, we focus instead on the bankruptcy court’s decisions, reviewing conclusions of law de novo and findings of fact
for clear error. Stornawaye Fin. Corp. v.
Hill (In re Hill), 562 F.3d 29, 32 (1st
Cir.2009). The bankruptcy court’s interpretation of the relevant statutes presents
a question of law, while its application of
those statutes to the facts of this case
presents a mixed question of law and fact
that we review for clear error unless its
analysis was ‘‘infected by legal error.’’
Winthrop Old Farm Nurseries, Inc. v.
New Bedford Inst. for Sav. (In re Winthrop Old Farm Nurseries, Inc.), 50 F.3d
72, 73 (1st Cir.1995) (internal quotation
marks omitted). Absent legal error, we
will not reverse a factual finding under this
‘‘formidable standard,’’ Sharfarz v. Goguen
(In re Goguen), 691 F.3d 62, 69 (1st Cir.
2012), unless, ‘‘on the whole of the record,
we form a strong, unyielding belief that a
mistake has been made,’’ Cumpiano v.
Banco Santander P.R., 902 F.2d 148, 152
(1st Cir.1990). ‘‘If the bankruptcy court’s
account of the evidence is plausible in light
of the record viewed in its entirety, we
may not reverse.’’ Goat Island S. Condo.
Ass’n v. IDC Clambakes, Inc. (In re IDC
Clambakes, Inc.), 727 F.3d 58, 64 (1st Cir.
2013) (alteration and internal quotation
marks omitted).
A. Equitable Mootness
[3] The Debtors first appeal from the
BAP’s denial of their motions to dismiss
Prudential’s appeals as equitably moot.
6.

There is, in fact, a prior threshold issue.
Prudential argues that this court lacks jurisdiction because the Debtors did not identify in
their notices of appeal the BAP’s orders denying the motions to dismiss. We disagree. See
Martı́nez–Serrano v. Quality Health Servs. of
P.R., Inc., 568 F.3d 278, 282–83 (1st Cir.2009)
(rejecting argument that court lacked jurisdiction to consider exclusion of expert witness

The doctrine of equitable mootness allows
an appellate court to dismiss a bankruptcy
appeal if ‘‘an unwarranted or repeated failure to request a stay enabled developments to evolve in reliance on the bankruptcy court order to the degree that their
remediation has become impracticable or
impossible,’’ Hicks, Muse & Co. v. Brandt
(In re Healthco Int’l, Inc.), 136 F.3d 45, 48
(1st Cir.1998), or if ‘‘the challenged bankruptcy court order has been implemented
to the degree that meaningful appellate
relief is no longer practicable even though
the appellant may have sought a stay with
all due diligence,’’ id.
[4] As a threshold issue,6 the parties
dispute the appropriate standard of review, the subject of a circuit split that this
circuit has not yet addressed. Compare
Liquidity Solutions, Inc. v. Winn–Dixie
Stores, Inc. (In re Winn–Dixie Store,
Inc.), 286 Fed.Appx. 619, 622 & n. 2 (11th
Cir.2008) (per curiam) (adopting de novo
standard), Curreys of Neb., Inc. v. United
Producers, Inc. (In re United Producers,
Inc.), 526 F.3d 942, 946–47 (6th Cir.2008)
(same), and United States v. Gen. Wireless, Inc. (In re GWI PCS 1 Inc.), 230 F.3d
788, 799–800 (5th Cir.2000) (same), with
R 2 Invs., Inc. v. Charter Commc’ns, Inc.
(In re Charter Commc’ns, Inc.), 691 F.3d
476, 483 (2d Cir.2012) (adopting abuse-ofdiscretion standard), Search Mkt. Direct,
Inc. v. Jubber (In re Paige), 584 F.3d 1327,
1334–35 (10th Cir.2009) (same), In re Continental Airlines, 91 F.3d 553, 560 (3d
Cir.1996) (en banc) (same), and In re AOV
Indus., Inc., 792 F.2d 1140, 1148 (D.C.Cir.
1986) (same).
where only final judgment was listed in notice, because ‘‘a notice of appeal is deemed to
encompass not only the final judgment but
also all interlocutory orders that merge into
it’’). Moreover, the Debtors listed the equitable mootness issue in their statement of issues
on appeal, and there is no assertion that Prudential was caught by surprise due to technical defects, if any, in the notices of appeal.
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The Debtors argue that our review
should be de novo ‘‘[s]ince the [c]ourt applies plenary review to virtually all other
rulings of the BAP.’’ Prudential, noting
that a dismissal for equitable mootness is
an exercise of the ‘‘court’s discretion in
matters of remedy and judicial administration not to determine a case on its merits,’’
Rochman v. Ne. Utils. Serv. Grp. (In re
Pub. Serv. Co. of N.H.), 963 F.2d 469, 471
(1st Cir.1992) (internal quotation marks
omitted), argues that review should be for
abuse of that discretion. We need not
resolve the issue because we cannot say
that the BAP’s refusal to dismiss the appeals was inappropriate under either standard.

bankruptcy
petition.
11
U.S.C.
§ 502(b)(2). However, Congress has created an exception to this rule in the case of
‘‘oversecured’’ creditors. See United Sav.
Ass’n of Tex. v. Timbers of Inwood Forest
Assocs., 484 U.S. 365, 372–73, 108 S.Ct.
626, 98 L.Ed.2d 740 (1988); Ford Motor
Credit Co. v. Dobbins, 35 F.3d 860, 869
(4th Cir.1994). Two provisions of § 506 of
the Bankruptcy Code govern the award of
post-petition interest to an oversecured
creditor. First, § 506(a) sets the amount
of a creditor’s allowed secured claim:
An allowed claim of a creditor secured
by a lien on property in which the estate
has an interest, TTT is a secured claim to
the extent of the value of such creditor’s
interest in the estate’s interest in such
property,7 TTT and is an unsecured claim
to the extent that the value of such
creditor’s interest TTT is less than the
amount of such allowed claim. Such
value shall be determined in light of the
purpose of the valuation and of the proposed disposition or use of such property, and in conjunction with any hearing
on such disposition or use or on a plan
affecting such creditor’s interest.

In a careful and detailed analysis that
we need not reproduce here, the BAP
considered the relevant factors and concluded that, if Prudential prevailed on appeal, the bankruptcy court could fashion
some form of practicable relief, even if
only partial or alternative. We perceive no
reason to dislodge this determination. We
therefore turn to the substance of the
bankruptcy court’s orders.
B.
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§ 506(b) Order

[5, 6] As a general matter, unmatured
interest is not allowed after the filing of a

11 U.S.C. § 506(a)(1).8 Thus, a claim may
be bifurcated into secured and unsecured

7. A creditor’s ‘‘interest in property’’ is its ‘‘security interest without taking account of [its]
right to immediate possession of the collateral
on default,’’ Timbers, 484 U.S. at 372, 108
S.Ct. 626, or, in other words, the value of the
collateral alone, not including other rights
that the word ‘‘interest’’ may invoke, id. at
371–72, 108 S.Ct. 626. The phrase ‘‘the value of such creditor’s interest in the estate’s interest in such property’’ recognizes that a
debtor may not own the entire interest in the
collateral and that other creditors may hold
senior liens on that same collateral. ‘‘A debtor may own only a part interest in the property pledged as collateral, in which case the
court will be required to ascertain the ‘estate’s interest’ in the collateral. Or, a creditor may hold a junior or subordinate lien,

which would require the court to ascertain
the creditor’s interest in the collateral.’’ Assocs. Commercial Corp. v. Rash, 520 U.S. 953,
961, 117 S.Ct. 1879, 138 L.Ed.2d 148 (1997).
Here, Prudential is the senior creditor, so its
interest in the collateral is undiminished. In
addition, although the parties dispute whether the various Debtors’ collateral should be
aggregated for purposes of the oversecurity
determination, each Debtor’s interest in the
collateral it pledged is undivided. The cumbersome statutory language thus distills to
‘‘value of the collateral.’’
8.

In addition to entitlement to post-petition
interest, a § 506(a) determination of secured
status triggers several rights and protections
for the claimholder. See 4 Collier on Bank-
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portions depending on the value of the
collateral. Next, § 506(b) defines an oversecured creditor’s entitlement to postpetition interest:
To the extent that an allowed secured
claim is secured by property the value of
which, after any recovery under subsection (c) of this section, is greater than
the amount of such claim, there shall be
allowed to the holder of such claim, interest on such claim, and any reasonable
fees, costs, or charges provided for under the agreement or State statute under which such claim arose.
Id. § 506(b). Thus, if the collateral is
worth more than the amount of the secured claim, the creditor is entitled to
post-petition interest on its claim 9 up to
the amount of the difference in values (this
difference is referred to as an ‘‘equity
cushion’’ or ‘‘security cushion’’). See Baybank–Middlesex v. Ralar Distribs., Inc.,
69 F.3d 1200, 1202 (1st Cir.1995) (‘‘A creditor is oversecured when the value of its
collateral exceeds the amount of its [allowed secured] claim; postpetition interest
and fees are allowable only to the extent of
that oversecurity.’’); see also Timbers, 484
U.S. at 372, 108 S.Ct. 626 (noting that
§ 506(b) ‘‘permits postpetition interest to
ruptcy ¶ 506.02 (Alan N. Resnick & Henry J.
Sommer, eds., 16th ed.) (noting that the holder of a secured claim may be entitled to
adequate protection relief, lifting of the automatic bankruptcy stay, and greater protection
in cramdown situations). The § 506(a) determination may differ depending on the purpose of the valuation. Here we are concerned solely with valuations for the purpose
of determining entitlement to post-petition interest.
9.

Prudential also sought approximately
$750,000 in postpetition fees and costs. The
bankruptcy court denied this request, noting
that Prudential failed to explain or itemize
this amount of fees and costs or to indicate
what provision(s) of the relevant contracts
provided for them. The BAP noted that Pru-

be paid only out of the ‘security cushion’ ’’). Post-petition interest accrues until
the secured claim is paid or until the effective date of the plan. Rake v. Wade, 508
U.S. 464, 468, 113 S.Ct. 2187, 124 L.Ed.2d
424 (1993), superseded by statute on other
grounds, 11 U.S.C. § 1322(e).
The parties agree that Prudential was
oversecured during at least part of the
bankruptcy proceeding and therefore is
entitled to some amount of post-petition
interest, but they differ as to how to determine oversecured status, when Prudential
became oversecured, and the applicable interest rate and type.
1. Determination of Oversecurity
[7] We review the bankruptcy court’s
interpretation of § 506 de novo, and its
factual finding as to when Prudential became oversecured for clear error. See
Hill, 562 F.3d at 32.
i.

Flexible Versus Single–
Valuation Approach

[8] Although § 506(a) dictates how
courts should determine secured status
and collateral value, it does not specify the
time as of which these determinations
should be made.10 See Fin. Sec. Assurdential ‘‘did not brief any issues relating to
the bankruptcy court’s ruling,’’ and deemed
the issue waived. Similarly, here, Prudential
refers several times to its entitlement to postpetition costs and fees in its brief, but offers
no argument that the bankruptcy court erred.
Like the BAP, we consider this issue waived.
See United States v. Zannino, 895 F.2d 1, 17
(1st Cir.1990) (‘‘[I]ssues adverted to in a perfunctory manner, unaccompanied by some effort at developed argumentation, are deemed
waived.’’).
10. We recognize that ‘‘timing of the valuation’’ and similar language could be read to
refer either to the time the court actually
renders the valuation determination or to the
value of the collateral at some particular
point in time. For the purposes of this opin-
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ance Inc. v. T–H New Orleans Ltd. P’ship
(In re T–H New Orleans Ltd. P’ship), 116
F.3d 790, 798 (5th Cir.1997). Where these
figures remain relatively constant, the
choice of measuring date may not matter.
But where, as here, the amount of the
claim has decreased significantly and the
value of the collateral has increased during
the course of the bankruptcy, the choice
can make the difference between a finding
of oversecurity or undersecurity.
Courts have split on the timing issue.
Several have adopted a ‘‘single-valuation’’
approach, where the determination of oversecurity for § 506(b) purposes always
occurs at a fixed point in time (generally
either the petition date or the confirmation
date). See, e.g., Orix Credit Alliance, Inc.
v. Delta Res., Inc. (In re Delta Res., Inc.),
54 F.3d 722, 729 (11th Cir.1995) (per curiam) (‘‘[T]he oversecured creditor’s allowed secured claim for postpetition interest is limited to the amount that a creditor
was oversecured at the time of filing.’’).
Others have adopted a ‘‘flexible’’ approach,
giving the bankruptcy court discretion to
determine the appropriate measuring date
based on the circumstances of the case.
See, e.g., T–H New Orleans, 116 F.3d at
798 (‘‘[F]or purposes of determining
whether a creditor is entitled to accrue
interest under § 506(b) in the circumstance where the collateral’s value is increasing and/or the creditor’s allowed
claim has been or is being reduced by cash
collateral payments, such that at some
point in time prior to confirmation of the
debtor’s plan the creditor may become oversecured, valuation of the collateral and
ion, we use the terms ‘‘timing of the valuation’’ and ‘‘measuring date’’ to refer to the
value of collateral as of a particular date,
without regard to when the court renders its
determination.
11. We note that it took opposite positions
before the bankruptcy court. In its § 506(b)
motion, Prudential explicitly argued that ‘‘the
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the creditor’s claim should be flexible and
not limited to a single point in time, such
as the petition date or confirmation date.’’).
The bankruptcy court provided a thorough
review of the split in authority, see In re
SW Hotel Venture, LLC, 460 B.R. 4, 27–31
(Bankr.D.Mass.2011), and we need not repeat it here.
The bankruptcy court and the BAP both
adopted the flexible approach, although
their applications of it differed. The bankruptcy court found that the hotel sale price
provided the best evidence of the hotel’s
value as of the sale date, but concluded
that the sale price was not reflective of its
value at any earlier point in time due to
the previously outstanding contingencies.
The BAP agreed that the sale price was
the best evidence of value, but concluded
that the sale price established that Prudential was oversecured throughout the
pendency of the bankruptcy proceedings.
The Debtors and the City urge us to
uphold the bankruptcy court’s application
of the flexible approach in this case. Prudential’s argument is two-pronged. Prudential urges us to adopt a single-valuation
approach using the confirmation date as
the measuring date, and to hold that, as a
matter of law, its oversecurity at confirmation dictates that it receive post-petition
interest from the petition date regardless
of whether it was undersecured at any
point prior to that date.11 It also argues
that, even if the flexible approach were
appropriate, the bankruptcy court erred in
applying it, and that we should affirm the
appropriate time at which to value the secured creditor’s interest in the collateral is
TTT flexible,’’ and ‘‘to the extent a secured
creditor’s claim fluctuates between being oversecured and undersecured during the
course of a bankruptcy case, the creditor is
entitled to accrue post-petition interest during
the period which it is oversecured.’’
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BAP’s conclusion that the hotel sale price
established that it was oversecured
throughout the bankruptcy.

tends to selecting a measuring date. Several considerations convince us that, in
appropriate circumstances, it does.

In a helpful amicus brief, the Mortgage
Bankers Association (‘‘Mortg. B.A.’’) argues that the timing of the valuation must,
by statute, be tethered to the purpose for
which the valuation is made, and that the
single valuation approach is overly simplistic because it requires the same measuring
date regardless of the purpose of the valuation. However, noting that an open-ended flexible approach could require potentially limitless redeterminations in cases of
fluctuating value, it cautions that any rule
must avoid serious practical consequences:
if the flexible approach provides that a
pre-confirmation valuation is not only relevant but also essential to determining
creditors’ secured status at confirmation,
that may unduly burden creditors or, conversely, be used to harass debtors by encouraging aggressive action by creditors.
We do not believe our resolution of this
case raises those concerns.

First, neither § 506(b)’s language, nor
its legislative history, nor the bankruptcy
rules define the measuring date for purposes of post-petition interest, suggesting
flexibility. See T–H New Orleans, 116
F.3d at 798. The language of § 506(a) also
suggests that Congress intended bankruptcy courts to have flexibility. While
§ 506(a)(1) sets out a general rule that
collateral value ‘‘shall be determined in
light of the purpose of the valuation and of
the proposed disposition or use of such
property,’’ § 506(a)(2) creates an exception
to the general rule:
If the debtor is an individual in a case
under chapter 7 or 13, such value with
respect to personal property securing an
allowed claim shall be determined based
on the replacement value of such property as of the date of the filing of the
petition without deduction for costs of
sale or marketing. With respect to
property acquired for personal, family,
or household purposes, replacement value shall mean the price a retail merchant would charge for property of that
kind considering the age and condition
of the property at the time value is
determined.

We agree with the bankruptcy court and
the BAP that, at least in the circumstances
presented here, a bankruptcy court may,
in its discretion, adopt a flexible approach.
We have previously recognized that the
statutory directive to determine collateral’s value ‘‘in light of the purpose of the
valuation and of the proposed disposition
or use of such property,’’ § 506(a), affords
bankruptcy courts flexibility in determining the appropriate valuation method, given the particular facts of the case at hand.
Winthrop Old Farm, 50 F.3d at 73–74; see
also In re Heritage Highgate, Inc., 679
F.3d 132, 141 (3d Cir.2012) (‘‘[In the
§ 506(a) context], Congress envisioned a
flexible approach to valuation whereby
bankruptcy courts would choose the standard that best fits the circumstances of a
particular case.’’). But we have not yet
addressed whether this same flexibility ex-

§ 506(a)(2) (emphasis added). The fact
that Congress mandated particular measuring dates in the exception without mandating a particular measuring date in the
general rule suggests that it intended flexibility under § 506(a)(1). See Russello v.
United States, 464 U.S. 16, 23, 104 S.Ct.
296, 78 L.Ed.2d 17 (1983) (‘‘Where Congress includes particular language in one
section of a statute but omits it in another
section of the same Act, it is generally
presumed that Congress acts intentionally
and purposely in the disparate inclusion or
exclusion.’’) (alteration and internal quota-
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tion marks omitted); see also In re Urban
Communicators PCS Ltd. P’ship, 379 B.R.
232, 243 (Bankr.S.D.N.Y.2007) (‘‘The statutory guidance appearing as part of section
506(a) is the antithesis of a hard-and-fast
rule, and instead embodies a more functional approach.’’), aff’d in part, rev’d in
part on other grounds sub nom. Urban
Communicators PCS Ltd. P’ship v. Gabriel Capital, L.P., 394 B.R. 325 (S.D.N.Y.
2008).
Second, the considerations that supported affording flexibility in selecting a
valuation method in Winthrop Old Farm
apply equally to selecting a valuation time.
There, we noted that allowing bankruptcy
courts to select the appropriate valuation
method on a case-by-case basis ‘‘allows the
bankruptcy court, using its informed discretion and applying historic principles of
equity, to adopt in each case the valuation
method that is fairest given the prevailing
circumstances.’’ 50 F.3d at 75–76; see
also Heritage Highgate, 679 F.3d at 142 n.
7 (‘‘Like the appropriate measure of fair
market value, the appropriate time as of
which to value collateral may differ depending on the facts presented. As with
the replacement valuation technique, bankruptcy courts are best situated to determine when is the appropriate time to value
collateral in the first instance.’’) (citation
omitted); T–H New Orleans, 116 F.3d at
798 (noting that a flexible standard ‘‘recognizes the discretionary nature of bankruptcy courts as courts of equity TTT [and] the
equitable nature of bankruptcy in seeking
a balance between debtors and creditors
(debtor’s right to a fresh start versus the
creditor’s right to the value of its claim)’’).
12. This case well demonstrates the problem
with Prudential’s proposed single-valuationat-confirmation approach. As will be discussed below, Prudential only became oversecured as a result of the Debtors’ continued
efforts to complete the W project and continue selling condominium units—successful ef-
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Third, rather than yielding the fairest
result, a rigid single-valuation approach
guarantees an all-or-nothing result that
hinges more on fortuity than reality. For
example, if the petition date were the required measuring date, a creditor that first
became oversecured even one day later
would be allowed no post-petition interest,
even though it was oversecured throughout almost the entire bankruptcy and even
though it could receive substantial postpetition interest under a flexible approach.
Conversely, if the confirmation date were
the required measuring date, a creditor
that first became oversecured just one day
earlier would be allowed post-petition interest for the entirety of the bankruptcy
proceeding (up to the amount of the equity
cushion).12 We do not believe that Congress intended entitlement to post-petition
interest to depend so heavily on chance.
Nor do we believe that Congress intended
to restrict the bankruptcy courts’ equitable
discretion without explicitly saying so.
The availability of a flexible approach
strikes us as more likely to produce fair
outcomes than allowing post-petition interest for the entire bankruptcy, or not at all,
based on a rigidly defined one-shot vantage point.
In support of its argument that the confirmation date must be the measuring
date, Prudential notes that the collateral
value must be calculated at confirmation
because, by definition, the estate can only
distribute what value the debtors actually
have at that time. Thus, its entitlement to
post-petition interest (or, more precisely,
whether its receipt of post-petition interest
to which it would otherwise be entitled will
forts that were funded in large part by a cash
infusion made by the City. Equity does not
require that a senior secured creditor be allowed to vacuum up all the upside of appreciation of its collateral where that appreciation
was only realized due to funding provided by
a junior creditor.
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be limited because the equity cushion is
insufficient to cover it) can only be known
at confirmation. Similarly, the existence
and extent of oversecurity can only be
conclusively determined once the amount
of any recovery under § 506(c) is known,
which also, by necessity, is at confirmation.
These considerations explain why a creditor does not receive accrued post-petition
interest until confirmation. See United
Sav. Ass’n of Tex. v. Timbers of Inwood
Forest Assocs. (In re Timbers of Inwood
Forest Assocs.), 793 F.2d 1380, 1407 (5th
Cir.1986). But we see nothing incongruous about finding that a creditor became
entitled to post-petition interest at one
point in the proceedings and determining
whether that interest will be limited by the
size of the equity cushion at a different
point (namely, the time of confirmation).
See T–H New Orleans, 116 F.3d at 799
(‘‘[A] secured creditor’s entitlement to accrue interest under § 506(b) matures at
that point in time where the creditor’s
claim becomes oversecured. However, as
Timbers dictates, accrued interest under
§ 506(b) is not paid to an oversecured
creditor until the plan’s confirmation or its
effective date, whichever is later.’’) (footnote omitted).
For these reasons, we hold that, under
the particular facts presented in this case,
13. We do not suggest that bankruptcy courts
must, or even should, adopt the flexible approach whenever collateral values and/or
claim amounts fluctuate. We simply recognize that a bankruptcy court may, in the exercise of its discretion, determine that, on the
particular facts before it, equity and fairness
would be best served by application of a flexible approach.
14. Prudential advocates for a burden-shifting
approach by which its burden was not triggered unless and until the Debtors refuted the
presumed validity of its proof of claim by
introducing sufficient evidence that the collateral was worth less than the amount of the
secured claim plus interest. See Heritage

the bankruptcy court did not err in adopting a flexible approach for determining
oversecured status.13
ii.

Application of the Flexible
Approach
a.

Standard of Review

The bankruptcy court determined that
Prudential became oversecured as of the
date the hotel sale closed and was entitled
to post-petition interest from that date
through the effective date. Although this
is a factual determination to which the
clear-error standard would normally apply,
cf. Baybank–Middlesex, 69 F.3d at 1203
(reviewing for clear error a determination
that the creditor was undersecured for
adequate-protection purposes), Prudential
argues that that standard is inappropriate
here because the bankruptcy court’s factual determination was infected by legal error, see Winthrop Old Farm, 50 F.3d at
73, in that the bankruptcy court wrongly
elevated Prudential’s burden of proof in
establishing oversecurity. We find no
such error.
[9] The parties agree that, ultimately,
the burden was on Prudential to show by a
preponderance of the evidence that it was
oversecured,14 but Prudential argues that
Highgate, 679 F.3d at 139–40, 145 (discussing
varied approaches, and adopting a burdenshifting framework for determining the extent
to which a claim is secured under § 506(a)).
Regardless of the merits of this approach,
Prudential did not request its application below and did not challenge the Debtors’ citation to a long string of cases holding that the
creditor bears the burden of establishing oversecured status. See, e.g., T–H New Orleans,
116 F.3d at 798 (holding that, although the
burden to motion for a § 506(b) determination lies with whichever party contends that
there is a dispute about entitlement to postpetition interest, ‘‘[t]he creditor TTT bears the
ultimate burden to prove by a preponderance
of evidence its entitlement to postpetition in-

187

IN RE SW BOSTON HOTEL VENTURE, LLC
Cite as 748 F.3d 393 (1st Cir. 2014)

the bankruptcy court erred in holding it to
a much higher standard. In ruling that
the sale closing date was the appropriate
time to fix Prudential’s oversecured status,
the bankruptcy court stated that, ‘‘[o]n
that date, it was unequivocally established
and beyond dispute that Prudential was an
oversecured creditor.’’ SW Hotel Venture,
460 B.R. at 32. We do not agree with
Prudential that this passage means that
the bankruptcy court replaced the preponderance standard with a newly created
‘‘unequivocal and beyond dispute’’ standard. The bankruptcy court correctly recited the preponderance standard three
separate times in its comprehensive
§ 506(b) ruling. We read the ‘‘beyond dispute’’ language as a comment on the certainty of the oversecurity finding, and see
absolutely nothing in the bankruptcy
court’s reasoning or conclusions to suggest
that it was applying anything other than
the correct standard. Because the bankruptcy court’s analysis was not infected by
legal error, the clear-error standard applies.
b.

Measuring Date

The bankruptcy court considered several
possible measuring dates (the petition
date, the date of the lift-stay decision, the
date SW Boston signed the hotel P & S
and filed its motion for approval of the
sale, the date the court approved the sale
terest, that is, that its claim was oversecured,
to what extent, and for what period of time’’).
The Debtors can hardly be faulted for purportedly failing to make a showing that no
binding precedent required that they make
and that they were never asked to make.
In addition, Prudential apparently failed to
submit copies of the relevant documentation
(the note, mortgage, and CLA) along with its
proof of claim, despite the proof-of-claim
form’s specific instructions to do so and contrary to the requirements of Bankruptcy Rule
3001. Therefore, even if the burden-shifting
approach had applied, it is highly questionable whether Prudential was entitled to the
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motion, the hotel sale date, and the date of
the confirmation hearing), and determined
that the sale closing date was the earliest
that Prudential had established oversecured status.15
[10] As for the petition date, the court
noted that Prudential had submitted no
evidence that it was oversecured at that
time, and that it instead relied on the
Debtors’ schedules of assets, which indicated that the value of Prudential’s collateral,
in the aggregate, was substantially more
than its total pre-petition claim. As Prudential points out, these schedules were
completed under penalty of perjury. But,
as the Debtors point out, the schedules
also specifically indicated that the listed
values were book values that may not reflect the fair market value of the Debtors’
interest in the relevant property. See
Lawson v. Ford Motor Co. (In re Roblin
Indus., Inc.), 78 F.3d 30, 36 (2d Cir.1996)
(‘‘[B]ook values are not ordinarily an accurate reflection of the market value of an
asset.’’). The bankruptcy court did not
rely on these values because they were not
substantiated by any evidence. We perceive no error, clear or otherwise.
[11] As for the lift-stay decision, the
Debtors correctly note that the main issue
there was whether the W was necessary to
an effective reorganization. The Bankpresumed validity that attaches to a ‘‘proof of
claim executed and filed in accordance with
[Rule 3001],’’ Fed. R. Bankr.P. 3001(f).
15. The bankruptcy court relied on stipulated
values for the remaining condominiums and
other collateral. These values are not disputed on appeal. The parties likewise stipulated
to the method for calculating Prudential’s
claim, in light of the ongoing condominium
sales and application of those proceeds to
Prudential’s claim. The only real factual dispute is with respect to the hotel’s value over
time, culminating in its final sale price of
$89.5 million.
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ruptcy Code provides that the bankruptcy
court ‘‘shall grant relief from the stay’’ of
an act against property if:
(A) the debtor does not have an equity
in such property; and
(B) such property is not necessary to an
effective reorganization.
11 U.S.C. § 362(d)(2).16 SW Boston conceded that it did not have equity in its
assets alone, and the bankruptcy court rejected its argument that the combined collateral pledged by all of the Debtors
should be considered in determining
whether
it
had
equity
under
§ 362(d)(2)(A). See In re SW Bos. Hotel
Venture LLC, 449 B.R. 156, 177–78
(Bankr.D.Mass.2011) (discussing split of
authority, determining that all liens, including the City’s, should be compared
only to the value of the property that was
the subject of the creditor’s lift-stay request, and noting that consideration of other collateral is relevant for other purposes,
including § 362(d)(1) and (2)(B)). Thus,
the primary question was whether an effective reorganization was in prospect and,
if so, whether the W was necessary to that
reorganization.
See
11
U.S.C.
§ 362(d)(2)(B). After a detailed evaluation
of each side’s evidence and expert testimony, the court concluded that SW Boston
was ‘‘making sufficient progress towards a
realistic goal such that its efforts should be
allowed to continue without the threat of
foreclosure by Prudential.’’ SW Bos. Hotel Venture, 449 B.R. at 182. It thus denied Prudential’s motion for relief from the
stay.
16. In its lift-stay motion, Prudential also
moved for relief under § 362(d)(1) (granting
relief from a stay ‘‘for cause, including the
lack of adequate protection of an interest in
property of such party in interest’’), but appears to have abandoned that ground in its
post-trial briefing. The bankruptcy court considered it anyway, and determined that Prudential had failed to show cause for relief

Pointing to the bankruptcy court’s finding that, although Prudential was undersecured as to SW Boston alone, it was oversecured by approximately $19 million
when all of the Debtors’ collateral was
considered in the aggregate, Prudential
argues that, under Baybank–Middlesex,
the bankruptcy court’s subsequent ‘‘dismiss[al]’’ or ‘‘disregard’’ of this earlier
finding is ‘‘a practice not countenanced’’ in
this circuit. Prudential misstates both the
facts of the case and the relevant law.
First, the bankruptcy court did not dismiss or disregard its earlier findings; instead, it surveyed the entire lifespan of the
case, incorporating subsequent developments into its analysis of the earlier valuation, and determined that Prudential had
not met its burden of showing oversecurity
for § 506(b) purposes at any time before
the sale date. The bankruptcy court did
not simply ignore its earlier valuation; it
explicitly considered its earlier valuation
and explained in detail why that valuation
did not control. And, as we will discuss
below, that determination was not clearly
erroneous.
[12] Second, while Baybank–Middlesex noted that a valuation made at an
adequate-protection hearing was not dicta,
as the valuation was a factual finding that
constituted a ‘‘logical step in making an
adequate protection determination,’’ 69
F.3d at 1203, it plainly does not require an
earlier valuation for one purpose to be
binding for some other purpose. Nor
would such a requirement square with the
statutory directive that collateral’s value
because: (1) it produced no evidence that it
was not adequately protected and failed to
address it in its brief; (2) it had an equity
cushion of $19 million when its remaining
claim was compared to the entire collateral
package; (3) SW Boston was reducing the
amount owed to Prudential through condominium sale proceeds; and (4) the value of its
secured claim was not declining.
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‘‘shall be determined in light of the purpose of the valuation and of the proposed
disposition or use of such property.’’ 11
U.S.C. § 506(a). We have not expressly
ruled on the question, but other courts
have generally held that a valuation at one
point in the proceedings has no binding
effect on valuations performed at other
points and for other purposes.17 See, e.g.,
Norwest Bank Worthington v. Ahlers (In
re Ahlers ), 794 F.2d 388, 398 (8th Cir.
1986) (‘‘An initial valuation for adequate
protection purposes is not res judicata for
purposes of determining the value of the
collateral, and thus the allowed secured
claims of the creditors, under a reorganization plan.’’), rev’d on other grounds, 485
U.S. 197, 108 S.Ct. 963, 99 L.Ed.2d 169
(1988);
4
Collier on Bankruptcy
¶ 506.03[7][g] (Alan N. Resnick & Henry J.
Sommer, eds., 16th ed.) (‘‘The need to
look to the purpose of the valuation appears to have achieved virtually universal
acceptance. Hence, courts generally agree
that a valuation determination in one context will not have res judicata or collateral
estoppel effect with respect to a different
valuation hearing in a different context
within the same case.’’). We now hold, as
have other courts, that a valuation made
for one purpose at one point in a bankruptcy proceeding has no binding effect on
valuations performed for other purposes at
other points in the proceeding.
[13] Prudential next argues that the
sale price is the best evidence of the hotel’s value, and that that price necessarily
established that it was oversecured
throughout the bankruptcy proceedings.
Courts have routinely held that ‘‘so long as
the sale price is fair and is the result of an
17. In Baybank–Middlesex, we indicated agreement with that proposition, but were not presented with the issue because the creditor
‘‘might have argued, but did not, that even a
valid finding as to collateral value made at an

411

arm’s-length transaction, courts should use
the sale price, not some earlier hypothetical valuation, to determine whether a creditor is oversecured and thus entitled to
postpetition interest under § 506(b).’’
Dobbins, 35 F.3d at 870; see also Takisaki
v. Alpine Grp., Inc. (In re Alpine Grp.,
Inc.), 151 B.R. 931, 935–36 (9th Cir. BAP
1993). We have no quibble with the proposition that an arm’s-length sale generally
provides better evidence of value at a given time than does an appraisal of its value
at that same time. But that does not
mean that a sale price at one time necessarily establishes the collateral’s value at
some other time. Where the value of collateral is changing, a one-size-fits-all valuation poorly reflects that reality.
Here, the bankruptcy court did note that
the price obtained at the arm’s-length sale
provided the best indicator of the hotel’s
value, and it acknowledged that the price
($89.5 million) strongly suggested that the
appraised values relied upon at the liftstay hearing ($55 million and $65.6 million)
were conservative, supporting Prudential’s
argument that it was oversecured at least
as of the appraisal dates. However, the
bankruptcy court went on to note that
several contingencies ‘‘could have derailed
the sale,’’ even after it granted the hotel
sale motion (about two weeks before the
actual sale). It held that it was only when
the last improvements were completed, all
outstanding contingencies were resolved
(including resolving issues with the Starwood contract, a contingency that Prudential itself described as ‘‘an essential element to the success of the [W]’’), and the
sale actually closed that the sale price
accurately reflected its value. The court
thus found that Prudential had not shown
adequate protection hearing has no res judicata effect when valuations are to be made for
other purposes at later proceedings.’’ 69
F.3d at 1203 n. 5.
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that it was oversecured as of the date SW
Boston signed the hotel P & S or the date
the court approved the sale motion.18 It
seems plausible that Prudential’s declining
claim and the hotel’s increasing value may
have crossed paths at some point before
the hotel closing date, but Prudential did
not meet its burden to establish when that
crossover may have occurred. On this
record, we cannot say that the bankruptcy
court clearly erred in determining when
Prudential became oversecured.
The BAP held that the bankruptcy
court erred in not applying the sale price
to the entirety of the bankruptcy proceeding based on its view of the reasoning in
Urban Communicators, 379 B.R. at 243–
44. We are unpersuaded that the reasoning in Urban Communicators leads to the
outcome Prudential seeks. There, the secured creditor loaned funds to the debtors
for the purchase of radio wave spectrum
licenses. During a subsequent bankruptcy, the Federal Communications Commission cancelled the debtors’ licenses—unlawfully so, as litigation between the FCC
and a different license-holder would later
make clear. Id. at 238. After the FCC
‘‘effectively und[id] its cancellation or attempted cancellation’’ of the debtors’ licenses, id. at 239, the debtors sold them,
with the sale price establishing that the
creditor was oversecured, id. at 239–240.
However, the debtors argued that, at
least during the five-year cancellation period, the collateral package was worth significantly less and the creditor was undersecured. Id. at 204–41. The court
disagreed, noting that, in addition to the
licenses themselves, the creditor’s lien attached to proceeds from the sale of the
licenses, the debtors’ litigation rights
18. Having found that Prudential was oversecured as of the sale date, and in light of the
parties’ agreement that Prudential was oversecured as of the confirmation date, the

against the FCC, and capital stock of the
debtors’ subsidiaries. Id. at 244. The
court determined that the sale price actually did reflect the collateral’s earlier value, as the debtors had ‘‘maintained litigation rights against the FCC for this
wrongful cancellation, whose value is now
apparent.’’ Id. Thus, even though it may
have been uncertain for a time whether
the licenses could eventually be sold and
the proceeds turned over to the creditor,
subsequent events made clear that the
collateral package—including litigation
rights—always was sufficient to render
the creditor oversecured. This is plainly
distinguishable from the situation here,
where the actual value of the hotel increased over time. To the extent that
one can read Urban Communicators to
hold that a sale price automatically and
always relates back to the petition date
regardless of intervening events—and we
doubt very much that it can be so read,
see id. at 243 (noting that, even under the
flexible approach, courts should generally
use the sale price as ‘‘the best available
evidence of collateral value except where
the circumstances dictate a different approach’’) (emphasis added)—we disagree
with it.
In addition, in rejecting the bankruptcy
court’s factual determination, the BAP utterly ignored both the relevant clear-error
standard and the bankruptcy court’s reliance on the improvements and contingencies that, in its estimation, rendered the
eventual sale price a poor indicator of earlier value.
2. Computation of Interest
Having established that the bankruptcy
court did not clearly err in determining
bankruptcy court did not separately consider
using the confirmation date as the measuring
date.
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when Prudential’s post-petition interest
began to accrue, we now turn to two questions regarding how that interest accrued:
at what rate, and whether the interest is
simple or compound.
Section 506(b) does not specify how to
compute postpetition interest. The Supreme Court, construing § 506(b), has held
that the phrase ‘‘provided for under the
agreement or State statute under which
such claim arose’’ modifies only ‘‘reasonable fees, costs, or charges,’’ and not ‘‘interest on such claim.’’ United States v.
Ron Pair Enters., Inc., 489 U.S. 235, 241,
109 S.Ct. 1026, 103 L.Ed.2d 290 (1989).
Thus, the statutory language does not dictate that bankruptcy courts look to the
applicable contract provisions, if any, when
computing postpetition interest. However,
courts are largely in agreement that, although the ‘‘appropriate rate of pendency
interest is TTT within the limited discretion
of the court,’’ Key Bank Nat’l Ass’n v.
Milham (In re Milham), 141 F.3d 420, 423
(2d Cir.1998), where the parties have contractually agreed to interest terms, those
terms should presumptively apply so long
as they are enforceable under state law
and equitable considerations do not dictate
otherwise, see, e.g., Gen. Electric Capital
Corp. v. Future Media Prods. Inc., 536
F.3d 969, 974 (9th Cir.2008) (adopting the
rule ‘‘adopted by the majority of federal
courts’’ that the ‘‘bankruptcy court should
apply a presumption of allowability for the
contracted for default rate, provided that
the rate is not unenforceable under applicable nonbankruptcy law’’) (internal quotation marks omitted); In re Terry Ltd.
P’ship, 27 F.3d 241, 243 (7th Cir.1994)
19. Section 2.3.3 of the CLA provides: ‘‘In the
event that, and for so long as, any Event of
Default shall have occurred and be continuing, the outstanding principal balance of the
Loan and, to the extent permitted by applicable Legal Requirements, overdue interest in
respect of the Loan, shall accrue interest at
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(‘‘What emerges from the post-Ron Pair
decisions is a presumption in favor of the
contract rate subject to rebuttal based
upon equitable considerations.’’); 4 Collier
on Bankruptcy ¶ 506.04[2][b] (stating that
interest, including allowance of contractual
default rate and compounding, should be
determined by reference to applicable nonbankruptcy law). As the General Electric
Capital court noted, enforcing the contract
is consistent with the general premise that
‘‘creditors’ entitlements in bankruptcy
arise in the first instance from the underlying substantive law creating the debtor’s
obligation, subject to any qualifying or
contrary provisions of the Bankruptcy
Code.’’ 536 F.3d at 973 (alteration omitted)
(quoting Travelers Cas. & Sur. Co. of Am.
v. Pac. Gas & Electric Co., 549 U.S. 443,
450, 127 S.Ct. 1199, 167 L.Ed.2d 178
(2007)) (internal quotation marks omitted);
see also In re Lapiana, 909 F.2d 221, 223
(7th Cir.1990) (‘‘[B]ankruptcy, despite its
equity pedigree, is a procedure for enforcing pre-bankruptcy entitlements under
specified terms and conditions rather than
a flight of redistributive fancyTTTT’’).
i.

Interest Rate

[14] The bankruptcy court and the
BAP both held that Prudential was entitled to interest at 14.5%, the default rate
specified in the CLA.19 There is no dispute
that SW Boston defaulted under the terms
of the CLA. However, the Debtors argue
that the bankruptcy court erred by considering the enforceability of the default rate
only under federal law, when what was
required was a two-step analysis, first focusing on its enforceability under Massathe Default RateTTTT’’ The Default Rate is
defined as ‘‘a rate per annum equal to the
lesser of (i) the maximum rate permitted by
applicable law, or (ii) five percent (5%) above
the Applicable Interest Rate.’’ The Applicable
Interest Rate, in turn, is defined as ‘‘9.50%
per annum, compounding monthly.’’
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chusetts law 20 before turning to federal
law. While the above analysis suggests
that, in all cases, the presumption in favor
of applying a contractual interest provision
can be rebutted by showing that is unenforceable under state law, we need not
reach that issue today. Here, the CLA’s
default interest provision directs the
court’s inquiry to Massachusetts law, as
the rate is limited to the lesser of the
default rate or the ‘‘maximum rate permitted by applicable law.’’ However, we do
not believe that the Debtors have shown
that the default rate exceeds that threshold.
[15–17] Under Massachusetts law, the
court must determine whether the default
interest provision constitutes allowable liquidated damages or an unenforceable penalty. See OneUnited Bank v. Charles St.
African Methodist Episcopal Church of
Bos., 501 B.R. 1, 10 (D.Mass.2013). The
party challenging a liquidated damages
provision bears the burden of showing that
it constitutes an unenforceable penalty,
and all reasonable doubts are resolved in
favor of enforcement. See NPS, LLC v.
Minihane, 451 Mass. 417, 886 N.E.2d 670,
673 (2008). A liquidated damages provision will be enforced provided, ‘‘first, that
at the time of contracting the actual damages flowing from a breach were difficult
to ascertain; and second, that the sum
agreed on as liquidated damages represents a reasonable forecast of damages
expected to occur in the event of a
breach.’’ Id. (internal quotation marks
omitted). It was the Debtors’ ‘‘burden to
show that the amount of liquidated damages [was] unreasonably and grossly disproportionate to the real damages from a
breach or unconscionably excessive.’’ Id.
at 421, 886 N.E.2d 670 (internal quotation
marks omitted).
20.

The parties agree that the contract is gov-

[18] Here, the Debtors established
only that Joanna Mulford, a Vice President
of Prudential, did not personally engage in
any analysis of Prudential’s anticipated
damages in the event of a breach, nor was
she aware of whether anyone else had
done so. If the burden had been on Prudential to establish the enforceability of
default interest, perhaps this analysis
would come out differently. As it is, however, this partial admission does not discharge the Debtors’ burden to show that
the default rate was not reasonably related
to anticipated damages and, in fact, was so
grossly disproportionate to anticipated
damages or otherwise unconscionable as to
be unenforceable under Massachusetts
law.
[19] We also find no error in the bankruptcy court’s analysis under federal equitable principles. After discussing and applying factors that bankruptcy courts have
used in balancing the equities, see In re
Gen. Growth Props., Inc., No. 09–11977,
2011 WL 2974305, at *4 (Bankr.S.D.N.Y.
July 20, 2011) (setting out four-factor test);
In re Jack Kline Co., 440 B.R. 712, 745–46
(Bankr.S.D.Tex.2010) (setting out sevenfactor test, plus additional catch-all factor),
the court determined that application of
the default rate would not be inequitable.
Specifically, the court noted that: (1) other
creditors would not be harmed because the
plan contemplated payment of all creditors
in full; (2) although Prudential was quite
litigious, ‘‘raising multiple objections to
virtually every motion made by the Debtors,’’ SW Hotel Venture, 460 B.R. at 36, its
conduct did not rise to the level of obstruction of the bankruptcy process or other
misconduct; (3) the Debtors did not rebut
Prudential’s evidence that the CLA’s default rate was consistent with default rates
of similar loans in the market, including
where Prudential was either the lender or
erned by Massachusetts law.
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the borrower; and (4) courts have approved larger spreads between base and
default interest rates. We find no error in
the bankruptcy court’s conclusion that the
Debtors had failed to rebut the presumption in favor of enforcing the contractual
provision.21
ii.

Compound Versus Simple Interest

[20] Prudential argues that it is entitled to accrue postpetition interest at the
default rate, compounding monthly. The
bankruptcy court held that it was not entitled to compound interest, and the BAP
reversed.
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compound interest either at the default
rate or the non-default rate of interest.’’
Noting that compound interest is disfavored by Massachusetts law absent an express agreement to the contrary, see, e.g.,
Inhabitants of Tisbury v. Vineyard Haven
Water Co., 193 Mass. 196, 79 N.E. 256, 257
(1906), the court ruled that Prudential was
not entitled to compound interest.

As noted above, the CLA defines ‘‘Applicable Interest Rate’’ as ‘‘9.50% per annum,
compounding monthly,’’ and the ‘‘Default
Rate’’ as ‘‘a rate per annum equal to the
lesser of (i) the maximum rate permitted
by applicable law, or (ii) five percent (5%)
above the Applicable Interest Rate.’’ The
bankruptcy court, however, erroneously
stated that the CLA ‘‘does not provide for

Recognizing that the above-quoted provision does expressly call for monthly compounding of interest, the Debtors seek to
introduce ambiguity by pointing to other
provisions of the contract that appear to
imply that interest will be simple. We
need not delve into the ambiguity question
because we find that Prudential cannot
claim entitlement to compounding where
it—whether by inadvertence or in an attempt to sandbag the Debtors and mislead
the bankruptcy court we cannot say—did
not seek compound interest until after the
bankruptcy court granted it post-petition
interest at the default rate running from

21. The Debtors also submit that, under
§ 506(b), default interest is actually a ‘‘fee’’ or
‘‘charge’’ (to which the ‘‘reasonable’’ modifier
does apply) rather than interest (to which it
does not). They have some support for this
characterization. See In re AE Hotel Venture,
321 B.R. 209, 215 (Bankr.N.D.Ill.2005) (treating default interest as a charge because,
‘‘[g]enerally speaking, interest compensates
for the delay in receiving money owed: the
loss of the time value of money. [ The creditor] arrived at the interest rate it believed
would compensate for that loss in the Note: a
rate of 9.72%. That being so, the difference
between the original rate and the 14.72%
default rate—a difference of 5%—could not
have been meant to perform the usual function of interest. The time value of [the creditor’s] money, after all, did not magically increase by 5% once [the debtor] defaulted.’’)
(citations and internal quotation marks omitted); Fischer Enters., Inc. v. Geremia (In re
Kalian), 178 B.R. 308, 313–14 (Bankr.D.R.I.
1995) (‘‘Labeling a contract term an interest
provision does not make it so. If, though
labeled interest, it exacts a penalty or sets
liquidated damages in an impermissible man-

ner, it will not be enforced. Moreover, if the
term is really a ‘charge,’ § 506(b) requires
that it be reasonable. The parties may not
insulate it from scrutiny by affixing the ‘interest’ label.’’) (footnotes omitted). But see Hepner v. PWP Golden Eagle Tree, LLC (In re K &
J Props., Inc.), 338 B.R. 450, 458 (Bankr.
D.Colo.2005) (‘‘The [AE Hotel Venture ] court
maintains that pre-default interest compensates for the time value of money, but postdefault interest does not; it represents some
other ‘charge,’ and thus, must be reasonable
under section 506(b). This is a distinction
without a difference. Pre and post-default
interest rates are simply matters of pricing.
The money costs more if not repaid when
agreed. Had Congress wished to distinguish
between the treatment of pre and post-default
interest by section 506(b), it could easily
enough have said so.’’). We need not answer
the question, because, even if the reasonableness limitation applies, for largely the same
reasons enunciated in the equity analysis, we
see no reason to dislodge the bankruptcy
court’s finding that the default interest rate
was not unreasonable.

194

416

748 FEDERAL REPORTER, 3d SERIES

the hotel sale date. In its brief, Prudential
cited Section 1.1 of the CLA for the propositions that the Applicable Interest Rate
‘‘is defined to mean 9.50% per annum’’—
with no mention of compounding—and the
Default Rate is defined to mean the applicable rate plus 5%.22 See Berman v. B.C.
Assocs., 219 F.3d 48, 50 (1st Cir.2000)
(‘‘[T]he overwhelming majority of Massachusetts cases equate an interest rate ‘per
annum,’ whether in a contract or a statute,
with simple interest.’’). Prudential also
presented, via Mulford’s affidavit and testimony, its calculation of interest at the base
and default rates, and referred simply to
9.5% versus 14.5% interest, again without
mentioning compounding. As the BAP
and the bankruptcy court noted, Mulford
did not explain how she actually performed
the calculation. Prudential’s expert witness, Marti Murray, testified that she calculated post-petition interest at the default
rate of 14.5%, but also made no mention of
compounding. Indeed, throughout the
§ 506(b) briefing and a three-day trial, the
singular mention of a contractual entitle-

ment to compound interest was on one
page of Murray’s expert report.

22. Prudential also used identical language in
its objection to confirmation of the plan, filed
just three days before the combined trial began.

24. The Debtors argue that only SW Boston’s
collateral should be considered when determining both whether and when Prudential
was oversecured and the size of the resulting
equity cushion out of which any post-petition
interest must be paid. Prudential argues first
that the Debtors waived this argument by not
listing it in their statement of issues to be
presented. See Fed. R. Bankr.P. 8006. Prudential also disagrees on the merits, contending that, especially in light of the merger of
the Debtors for payment purposes under the
plan, it is appropriate to aggregate all Debtors’ collateral for both purposes. We need
not resolve the issue because the Debtors concede that, as of the combined trial date, Prudential was oversecured as to SW Boston
alone by an amount sufficient to cover the
post-petition interest as calculated by the
bankruptcy court (and as affirmed by this
court).

23. In its § 506(b) order, the bankruptcy court
directed the parties to submit an agreed order
itemizing the amount of default interest, or, if
they could not agree, to submit separate proposed orders. The parties apparently could
not agree and submitted separate orders, with
the only difference being whether the loan
should accrue compound interest. The proposed orders are not part of the record on
appeal and do not appear on the bankruptcy
court docket. We thus cannot determine
whether Prudential, even at that late date,
directed the bankruptcy court’s attention to
the exact wording of Section 1.1. In any
event, even if it did, the court would have
been entirely within its discretion to hold that
Prudential had forfeited the argument.

The bankruptcy court granted Prudential post-petition interest from the hotel
sale date at 14.5% based upon its consideration of the equities of the situation in
light of what Prudential purported to request. Only after securing that order did
Prudential assert an entitlement to compound interest.23 We do not believe that
Prudential, having failed to give the bankruptcy court the opportunity to consider
whether application of compound interest
(even if the contract called for it) would
have been equitable, can now be heard to
complain that the court abused its discretion (or even erred) in disallowing compounding.
For all of these reasons, we affirm the
bankruptcy court’s holding that Prudential
is entitled to post-petition interest accruing from the hotel sale date at the default
rate of 14.5% without compounding, and
reverse the BAP’s § 506(b) order to the
extent it conflicts.24
C.

Confirmation Order

Prudential moved to dismiss the City’s
and the Debtors’ appeals from the BAP’s
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order vacating and remanding the bankruptcy court’s confirmation order, arguing
that this court lacked jurisdiction to review
the BAP’s order because it was not a final
order within the meaning of 28 U.S.C.
§ 158(d) (providing that ‘‘courts of appeals
shall have jurisdiction of appeals from all
final decisions, judgments, orders, and decrees entered’’ by BAP panels or district
courts sitting in an intermediate appellate
capacity with respect to bankruptcy court
orders).
The BAP noted that its § 506(b) order
resulted in a large increase in the amount
of Prudential’s claim, and thus affected the
evaluation of the plan under 11 U.S.C.
§ 1129. On that basis, the BAP vacated
the confirmation order to ‘‘afford the Debtors an opportunity to amend the [p]lan’s
terms to account for the increased amount
of Prudential’s claim and the resulting pay
out to Prudential and/or for the bankruptcy court to fashion alternative forms of
relief for Prudential that would not unravel
the reorganization.’’ In re SW Bos. Hotel
Venture, LLC, No. 11–087, 2012 WL
4513869, at *3 (1st Cir. BAP Oct. 1, 2012).
Prudential argues that, because this order
required significant further proceedings in
the bankruptcy court, it cannot have been
a final order subject to this court’s jurisdiction.
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issues pertaining to a discrete dispute
within the larger proceeding.’’ Perry v.
First Citizens Fed. Credit Union (In re
Perry), 391 F.3d 282, 285 (1st Cir.2004).
In this circuit, ‘‘when a district court remands a matter to the bankruptcy court
for significant further proceedings, there is
no final order for purposes of § 158(d) and
the court of appeals lacks jurisdiction.’’ In
re Gould & Eberhardt Gear Mach. Corp.,
852 F.2d 26, 29 (1st Cir.1988). However,
‘‘[w]hen a remand leaves only ministerial
proceedings, for example, computation of
amounts according to established formulae, then the remand may be considered
final.’’ Id. There is no question that the
bankruptcy court’s § 506(b) and confirmation orders were final, nor is there any
question that the BAP’s § 506(b) order
was final.

[21–23] ‘‘[B]ecause bankruptcy cases
typically involve numerous controversies
bearing only a slight relationship to each
other, ‘finality’ is given a flexible interpretation in bankruptcy.’’ Bourne v. Northwood Props., LLC (In re Northwood
Props., LLC), 509 F.3d 15, 21 (1st Cir.
2007) (internal quotation marks omitted).
A bankruptcy court order may be final
even if does not resolve all issues in the
case, ‘‘but it must finally dispose of all the

[24] We are presented here with an
unusual case, where the BAP’s remand
order did contemplate significant proceedings in the bankruptcy court, but did so
based solely on its erroneous rulings as to
the measuring date and the compounding
of interest. In light of our reinstatement
of the bankruptcy court’s § 506(b) order,
the entire basis of the remand has been
eviscerated, and effectuating this court’s
opinion with respect to § 506(b) entails no
further proceedings in the bankruptcy
court. Nor would our consideration of the
remand order risk the ‘‘piecemeal appellate review’’ that the finality rule seeks to
prevent. Northwood Props., 509 F.3d at
21. It would be entirely illogical to leave
the remand order in place, thereby vacating the confirmation order on a now-rejected basis, to be followed, presumably, by
immediate reinstatement of the plan as
originally confirmed.25 As the Debtors

25. One could predict that, in such a scenario,
Prudential would then seek to continue its
accrual of post-petition interest up through

the new effective date, thus adding more than
two years of interest to its claim. This would
seem a wholly inappropriate outcome in light
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note, the confirmation and § 506(b) orders
were ‘‘inextricably linked,’’ 26 first in the
bankruptcy court but especially before the
BAP. While the bankruptcy court’s confirmation order considered a broad array of
issues beyond post-petition interest, the
BAP’s remand order necessarily flowed directly and exclusively from its § 506(b)
order. Especially because the remand order considered none of Prudential’s objections to the confirmability of the plan, we
think it fair to say that the remand order
was part and parcel of the discrete dispute
actually ruled on by the BAP.27 What is
more, during the course of this appeal, the
Debtors have paid off the entirety of Prudential’s claim (including post-petition interest as calculated pursuant to the bankruptcy court’s § 506(b) order), rendering
moot Prudential’s many objections to the
confirmation order.
In these circumstances, we believe that
the Supreme Court’s instruction that ‘‘the
requirement of finality is to be given a
practical rather than a technical construction,’’ Gillespie v. U.S. Steel Corp., 379
U.S. 148, 152, 85 S.Ct. 308, 13 L.Ed.2d 199
(1964) (internal quotation marks omitted),
is best effectuated by exercising jurisdiction over both of the BAP’s orders. And,
because the BAP’s remand order was
premised entirely on its mistaken § 506(b)
order, we vacate the remand order.
III.

Conclusion

For the foregoing reasons, we vacate the
BAP’s § 506(b) and confirmation orders
of the facts that the bankruptcy court did not
clearly err in its § 506(b) order and that Prudential’s corresponding claim has been paid
in full (not accounting for additional postpetition interest accruing after the original
effective date).
26. Indeed, in opposing the Debtors’ equitable
mootness motions before the BAP, Prudential
argued that its failure to separately seek a stay
of the § 506(b) order when it sought a stay of
the confirmation order should not weigh

and remand to that tribunal with instructions that it affirm the bankruptcy court’s
§ 506(b) and confirmation orders and remand the case there for further proceedings consistent with this opinion. All parties shall bear their own costs on appeal.
So ordered.
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Scott BELLONE, Plaintiff, Appellant,
v.
SOUTHWICK–TOLLAND REGIONAL
SCHOOL DISTRICT, Defendant,
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Background: Teacher brought action
against school district, alleging violations
of Family and Medical Leave Act (FMLA).
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District of Massachusetts, Neiman, United
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187, entered summary judgment for school
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against a finding of equitable mootness,
agreeing with the Debtors that the two orders
were ‘‘inextricably intertwined’’ and ‘‘all part
of a whole.’’
27. Given our conclusion as to the BAP’s
§ 506(b) order, we need not decide whether
the contractual assignment of the City’s voting rights to Prudential in bankruptcy proceedings was valid.
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