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I. INTRODUCTION

This paper will address several of the most common plan confirmation issues, including adequacy and approval of the disclosure statement, good faith, feasibility, and the requirements for cramdown under section 1129(b) of the Bankruptcy Code. Although other confirmation issues arise, the issues addressed below are among the most interesting.

II. DISCLOSURE STATEMENT

A. DISCLOSURE STATEMENT CONTENTS.

Section 1125 requires that, other than in a small business case under section 1125(f), a written "disclosure statement" must be approved by the court, after notice and hearing, and sent to holders of claims and interests along with a copy of the plan of reorganization and/or a summary of the plan. See 11 U.S.C. §§ 1125 (b) and (c).

Section 1125(b) of the Bankruptcy Code provides that a plan proponent, or opponent, may not solicit acceptances or rejections of a plan "after commencement" of a reorganization case "unless, at the time of or before such solicitation, there is transmitted to such holder the plan or a summary of the plan, and a written disclosure statement approved, after notice and a hearing, by the court as containing adequate information." See 11 U.S.C. § 1125(b). Adequate information is "information of a kind, and in sufficient detail, as far as is reasonably practicable in light of the nature and history of the debtor and the condition of the debtor's books and records, including a discussion of the potential material Federal tax consequences of the plan to the debtor, any successor to the debtor, and a hypothetical investor typical of the holders of claims or interests in the case, that would enable such a hypothetical investor of the relevant class to make an informed judgment about the plan..." See 11 U.S.C. § 1125(a)(1). A "typical" investor, in turn, is defined as an investor having (i) a claim or interest in the relevant class, (ii) a relationship with the debtor such as the holders of other claims or interests in the class generally have, and (iii) an ability to obtain information from sources other than the section 1125 disclosures such as holders of claims or interests in the class generally have. See 11 U.S.C. § 1125(a)(2).

Since the enactment of the Bankruptcy Code, courts have developed nineteen factors for evaluating the adequacy of the information contained in the disclosure statement. The most commonly cited version of the list of factors appears in In re Metrocraft Publ'g Servs., Inc., 39 B.R. 567 (Bankr. N.D. Ga. 1984). Borrowing factors from other cases, and adding a few of its own, the Metrocraft court listed nineteen factors for courts to consider when determining the adequacy of information in a proposed disclosure statement:

1. the circumstances that gave rise to the filing of a bankruptcy petition;

2. a description of the available assets and their value;

3. the anticipated future of the company;

4. the source of information stated in the disclosure statement;

5. a disclaimer (i.e., a statement indicating that no statements or information concerning the debtor or its assets or securities are authorized other than those made in the disclosure statement);

6. the present condition of the debtor while in chapter 11;

7. the scheduled claims;

8. the estimated return to creditors under a chapter 7 liquidation;

9. the accounting method utilized to produce financial information and the name of the accountants responsible for such information;

10. the future management of the debtor;

11. the chapter 11 plan or a summary thereof;

12. the estimated administrative expenses, including professional fees;

13. the collectibility of accounts receivable;

14. financial information, data, valuations or projections relevant to the creditors' decision to accept or reject the chapter 11 plan;

15. information relevant to the risks posed to creditors under the plan;

16. the actual or projected realizable value from recovery of preferential or otherwise voidable transfers;

17. the existence, likelihood, and potential for recovery in nonbankruptcy litigation;

18. tax consequences of the plan; and

19. the relationship of the debtor with affiliates.

See In re Metrocraft Publ'g Servs., Inc., 39 B.R. at 568; see also In re U.S. Brass, 194 B.R. 420, 424 (Bankr. E.D. Tex. 1996); In re Cardinal Congregate I, 121 B.R. 760, 765 (Bankr. S.D. Ohio 1990).

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 amended the definition of adequate information to include "a discussion of the potential material Federal tax consequences of the plan to the debtor, any successor to the debtor, and a hypothetical investor typical of the holders of claims or interests in the case." 11 U.S.C. § 1125(a)(1). While an express requirement of the disclosure of tax information arises from an amendment to the Code, the majority of courts already required disclosure statements to contain adequate information regarding the tax implications of the plan. Williams et al., Tax Consequences of Post-Petition Income as Property of the Estate in an Individual Debtor Chapter 11 Case and Tax Disclosure in Chapter 11, 13 AM. BANKR. INST. L. REV. 701, 724 (Winter 2005) (citing Metrocraft, 39 B.R. at 568; U.S. Brass, 194 B.R. at 424; Cardinal Congregate, 121 B.R. at 765). Legislative history indicates that Congress amended the definition of adequate information in order to expand the discussion of federal tax consequences in disclosure statements because, even though many disclosure statements already addressed tax implications, these disclosure statements often offered nothing more than a statement advising the parties to consult with their own tax advisors. Id. at 725-29. The legislative history further indicates that Congress referred to only federal tax consequences in order to protect the debtor against the burdensome task of discussing all of the potential state and local tax implications. Id. The courts have yet to address the significance of this amendment to the Code.

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 also amended the disclosure requirements for small businesses. In a small business case, the court may (i) dispense with the requirement of a separate disclosure statement if the court determines that the plan itself contains adequate information, (ii) approve a disclosure statement submitted on a standard form approved by the court, (iii) conditionally approve a disclosure statement subject to final approval after notice and a hearing, and/or (iv) combine a hearing on the disclosure statement with the confirmation hearing. See 11 U.S.C. § 1125(f).

B. OBJECTIONS TO THE DISCLOSURE STATEMENT.

The purpose of the disclosure statement hearing is to determine whether the proposed disclosure statement contains "adequate information" and, hence, whether it should be approved by the court for dissemination to creditors and equity interest holders. See 11 U.S.C. § 1125(b). However, disclosure statement hearings are sometimes used by dissenting creditors as a vehicle for asserting objections to confirmation of the proposed plan of reorganization. See, e.g., In re M.J.H. Leasing, 328 B.R. 363 (Bankr. D. Mass. 2005) (observing that it is appropriate to consider an objection related to the capability of confirmation at a disclosure statement hearing) (citations omitted); In re Felicity Assocs., 197 B.R. 12, 14 (Bankr. D.R.I. 1996) (observing that "it has become standard Chapter 11 practice that 'when an objection raises substantive plan issues that are normally addressed at confirmation, it is proper to consider and rule upon such issues prior to confirmation, where the proposed plan is arguably unconfirmable on its face'") (citations omitted); In re Bjolmes Realty Trust, 134 B.R. 1000 (Bankr. D. Mass. 1991) (observing that courts may rule on confirmation issues at the disclosure statement hearing when the plan is facially unconfirmable).

While substantive objections regarding the plan must be considered at the confirmation hearing, numerous courts have heard objections to the disclosure statement based upon contentions that the accompanying plan of reorganization is nonconfirmable - in other words, if a plan is not confirmable on its face as a matter of law, then the court will withhold approval of the disclosure statement. See, e.g., In re Beyond.com Corp., 289 B.R. 138 (N.D. Cal. 2003) (noting disapproval of a disclosure statement is appropriate when the "underlying plan is patently unconfirmable")(citations omitted); In re Curtis Ctr. L.P., 195 B.R. 631 (Bankr. E.D. Pa. 1996) ("A disclosure statement should be disapproved where the plan it describes is patently unconfirmable."); In re Felicity Assocs., 197 B.R. at 14 (observing that courts may consider and rule on substantive plan issues prior to confirmation, where proposed plan is unconfirmable "on its face"); In re O'Leary, 183 B.R. 338 (Bankr. D. Mass. 1995) (noting courts may refuse to approve disclosure statements that describe plans that cannot be confirmed); In re Market Square Inn, 163 B.R. 64 (Bankr. W.D. Pa. 1994) (concluding that where a plan was not capable of confirmation, it is "appropriate to refuse approval of the disclosure statement"); In re Moorpark Adventure, 161 B.R. 254 (Bankr. C.D. Cal. 1993) (denying approval of the debtor's disclosure statement when the court determined that the plan could not be confirmed due to the debtor's separate classification of an unsecured deficiency claim for the sole purpose of gerrymandering votes); In re 266 Washington Assocs., 141 B.R. 275, 288 (Bankr. E.D.N.Y. 1992). aff'd 147 B.R. 827 (E.D.N.Y. 1992) (classification of unsecured portion of partially secured claim in a separate class rendered plan "fatally flawed and incapable of confirmation"); In re E. Me. Elec. Co-op., Inc., 125 B.R. 329, 333 (Bankr. D. Me. 1991) (finding if confirmation is impossible because of a "fatally flawed" plan, court should exercise its discretion not to consider adequacy of disclosure); In re Cardinal Congregate I, 121 B.R. at 764 (observing that disapproval of disclosure statement may be appropriate if it describes a plan that is "fatally flawed"); In re Filex, Inc., 116 B.R. 37 (Bankr. S.D.N.Y. 1990) (denying approval of a disclosure statement where parties admitted the plan was not confirmable); In re Century Inv. Fund VIII, L.P., 114 B.R. 1003 (Bankr. E.D. Wis. 1990) (noting that the court may properly disapprove disclosure statement if plan is unconfirmable on its face).

Courts typically use this procedure only in extreme cases, where the plan is patently not confirmable as a matter of law on its face. Parties then have a strategic choice - should a party use the disclosure statement hearing as an opportunity to educate the judge (and your opponents) with respect to your confirmation objections, even when it is unlikely that the judge will summarily deny confirmation of the plan at that stage of the case? In some cases it may be better to begin the education process, while in other cases it may make more sense to keep your powder dry for the confirmation hearing itself.

C. SOLICITATION OF ACCEPTANCES AND REJECTIONS.

Except for small businesses excepted by section 1125(1), section 1125(b) prohibits solicitation of acceptances or rejections of a proposed plan after the commencement of the case unless and until the court has approved a disclosure statement. See 11 U.S.C. § 1125(b). However, the Bankruptcy Code does not define solicitation, and the line between solicitation of votes for a plan and negotiation of provisions of a plan is not a bright one. Parties must be careful as improper solicitation may result in the imposition of penalties or sanctions ranging from "tainted" votes being disqualified to civil contempt or other penalties. See, e.g., In re Aspen Limousine Servs., 198 B.R. 334 (Bankr. D. Colo. 1995), aff'd, 198 B.R. 341 (D. Colo. 1996) (imposing monetary sanctions for violation of section 1125(b)).

A seminal case interpreting the difference between solicitation and negotiation in the context of section 1125 is Century Glove v. First. Am. Bank of N.Y., 860 F.2d 94 (3rd Cir. 1988). In that case, a creditor, while soliciting rejections of the debtor's plan, called certain other creditors and interest holders and informed them that it had prepared an alternate plan of reorganization. See id. at 95. Some of the contacted parties requested copies of the proposed alternate plan, and the creditor responded by sending them the alternate plan, stamped "draft," but the creditor did not request the parties' votes. See id. The debtor objected, contending that this conduct violated section 1125(b), and the bankruptcy court invalidated the votes of one of the creditors. See id. at 96. On appeal, the district court reversed the bankruptcy court's decision, holding that the creditor's actions were lawful. Id. at 95. The Third Circuit subsequently affirmed the district court's decision. Id.
The Third Circuit determined that section 1125(b) did not limit the facts which a creditor could receive, but rather regulated the time when a creditor could be solicited. See id. at 100. The court held that section 1125 does not empower the bankruptcy court to require that all communications between creditors be approved by the court. See id. at 101 ("Once adequate information has been provided [to] a creditor, § 1125(b) does not limit communication between creditors. It is not an antifraud device."). The court concluded that the term "solicitation" must be read narrowly, as a broad reading of section 1125 could seriously inhibit creditor negotiations and plan formulation. See id. at 101-02 ("We find no principled, predictable difference between negotiation and solicitation of future acceptances. We therefore reject any definition of solicitation which might cause creditors to limit their negotiations.").

Similarly, in In re Trans Max Tech., Inc., 349 B.R. 80, 86 (Bankr. D. Nev. 2006), after the debtor's disclosure statement was approved by the bankruptcy court and distributed to the debtor's creditors, the debtor's counsel emailed several creditors asking the creditors to vote in favor of the debtor's proposed plan. The U.S. trustee and one of the debtor's creditors objected, claiming that the email amounted to improper solicitation in violation of section 1129(b). Id. at 85. While the bankruptcy court found that the email was a solicitation, the bankruptcy court held that it did not violate section 1129(b). Id. at 86-7. The bankruptcy court adopted the Third Circuit's holding in Century Glove, finding that a soliciting party does not need to obtain court approval of a post-disclosure statement solicitation if "(1) the information provided is truthful and absent of any false or misleading statements or legal or factual mischaracterizations; (2) the information is presented in good faith; (3) the soliciting party does not propose or suggest an alternative plan which has yet to gain court approval or otherwise failed to travel through the appropriate legal channels, as dictated by the Bankruptcy Code." Id. at 87 (citing In re Apex Oil Co., 111 B.R. 245, 249 (Bankr. E.D. Mo. 1990) (articulating the Century Glove standard)). The bankruptcy court found this standard accommodated the need for adequate information, yet still allowed creditors and the debtor to engage in discussions and negotiations regarding the plan. Id. The bankruptcy court concluded that counsel's email did not "violate these precepts," and therefore, did not violate section 1129(b). Id.
In another frequently cited case, In re Snyder, 51 B.R. 432 (Bankr. D. Utah 1985), the debtor sent a letter to all of its creditors in which it outlined alternative plan terms and provisions, and invited comments thereon. See id. at 436. The court found that the letter was not an improper solicitation, narrowly construing the term solicitation, and finding that "the terms 'solicit' and 'solicitation,' as used in section 1125(b) of the Code, must be interpreted very narrowly to refer only to a specific request for an official vote either accepting or rejecting a plan of reorganization," and that "[t]he terms do not encompass discussions, exchanges of information, negotiations, or tentative arrangements that may be made by the various parties in interest in a bankruptcy case which may lead to the development of a disclosure statement or plan of reorganization, or information to be included therein." See id. at 437.

While most courts have adopted a similarly narrow construction of solicitation, see, e.g., Zenter GBV Fund IV v. Vesper, 19 Fed. Appx. 238 (6th Cir. 2001); Duff v. United States Trustee (In re California Fid.), 198 B.R. 567 (9th Cir. BAP 1996) (recognizing that solicitation has been interpreted as a 'specific request for an official vote' and that '[m]ost courts have reasoned that a broader construction would curtail free and honest negotiations among creditors and, therefore, inhibit creditor participation in the debtor's reorganization'); In re Pleasant Hill Partners, L.P., 163 B.R. 388, 391 (Bankr. N.D. Ga. 1994) (holding that "section 1125 'solicitation' is construed very narrowly"), other courts have applied the term more expansively. See, e.g., Co. Mountain Express, Inc. v. Aspen Limousine Serv., Inc. (In re Aspen Limousine Serv., Inc.), 198 B.R. 341, 348-49 (D. Colo. 1996) (finding letter sent by plan opponent to all debtor's creditors apprising them of its unapproved alternative plan and urging them to reject debtor's plan violated § 1125(b)); In re Rook Broad. of Idaho, 154 B.R. 970 (Bankr. D. Idaho 1993) (imposing sanctions when party distributed unapproved disclosure statement and reorganization plan to debtor's entire creditor body); In re Apex Oil Co., 111 B.R. at 249 ("[S]oliciting party may react to and present contrary views regarding the court-approved disclosure statement, but may not present or suggest an alternative plan which has not been subject to court scrutiny regarding the adequacy of disclosure."); In re Temple Retirement Cmty., Inc., 80 B.R. 367, 369 (Bankr. W.D. Tex. 1987) (finding that a letter proposed by the indenture trustee to bondholders during the debtor's exclusivity period suggesting that another plan awaited bondholders if they rejected the debtor's plan violated sections 1121(b) and 1125(b)).

In the face of this uncertainty, parties should be cautious. For example, in In re Clamp-All Corp., 233 B.R. 198 (Bankr. D. Mass. 1999), certain creditors who opposed approval of the debtor's disclosure statement and confirmation of the accompanying plan moved to terminate exclusivity, attaching to their pleading a proposed competing plan and an unapproved disclosure statement. The court found that the creditors' actions of filing and serving the motion and its exhibits constituted improper solicitation and, sua sponte, subordinated the creditors' claims to all other claims except those of insiders. Acknowledging that a majority of courts has adopted a narrow interpretation of "solicitation," the Clamp-All court disagreed, reading the legislative history of section 1125 as intending to give debtors both a reasonable amount of time at the beginning of the case to propose a plan without other parties interfering, and time to confirm a proposed plan free of that interference. While the debtor had suggested either civil contempt sanctions or disqualification of votes, the court instead equitably subordinated the creditors' claims, noting that by doing so the likelihood of the debtor's plan being confirmed would be increased, while the creditors' ability to propose their own plan would be effectively eliminated.

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 added section 1125(g) which provides that "an acceptance or rejection of the plan may be solicited from a holder of a claim or interest if such solicitation complies with applicable nonbankruptcy law and if such holder was solicited before the commencement of the case in a manner complying with applicable nonbankruptcy law." 11 U.S.C. § 1125(a)(1). This amendment creates an exception to the section 1125(b) solicitation limitations for prepackaged bankruptcy plans. In re Trans Max Tech., Inc., 349 B.R. 80, 86 n.7 (Bankr. D. Nev. 2006).

D. RESERVATION OF FUTURE AVOIDANCE LITIGATION.

Section 1123 of the Bankruptcy Code governs the contents of a chapter 11 plan. Sections 1123(b)(3)(A) and (B) set forth the pertinent subjects that a plan may provide for, including "the settlement or adjustment of any claim or interest belonging to the debtor or to the estate" or "the retention and enforcement by the debtor, by the trustee, or by a representative of the estate appointed for such purpose, of any such claim or interest." See 11 U.S.C. § 1123(b)(3)(A) & (B). The Bankruptcy Code provides that the trustee may "avoid" preferences, see 11 U.S.C. § 547(b), and fraudulent transfers, see 11 U.S.C. § 548 and § 544, and recover certain setoffs, see 11 U.S.C. § 553(b)(1). n1 This is the statutory authority under which a debtor-in-possession may pursue avoidance actions on behalf of its estate. Whether the reorganized debtor (or its successor or representative) may actually pursue these types of claims post-confirmation is a function of whether the intent to pursue the claims has been adequately disclosed in the plan and disclosure statement.

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n1 The debtor-in-possession is granted, with certain limitations, all of the same rights as a trustee pursuant to section 1107(a). See 11 U.S.C. § 1107(a).

- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

Case law is divided on how specific a plan proponent must be to retain the right to pursue these claims post-confirmation in accordance with section 1123(b)(3)(B). Some courts have held that although the language reserving the claim must be clear and unequivocal, it need not describe each reserved claim individually; a reservation of the right to bring a type of claim is sufficient. See, e.g., Moecker v. Johnson (In re Transit Group, Inc.), 332 B.R. 45 (Bankr. M.D. Fla. 2005); Cooper v. Tech Data Corp. (In re Bridgeport Holdings, Inc.), 326 B.R. 312 (Bankr. D. Del. 2005); Guttman v. Martin (In re Railworks Corp.), 325 B.R. 709 (Bankr. D. Md. 2005); In re USN Commc'ns, Inc., 280 B.R. 573 (Bankr. D. Del. 2002). Several cases would suggest that being as specific, if not as expansive, as possible is the wisest course.

In Harstad v. First Am. Bank, 39 F.3d 898 (8th Cir. 1994), the debtor's disclosure statement reported that the debtor and creditors' committee had not completed an analysis of possible prepetition transfers that may have constituted avoidable transfers. See id. at 901. Three months after its plan was confirmed, the reorganized debtor filed a preference action. See id. The Harstad court focused on the fact that the creditors in the case did not receive any notice of the debtor's intention to bring the action. Id. at 903. Viewing section 1123(b)(3) partially as a notice provision, the court stated that "[c]reditors have the right to know of any potential causes of action that might enlarge the estate - and that could be used to increase payment to the creditors. Even if, as the Harstads' claim, they gave notice of such claims by indicating in their disclosure statement that the availability of such claims was being investigated, the creditors are entitled to know if the debtors intend to pursue the preferences in post-confirmation actions." See id.
While a Chapter 11 debtor need not list in its disclosure statements hypothetical claims that are so "tenuous as to be fanciful," if a debtor has enough information prior to confirmation to suggest that it may have a possible cause of action, then this "known" cause of action must be disclosed. Krystal Cadillac-Oldsmobile GMC Truck, Inc. v. Gen. Motors Corp., 337 F.3d 314, 322-23 (3rd Cir. 2003), cert. denied, 124 S. Ct. 2172 (2004) (affirming the decisions of lower courts that a Chapter 11 debtor-franchisee's complaint should be dismissed based on judicial estoppel grounds where debtor failed to disclose that it had a claim against the creditor for its alleged willful stay violation, in order to minimize its assets so that creditors would be more willing to compromise their claims). The Krystal court found that the debtor's failure to list a claim in its disclosure statement was sufficient to judicially estop the debtor from later pursuing the claim even though, at the time the disclosure statement was prepared, the claim had not been accepted by the court, and in spite of the fact that the debtor promptly moved to amend its disclosure statement. The Krystal court reasoned that the impact of the nondisclosure must be measured in more than just monetary terms, because nondisclosure can affect the creditors' willingness to negotiate their claims and enhance the debtor's bargaining position by making the pot that creditors look to for recovery appear smaller than it really is. Id. at 325.

In Paramount Plastics, Inc. v. Polymerland, Inc. (In re Paramount Plastics, Inc.), 172 B.R. 331 (Bankr. W.D. Wash. 1994), the debtor filed a post-confirmation preference action against a creditor. There had been no reference to potential preference or avoidance actions in the plan or disclosure statement. See id. at 332. Upon objection by the preference defendant, the Paramount court concluded that neither the plan nor the disclosure statement contained "specific and unequivocal" language retaining the right to bring the action so that the creditor would have had enough information to cast an informed vote. Id. at 334; see also Browning v. Levy, 283 F.3d 761, 775 (6th Cir. 2002) (stating that a mere blanket reservation in a disclosure statement "did not enable the value of [the] claims to be taken into account in the disposition of the debtor's estate"); Slone v. M2M Int'l Inc. (In re G-P Plastics, Inc.), 320 B.R. 861 (E.D. Mich. 2005) (barring a debtor's preference and contract claims in a post-petition adversary proceeding because the plan merely contained a general reservation of rights). Since the debtor's plan and disclosure statement contained no reference to preference actions, the Paramount court concluded that the debtor failed to retain its right to pursue the action and therefore lacked standing to bring it. 172 B.R. at 335. See also Southtrust Bank, N.A. v. WCI Outdoor Prods., Inc. (In re Huntsville Small Engines, Inc.), 228 B.R. 9 (Bankr. N.D. Ala. 1998) (barring debtor from pursuing a preference claim where the disclosure statement and plan only contained a general retention clause reserving the debtor's right to pursue all prepetition causes of action without specifically disclosing the cause of action in question).

Another court has held that where a disclosure statement includes a specific reservation of rights against directors and officers, but the plan does not include this specific language, the reservation of rights was not sufficient to avoid res judicata. Official Comm. of Unsecured Creditors of Crowley, Milner and Co. v. Callahan (In re Crowley, Milner and Co.), 299 B.R. 830, 851 (Bankr. E.D. Mich. 2003). A component of the court's analysis was that the disclosure statement included language that the plan controls in the event of any inconsistency between the disclosure statement and the plan. Id. at 848. See also Mickey's Enters., Inc. v. Saturday Sales, Inc. (In re Mickey's Enters., Inc.), 165 B.R. 188 (Bankr. W.D. Tex. 1994) (determining that a chapter 11 debtor's post-confirmation adversary proceeding to recover an alleged preferential transfer was barred under the doctrine of res judicata where the debtor failed to disclose the cause of action in its disclosure statement, stating that "the disclosure statement must give those creditors holding allowed claims who are entitled to participate (vote and object) in the confirmation process adequate notice of and information regarding the claims that the debtor as reorganized will be bringing against them under the plan"); In re Freedom Ford, Inc., 140 B.R. 585, 587 (Bankr. M.D. Fla. 1992) (finding that chapter 11 debtor was judicially estopped from pursuing fraudulent transfer action against a creditor where the debtor knew of the transfer before the bankruptcy petition was filed but failed to list the creditor on either its schedules or matrix, and failed to disclose in disclosure statement or amended disclosure statement the potential fraudulent transfer action); but see Goldin Assocs., LLC v. Donaldson, Lufkin & Jenrette Sec. Corp., No. 00-Civ-8688, 2004 U.S. Dist. LEXIS 9153, at *17-18 (S.D.N.Y. May 25, 2004) (stating that a debtor can preserve its right to litigate claims in either the disclosure statement or the plan); Goodman Bros. Steel Drum Co., Inc. v. Liberty Mut. Ins. Co. (In re Goodman Bros. Steel Drum Co., Inc.), 247 B.R. 604 (Bankr. E.D.N.Y. 2000) (allowing debtor to pursue preference action which was referenced in the disclosure statement but not in the plan).

Although it is not directly on point, In re Coastal Plains, Inc., 179 F.3d 197 (5th Cir. 1999) may be instructive on the issue of disclosure of claims and causes of action in the plan and disclosure statement. In Coastal Plains, the debtor filed a preference action shortly after commencing its bankruptcy case. However, this potential cause of action was not disclosed on the schedules. On appeal from a jury verdict in favor of the debtor and its successor, the Fifth Circuit reversed the trial court and rendered judgment in the creditor's favor. See id. at 216. While the debtor argued that institution of the suit constituted the "disclosure of claims" that were not otherwise disclosed on its schedules, the court found that it did not - that if the claims were not disclosed on the schedules, whether as filed or as updated, the debtor did not comply with its duty to disclose all claims. The court observed that debtors have an "express, affirmative duty to disclose all assets, including contingent and unliquidated claims," and that "the duty of disclosure in a bankruptcy proceeding is a continuing one, and a debtor is required to disclose all potential causes of action." See id. at 208. This is true regardless of the creditor's actual knowledge of the substance of such claims.

In In re Associated Vintage Group, Inc., 283 B.R. 549 (9th Cir. BAP 2002), the Bankruptcy Appellate Panel of the Ninth Circuit used a different approach to answer the question of whether confirmation of a plan precluded recovery of an avoidable preference. In that case, the creditor filed a proof of claim asserting secured status based on a security interest which had been granted within ninety days of the filing on account of an antecedent debt. The creditor conceded it had received a preference. The confirmed liquidating plan vested the disbursing agent with the right to "investigate, examine and dispute, by objection or other legal process, any claim or assessment against the . . . estate or its property." Id. at 553. The plan provided that the disbursing agent would pay only claims which met the Bankruptcy Code's definition of "allowed claim," and defined "allowed claim" to exclude claims which were subject to disallowance pursuant to section 502(d). Id. The plan further reserved all "claims, defenses, powers and interests" of the debtor "for the purpose of objecting to the allowance of claims and avoiding transfers of property or interest in property" and named the creditor as an entity that could be pursued. Id. After an exhaustive analysis of its prior caselaw and the doctrines of claim preclusion, merger, bar, judicial estoppel, and the common law rule against the splitting of claims, the court concluded that there was an insufficient common nucleus of operative facts between confirmation of the plan and the "well-understood bankruptcy law theory of avoidable preference" to warrant a conclusion that they were part of the same transaction for claim preclusion purposes. Id. at 562. The court further concluded that even if claim preclusion were to apply, the preference action would be permissible as an exception to the general rule against claim splitting, because by failing to object to confirmation, the creditor had waived its right to assert the affirmative defense of claim preclusion and thereby acquiesced in the splitting of the claim. Id. at 563. The court specifically rejected the argument that the plan was not sufficiently specific in its reservation of rights, and found it impractical and unnecessary that the disclosure statement and plan "list each and every possible defendant and each and every possible theory." Id. at 564.

Continuing in this same vein, one bankruptcy court crafted an exception to the specific preservation requirement. In The Elk Horn Coal Co. v. Conveyor Mfg. & Supply, Inc. (In re Pen Holdings, Inc.), 316 B.R. 495 (Bankr. M.D. Tenn. 2004), the court clarified that the purpose of section 1123(b)(3) is not to give notice to potential defendants that they might be sued, but rather to give "notice to creditors generally that there are assets yet to be liquidated that are being preserved for prosecution by the reorganized debtor or its designee." Id. at 500-01. Since almost every debtor has made preferential payments pre-filing, and since it is neither customary nor practical to require a debtor to disclose every entity by name that may have received a preferential payment, the court reasoned that the reservation of preference litigation requires a different standard than the reservation of the "universe of causes of action that become assets of Chapter 11 estates." Id. at 504. But the disclosure statement must (i) expressly retain avoidance actions as causes of actions that may be pursued by the reorganized debtors, and (ii) include an "estimate of what the Debtors realistically believed might be recoverable as preferences." Id. More specificity is not required since "preserving the value of preferences for distribution to creditors after confirmation should be easily accomplished in the plan without magic words or typographical traps." Id. at 505. See Phoenix Restaurant Group, Inc. v. Denny's Corp. (In re Phoenix Restaurant Group, Inc.), Adv. No. 303-573A, 2005 Bankr. LEXIS 85, at *14-15 (Bankr. M.D. Tenn. Jan. 10, 2005) (stating that creditors were able to identify and evaluate the estate's assets - including preference actions under § 547 - since the disclosures and reservations (i) repeatedly and clearly reserved the preference actions, (ii) included the potential recovery from preference actions in the liquidation analysis, and (iii) even went beyond a general reservation to include an exhibit listing creditors to whom payments were made during the preference period).

However, in light of the uncertainty generated by conflicting caselaw, care must be taken in the preparation of bankruptcy schedules, plans, and/or disclosure statements to ensure that estoppel does not apply to prevent a reorganized debtor, a debtor's successor, or an estate representative from bringing these types of claims post-confirmation.

III. Good Faith

A. In General.

Section 1129(a) lists several requirements which must be met for a plan to be confirmed, including that it be proposed in good faith. See 11 U.S.C. § 1129(a)(3). The debtor bears the burden of proof, by a preponderance of the evidence, that the plan is proposed in good faith. In re SM 104 Ltd., 160 B.R. 202 (Bankr. S.D. Fla. 1993). The term "good faith" is not defined in the Bankruptcy Code or in the legislative history thereto, see In re Am. Family Enters., 256 B.R. 377, 401 (D.N.J. 2000), but unless there is an objection to a plan on the record, a bankruptcy court may make a finding of good faith without receiving any evidence. See FED. R. BANKR. P. 3020(b)(2) ("If no objection is timely filed, the court may determine that the plan has been proposed in good faith and not by any means forbidden by law without receiving evidence on such issues.").

Although different courts have formulated the "good faith" requirement in different ways, they have generally concluded that for the purposes of section 1129, good faith requires that the court find "a reasonable likelihood that the plan will achieve a result consistent with the objectives and purposes of the Code." See, e.g., McCormick v. Bank One Leasing Corp. (In re McCormick), 49 F.3d 1524 (11th Cir. 1995); see also In re Gen. Teamsters, Warehousemen & Helpers Union, 265 F.3d 869 (9th Cir. 2001) (a good faith plan is one which satisfies the purposes of the Code, which include facilitating the successful rehabilitation of the debtor and maximizing the value of the estate). Courts have further held that good faith, in the context of the proposal of a plan, is to be judged in light of the "totality of the circumstances" surrounding confirmation of the plan. See Fin. Sec. Assurance v. T-H New Orleans Ltd. P'ship (In re T-H New Orleans Ltd. P'ship), 116 F.3d 790, 802 (5th Cir. 1997) ("The requirement of good faith must be viewed in light of the totality of circumstances surrounding establishment of a Chapter 11 plan, keeping in mind the purpose of the Bankruptcy Code to give debtors a reasonable opportunity to make a fresh start. Where the plan is proposed with the legitimate and honest purpose to reorganize and has a reasonable hope of success, the good faith requirement of § 1129(a)(3) is satisfied. A debtor's plan may satisfy the good faith requirement even though the plan may not be one which the creditors would themselves design and indeed may not be confirmable.") (citations omitted). Arguably the most important factor in the inquiry into the totality of the circumstances is the fundamental fairness of the plan. In re Coram Healthcare Corp., 271 B.R. 228 (Bankr. D. Del. 2001).

B. THE RELEVANCE OF PREPETITION CONDUCT.

While most courts agree that the "totality of circumstances" must be evaluated in determining good faith, the courts are not in agreement with respect to the relevance of a plan proponent's prepetition conduct. Most courts have concluded that the "totality of the circumstances" analysis is limited to the negotiation, preparation and proposal of the plan, and that prepetition conduct is therefore irrelevant. See, e.g., In re Valley View Shopping Ctr., L.P., 260 B.R. 10, 29 (Bankr. D. Kan. 2001) (in determining whether a plan is proposed in good faith, the proper focus is on the debtor's postpetition conduct and on the plan itself, not on prepetition conduct); In re Seatco, 257 B.R. 469, 480 (Bankr. N.D. Tex. 2001) (finding that debtor's prepetition conduct, including the breach of a revolving credit financing agreement, did not amount to bad faith in the filing of the plan, and that the plan was instead "proposed with the legitimate and honest purpose to reorganize and has a reasonable hope of success"); In re Cellular Info. Sys., Inc., 171 B.R. 926, 945 (Bankr. S.D.N.Y. 1994) ("The evaluation of good faith is not based on the plan proponents' behavior prior to the filing of the bankruptcy petition, but instead, in light of the totality of the circumstances surrounding confirmation.") (citations omitted); In re Kemp, 134 B.R. 413, 414 (Bankr. E.D. Cal. 1991) (finding that when determining whether a plan is proposed in good faith, the court does not question good faith at the time of the filing the debtor's petition, but rather at the time the plan is filed); In re Gen. Homes Corp., 134 B.R. 853, 862 (Bankr. S.D. Tex. 1991) ("The evaluation of good faith is not based on the plan proponents' behavior prior to the filing of the bankruptcy petition. It is only based on the plan and its acceptance."); In re Computer Optics, Inc., 126 B.R. 664, 666 n.1 (Bankr. D.N.H. 1991) (finding that debtor's prepetition breach of contractual arrangements by continuing to draw down on a line of credit while discontinuing the transmittal of receivable collections to the bank would not constitute, as a matter of law, a lack of good faith for purposes of § 1129(a)(3)); see also In re McCormick, 49 F.3d at 1526 (finding that for a plan to be denied confirmation on the grounds that it was not proposed in good faith, there must be a showing that actions of the debtor impeded the basic bankruptcy administration).

Other courts, however, have held that consideration of the debtor's prepetition conduct is relevant to the section 1129(a)(3) determination. For example, in In re Natural Land Corp., 825 F.2d 296, 298 (11th Cir. 1987), the Eleventh Circuit stated that "[i]t seems unquestionable to us that the taint of a petition filed in bad faith must naturally extend to any subsequent reorganization proposal; thus, any proposal submitted by a debtor who filed its petition in bad faith would fail to meet § 1129's good faith requirement." See also In re Univ. Commons, L.P., 200 B.R. 255, 259 (Bankr. M.D. Fla. 1996), reconsideration denied, 204 B.R. 80 (Bankr. M.D. Fla. 1996) ("The possibility of a successful reorganization cannot transform a bad faith filing into one undertaken in good faith."); Univ. Creek Plaza, Ltd. v. N.Y. Life Ins. Co. (In re Univ. Creek Plaza, Ltd.), 176 B.R. 1011, 1020 (S.D. Fla. 1995) ("Moreover, the Court correctly held that University's plan could not meet the good faith requirement set forth in 11 U.S.C. § 1129(a)(3) since it was determined that University's petition was filed in bad faith."); In re SM 104 Ltd., 160 B.R. 202, 244 (Bankr. S.D. Fla. 1993) ("The court may consider prepetition conduct of the debtor only if that conduct is relevant to show a desire on the part of the debtor to 'use bankruptcy procedures to avoid paying a debt rather than for rehabilitation.'"); In re Mortgage Inv. Co. of El Paso, 111 B.R. 604, 611 (Bankr. W.D. Tex. 1990) (in determining the good faith of a plan, the court may consider a debtor's pre-filing conduct as well as the feasibility of the plan itself).

C. OTHER FACTORS.

An interrelationship may exist between the good-faith requirement of section 1129(a)(3) and the good-faith requirement of section 1112(b). In NMSBPCSLDHB v. Integrated Telecom Express, Inc. (In re Integrated Telecom Express, Inc.), the Third Circuit stayed a confirmation order so that the court could address an appeal of a motion to dismiss the case. 384 F.3d 108 (3rd Cir. 2004). In conducting its analysis, the Third Circuit stated that an antecedent inquiry is "whether the petition and the plan [were] filed in good faith, i.e., whether they serve a valid bankruptcy purpose." Id. at 126 (emphasis added). In this case, a highly-solvent debtor corporation with no intention of reorganizing or liquidating as a going concern - and with no reasonable expectation that chapter 11 proceedings would maximize estate value for creditors - filed a liquidating plan with the express intention of taking advantage of section 502(b)(6) (which limits claims on long-term leases). Id. at 112. By utilizing section 502(b)(6), the company intended to limit the claim of its primary creditor, capturing the upside for its equity holders. See id. at 126. The Third Circuit reasoned that the legislative policy underlying § 502(b)(6) assumed the "existence of a valid bankruptcy," and that good faith requires more than invoking a distributional mechanism in the Code. Id. at 128. Instead, good faith requires the creation or preservation of "some value that would otherwise be lost - not merely distributed to a different stakeholder - outside of bankruptcy." Id. See also Computer Task Group, Inc. v. Brotby (In re Brotby), 303 B.R. 177, 197-98 (9th Cir. BAP 2003) (stating that a plan might not meet the good-faith requirements of § 1129(a)(3) when the debtor filed a chapter 11 petition solely as a litigation tactic; the court remanded partly on the ground that the record was insufficient to make a good-faith determination).

An interrelationship may also exist between the good-faith requirement of section 1129(a)(3) and the determination that a plan engages in either artificial impairment or unfair discrimination. In In re Combustion Eng'g, Inc., the Third Circuit was asked to decide whether the creation of stub claims in a two-trust framework violated the good-faith requirement. 391 F.3d 190, 246 (3rd Cir. 2004). In this case, the debtor created two trusts to pay asbestos claimants: (1) a pre-petition trust created eighty-seven days prior to filing, and (2) a post-confirmation trust created by the plan itself. Participating claimants in the pre-petition trust received up to 95% of their claims (depending on the length of time the claimant's case had been pending) and stub claims for the deficiency of their claims, allowing these participating claimants to vote on the plan and receive distributions from the post-confirmation trust. Id. at 201, 238. Non-participating claimants could look only to the post-confirmation trust to receive any payments on their claims. Id. at 205-08.

In conducting its good-faith analysis, the Third Circuit looked to see whether the plan itself would achieve a purpose consistent with the objectives and purposes of the Code. Id. at 246-47. Although the district court had held that paying asbestos claimants and definitely resolving the debtor's asbestos liabilities were consistent with the objectives of the Code, the Third Circuit required more. Id. at 247. The Third Circuit was troubled that the debtor may have unfairly discriminated against certain asbestos claimants and intentionally impaired certain privileged asbestos claimants to improperly secure the required votes needed for confirmation. Id. at 239, 246-47. Accordingly, the Third Circuit remanded the case, in part to require the lower court to consider the unfair discrimination and artificial impairment issues in its good-faith analysis. Id.
In conclusion, if the debtor's prepetition conduct is egregious, or if something happens during the case that should preclude a good faith finding later, a potential dissenting creditor should consider seeking relief immediately. Appropriate relief could include dismissal of the case (bad faith filing), a lifting of the stay (no reorganization will be possible because the debtor cannot be found to be proceeding in good faith), or conversion of the case (same reasons). In this fashion, a potentially dissenting creditor can bring these issues to the court's attention before a plan is pending. Such a creditor could achieve effectively the same results as a section 1129(a)(3) objection - blocking an objectionable reorganization - by having the case converted or dismissed. Cf. In re Fiesta Homes of Ga., Inc., 125 B.R. 321, 326 (Bankr. N.D. Ga. 1990) (converting a case to one under chapter 7 because the debtor's plan was not proposed in good faith and debtor had no alternative plan).

IV. FEASIBILITY

A. IN GENERAL.

Section 1129(a)(11) requires a court to prevent confirmation of "visionary schemes" which promise creditors more under a proposed plan than the debtor can possibly attain after confirmation. See In re Bowman, 253 B.R. 233, 238-39 (8th Cir. BAP 2000); Berkeley Fed. Bank & Trust v. Sea Garden Motel & Apts. (In re Sea Garden Motel & Apts.), 195 B.R. 294, 304 (D.N.J. 1996) (quoting In re Trail's End Lodge, 54 B.R. 898, 903-04 (Bankr. D. Vt. 1985)); see also In re Sound Radio, Inc., 93 B.R. 849, 855 (Bankr. D.N.J. 1988) (subsequent history omitted). The court has an affirmative obligation to scrutinize a plan to determine whether it is feasible. See In re Treasure Bay Corp., 212 B.R. 520, 547 (Bankr. S.D. Miss. 1997) (quoting In re Lakeside Global Vill. II, Ltd., 116 B.R. 499, 506 (Bankr. S.D. Tex. 1989)).

A court's examination of feasibility must be based on objective facts. The court must look at the probability of actual performance of the proposed plan. "Sincerity, honesty and willingness are not sufficient to make the plan feasible, and neither are any visionary promises." Clarkson v. Cooke Sales & Serv. Co. (In re Clarkson), 767 F.2d 417, 420 (8th Cir. 1985); In re Investors Fla. Aggressive Growth Fund, Ltd., 168 B.R, 760, 765 (Bankr. N.D. Fla. 1994) (subsequent history omitted); In re Lakeside Global Vill. II, Ltd., 116 B.R. at 507; In re Cheatham, 78 B.R. 104 (Bankr. E.D.N.C. 1987), aff'd, 91 B.R. 377 (E.D.N.C. 1988). The court may not rely on highly speculative and unduly optimistic assumptions and must base its findings of feasibility on the evidence presented. See Pan Am Corp. v. Delta Air Lines, Inc., 175 B.R. 438, 508 (S.D.N.Y. 1994) (subsequent history omitted); In re Snider Farms, Inc., 83 B.R. 1003, 1014 (Bankr. N.D. Ind. 1988). In effect, a court is required to predict, based on the historical data provided by the parties, whether the debtor will be able to make all payments under the plan and to otherwise comply with the plan. In re Snider Farms, Inc., 83 B.R. at 1006. "A plan will not be confirmed where, for example, there is no realistic possibility of an effective reorganization and the Debtor is merely seeking to delay the efforts of creditors to enforce their rights." Former Frontier Pilot Litig. Steering Comm., Inc. v. Frontier Airlines, Inc. (In re Frontier Airlines), 117 B.R. 588 (D. Colo. 1990).

Courts view the word "feasible" within its ordinary meaning - that something is capable of being done or carried out. It does not connote absolute assurance of success but only reasonable assurance of success. See Miller v. Nauman (In re Nauman), 213 B.R. 355, 358 (9th Cir. BAP 1997); Kane v. Johns-Manville Corp. (In re Johns-Manville Corp.), 843 F.2d 636, 649 (2nd Cir. 1988) ("Success need not be guaranteed."); Acequia v. Clinton (In re Acequia), 787 F.2d 1352, 1364 (9th Cir. 1986); Prudential Ins. Co. v. Monnier (In re Monnier Bros.), 755 F.2d 1336, 1341 (8th Cir. 1985); In re Am. Family Enters., 256 B.R. at 404-05; Hobson v. Travelstead (In re Travelstead), 227 B.R. 638, 650-51 (D. Md. 1998); Beal Bank, S.S.B. v. Way Apts., D.T. (In re Way Apts., D.T.), 201 B.R. 444, 453 (N.D. Tex. 1996); Crestar Bank v. Walker (In re Walker), 165 B.R. 994, 1004 (E.D. Va. 1994); In re M & S Assocs., Ltd., 138 B.R. 845 (Bankr. W.D. Tex. 1992); In re Drexel Burnham Lambert Group, Inc., 138 B.R. 723 (Bankr. S.D.N.Y. 1992); In re Kemp, 134 B.R. at 416; In re E.I. Parks No. 1 Ltd. P'ship, 122 B.R. 549 (Bankr. W.D. Ark. 1990). In fact, the Supreme Court in United Sav. Ass'n v. Timbers of Inwood Forest Assoc., Ltd., 484 U.S. 365 (1988) stated that there need only be "a reasonable possibility of successful reorganization within a reasonable time." Id. at 376. Clearly, under section 1129(a)(11), all that is required is a "reasonable prospect for financial stability and success." See Corestates Bank, N.A. v. United Chem. Tech., Inc., 202 B.R. 33, 45 (E.D. Pa. 1996).

Although section 1129(a)(11) recognizes the possibility of liquidating plans, a planned liquidation does not create an exception to the feasiblity requirement. In re Holmes, 301 B.R. 911, 914 (Bankr. M.D. Ga. 2003) (denying confirmation of a liquidating plan, holding that the plan, the success of which depended on the IRS's acceptance of a proposed compromise of the debtor's tax obligation, was not feasible). Thus, even liquidating plans must be feasible; in fact, many of the cases discussing feasibility arise in the context of liquidating plans. Id. (citing In re Calvanese, 169 B.R. 104, 106 (Bankr. E.D. Pa. 1994)). The Holmes court did not accept the debtor's contention that providing for liquidation in the event of a default in a reorganization plan renders a plan feasible as a matter of law, stating that "[w]ere we to do so, a bankruptcy court would be required to find that even the most implausible of reorganization plans is feasible so long as the plan provided that the debtor would liquidate if the plan failed." Id. at 914-15.

B. FACTORS TO CONSIDER IN CHALLENGING FEASIBILITY.

To demonstrate feasibility, the plan proponent must establish that there will be sufficient cash flow to fund the plan and maintain operations according to the plan. See Canal Place Ltd. P'ship v. Aetna Life Ins. Co. (In re Canal Place Ltd. P'ship), 921 F.2d 569, 579 (5th Cir. 1991); S&P, Inc. v. Pfeifer, 189 B.R. 173, 186 (N.D. Ind. 1995). Bankruptcy courts frequently consider the following factors in determining the feasibility of a plan: (i) the debtor's prior performance, (ii) the adequacy of the debtor's capital structure, (iii) the earning power of the business, (iv) economic conditions, (v) the ability of management and the probability of the continuance of the same management, and (vi) any other matter that may affect the debtor's ability to perform the plan. See In re Canal Place Ltd. P'ship, 921 F.2d at 579 (5th Cir. 1991); In re U.S. Truck Co., 800 F.2d 581, 589 (N.D. Ill. 1992); Pfeifer, 189 B.R. at 186; In re Immenhausen Corp., 172 B.R. 343. 348 (Bankr. M.D. Fla. 1994); In re Landing Assoc., Ltd., 157 B.R. 791, 819 (Bankr. W.D. Tex. 1993); In re Sovereign Oil Co., 128 B.R. 585 (Bankr. M.D. Fla. 1991); In re Kemp, 134 B.R. at 416; In re Guilford Telecasters, Inc., 128 B.R. 622 (Bankr. M.D.N.C. 1991); In re Temple Zion, 125 B.R. 910 (Bankr. E.D. Pa. 1991).

1. DEBTOR'S PRIOR PERFORMANCE.

Past financial performance may cause concern about the debtor's ability to perform under any proposed plan. Where a plan is to be funded from the debtor's operating revenues, the debtor's past and present financial performance is probative of feasibility. See In re Eastland Partners, L.P., 149 B.R. 105, 108 (Bankr. E.D. Mich. 1992); In re Hobble-Diamond Cattle Co., 89 B.R. 856 (Bankr. D. Mont. 1988). Financial performance during the case may also be probative of a plan's feasibility. See In re Canal Place Ltd. P'ship, 921 F.2d at 579 ("Debtor's prior performance is probative of the feasibility of any plan of reorganization. . . ."); Am. Network Leasing, Inc. v. Apex Pharm., Inc. (In re Apex Pharm., Inc.), 203 B.R. 432, 443 (N.D. Ind. 1996); In re Merrimac Valley Oil Co., Inc., 32 B.R. 485 (Bankr. D. Mass. 1983); In re Stuart Motel, Inc., 8 B.R. 48 (Bankr. S.D. Fla. 1980) (plan not feasible when debtor had no current cash flow).

There are numerous instances in which a finding of feasibility has been denied based, at least in part, on the debtor's past financial performance. See, e.g., In re Trevarrow Lanes, Inc., 183 B.R. 475, 482 (Bankr. E.D. Mich. 1995) (plan not feasible where debtor had never earned projected net income); In re Foertsch, 167 B.R. 555, 565 (Bankr. D.N.D. 1994) (chapter 12 plan denied confirmation where debtors "never [came] close" to projections proposed in the plan); In re SM 104 Ltd., 160 B.R. at 235-36 (denying confirmation where debtor's prior financial performance would not support future payment of balloon payment); In re Wester, 84 B.R. 770 (Bankr. N.D. Fla. 1988) (plan not feasible where debtors are currently spending more on monthly basis than they earn); In re Townco Realty, Inc., 81 B.R. 707 (Bankr. S.D. Fla. 1987) (debtor failed to meet projected cash flow in 3 of past 4 months); In re Belco Vending, Inc., 67 B.R. 234 (Bankr. D. Mass. 1986) (confirmation of plan postponed for six months to test debtor's projections where debtor's operation earned only $ 11,000 in past three years); In re Agawam Creative Mktg. Assocs., Inc., 63 B.R. 612 (Bankr. D. Mass. 1986) (debtor did not have track record demonstrating profitable operations over even five-year period); In re Anderson, 52 B.R. 159 (Bankr. D.N.D. 1985) (debtor averaged net loss of $ 5,000 per year; proposed plan required funding of $ 80,000 in first year).

Still, standing alone, prior business losses do not make a plan speculative and, therefore, not feasible. See, e.g., In re Cherry, 84 B.R. 134 (Bankr. N.D. Ill. 1988); In re Cheatham, 78 B.R. at 110 (plan may be confirmed despite income shortfall where past contributions have been made by family members).

2. ADEQUACY OF CAPITAL STRUCTURE/AVAILABILITY OF CREDIT/FUTURE MERGERS.

Weaknesses in a debtor's capital structure, its credit-worthiness, or its ability to stand alone and perform may provide additional feasibility challenges. A debtor's ability to obtain financing may be significant in proving that a plan is feasible. In In re Timber Tracks, Inc., 70 B.R. 773 (Bankr. D. Mont. 1987), the debtor was able to prove feasibility by showing that it had: (i) available capital through cash infusions; (ii) land holding in place and available for sale; and (iii) adequate earning power, sufficiency of capital structure, management efficiency, and continuity of management. Ready access to cash infusions has also proven to be important. See In re Global Ocean Carriers Ltd., 251 B.R. 31, 46 (Bankr. D. Del. 2000) (finding plan feasible where post-petition lender issued a commitment letter but had not finalized documentation); In re Main Road Props., Inc., 144 B.R. 217, 219 (Bankr. D.R.I. 1992) (financing commitments were sufficient to establish feasibility of plan); In re Westpark Vill. Apartments of Douglas County, Ltd., 133 B.R. 894 (Bankr. S.D. Ohio 1991) (funds made available by general and limited partners and operating history of apartment complex demonstrated capability to fund plan); In re Apex Oil Co., 118 B.R. 683, 708 (Bankr. E.D. Mo. 1990) (subsequent history omitted) (plan feasible where debtor reported, inter alia, that proposed financing would take place 10 days after confirmation); In re 222 Liberty Assocs., 108 B.R. 971 (Bankr. E.D. Pa. 1990); cf. In re Ralph C. Tyler, P. E., P.S., Inc., 156 B.R. 995, 997 (Bankr. N.D. Ohio 1993) (plan did not meet feasibility requirement where plan provided for exit financing but debtor provided no evidence of any commitment to provide such financing).

If a debtor's existence depends on its merger with another entity, that merger must be incorporated into the plan. Otherwise, the debtor fails to satisfy the "further financial reorganization" hurdle found in section 1129(a)(11). In re Spirited, Inc., 23 B.R. 1004 (Bankr. E.D. Pa. 1982).

3. EARNING POWER OF THE DEBTOR'S BUSINESS.

Of equal or greater importance than an adequate capital structure is that there be sufficient cash flow in the reorganized debtor's business to operate the business and fund the plan. See Pan Am Corp. v. Delta Air Lines, Inc., 175 B.R. at 508; In re SM 104 Ltd., 160 B.R. at 234; In re Nelson, 84 B.R. 90 (Bankr. W.D. Tex. 1988). Courts generally require significant financial information about the reorganized debtor to find a plan feasible, including detailed financial projections for the business. See, e.g., In re Cajun Elec. Power Co-op., Inc., 230 B.R. 715, 727 (Bankr. M.D. La. 1999) (noting that section 1129(a) compels the court to require "sufficient documentation") (quoting In re Prudential Energy Co., 58 B.R. 857, 862 (Bankr. S.D.N.Y. 1986)); In re Snider Farms, Inc., 83 B.R. at 1011-12 ("[T]he Code imposes upon the Court the responsibility to determine whether the requirements of § 1129(a) have been met even if no objections have been asserted; and although discharging this responsibility does not entail investigation of the Debtor, it does require the Court to require the Debtor to provide sufficient documentation and to ask appropriate questions."); In re Great Nw. Recreation Ctr., Inc., 74 B.R. 846, 852 (Bankr. D. Mont. 1987) (same). These financial projections should be based on historical performance of the business and should realistically project the anticipated results of future business operations. See, e.g., In re Schriock Constr., Inc., 167 B.R. 569, 576-77 (Bankr. D.N.D. 1994); In re M & S Assocs., Ltd., 138 B.R. at 851; In re Sound Radio, Inc., 93 B.R. at 855; In re Hobble-Diamond Cattle Co., 89 B.R. at 858 (speculative, conjectural or unrealistic predictions cannot be used in making determination as to feasibility of plan of reorganization; debtor must provide factual support for any income and expense projections).

While the purpose of section 1129(a)(11) is to prevent confirmation of visionary schemes, forecasts and predictions of the debtor's earning power need not view the debtor's business and economic prospects in the worst possible light. See In re T-H New Orleans Ltd. P'ship, 116 F.3d at 802; In re W. Real Estate Fund, Inc., 75 B.R. 580 (Bankr. W.D. Okla. 1987). In general, such projections need only be carefully and conservatively done. See In re Acequia, 787 F.2d at 1364-65 (finding feasibility where debtor presented both "best" and "conservative" case predictions); In re Guilford Telecasters, Inc., 128 B.R. at 627-28 (plan providing for balloon payment was feasible, as past performance and future projections demonstrated debtor could realistically carry out its financial commitments); In re Computer Optics, Inc., 126 B.R. 667-68; In re Cheatham, 91 B.R. 377 (E.D.N.C. 1988) (debtor's seasonal farm earnings consistent with projections under plan); In re Henke, 90 B.R. 451 (Bankr. D. Mont. 1988) (debtor estimated crop income at levels below actual past sales, and expense projections were based on historic patterns). The debtor should be able to fully substantiate any projected increases in its income. See In re Tate, 217 B.R. 518, 520 (Bankr. E.D. Tex. 1997) (chapter 12 plan denied confirmation where there were no facts supporting debtor's optimistic projections).

Plan objectors have prevailed when the debtor's financial projections do not stand up to scrutiny. See, e.g., In re Cheatham, 91 B.R. at 379 (projections of farm income are for the most part totally speculative); In re Hobble-Diamond Cattle Co., 89 B.R. at 858 (plan not feasible where debtor failed to show enough profit to fund plan until assets could be sold to satisfy creditors); In re Cherry, 84 B.R. at 138-39 (plan payments based on anticipated recovery on personal injury suit too speculative to support feasibility finding); In re 1000 Int'l Bldg. Assoc., Ltd., 81 B.R. 125 (Bankr. S.D. Fla. 1987) (debtor's projections of rental income from sole asset not found credible); In re Cook, 69 B.R. 235 (Bankr. W.D. Mo. 1986), aff'd, 72 B.R. 976 (W.D. Mo. 1986).

4. ECONOMIC CONDITIONS.

Implementation of a plan does not occur in a vacuum. Any number of factors might affect the reorganized debtor's ability to perform under the plan. Among these factors are the economic conditions in which the debtor's business operates. The plan's feasibility should be evaluated in light of the economic conditions known as of the date of confirmation. See In re Stanley, 185 B.R. 417, 425 (Bankr. D. Conn. 1995); In re Union Meeting Partners, 178 B.R. 664, 674 n.7 (Bankr. E.D. Pa. 1995); In re Columbia Office Assocs. Ltd. P'ship, 175 B.R. 199, 202 (Bankr. D. Md. 1994).

Nevertheless, as the Supreme Court stated in Protective Comm. for Ind. Stockholders of TMT Trailer Ferry, Inc. v. Anderson, 390 U.S. 414, 452 (1968), estimated future performance with mathematical certitude is neither expected nor required. While findings as to the earning capacity of an enterprise are essential to a determination of feasibility, a prediction as to what will occur in the future, an estimate, as distinguished from mathematical certitude, is all that can be made. See In re Bjolmes Realty Trust, 134 B.R. at 1010 n.17 (quoting Consol. Rock Prods. Co. v. DuBois, 312 U.S. 510, 525-26 (1941)).

5. ABILITY OF MANAGEMENT AND PROBABILITY OF CONTINUANCE OF SAME MANAGEMENT.

In many cases, the feasibility of a plan depends not so much on the business being run, but on the businessman running the business. The dedication and experience of a debtor's management can make a marginally feasible business feasible. Alternatively, the lack of qualified management is likely to doom a debtor's future business prospects.

Continuity in management is often cited by courts as a positive factor in determining the feasibility of a plan. See In re Apex Oil Co., 118 B.R. at 708 (observing that in judging feasibility, courts often consider the experience and ability of management); In re Toy & Sports Warehouse, Inc., 37 B.R. 141 (Bankr. S.D.N.Y. 1984) (continuation of debtor's president and founder assured an uninterrupted management policy based upon many years of business experience); see also In re C&P Gray Farms, Inc., 70 B.R. 704 (Bankr. W.D. Mo. 1987) (individuals who performed actual farming for debtor corporation were "good farmers"); cf. Quality Inns Int'l, Inc. v. L.B.H. Assoc. Ltd. P'ship, 911 F.2d 724 (4th Cir. 1990) (where principal of the debtor is to continue managing after confirmation, evidence of manager's past performance is relevant to confirmation). Conversely, the continued service by prior management may be inconsistent with the interests of creditors, equity security holders, and public policy if it directly or indirectly perpetuates incompetence, lack of discretion, inexperience, or affiliations with groups inimical to the best interests of the debtor. In re Beyond.com Corp., 289 B.R. 138, 146 (Bankr. N.D. Cal. 2003) (holding that the disclosure statement was deficient, in part because it utterly failed to make disclosures about management, which calls into question "not only the ability of the debtor to fulfill its fiduciary responsibilities, but the true allegiance of debtor's counsel and, to the extent the creditors' committee negotiated the proposed plan, the committee's competency, and perhaps its counsel's self-interest"). Inexperienced management may also cause confirmation of a plan to be denied. See, e.g., In re Thurmon, 87 B.R. 190 (Bankr. M.D. Fla. 1988) (plan calling for debtor to change her business from breeding horses to developing luxury single-family residential real estate project not feasible where debtor had no experience in real estate); In re Gulph Woods Corp., 84 B.R. 961 (Bankr. E.D. Pa. 1988) (confirmation denied where plan depended on debtor's principal, and principal had doubtful managerial skills as evidenced by numerous prior bankruptcies filed as individual and in corporate capacities); In re Wester, 84 B.R. at 771-72 (plan relying on sale of debtor's real property not feasible where debtor had no experience in sale and development of real estate); see also, In re Keaton, 88 B.R. 154 (Bankr. S.D. Ohio 1988).

Therefore, bringing in new, competent management can aid a debtor in confirming its plan. See In re Orfa Corp. of Pa., 129 B.R. 404 (Bankr. E.D. Pa. 1991) (plan found feasible based on success potential of debtor's product, high caliber of proponents' proposed management, and likelihood that proponents could market private placement); In re Sound Radio, Inc., 93 B.R. at 855 (two proposed plans found feasible where both proponents had ability to successfully operate debtor radio station); In re Cheatham, 91 B.R. at 380; In re Rainbow Forest Apartments, 33 B.R. 576 (Bankr. N.D. Ga. 1983) (plan found feasible where debtor/apartment manager's successful brother was hired to manage apartment complex).

6. RELATED MATTERS THAT AFFECT AN ABILITY TO PERFORM THE PLAN.

Plan opponents should also look critically at the terms of the plan and at any other factors unique to the particular debtor's business which might affect feasibility of the plan. For example, the longer the pay out period is under a plan, the more difficult it is to prove feasibility. See In re Mallard Pond, Ltd., 217 B.R. 782, 786 (Bankr. M.D. Tenn. 1997) ("[T]he longer the proposed plan, the more difficulties for the debtor to prove feasibility."); In re White, 36 B.R. 199 (Bankr. D. Kan. 1983). Stricter proof of feasibility is also required. See Sunflower Racing, Inc. v. Mid-Continent Racing & Gaming Co. (In re Sunflower Racing, Inc.), 226 B.R. 673 (D. Kan. 1998) (deferred payment plans are subject to close scrutiny); In re Mallard Pond, Ltd., 217 B.R. at 786 (59-year payout plan was not feasible); In re Agawam Creative Mktg. Assocs., 63 B.R. at 619 (plan to be funded over thirty years; debtor's past performance did not demonstrate profitable operations over even a five-year period.); see also In re Maropa Marine Sales Serv. & Storage, Inc., 90 B.R. 544 (Bankr. S.D. Fla. 1988) (twenty-year plan found not feasible).

Bankruptcy courts are skeptical of plans that allow debtors to postpone the inevitable and gamble with creditors' money on a long-shot possibility of drastic improvement in the debtors' businesses. See, e.g., In re M & S Assocs, Ltd., 138 B.R. at 851. Such plans typically include some form of "negative amortization" of amounts owed and/or provide for "balloon" payments of creditors' claims. While a plan with negative amortization is not a per se problem, it will be closely scrutinized. See Great W. Bank v. Sierra Woods Group, 953 F.2d 1174 (9th Cir. 1992); Fed. Sav. & Loan Ins. Corp. v. D & F Constr., Inc. (In re D & F Constr.), 865 F.2d 673, 676 (5th Cir. 1989); In re Mount Carbon Metro. Dist., 242 B.R. 18, 35 (Bankr. D. Colo. 1999) ("Plan terms which provide for negative amortization . . . may make the showing of feasibility difficult."); In re Century Inv. Fund VII, L.P., 96 B.R. 884, 891 (Bankr. E.D. Wis. 1989). As a result of such increased scrutiny, plans containing negative amortization provisions are often found not feasible. See In re M & S Assocs., Ltd., 138 B.R. at 851; In re Apple Tree Partners, L.P., 131 B.R. 380 (Bankr. W.D. Tenn. 1991). Similarly, plans calling for "balloon" payments are regularly found not to be feasible. See, e.g., In re M & S Assocs., Ltd., 138 B.R. at 851; In re Guilford Telecasters, Inc., 128 B.R. at 627-28; In re Sovereign Oil Co., 128 B.R. at 586-87.

In In re Danny Thomas Properties II Ltd. P'ship, 241 F.3d 959 (8th Cir. 2001), the debtors tried to circumvent the feasibility problems associated with a balloon payment. The plan called for amortization of an approximately $ 2.2 million debt on a 30 year schedule, with installment payments for ten years and then a balloon for the balance. To assuage feasibility concerns, the debtors included a "drop dead" clause in the plan, in which they consented to immediate foreclosure should they fail to cure any default within 45 days of receiving notice of the default. The debtors asserted that the drop dead clause rendered the plan feasible as a matter of law. The court noted that inclusion of such a clause might indeed render a plan feasible, although the clause is but one factor to consider in the determination. On the facts before it, the court concluded that inclusion of the clause was insufficient to cure the debtors' other feasibility problems.

The financial success of the debtor can also be affected by the unexpected. Accordingly, a plan of reorganization that contemplates no "cushion" for unexpected cash outlays can make the plan subject to criticism on feasibility grounds. See, e.g., In re Snider Farms, Inc., 83 B.R. at 1011-12; Fed. Land Bank of Columbia v. Bartlett (In re Bartlett), 92 B.R. 142, 144 (E.D.N.C. 1988); In re Mahoney, 80 B.R. 197 (Bankr. S.D. Cal. 1987); In re Agawam Creative Mktg. Assocs., Inc., 63 B.R. at 619; In re Shorten, 49 B.R. 722 (Bankr. W.D. Mo. 1985); cf. In re Sagewood Manor Assoc., L.P., 223 B.R. 756, 763 (Bankr. D. Nev. 1998) (confirming plan which included enough cushion in debtor's projections to accommodate unforeseen setbacks).

Finally, other provisions of a plan might subject it to criticism on feasibility grounds. See, e.g., In re Beyond.com Corp., 289 B.R. 138 (Bankr. N.D. Cal. 2003) (plan which contained procedure for postconfirmation modification was patently unconfirmable because modification necessarily requires further financial reorganization so plan failed to satisfy section 1129(a)(11)); In re SIS Corp., 120 B.R. 93 (Bankr. N.D. Ohio 1990) (submission of reorganization plan on conditional basis renders plan not feasible); In re Mahoney, 80 B.R. at 200 (debtor failed to properly calculate effect of income taxes on proposed corporation's operations); In re Butler, 42 B.R. 777, 782 (Bankr. E.D. Ark. 1984) (plan misclassifying creditors and containing misleading information found not feasible). But see, In re N.H. Elec. Co-op, Inc., 138 B.R. 668 (Bankr. D.N.H. 1992) (plan not "unfeasible" simply because it was contingent upon debtor-utility securing approval of proposed rate change).

V. CRAMDOWN UNDER SECTION 1129(b)

A. IN GENERAL.

Before the cramdown provisions of section 1129(b) may be used, the plan must comply with section 1129(a) in all respects, except for the voting requirements of section 1129(a)(8). See 11 U.S.C. § 1129(b)(1); Beal Bank S.S.B. v. Waters Edge Ltd. P'ship, 248 B.R. 668, 678 (D. Mass. 2000); In re Atrium High Point Ltd. P'ship, 189 B.R. 599, 610 (Bankr. M.D.N.C. 1995); In re Victory Constr. Co., 42 B.R. 145 (Bankr. C.D. Cal. 1984). The court has an affirmative duty to ascertain that all of the requirements of section 1129(a) are satisfied. See In re Parke Imperial Canton, Ltd., No. 93-61004, 1994 WL 842777, at *3 (Bankr. N.D.Ohio Nov. 14, 1994); In re Snider Farms, Inc., 83 B.R. at 986; In re Prudential Energy Co., 58 B.R. 857 (Bankr. S.D.N.Y. 1986); In re Trail's End Lodge, Inc., 54 B.R. at 903-04; In re N.S. Garrott & Sons, Inc., 48 B.R. 13 (Bankr. E.D. Ark. 1984); In re Landscaping Servs., Inc., 39 B.R. 588 (Bankr. E.D.N.C. 1984); In re Nite Lite Inns, 17 B.R. 367 (Bankr. S.D. Cal. 1982).

B. THE PLAN MUSTNOT DISCRIMINATE UNFAIRLY WITH RESPECT TO EACH DISSENTING CLASS OF CLAIMS OR INTERESTS.

A plan will be denied confirmation if it discriminates unfairly with respect to the dissenting classes of claims or interests. See 11 U.S.C. § 1129(b)(1); see In re Dow Corning Corp., 244 B.R. 696, 702 (Bankr. E.D. Mich. 1999) ("The unfair discrimination provision of § 1129(b)(1) protects only dissenting classes of creditors."); see also, e.g., Creekstone Assocs. L.P. v. Resolution Trust Corp. (In re Creekstone Assocs. L.P.), 168 B.R. 639, 641 (Bankr. M.D. Tenn. 1994); In re Mortgage Investment Co., 111 B.R. at 614 (confirmation denied where there was no demonstrable reason for treating similar claims differently); In re Tipps, 39 B.R. 149 (Bankr. S.D. Ohio 1984) (plan unfairly discriminated against secured creditor where unfair post-confirmation burdens were imposed on such secured creditor). While some disparate treatment of similar claims (although in separate classes) is permitted, the disparate treatment cannot constitute "unfair discrimination." In other words, a plan proponent may discriminate, just not unfairly. See, e.g., In re Genesis Health Ventures, Inc., 266 B.R. 591, 611 (Bankr. D. Del. 2001) (the hallmarks of the various tests have been whether there is a reasonable basis for the discrimination, and whether the debtor can confirm and consummate a plan without the proposed discrimination); In re Weiss, 251 B.R. 453, 464 (Bankr. E.D. Pa. 2000) ("[D]ifferent treatment is permissible if and only if the debtor is able to prove a reasonable basis for the degree of discrimination contemplated by the Plan."); In re Dow Corning Corp., 244 B.R. 705, 710 (Bankr. E.D. Mich. 1999) ("Section 1129(b)(1) prohibits discrimination against a non-accepting class only when that discrimination is 'unfair.'"); In re Salem Suede, Inc., 219 B.R. 922, 933-34 (Bankr. D. Mass. 1998) ("A plan can discriminate, but not unfairly; any discrimination must be supported by a legally acceptable rationale, and the extent of the discrimination must be necessary in light of the rationale."); In re Landing Assocs., Ltd., 157 B.R. at 822 ("The test is not, after all, whether the plan is generally unfair, but whether the plan's treatment of a particular class is unfairly discriminatory vis-a-vis similarly situated classes of creditors."); In re Stratford Assocs. Ltd. P'ship, 145 B.R. 689, 700-01 (Bankr. D. Kan. 1992) ("While the Plan discriminates, to violate § 1129(b)(1), the discrimination must be unfair. Moreover, while a debtor may separately classify creditors, that separate classification alone does not determine whether the plan discriminates unfairly.") (citation omitted).

Some courts utilize a four-part test to determine if a plan discriminates unfairly. See, e.g., In re Union Servs. Fin. Group, Inc., 303 B.R. 390 (Bankr. E.D. Mo. 2003); In re Graphic Commc'ns, Inc., 200 B.R. 143, 148 (Bankr. E.D. Mich. 1996); In re Stratford Assocs., 145 B.R. at 700; In re Creekside Landing, Ltd., 140 B.R. 713, 715-16 (Bankr. M.D. Tenn. 1992). The elements of this test are (1) whether the discrimination has a reasonable basis, (2) whether the debtor can carry out the plan without discrimination, (3) whether the discrimination proposed is in good faith, and (4) whether "the degree of discrimination is directly related to the basis or rationale for the discrimination, i.e., does the basis for discrimination demand that this degree of differential treatment be imposed." In re Union Servs., 303 B.R. at 422.

C. THE PLAN MUST BE FAIR AND EQUITABLE WITH RESPECT TO EACH DISSENTING CLASS OF CLAIMS OR INTERESTS.

1. Fair and Equitable Treatment of a Class of Secured Claims.

Section 1129(b)(2)(A) provides three express alternatives in order that a plan may be found to be fair and equitable with respect to a class of secured claims: (i) that the claimant retains its liens and receives deferred cash payments totaling its allowed claim; (ii) that the claimant's collateral be sold with liens attaching to the proceeds of sale; or (iii) that the claimant receives the indubitable equivalent of its secured claim. Each alternative will be discussed separately.

a. RETENTION OF LIENS AND CASH PAYMENTS.

Where the plan provides that the secured claimant retains its lien and receives deferred cash payments having a present value equal to the amount of its allowed secured claim, the fair and equitable test is satisfied. In In re Hollanger, 15 B.R. 35 (Bankr. W.D. La. 1981), the court stated:

Conversely, one may argue that where the first method of reorganization is proposed in a plan pursuant to Section 1129(b)(2)(A)(i) - that is, that a secured claimant retain its lien on its collateral and receive deferred payments in an amount sufficient to have value equal to that value held by the claimant on the effective date of the plan - the Bankruptcy Court may confirm such a plan under its "cram down" powers.

Id. at 46; see also In re Manion, 127 B.R. 887, 889 (Bankr. N.D. Fla. 1991); In re W.E. Parks Lumber Co., Inc., 19 B.R. 285 (Bankr. W.D. La. 1982) (when secured creditor retained its lien and received deferred cash payments satisfying entire amount of its allowed secured claim, the fair and equitable test was satisfied).

The present value analysis associated with the deferred cash payment requirement of section 1129(b)(2)(A) is controversial. This present value requirement, which compensates the secured creditor for the delay in receiving payments in respect of its allowed secured claim, includes, by definition, an interest component. The Bankruptcy Code is silent, however, as to the rate of interest necessary to permit a secured creditor to obtain the present value of its allowed secured claim. n2 Secured creditors generally argue that the risks associated with a "forced loan" to a debtor require the use of a high interest rate. Debtors argue to the contrary. Moreover, if the contract rate is attractive, debtors argue that use of the contract interest rate is proper. The resulting case law is perhaps best described by one commentary: "Few bankruptcy issues have met with as much confusion as the determination of a proper discount rate." Fortgang and Mayer, Valuation in Bankruptcy, 32 U.C.L.A. L. REV. 1061, 1119 (1985); see also In re Computer Optics, Inc., 126 B.R. at 671 ("[T]he case law with regard to an appropriate discount rate for cramdown purposes unfortunately has blossomed into a 'many-colored splendor' of conflicting and sometimes indecipherable formulas as the courts have tried to implement the fact specific market analysis approach urged by the lender in the present case".); but see Friedman, What Courts do to Secured Creditors in Chapter 11 Cram Down, 14 CARDOZO L. REV. 1495, 1513 (1993) ("And although there are almost 50 Chapter 11 cases on this issue, under clause (i), surprisingly all but three cases . . . held that the market rate for commercial loans is the correct legal standard for a secured creditor cram down.").

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n2 The Bankruptcy Code is likewise silent on when the courts should determine the value of a secured claim for confirmation of a plan under the cramdown provisions. In a recent decision, the Fifth Circuit decided that the language of § 1325(a)(5)(B)(ii) implied that secured lenders are entitled to the present value of their claims as valued as of the petition date - and not at the time of confirmation. Chase Manhattan Bank USA v. Stembridge (In re Stembridge), 394 F.3d 383, 387 (5th Cir. 2004). Since the language of § 1129(b) (2) (A) (i) (II) is very similar to the language in section 1325(a) (5) (B) (ii), Stembridge arguably should apply to chapter 11 cases filed in the Fifth Circuit. But see In re Stanley, 185 B.R. 417, 425 (Bankr. D. Conn. 1995) (stating that "[t]he majority of courts ... have held that for purposes of plan confirmation, collateral should be valued at or near the plan's confirmation date"); In re Columbia Office Assocs. Ltd. P'ship, 175 B.R. 199, 202 (Bankr. D. Md. 1994) (concluding that for purposes of § 1129(b)(2)(A)(i)(II), the value of the collateral "should be determined as of the effective date of the plan"); In re Atlanta S. Bus. Park, 173 B.R. 444, 450 (Bankr. N.D. Ga. 1994) (engaging in an indubitable equivalent analysis, and stating that "when valuation is for the purpose of plan confirmation, the value must be determined as of the date the plan is confirmed").

- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

Some courts have used the contract rate. See, e.g., Green Tree Fin. Servs. v. Smithwick (In re Smithwick), 121 F.3d 211, 213 (5th Cir. 1997) ("However, we have noted that "[o]ften the contract rate will be an appropriate rate . . . and that '[n]umerous courts have chosen the contract rate if it seemed to be a good estimate as to the appropriate discount rate.'"); In re Monnier Bros., 755 F.2d at 1339 (contract rate used where that rate reflected prevailing cost of money, the prospects for appreciation or depreciation of collateral, and risks inherent in long-term agricultural loans); Confederation Life Ins. Co. v. Beau Rivage, Ltd., 126 B.R. 632, 638 (N.D. Ga. 1991) (approving bankruptcy court's consideration of contract rate in determining present value of undersecured creditor's claim); In re Loveridge Mach. & Tool Co., Inc., 36 B.R. 159, 167-69 (Bankr. D. Utah 1983) (contract rate of 19% appropriate because parties agreed when making the loan that such rate best measured the risks of the transaction and debtor failed to offer any evidence that plan risks more closely approximated risk of non-payment of 52-week U.S. Treasury Bills); In re Patel, 21 B.R. 101 (Bankr. M.D. Fla. 1982) (court applied 8% contract rate because when seller negotiates a fixed rate for a purchase money mortgage, contract rate is more persuasive, in that any additional discount is reflected in the purchase price).

Other courts have used the general interest rate allowable by state law. In re Crockett, 3 B.R. 365 (Bankr. N.D. Ill. 1980) (Chapter 13 case used general interest rate allowable in Illinois of 9%); see also In re W.E. Parks Lumber Co., Inc., 19 B.R. at 290 (10% interest rate on 15-year income bonds satisfied Section 1129(b)).

Other courts have used a "market rate" of interest. In Memphis Bank & Trust Co. v. Whitman, 692 F.2d 427 (6th Cir. 1982), the Sixth Circuit rejected the use of an arbitrary 10 percent rate in a Chapter 13 case and stated:

The reason we do not use an arbitrary rate is that such a rate may vary widely from the current market rate. The theory of the statute is that the creditor is making a new loan to the debtor in the amount of the current value of the collateral. Under this theory, the most appropriate interest rate is the current market rate for similar loans at the time the new loan is made, not some other unrelated arbitrary rate.

Id. at 431.

The circuit courts have been split on how to determine a "market" rate of interest. While the Supreme Court's opinion in Till v. SCS Credit Corp., 541 U.S. 465, 124 S. Ct. 1951 (2004), arguably resolves this debate, some uncertainty about the application of Till in a chapter 11 context remains. Before discussing Till and its implications, this paper will first analyze the three approaches utilized by the circuit courts pre-Till.

(1) THE RISKLESS RATE PLUS PREMIUM.

Two decisions from the Second Circuit explain its "market rate" analysis for purposes of section 1129(b)(2)(A)(i). In In re Valenti, 105 F.3d 55, 64 (2nd Cir. 1997), abrogated on other grounds by Assocs. Commercial Corp. v. Rash, 520 U.S. 953 (1997), the court held that the market rate "should be fixed at the rate on a United States Treasury instrument with a maturity equivalent to the repayment schedule under the debtor's reorganization plan" plus "a premium to reflect the risk to the creditor in receiving deferred payments under the reorganization plan." See id. at 64. In reaching this conclusion, the court rejected both the "cost of funds" and "forced loan" approaches used by some courts in determining the applicable market rate. See id. at 63-64. Under the "cost of funds" approach, the interest rate is set at the rate equivalent to the rate that the secured creditor itself pays for borrowed funds. The court noted that:

Courts using this approach reason that the best way to place a creditor in the same economic position that it would have been in had the debtor surrendered the collateral immediately is to assume that the creditor would borrow the money representing the value of its allowed claim. Then, the creditor could make new loans to consumers at prevailing rates in the commercial market.

Id. at 63. The court further noted that courts applying the "forced loan" approach base the market rate "on the rate that the creditor charges for loans of similar character, amount, and duration to debtors in the same economic region." Id. Thus, the "forced loan" approach reflects the profit the creditor would have enjoyed if it had received the value of its collateral in a lump sum on a plan's effective date and immediately relent such sum.

With respect to the "cost of funds" approach, the court determined that although the approach may reflect the present value of a creditor's allowed secured claim, the approach is inefficient and expensive for courts to apply because a creditor's cost of funds must be separately determined in each bankruptcy case. Id. at 64. Moreover, the court noted that the approach is inequitable inasmuch as the market rate applicable to a particular debtor depends upon how much that debtor's secured creditor paid to borrow funds. Id. In rejecting the "forced loan" approach, the court reasoned that the plan interest rate should not include any degree of profit for the secured creditor because the purpose of the present value requirement "is to put the creditor in the same economic position that it would have been in had it received the value of its allowed claim immediately . . . not to put the creditor in the same position that it would have been in had it arranged a 'new' loan." Id. at 63-64.

Accordingly, the court determined that the market rate should be determined by reference to the United States Treasury instrument of equivalent duration to the plan, plus a premium to reflect a creditor's risk in receiving deferred payments under the plan. Although recognizing that bankruptcy courts have discretion in determining the appropriate risk premium in each case, the court suggested that a risk premium of between 1% and 3% would generally be reasonable. Id. at 64.

Similarly, in In re Milham, 141 F.3d 420 (2nd Cir. 1998), the Second Circuit held that a secured creditor is not entitled to be paid its contract interest rate under a plan if that rate would allow the creditor to recover more than the present value of its allowed secured claim. In Milham, the chapter 13 debtor's plan proposed to pay an oversecured creditor interest of 8.5% rather than the 9.5% rate specified in the contract. The bankruptcy court confirmed the plan.

On appeal to the Second Circuit, the oversecured creditor argued that it was entitled to the contract rate as a matter of right as an oversecured creditor and because the words "to the extent" in section 506(b) meant that it could continue to receive contract interest post-confirmation until its equity cushion was exhausted. Id. at 424. The Second Circuit rejected both arguments. With respect to the first argument, the court concluded that application of the contract rate post-confirmation would permit the creditor to recover more than the present value of its allowed secured claim since the creditor would effectively receive compound interest. See id. at 425. As to the second argument, the court determined that section 506(b)'s "to the extent" language "means that pendency interest runs (often, although not necessarily, at the contract rate) until the time of confirmation unless the equity cushion is exhausted before that." Id. Accordingly, the Second Circuit held

that an oversecured creditor... is entitled to receive § 506(b) interest only until the confirmation date of the [plan]. At that time, the accumulated pendency interest becomes a part of the allowed secured claim, and the plan must provide for payment of the present value of such allowed claim as of the effective date of the plan. Present value is achieved by the payment of interest at a rate calculated in accordance with our holding in [Valenti].

Id. at 425.

(2) THE CONTRACT RATE.

Rather than apply the approach relied upon by the Second Circuit, the Fifth Circuit has employed a case-by-case approach, but with a bias towards use of the contact rate. In Heartland Fed. Sav. & Loan Assoc. v. Briscoe Enters., Ltd., II (In re Briscoe Enters., Ltd., II), 994 F.2d 1160 (5th Cir. 1993), cert. denied, 510 U.S. 992 (1993), the court found that "often the contract rate will be an appropriate rate but reference to a similar maturity Treasury rate is instructive. The Treasury rate is helpful because it includes all necessary factors except the risk premium." See id. at 1169.

The court revisited the Briscoe Enters. analysis in In re T-H New Orleans Ltd. P'ship, 116 F.2d at 801. There, the debtor had requested that the court develop a formula for determining an appropriate "cramdown interest rate." In declining to do so, the court recognized that "[c]ourts have used a wide variety of different rates as benchmarks in computing the appropriate interest rate (or discount rate as it is frequently termed) for the specific risk level in their cases." See id. (citation omitted). As the determination of the appropriate rate of interest is a fact intensive one, the court would not "tie the hands of the lower courts as they make the involved factual determination in establishing an appropriate interest rate." See id. After considering the contract rate and the treasury rate, the court of appeals upheld the bankruptcy court's determination that the contract rate was the appropriate rate of interest. See id. ("The bankruptcy court concluded that the contract rate of 11.5% included a risk premium to account for the increased risk FSA would bear as a claimant under the Plan and for not receiving its money today. In other words, the contract rate was a reasonable rate that adequately compensated for risk."). See also In re Smithwick, 121 F.3d at 213 ("Applying the requirements of § 1129(b)(2)(A)(i)(II), the bankruptcy court is to make a factual determination of the interest rate appropriate under all the circumstances and to evaluate whether the payments under the plan will provide the creditor with the present value of his allowed secured claim. This court has declined to 'establish a particular formula' for the cramdown interest rate in Chapter 11 cases. However, we have noted that '[o]ften the contract rate will be an appropriate rate' and that '[n]umerous courts have chosen the contract rate if it seemed to be a good estimate as to the appropriate discount rate.'") (citations omitted).

(3) The Forced Loan Rate.

The Seventh Circuit, in Koopmans v. Farm Credit Servs. of Mid-Am., 102 F.3d 874 (7th Cir. 1996), adopted the so-called "forced loan" method of calculation of the appropriate rate of interest. Under this approach, the creditor is entitled to the rate of interest it could have obtained had it foreclosed and reinvested the proceeds in loans of equivalent duration and risk. As recently amplified in In re Till, 301 F.3d 583 (7th Cir. 2002), rev'd and remanded by 541 U.S. 465, 124 S. Ct. 1951 (2004), the Seventh Circuit aligned itself (somewhat) with the Fifth and Third Circuits, and concluded that "the old contract rate will yield a rate sufficiently reflective of the value of the collateral at the time of the effectiveness of the plan to serve as a presumptive rate." Till, 301 F.3d at 592. The Seventh Circuit noted that a bankruptcy court could properly confirm a plan using the contract rate if the creditor fails to come forward with persuasive evidence that its current rate is in excess of the contract rate. A debtor proposing a plan with a rate less than the contract rate must provide evidence that the creditor's current rate is less than the contract rate.

(4) TILL'S POTENTIAL RESOLUTION OF THE DEBATE.

The Supreme Court finally weighed in on the issue. In Till, a plurality n3 of the Court held that the rate of interest which must be paid to ensure the creditor is receiving the present value of its claim for the purposes of § 1325(a)(5)(B)(ii) is properly calculated by reference to the "formula approach" -- i.e., the riskless rate (the national prime rate) plus an adjustment for risk. Id. at 1961. The size of the risk adjustment will depend on such factors as the circumstances of the estate, the nature of the security, and the duration and feasibility of the plan. Id. The Court expressly left undecided the proper scale of the risk adjustment, stating only that the bankruptcy court should select a rate high enough to compensate the creditor for its risk but not so high as to doom the plan. Id. at 1962.

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n3 Eight justices agreed that a debtor's plan must include a risk premium for nonpayment, but disagreed on which rate would form the appropriate basis from which to adjust for that risk. Four justices (led by Justice Stephens) believed the riskless rate provided the most appropriate starting point, while four justices (led by Justice Scalia) believed the contract rate provided the most appropriate starting point. One justice, Justice Thomas, disagreed with all eight justices, taking the position that the plan should not include a risk premium for nonpayment at all. However, he concurred with Justice Steven's opinion, since starting the analysis at the riskless rate most approximated his view.

- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

The Court's rationale for this decision was that the concept of cramdown necessarily means that the creditor experiences a difference between present foreclosure and future payment. Id. at 1959. Thus, a court need not consider the creditor's individual circumstances, and should instead aim to treat similarly situated creditors similarly and ensure that the debtor's interest payments will adequately compensate all creditors for the time value of their money and the risk of default. Id. at 1960. In rejecting other approaches - i.e., the coerced loan, the presumptive contract rate, and the cost of funds approach - the plurality concludes that those approaches are complicated, impose significant evidentiary costs, and aim to make each creditor whole rather than to ensure the payments have the required present value. Id. In contrast, the plurality concludes that the formula approach looks to the widely reported prime rate, and that starting from a low estimate and adjusting up puts the burden on creditors, who have readier access to information. Id. at 1961.

In a strong dissent, Justice Scalia argues that the presumptive contract rate will more often produce accurate estimates of the appropriate interest rate. Id. at 1968. The contract rate is based on two assumptions: (1) that subprime lending markets are competitive and largely efficient; and (2) that the expected costs of default in chapter 13 are normally no less than those at the time of lending. Id. at 1969. Since the contract rate is only the presumptive rate, n4 courts could adjust the risk given the facts of each individual case. Id. at 1972. The presumptive contract rate should come closest to fully compensating the secured lender, since its application would result in either low-risk plans with low interest rates or high-risk plans with high interest rates. Id. at 1971. In contrast, Justice Scalia argues that the formula approach would regularly undercompensate secured lenders, since its application would regularly result in high-risk plans with low interest rates. Id.
- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n4 While the formula approach is likewise presumptive, Justice Scalia argues that "the costs of conducting a detailed risk analysis and defending it in court are prohibitively high in relation to the amount at stake in most consumer loan cases." Id. at 1973. Thus, Justice Scalia argues that it is more important that "the initial estimate be accurate than that the burden of proving inaccuracy fall on the better informed party." Id.
- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

Since the language of section 1129(b)(2)(A)(i)(II) is very similar to the language in section 1325(a)(5)(B)(ii), Till arguably applies in chapter 11 cases. However, Till itself is ambiguous on this point. On one hand, the Court noted that there are numerous Code provisions that require courts to discount a stream of deferred payments back to their present dollar value, and that Congress likely intended courts to follow essentially the same approach under any of these provisions. Id. at 1958-59. On the other hand, the Court also stated one factor in its decision is the absence of a DIP financing market in the chapter 13 context. Indeed, the Court stated that "when picking a cram down rate in a Chapter 11 case, it might make sense to ask what rate an efficient market would produce." Id. at 1960 n.14.

One early decision recognized this ambiguity, noting that while courts have applied the formula approach advocated in Till to various chapter 13 plans, whether Till applies in a chapter 11 cases "is open to debtate." In re Prussia Assocs., Bankr. No. 04-11042-SR, 2005 Bankr. LEXIS 557, at *38-39 (Bankr. E.D. Pa. April 5, 2005). The Prussia Associates court decided that "other things being equal, the formula approach should be followed in Chapter 11 just as in Chapter 13." Id. at *43. But the court reasoned that if an efficient market exception exists, courts "should exercise discretion in evaluating an appropriate cramdown interest rate by considering the availability of market financing." Id. In Am. Homepatient, Inc. v. Official Comm. of Unsecured Creditors et al., 420 F.3d 559 (6th Cir. 2005), the Sixth Cirucit agreed with the Prussia Associates court and held that "the market rate should be applied in Chapter 11 cases where there exists an efficient market. But where no efficient market exists for a Chapter 11 debtor, then the bankruptcy court should employ the formula approach endorsed by the Till plurality." See id. at 565-69; see also In re Nw. Timberline Enters., Inc., 348 B.R. 412, 432 (Bankr. N.D. Tex. 2006) ("In other words, rather than mechanically apply the [Till] formula approach in Chapter 11, one might have plenty of evidence of what an available market rate is for a similar loan to the Chapter 11 debtor at issue, since there is a universe of lenders who regularly make exit loans to Chapter 11 debtors."); but see In re Mirant Corp., 334 B.R. 800, 821 (Bankr. N.D. Tex. 2005) ("While Till adopts a formula suitable to calculating the interest rate for secured claims in consumer cases, the formula approach remains valid in determining required return for cram down purposes on other obligations."). While the plurality decision in Till endorses the formula approach, how Till will be applied in chapter 11 cases is still evolving.

b. SALE OF PROPERTY WITH LIEN TO ATTACH TO PROCEEDS.

Under section 1129(b)(2)(A)(ii), the fair and equitable test is satisfied if the collateral is sold and the secured creditor's lien attaches to the sale proceeds and that lien is satisfied under one of the remaining two cramdown alternatives. See Beal Bank, 248 B.R. at 679; Aetna Realty Investors, Inc. v. Monarch Beach Venture, Ltd. (In re Monarch Beach Venture, Ltd.), 166 B.R. 428, 433 (C.D. Cal. 1993); In re Sunflower Racing, Inc., 219 B.R. 587, 599 (Bankr. D. Kan. 1998).

c. INDUBITABLE EQUIVALENT.

Section 1129(b)(2)(A)(iii) provides that under a plan, the secured creditor must realize the indubitable equivalent of its secured claim. In enacting section 1129(b)(2)(A)(iii), Congress adopted the indubitable equivalent standard from In re Murel Holding Corp., 75 F.2d 941 (2nd Cir. 1935). See In re James Wilson Assocs., 965 F.2d 160, 172 (7th Cir. 1992); In re Sun Country Dev., Inc., 764 F.2d 406, 408 (5th Cir. 1985); Travelers Ins. Co. v. Pikes Peak Water Co. (In re Pikes Peak Water Co.), 779 F.2d 1456, 1460-61 (10th Cir. 1985); In re Atlanta So. Bus. Park, 173 B.R. 444, 448 (Bankr. N.D. Ga. 1994).

In In re Sun Country Dev., Inc., 764 F.2d 406 (5th Cir. 1985), the Fifth Circuit found that included in the indubitable equivalent analysis is whether the substituted collateral is completely compensatory and the likelihood that the secured creditor will be paid. Id. at 409; see also In re Inv. Co. of the Sw., Inc., 341 B.R. 298, 319-21 (10th Cir. BAP 2006); In re May, 174 B.R. 832, 838 (Bankr. S.D. Ga. 1994); In re Atlanta S. Bus. Park, 173 B.R. at 448.

Where a secured creditor will receive payment in full on its allowed secured claim under either section 506(a) or section 1111(b)(2) over a reasonable period of time with an appropriate interest or discount factor, the indubitable equivalent standard is satisfied. See In re Mulberry Agric. Enters., 113 B.R. 30, 33 (D. Kan. 1990); In re SM 104 Ltd. P'ship, 160 B.R. at 231 n.54 (Bankr. S.D. Fla. 1993); In re Manion, 127 B.R. at 889 ("Section 1129(b) requires that the dissenting claimant receive full payment over a reasonable period of time."). However, where the undersecured creditor makes the section 1111 (b)(2) election, the debtor cannot return part of the collateral and pay the value of the remaining collateral. See, e.g., In re Channel Realty Assocs. Ltd. P'ship, 142 B.R. 597, 600-01 (Bankr. D. Mass. 1992); In re Griffiths, 27 B.R. 873, 877 (Bankr. D. Kan. 1983). Similarly, one commentator noted that "[n]othing less than the value assured to an electing creditor by section 1129(b)(2)(A)(i) . . . could be crammed down as an 'indubitable equivalent.'" Stein, Section 1111(b): Providing Undersecured Creditors With Postconfirmation Appreciation in the Value of the Collateral, 56 AM. BANKR. L.J. 195, 210 (1982).

2. FAIR AND EQUITABLE TREATMENT OF UNSECURED CLAIMS.

Section 1129(b)(2)(B) provides two express alternatives in order that a plan may be found to be fair and equitable with respect to a class of unsecured claims: (i) that each creditor receive or retain property of a value equal to the allowed amount of its claim; or (ii) that any junior creditor or interest holder not receive or retain any property on account of its claim or interest. Each alternative is discussed separately.

a. PAYMENT IN FULL.

Section 1129(b)(2)(B)(i) provides that a plan is fair and equitable if it provides that each unsecured creditor will receive or retain property with a present value equal to the allowed amount of its claim. To determine the present value of the deferred consideration given under the plan, the sums due in the future must be discounted to reflect interest foregone by the creditor during the period the debtor has use of the funds. The inquiry into the proper discount rate is necessarily the same as an inquiry into the appropriate interest rate for the creditor's investment. See Friedman, 14 CARDOZO L. REV. at 1513 ("The appropriate discount rate must be determined on the basis of the rate of interest which is reasonable in light of the risks involved. Thus, in determining the discount rate, the court must consider the prevailing market rate for a loan of a term equal to the payout period, with due consideration of the quality of the security and default."). In this connection, in In re Nile Lite Inns, 17 B.R. 367, the court analyzed payment in full and present value, stating:

Section 1129(b)(2)(B) does not require that a creditors' claim be paid in full on the effective date of the plan. The section contemplates a present-value analysis that will discount value to be received in the future; "if the interest rate paid is equivalent to the discount rate used, the present value and face future value will be identical."

Id. at 372 (quoting H.R. Rep. No. 595, 95th Cong., 1st Sess. 412 (1977).

As with secured claims, controversy surrounds the appropriate interest (or discount) rate to be used to determine present value. See supra, pp. 22-28. In Nite Lite Inns, the creditor argued that in accordance with the present value requirement under section 1129(b)(2)(B)(i), it "should receive a note in an amount which would allow the creditor to walk across the street to the bank and sell the note for the face value of [its] claim." 17 B.R. at 373. In other words, the dissenting creditor class argued for a "cash equivalency" standard under section 1129(b)(2)(B)(i). The court rejected this argument stating:

In the present case the showing that the appropriate discount rate should be 40 to 50 per cent is unrealistic in light of current loan practice and purposes of reorganization under the Bankruptcy Code. The adoption of such a rate would impose an artificial and unrealistic burden on any debtor seeking to reorganize.

Id. at 373. The Nite Lite Inns court utilized the IRS rate pursuant to 26 U.S.C. § 6221, which is tied to the prime rate for the preceding half-year. See id. at 372-73. Accord, In re Cornwall Pers. Ins. Agency, Inc., 308 B.R. 771, 776 (Bankr. N.D. Tex. 2003) (stating that "the vast majority of cases that have considered the issue of present value ... holds that the present value requirement mandates the use of a market rate, consisting of the risk-free rate plus an upward adjustment to factor in the appropriate risk, to arrive at the rate that the debtor would have to pay were he to obtain a loan on the open market identical to the plan's treatment of the crammed-down class"); In re DeMaggio, 175 B.R. 144, 152 (Bankr. D.N.H. 1994) (applying riskless rate, or government bond rate, plus risk premium of 1 percent); In re Mayer Pollock Steel Corp., 174 B.R. 414, 419 (Bankr. E.D. Pa. 1994) (applying risk free rate, or that of a "comparable Treasury bill," plus a risk premium of 3%); In re IPC Atlanta Ltd. P'ship, 142 B.R. 547, 557 (Bankr. N.D. Ga. 1992) (applying risk free rate, or treasury bill rate for bond of similar duration, plus a risk premium).

In In re Byrd Foods, Inc., 253 B.R. 196, 203 (Bankr. E.D.Va. 2000), the unsecured creditors' committee urged the court to adopt a "creditor specific" approach, and take expert testimony with respect to each creditor in the class. The court rejected that notion, stating that "[w]hile this approach is ideal when dealing with one or two secured creditors, it is catastrophic when dealing with a large number of unsecured creditors in a complex Chapter 11 case ... [i]t is not feasible for the debtor or this Court to separately investigate each unsecured creditor to determine the prevailing market rate for a loan similar to the one proposed in the plan, and then determine separate interest rates for each unsecured creditor." Other courts have used the contract rate as the appropriate rate. See In re Smithwick, 121 F.3d at 213 ("However, we have noted that "[o]ften the contract rate will be an appropriate rate ... and that '[n]umerous courts have chosen the contract rate if it seemed to be a good estimate as to the appropriate discount rate.'"); Gen. Motors Acceptance Corp. v. Jones, 999 F.2d 63, 70 (3rd Cir. 1993) (in chapter 13 case, contract rate is a "fair place to begin").

Again, since the language of section 1129(b)(2)(B)(i) is very similar to the language in section 1325(a)(5)(B)(ii), Till arguably applies in this context as well, and the formula approach -- i.e., the riskless rate with an adjustment for risk - should apply. But, as noted above, Till itself is ambiguous on whether it applies in chapter 11 cases. See supra, p. 28.

(1) POST-PETITION INTEREST AND THE SOLVENT DEBTOR.

Although the issue does not often arise, in In re Dow Corning Corp., 237 B.R. 380 (Bankr. E.D. Mich. 1999), the bankruptcy court had to determine what interest rate would be required to cramdown a class of unsecured creditors when the debtor is solvent. Initially, however, the Dow Corning court had to determine whether the plan satisfied the best interests test of section 1129(a)(7) when unsecured creditors would receive post-petition, preconfirmation interest on their allowed claims at the federal judgment rate in effect on the petition date, rather than at the contract rate or some other state law rate. The court started its best interests analysis by examining section 726(a)(5), which requires payment of post-petition "interest at the legal rate ... on any [allowed] claim" when there is money on hand in excess of that necessary to pay allowed claims in full. See 11 U.S.C. § 726(a)(5) (emphasis added). The term "legal rate," however, is not defined in the Bankruptcy Code. The court then performed an exhaustive analysis of how other courts had interpreted the term, finally concluding that the "legal rate" means the federal judgment rate as codified in 28 U.S.C § 1961. See generally Dow Corning. n5

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n5 Effective March, 2001, the Treasury Department discontinued the auction of 52-week T-bills, which rate was historically used to calculate the federal judgment rate. Congress, predicting the Treasury Department's action, preemptively modified statutes which had used the 52-week T-bill rate to now use the average prices for U.S. Government Securities-Treasury Constant Maturities-1-Year. See, e.g., 28 U.S.C. § 1961, 18 U.S.C. § 3612, and 40 U.S.C. § 258(e)(1). This rate is available through the Treasury Department and through many bankruptcy court websites. See, e.g., United States Bankruptcy Court for the Northern District of Texas, Post-Judgment Interest Rates, at http://www.txnb.uscourts.gov/general/interest_rates.jsp.

- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

The Dow Corning court first considered and rejected the "state law approach" pursuant to which some courts have awarded interest to creditors of a solvent debtor at the contract rate, or in the absence of such a rate, at the state statutory rate. See id. at 394. Such cases, the court found, failed to adequately consider the adoption of section 726, and instead errantly relied both on pre-code cases and cases construing the interest due to oversecured creditors under section 506(b). See id. at 395-97. Instead, the Dow Corning court considered the plain language of section 726(a)(5) and concluded that Congress, by using the definite article the when referring to "the legal rate," had intended for bankruptcy courts to use a single source for the calculation of post-petition interest, "as opposed to using whatever rate of interest happened to be in the contract." Id. at 404. The court went on to find that because the interest on federal judgments served the same purpose as did post-petition interest, i.e., "to compensate a successful creditor for any delay that occurs between the time of entitlement (the petition date) and the time of payment," the federal judgment rate, rather than the contract rate, was the correct rate to apply post-petition. See id. at 405. n6 Finally, the court noted that calculation of the rate of post-petition interest, like post-judgment interest, is procedural rather than substantive, and that post-petition interest must therefore be determined by reference to federal law (i.e., the federal judgment rate). See id. at 406.

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n6 This purpose is also important because it rebuts the creditors' alternative argument -- that by applying the judgment rate rather that the contract rate, a debtor obtains a windfall as a result of its filing for bankruptcy protection. See Dow Corning, 237 B.R. at 409. However, as noted by the court, the post-petition interest "does not serve to continue the contractual rights which formed the basis of the underlying claim. Rather, just as with post- judgment interest, it serves to compensate the successful party for any delay that occurs between the time of entitlement and the time of payment." See id.
- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

However, when the plan proponents argued that interest at the legal rate satisfied the requirements for cramdown under section 1129(b)(2)(B), the Dow Corning court disagreed. See In re Dow Corning Corp., 244 B.R. 678 (Bankr. E.D. Mich. 1999). The court concluded that the federal judgment rate provided a floor rate for solvent debtors, and that the best interests test of section 1129(a)(7) made the post-judgement interest rate a minimum interest rate. See id. at 686-87. However, the court concluded that a solvent debtor's plan which proposed to pay "pendency interest," or interest accumulated from the commencement of the case through the effective date of the plan, at the minimum rate failed the "fair and equitable" test. Thus, the court required that unsecured creditors be paid instead at their contract rates. See id. at 695 ("In this context, the rationale for use of the contract rate of interest is straightforward: A debtor with the financial wherewithal to honor its contractual commitments should be required to do so."). The court did excuse the debtor from paying the default contract rate. See id. at 696.

On further appeal, however, the Sixth Circuit reversed and remanded. In re Dow Corning Corp., 456 F.3d 668, 671-72 (6th Cir. 2006). The Sixth Circuit began its analysis by noting that the absolute priority rule applied in the case of a solvent debtor. Id. at 678. The court further explained that "[t]he absolute priority rule imposes somewhat different requirements when a solvent debtor seeks confirmation of its plan" because the court's role is reduced to enforcing the parties contractual rights instead of focusing on equitable principles as would be the case with an insolvent debtor. Id. The court concluded that, "absent compelling equitable considerations," the court must enforce the parties contractual rights, and therefore, apply the contract default rate, or the plan would violate the absolute priority rule. Id. at 679. The court then remanded the case to the district court with instructions to remand to the bankruptcy court in order to determine the appropriate rate by addressing any applicable equitable factors. Id. at 680.

The Sixth Circuit also addressed whether the unsecured creditors could recover post-petition attorneys' fees, costs, and expenses. The Sixth Circuit started with the premise that, in the case of insolvent debtors, bankruptcy courts often denied unsecured creditors attorneys' fees, costs, and expenses. Id. at 681-82. The Sixth Circuit found that these bankruptcy courts, by drawing an analogy between interest on collateral and attorneys' fees, costs, and expenses, relied on the Supreme Court's decision in United Sav. Ass'n of Tex. v. Timbers of Inwood Forest Assoc., Ltd., 484 U.S. 365, 379 (1988), which denied unsecured creditors interest on collateral as adequate protection under section 506 because section 506 "permit[ed] post-petition interest to be paid only out of the 'security cushion'" and unsecured creditors lacked such a "security cushion." Id. at 682. The Sixth Circuit then noted that Timbers also stated "that in the 'admittedly rare' case when the debtor proves solvent, both undersecured and wholly unsecured creditors can recover interest." Id. Thus, by applying the same analogy between interest on collateral and attorneys' fees, costs, and expenses, the Sixth Circuit held that "unsecured creditors may recover their attorneys' fees, costs and expenses from the estate of a solvent debtor where they are permitted to do so by the terms of their contract and applicable non-bankruptcy law." Id. at 683.

The court in In re Coram Healthcare Corp., 315 B.R. 321 (Bankr. D. Del. 2004) also rejected the argument that section 1129(b) requires the courts to use the federal judgment rate for post-petition interest paid under a chapter 11 plan. Id. at 346. Instead, the court concluded that "the specific facts of each case will determine what rate of interest is 'fair and equitable.'" Id. (citing In re Dow Corning, 244 B.R. at 692). On the peculiar facts of Coram, however, the court held that the noteholders were only entitled to the federal judgment rate. There, the debtors' CEO was also employed as a consultant by the largest noteholder, creating an "actual conflict of interest that tainted the [d]ebtors' restructuring of its debt, the [d]ebtors' negotiation of a plan, and the [d]ebtors' ultimate emergence from bankruptcy." Id. Even if all noteholders were not involved in the conflict, all noteholders benefitted from a $ 6 million pre-petition payment from the debtors to the noteholders at the CEO's direction. Furthermore, the court found that the noteholders consistently acted as a group in opposing the equity committee. Id. at 347. On these facts, the Coram court held that the federal judgment rate was the only fair and equitable interest rate to pay the noteholders. Id.
b. ABSOLUTE PRIORITY.

If the class of unsecured claims is not paid in full, as provided in section 1129(b)(2)(B)(i), no class junior to the dissenting class of unsecured claims may receive or retain any property on account of such junior claim or interest. 11 U.S.C. § 1129(b)(2)(B)(ii). Thus, the absolute priority rule prohibits equity holders - or any junior class of claims or interests - from retaining "any property" in the reorganized debtor "on account of such junior claim or interest" unless the senior creditors receive full satisfaction of their allowed claims. The ownership interest of an insolvent entity with no going concern value is considered "property" within the meaning of the absolute priority rule. See, e.g., Nw. Bank Worthington v. Ahlers, 485 U.S. 197, 207-08 (1988); Unruh v. Rushfield State Bank, 987 F.2d 1506, 1508-09 (10th Cir. 1993). Accordingly, even though an enterprise is insolvent and the ownership interest arguably has no "value," under the absolute priority rule, the ownership interest cannot be retained by the old equity holders over the objection of an impaired senior class. See Ahlers, 485 U.S. at 207-09.

In a noteworthy decision, one court has held that the absolute priority rule bars a class from sharing portions of distributions it would otherwise receive with equity holders over the objection of another class, even when such a sharing arrangement is fully disclosed and included in the plan. In In re Armstrong World Indus., 320 B.R. 523 (E.D. Pa.), aff'd, 432 F.3d 507 (3rd Cir. 2005), the plan provided for separate classes for unsecured creditors, asbestos claimants, and equity interest holders. Under the plan, the class of asbestos claimants consented to share a portion of its distribution with the equity interest holders. Id. at 526. The court was concerned that equity interest holders were receiving property under the plan when neither the unsecured creditors nor the asbestos claimants stood to receive full satisfaction of their claims. The court concluded that since the unsecured creditors class objected, this distribution violated section 1129(b)(2)(B)(ii). Id. In coming to this decision, the Armstrong court rejected a line of cases, to the extent that these cases held that "creditors are generally free to do whatever they wish with the bankruptcy dividends they receive, including sharing them with other creditors, so long as recoveries received under the plan are not impacted." Id. at 540 (citing In re WorldCom, Case No. 02-13533, 2003 Bankr. LEXIS 1401, at *179 (Bankr. S.D.N.Y. Oct. 31, 2003). The WorldCom court drew from a long line of cases to support its proposition. n7 See Official Unsecured Creditors' Comm. v. Stern (In re SPM Mfg. Corp.), 984 F.2d 1305, 1313 (1st Cir. 1993); In re MCorp Fin., Inc., 160 B.R. 941, 960 (S.D.Tex. 1993); In re Teligent, Inc., 282 B.R. 765 (Bankr. S.D.N.Y. 2002); In re Nuclear Imaging, 270 B.R. 365, 373 (Bankr. E.D. Pa. 2001); In re Genesis Health Ventures, Inc., 266 B.R. 591, 602 (Bankr. D. Del. 2001); In re White Glove, Inc., No. 98-12493, 1998 Bankr. LEXIS 1303, at *26-27 (Bankr. E.D. Pa. Oct. 14, 1998).

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n7 But even in this line of cases, a court cannot find that a sharing arrangement satisfies the absolute priority rule unless the evidentiary record is clear that the distribution is coming solely from the sharing class' pot. See In re Exide Techs., 303 B.R. 48, 77-83 (Bankr. D. Del. 2003). In Exide, a sharing arrangement between a class of senior creditors and certain unsecured creditors was premised on the argument that the debtor's enterprise value was insufficient to pay the senior creditors' claims. Id. at 77. Thus, the senior creditors could take a portion of their distribution and give it to certain unsecured creditors, but did not have to share it pro rata with all unsecured creditors. However, the court found that the plan undervalued the debtor, and that the senior creditors' claims might very well be paid in full, leaving value for unsecured creditors generally. Id. "Accordingly, the distribution to unsecured creditors is not, in fact, a reallocation of the [senior creditors'] recovery, and the debtor and the [senior creditors] do not enjoy the unfettered freedom ... to choose which unsecured creditors they wish to pay." Id. at 77-78.

- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

On further appeal, the Third Circuit affirmed the district court's ruling in Armstrong. In re Armstrong World Indus., 432 F.3d 507 (3rd Cir. 2005). The Third Circuit began its analysis by applying standard statutory construction principles and found that the plain language of the statute made it clear that the equity interest holders, as junior interest holders, could not receive property under the plan where other, more senior, claimants were not going to be paid in full, and therefore, the proposed plan violated the absolute priority rule. Id. at 512-13. The Third Circuit continued its analysis and adopted the district court's rejection of the alternative line of cases, agreeing that these cases "do not stand for the unconditional proposition that creditors are generally free to do whatever they wish with the bankruptcy proceeds they receive." Id. at 514.

The so-called new value exception to the absolute priority rule allows existing equity holders to retain or acquire equity interest in the reorganized debtor over the objection of a senior dissenting impaired class if the equity holders contribute new capital to the enterprise pursuant to certain criteria established by Los Angeles Lumber and refined by subsequent case law. This contribution of capital must be (i) an infusion of new value that does not already constitute property of the estate or arise from a prior ownership interest, (ii) necessary to the success of the reorganization, (iii) substantial in comparison to the amount of unsecured claims in the case, (iv) reasonably equivalent to the value retained by equity holders and the resulting benefit conferred upon creditors, and (v) in the form of "money or money's worth." Case v. L.A. Lumber Prods. Co., 308 U.S. 106, 121 (1939); In re Bonner Mall P'ship, 2 F.3d 899. 908-09 (9th Cir. 1993). Given these rigorous requirements, comparatively few new value plans have been confirmed in reported decisions. See, e.g., In re U.S. Truck Co., 800 F.2d at 587-88; In re Way Apts, D.T., 201 B.R. at 455-56; In re Elmwood, 182 B.R. 845 (D. Nev. 1995). Despite the difficulty in actually confirming a new value plan, the threat of such a plan, with its inevitably expensive confirmation battle, is often a powerful consideration at the negotiating table.

(1) THE SUPREME COURT'S OPINION IN 203 N. LaSALLE.
In Bank of Am. Nat'l. Trust and Sav. Ass'n. v. 203 N. LaSalle St. P'ship, 526 U.S. 434 (1999), the Supreme Court held that new value plans that provide old equity holders of an insolvent company "with exclusive opportunities free from competition and without benefit of market valuation" to own the equity interest of the reorganized entity violate the requirements of section 1129(b)(2)(B)(ii). Id. at 458. Eight justices joined to reverse confirmation of the debtor's new value plan, and the six-member majority opinion written by Justice Souter, specifically ruled that the debtor's new value plan could not be confirmed because of "its provision for vesting equity in the reorganized business in the debtor's partners without extending an opportunity to anyone else either to compete for that equity or to propose a competing reorganization plan." Id. at 454.

The Court began its analysis by reviewing the pre-Bankruptcy Code precedent regarding the "fair and equitable" test. The Court observed that the new value exception as articulated in Los Angeles Lumber was well-established dictum but not black letter law, and that controversy existed over how much weight to give this pre-Code dictum. The Court then reviewed the legislative history of section 1129(b)(2)(B)(ii) and concluded that such history was "equivocal as to whether the statute embodied the new value exception." Id. at 444-449. Based on this analysis, the Court concluded: "The upshot is that this history does nothing to disparage the possibility apparent in the statutory text, that the absolute priority rule now on the books as subsection (b)(2)(B)(ii) may carry a new value corollary." Id. at 449.

The Court then considered three alternative interpretations of the "on account of" language in section 1129(b)(2)(B)(ii) to determine whether and when old equity holders are statutorily barred from retaining or acquiring new equity in a reorganized debtor. First, the Court rejected the debtor's suggested reading that "on account of" means "in exchange for" based on textual reasons, and the practical fact that this would create a rule that would offer no guidance as to the substantiality of the required new value contribution. Instead, the Court interpreted the "on account of" phrase to mean "because of," based on the meaning of the phrase as used in other places in the Code, and concluded that "the better reading of subsection (b)(2)(B)(ii) recognizes that a causal relationship between holding the prior claim or interest and receiving or retaining property is what activates the absolute priority rule." Id. at 451.

Second, the Court rejected the position taken by the United States, as amicus curiae, that any degree of causation between the old equity holders' earlier interest and subsequent ownership of the reorganized entity was barred by the "on account of" phrase. The Court found this interpretation unsatisfactory for textual reasons, and the practical fact that an absolute bar against old equity holders participating in new value plans would eliminate one of the players "most likely to work out an equity-for-value reorganization," and thus undermine "the two recognized policies underlying Chapter 11, of preserving going concerns and maximizing property available to satisfy creditors." Id. at 435.

Third, the Court concluded that the level of causation between old equity's prior holdings and subsequent ownership of the reorganized entity that is prohibited by the "on account of" phrase occurs whenever old equity has been permitted to acquire an ownership interest "at a price that failed to provide the greatest possible addition to the bankruptcy estate." Id. at 436.

Notwithstanding the foregoing analyses and conclusions, the Court stated that it was not actually deciding which of the foregoing three interpretations of the "on account of" phrase was correct, but that it was merely deciding that it was inappropriate for equity holders of an insolvent enterprise to acquire an ownership interest in the reorganized entity under circumstances where they retained the exclusive right to acquire such an interest. The Court stated:

Hence it is that the exclusiveness of the opportunity, with its protection against the market's scrutiny of the purchase price by means of competing bids or even competing plan proposals, renders the partners' right a property interest extended "on account of" the old equity position and therefore subject to an unpaid senior creditor class's objection.

Id. at 436.

Justice Thomas, joined by Justice Scalia, concurred with the judgment, but disagreed with the majority's (i) consideration of the pre-Code precedent and legislative history, (ii) rejection of the government's interpretation of the "on account of" phrase, and (iii) conclusions regarding the desirability of a market test, claiming that the latter two portions of the opinion were merely "dicta binding neither this Court nor the lower federal courts." Id. at 460 (Thomas, J., concurring).

Justice Stevens dissented, arguing broadly that the Seventh Circuit had correctly interpreted and applied section 1129(b)(2)(B)(ii), and that the procedural requirement of a market test could not be derived from the text of the statute. Justice Stevens noted that no challenge had been raised regarding the procedures followed by the bankruptcy court in confirming the new value plan or the bankruptcy court's value determinations, and that therefore it was inappropriate for the Court to reverse the plan's confirmation based on the hypothetical possibility that a market test would have proved the lower court's valuation to have been erroneous. Id. at 468-69 (Stevens, J. dissenting).

(2) CONCLUSIONS FROM 203 N. LaSALLE.
The Supreme Court's decision in 203 N. LaSalle raises a host of intriguing uncertainties regarding the future application of the new value exception. Nevertheless, at least four things appear certain regarding the new value exception based on 203 N. LaSalle.
First, the chances that the new value exception survived the enactment of the Bankruptcy Code have substantially increased. The Court's rejection of the government's argument that old equity holders should be categorically barred from utilizing new value plans, its recognition that permitting old equity holders to utilize new value plans is consistent with the underlying policies of reorganization, and its conclusion that pre-Code precedent and the legislative history of section 1129(b)(2) do nothing to disparage the continued viability of the new value exception, constitutes the strongest endorsement of the new value exception since Los Angeles Lumber. Although the Court declined to expressly rule on this subject, the majority opinion clearly went out of its way to issue dictum in support of the continued vitality of the new value exception.

Second, the fundamental requirement that must be satisfied to confirm a new value plan is that it must be shown that old equity holders did not acquire new equity "at a price that failed to provide the greatest possible addition to the bankruptcy estate" as a result of their prior position as equity holders and that old equity holders' prior position did not in any way permit them to obtain "an ownership interest for less than someone else would have paid." Id. at 436. Time and again, the Court emphasized that the old equity holders must pay "full value" and "top dollar" and that they not be permitted to obtain an equity interest at a "bargain." Id. at 456-57. In a footnote, the Court observed that "[e]ven when old equity would pay its top dollar and that figure was as high as anyone else would pay, the price might still be too low unless the old equity holders paid more than anyone else would pay." Id. at 453 n.26.

Third, the means of satisfying the foregoing requirement is to subject the equity holder's bid or new value plan to "competition" and "market valuation." Id. at 458. The Court expressed its disfavor of judicial valuations "untested by competitive choice," and indicated that such valuation should not be used "in administering subsection (b)(2)(B)(ii) when some form of market valuation may be available to test the adequacy of an old equity holder's proposed contribution." Id. The Court repeatedly recommended the use of competing bids or competing plans, and consistently proposed these two alternative market mechanisms using the disjunctive connector "or." In the final articulation of its holding, the Court reserved deciding the question of "[w]hether a market test would require an opportunity to offer competing plans or would be satisfied by a right to bid for the same interest sought by old equity," and simply held that new value plans which provide old equity holders with "exclusive opportunities free from competition and without benefit of market valuation fall within the prohibition of § 1129(b)(2)(B)(ii)." Id. at 458.

Fourth, the requirement that a bid by old equity holders to acquire the equity must be subjected to market forces does not entirely supercede or automatically satisfy all the other Los Angeles Lumber requirements for determining whether the new value contribution is adequate. The Court expressly noted that equity holders' "full value" contribution must still "be in cash or realizable monies worth" as required by Los Angeles Lumber, and suggested that equity holders might "need to show that no one else would pay as much" to satisfy the "necessity" requirement. Id. at 453 and n.26. Immediately following these remarks, the Court cautioned that "our holding here does not suggest an exhaustive list of the requirements of a proposed new value plan." See id.
(3) POST-LaSALLE CASES.

Since the Court's decision in LaSalle, parties and lower courts appear to have been reluctant to explore its ramifications - particularly its "market test" requirement in reported decisions. As noted previously, LaSalle failed to give any guidance on how to satisfy the market test requirement other than to suggest that the right to bid or to propose a competing plan may suffice. While commentators, practitioners, and academics have noodled over questions of procedure (e.g., may a creditor effectively recapture its successful bid in satisfaction of its claim; should the court conduct an independent valuation as a check on the market; does a full repayment plan effectively negate the LaSalle holding) n8, there is a dearth of actual cases, and what cases there are seem to involve fact specific determinations. They are instructive, however, in how parties and courts are using the holding in LaSalle in actual practice.

- - - - - - - - - - - - - - Footnotes - - - - - - - - - - - - - - -

n8 See ABI Real Estate Committee, "A Roundtable Discussion: The Supreme Court Decision 203 N. LaSalle St. Partnership," 7 ABI L. REV. 1, 3 (1999); Bruce H. White and William L. Medford, "Conducting Equity Auctions Under LaSalle - The Fog Thickens," ABI JOURNAL (Oct. 1999); John R. Clemency and Scott Goldberg, "Does the Full Repayment Plan Satisfy LaSalle?," 18 Nov. AM. BANKR. INST. J. 10 (Nov. 1999).

- - - - - - - - - - - - End Footnotes- - - - - - - - - - - - - -

(a) STANDING TO MAKE THE LaSALLE OBJECTION.

Two cases, In re Zenith Electronics Corp., 241 B.R. 92 (Bankr. D. Del. 1999), appeal dismissed, 250 B.R. 207 (D. Del. 2000), and In re New Midland Plaza Assocs., 247 B.R. 877 (Bankr. S.D. Fla. 2000), deal with the question of who can invoke the market-test requirement. In Zenith, the debtor proposed a plan by which its largest creditor and majority shareholder would receive one hundred percent of the equity in the reorganized debtor in return for a cash infusion and the release of a substantial claim. However, the creditor's acceptance was contingent upon a 50 percent reduction of outstanding bond debt and an elimination of all other shareholder interests. An unofficial committee of minority shareholders objected that the creditor's contribution was not subjected to the market. However, because all classes of creditors had accepted the plan, the bankruptcy court ruled that the absolute priority rule set forth in section 1129(b)(2)(B)(ii) had no application. See In re Zenith, 241 B.R. at 106; see also In re Trans Max Techs., Inc., 349 B.R. 80, 90 n.10 (Bankr. D. Nev. 2006) (finding new value principles not applicable when there was not a dissenting or impaired class of creditors). Rather, section 1129(b)(2)(C) was the applicable provision.

The court went on with its analysis, however, and concluded that the creditor had received its right to buy the equity in its capacity as creditor rather than as majority shareholder. This distinction is important, as even if there had been a dissenting class of creditors, under that court's interpretation the plan would not have violated section 1129(b)(2)(B)(ii). The court refused to extend LaSalle beyond its facts and apply it to section 1129(b)(2)(C). See id. ("The restriction on the debtor's right to propose a plan contained in [LaSalle] should be limited to the facts of that case - where the absolute priority rule encompassed in § 1129(b)(2)(B) is violated."); see also In re Adelphia Commc'ns. Corp., 336 B.R. 610, 677 n.188 (Bankr. S.D.N.Y. 2006) (finding LaSalle did not apply when the equity interest holder was also a creditor of the debtor and was receiving new equity on account of its claim against, not its equity interest in, the debtor).

In New Midland, the court confirmed a plan which allowed the debtor's limited partners to retain their equity while at the same time impairing an oversecured creditor. Among other objections, the oversecured creditor claimed that the plan violated the absolute priority rule as described in LaSalle. Overruling that objection, the court found that a fully secured creditor does not have standing to make a market test objection - that LaSalle applies to the absolute priority rule of section 1129(b)(2)(B) (for classes of unsecured claims) and section 1129(b)(2)(C) (for classes of interests), but it does not apply to section 1129(b)(2)(A) (for classes of secured claims); see also In re Arden Props., Inc., 248 B.R. 164 (Bankr. D. Ariz. 2000) (absolute priority rule does not apply to secured claims). Applying the logic of New Midland, because section 1129(b)(2)(C) includes subsection (B)'s version of the absolute priority rule, a senior interest-holder would have standing to assert the LaSalle objection if a junior interest-holder receives or retains property on account of its interest in the debtor.

(b) STRAWMAN AND INSIDER TRANSACTIONS.

In Beal Bank, S.S.B. v. Waters Edge Ltd. P'ship, 248 B.R. 668 (D. Mass. 2000), the court concluded that a plan which permits insiders of old equity to invest new equity and thereby obtain a controlling interest in the reorganized debtor does not necessarily violate the absolute priority rule. In that case, the debtor was a partnership which owned 3 buildings in an apartment complex. The stock of the majority general partner, a corporation, was wholly owned by one Joseph Carabetta. One of the other buildings in the complex was owned by a corporation, whose sole shareholder was Carabetta's son-in-law. The debtor proposed a plan to be funded by a cash investment from the son-in-law, who would become the debtor's sole general partner. The secured creditor objected to confirmation, arguing that the prohibition of old equity retaining its interest in the debtor without competition, should be extended to insiders of old equity. The court ruled that while old equity could "not use an insider as a straw to retain its investment," id. at 80, the absolute priority rule does not prohibit investments by third party insiders in the absence of some showing that the insider was funded by, or acting on behalf of, old equity. The court stated that such private transactions do raise the spectre that insiders might receive favorable terms at the expense of impaired creditors, and required great scrutiny, but that the Code does not prohibit such sales, and instead relies on the confirmation requirements as a safety net. In short, the purchase of a 100% interest in the reorganized debtor by the insider was not a retention of an interest by old equity.

But, in In re Global Ocean Carriers Ltd., 251 B.R. 31 (Bankr. D. Del. 2000), the debtor proposed a plan that would sell all of the stock in the reorganized debtor to a company owned by the majority shareholder's daughter. The plan impaired a secured creditor's claim and a class of unsecured claims, providing for a 50-percent payout to the class of unsecured noteholders. The secured creditor accepted the plan, but the class of unsecured noteholders rejected the plan (by numerosity). A small noteholder and minority shareholder objected to confirmation contending, inter alia, that the private sale of stock to the controlling shareholder's daughter violated the Supreme Court's holding in LaSalle.
The debtor contended that the proposed equity sale to a company owned by the controlling shareholder's daughter did not violate LaSalle because the daughter's company was not a current shareholder of the debtor. The debtor relied upon Beal Bank v. Waters Edge Limited P'ship to support its position. As previously explained, in that case, the district court upheld the bankruptcy court's decision confirming a plan providing for the private sale of the debtor's equity to an insider, the son-in-law of the debtor's shareholder. 248 B.R. at 680. The district court concluded that the absolute priority rule did not prohibit a sale of the equity in the debtor to anyone other than an existing shareholder. The court did note, however, that the absolute priority rule might prohibit such a sale if the buyer was acting merely as a straw party for a current shareholder. Id.
After considering the Beal Bank court's holding, the Global Ocean court disagreed, stating:

While Arabella asserts that Maria Tsakos is clearly just a straw party for her father and brother, we do not find it necessary to decide this issue because we disagree with the conclusion of the Beal Bank Court. We believe that the Supreme Court decision in Bank of Am. v. 203 N. LaSalle Street P'ship, 526 U.S. 434, 119 S.Ct. 1411, 143 L.Ed.2d 607 (1999) cannot be read as narrowly as the Beal Bank Court suggests. In fact, among numerous predictions of plans which may avoid the result in LaSalle, we have found none to suggest that a plan which gives the equity to the largest shareholder's daughter can pass muster. While a simple solution, we conclude that it is fundamentally flawed.

In the LaSalle decision, the Supreme Court concluded that the absolute priority rule was violated where the debtor's plan permitted only its shareholders to invest new capital to obtain all the equity in the company. The Court was particularly concerned by the fact that the debtor had retained the exclusive right to propose a plan, thereby precluding others (including the objecting creditor) from proposing a plan "selling" the equity to another. 526 U.S. at 456, 119 S.Ct. 1411. The Court stated: "Hence it is that the exclusiveness of the opportunity, with its protection against the market's scrutiny of the purchase price by means of competing bids or even competing plan proposals, renders the partners' right a property interest extended 'on account of the old equity position and therefore subject to an unpaid senior creditor class's objection." Id. In LaSalle, the "opportunity" which the Supreme Court found was given to the existing shareholders was the exclusive right to bid on the equity in the debtor.

251 B.R. at 48-49 (footnotes omitted). The court further noted that:

The situation in this case is not very different. Here, Captain Tsakos through his control of the Debtors, as the largest shareholder and part of the group controlling over 50% of the stock in Global Ocean, has retained his exclusive right, to determine who will be the owner of Global Ocean (as well as the price that she will pay for the ownership). This control of Global Ocean is a right which he holds "on account of" his current position as a controlling shareholder of Global Ocean.

Thus, we conclude that the Debtors' Modified Plan violates the absolute priority rule by allowing the existing controlling shareholder to determine, without the benefit of a public auction or competing plans, who will own the equity of Global Ocean and how much they will pay for the privilege. To avoid this result the Debtors must subject the "exclusive opportunity" to determine who will own Global Ocean to the market place test. LaSalle, 526 U.S. at 457, 119 S. Ct. 1411. This can be achieved by either terminating exclusivity and allowing others to file a competing plan or allowing others to bid for the equity (or the right to designate who will own the equity) in the context of the Debtors' Plan. Id. at 458, 119 S. Ct. 1411 ("whether a market test would require an opportunity to offer competing plans or would be satisfied by a right to bid for the same interest sought by old equity, is a question we do not decide here.").

Id. at 49 (footnote omitted); see also In re CGE Shattuck, LLC, 1999 WL 33457789 (Bankr. D.N.H. Dec. 20, 1999) (holding that a plan in which 100% of the new value to be paid is coming from a new entity organized by a prepetition equity holder who alone, or with affiliates, is contributing a majority of the new value is not confirmable). Similarly, the court in In re 4C Solutions, Inc., 302 B.R. 592 (Bankr. C.D. Ill. 2003) held that a majority shareholder of a holding company was the holder of an "interest" in the debtor corporation for purposes of the absolute priority rule, even though the shareholder did not own any of the debtor's stock in his own name. The shareholder exercised indirect control over the debtor by his ability to control its board of directors through his control of the holding company. The court also noted that the shareholder had a right to share in the debtor's profits, even though those economic rights flowed to him through the holding company.

(c) NEW VALUE PLAN: CAUSE TO TERMINATE EXCLUSIVITY?

Prior to LaSalle, courts were split as to whether the filing of a new value plan is sufficient cause to terminate exclusivity. LaSalle would seem to strengthen the argument that cause exists to terminate exclusivity where the debtor files a new value plan, on the ground that competing plans may be one means of satisfying LaSalle's competition requirement and may assist in the valuation of reorganized equity interests. In re Davis, 262 B.R. 791, 799 (Bankr. D. Ariz. 2001) (declining to extend exclusivity where individual debtors proposed unconfirmable plan which failed to use a "market" or "non-exclusive" approach to the source of new value); In re Situation Mgmt. Sys., Inc., 252 B.R. 859 (Bankr. D. Mass. 2000); but see In re Homestead Partners, Ltd., 197 B.R. 706 (Bankr. N.D. Ga. 1996) (decided prior to LaSalle).
(d) SITUATIONS IN WHICH LaSALLE DOES NOT, OR MAY NOT, APPLY.

LaSalle does not apply, and the absolute priority rule is not violated, where the objectant cannot show a causal connection between the retention of an interest or receipt of value under the plan and the recipient's old equity position. In In re PWS Holding Corp., 228 F.3d 224 (3rd Cir. 2000), the plan provided that equity holders were to be released from fraudulent transfer claims that arose out of a leveraged recapitalization. A subordinated noteholder asserted that the release essentially transferred property to holders of junior equity in violation of the absolute priority rule, since senior creditors were not being paid in full. The district court, accepting an examiner's findings, confirmed the plan, noting that the releases were given because the claims had little value and would be costly to pursue. The Third Circuit affirmed, noting that the objectant had "failed to demonstrate the requisite causal relationship between the transfer of value and [old equity's] interest in the Debtors. Therefore, we conclude that the plan did not violate the absolute priority rule." Id. at 242.

Similarly, the absolute priority rule may not be violated where the value being given to old equity comes from funds which would otherwise be distributed to a senior class but is instead distributed to old equity with the senior class's consent. The courts are split on this issue.

For example, in In re Genesis Health Ventures, 266 B.R. 591 (Bankr. D. Del. 2001), current management agreed to remain with the company in exchange for certain incentives, such as loan forgiveness, stock options and waivers and releases. The plan provided for those incentives notwithstanding the failure of management to contribute new value. The Court nevertheless confirmed the plan, noting that although such an allocation might violate the absolute priority rule, it did not in the case before it, since the senior lenders had agreed to offer the incentives from funds which would otherwise have been distributable to them. The Court noted that "the issuance of stock and warrants to management represents an allocation of the enterprise value otherwise distributable to the Senior Lenders . . . [who] are free to allocate such value without violating the "fair and equitable" requirement." Id. at 618; see also Ad Hoc Trade Claims Comm. v. Adelphia Commc'ns Corp., 337 B.R. 475, 478 (S.D.N.Y. 2006).

However, as discussed previously, the Armstrong courts disagree. See supra at p. 34.

VI. AN ADDITIONAL LEGISLATIVE UPDATE

As discussed above, the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 contains several provisions affecting the issues addressed in this paper. One final area of change should be noted briefly.

In the cramdown context, the requirement that a plan be fair and equitable with respect to unsecured claims has been altered when the debtor is an individual - one of the many ways in which a chapter 11 case for an individual debtor, which can sometimes be an awkward fit, has been made to more resemble a chapter 13 case. Section 1129(b)(2)(B)(ii) now provides that an individual may retain, without violating the "fair and equitable" requirement, post-petition earnings and assets (which are now defined as property of the estate in an individual chapter 11 case), as long as the debtor has paid all domestic support obligations that first became payable post-petition. Of course, the individual debtor must also comply with new section 1129(a)(15), which essentially provides that if an unsecured creditor objects to confirmation, the creditor must either be paid in full or the property to be distributed to that creditor must be at least equal to the projected disposable income of the debtor (as defined in chapter 13) to be received during the life of the plan or five years, whichever is longer.

There are several other provisions in the new law which attempt to make chapter 11 a better fit for individual debtors, but they are beyond the scope of this paper.

VII. CONCLUSION

Adequacy of disclosure, good faith, feasibility, and cramdown present challenging issues for the courts to address when considering the propriety of plan confirmation. While other issues arise, these are among the most common and interesting.

