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SEVENTH CIRCUIT AFFIRMS BANKRUPTCY COURT
RULING THAT SALE OF ASSETS THROUGH PLAN MAY
NOT USE “INDUBITABLE EQUIVALENT” STANDARD TO
PREVENT SECURED CREDITORS FROM CREDIT BIDDING

The Seventh Circuit recently issued an opinion' in the bankruptcy case of
River Road Hotel Partners, LLC disagreeing with the Third Circuit’s holding in
In re Philadelphia Newspapers, I.I.C* regarding a free-and-clear sale of assets under a
chapter 11 plan that denied a secured creditor the right to credit bid. The Third Circuit
had held that a sale of assets under a chapter 11 plan could be confirmed under the
“indubitable equivalent” test in clause (iii) of section 1129(b)(2)(A) of the Bankruptcy
Code without providing the right to credit bid preserved in clause (ii) of that same
section. In River Road, the Seventh Circuit disagreed, finding that a sale free and clear of
liens through a chapter 11 plan must satisfy subsection (ii) and include the right to credit
bid. In particular, the Seventh Circuit noted that the ability to credit bid is “a crucial
check against undervaluation,” without which a sale of assets through a chapter 11 plan
“might [or might not| provide secured lenders with the indubitable equivalent of their
claims.”® The Seventh Circuit further disagreed with the Third Circuit’s interpretation of
clause (iii) of section 1129(b)(2)(A) of the Bankruptcy Code because it renders clauses
(i) and (ii) superfluous and such interpretation “sharply conflicts” with the Bankruptcy
Code’s treatment of secured creditors in other sections of the Bankruptcy Code.*

Background and Bankruptcy Court Decision in River Road

The River Road decision involved two separate jointly administered Chapter 11
cases. In each of the cases, lenders were owed over $120 million for hotel construction
loans. The debtors filed separate chapter 11 plans to sell substantially all of their assets
at auctions free and clear of liens and distribute the net sale proceeds to their creditors.
They also filed bidding procedures providing that the lenders would not be allowed to
credit bid at the auctions. The debtors argued that, while this procedure would not satisty
the confirmation requirements of Bankruptcy Code section 1129(b)(2)(A)(ii), which
would require secured lenders to be permitted to credit bid, their plans would still be

! River Rd. Hotel Partners, LC v. Amalgamated Bank (In re River Rd. Hotel Partners, I.L.C), --- F.3d ---,
2011 WL 2547615 (7th Cit. June 28, 2011) (“River Road”).

2 599 E.3d 298 (3d Cir. 2010).
5 River Road at *7.
4 1d. at *8.
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confirmable under section 1129(b)(2)(A)(iii) because it would provide the lenders with the “indubitable equivalent”
of their claims.” The lenders’ agent objected to the bidding procedutres, and the Bankruptcy Court ruled in their
favor, holding without substantive discussion that, while the debtors’ attempt to circumvent credit bidding followed
the majority decision in Philadelphia Newspapers, the court found the dissent from that case “more persuasive.”

The case was then certified for direct appeal to the Seventh Circuit.

Philadelphia Newspapers

In Philadelphia Newspapers, the debtors filed a chapter 11 plan providing that substantially all of the debtors’
assets would be sold at a public auction, and the assets would transfer free of liens. In an effort to ensure that
the assets would be sold to the stalking horse, a buyer the debtors strongly preferred over the other likely bidders,
the bidding procedures for the auction provided that “no holder of a lien on any asset of the Debtors [would be]
permitted to credit bid pursuant to section 363(k) of the Bankruptcy Code” because the sale was “being conducted
under section 1123(a) and (b) of the Bankruptcy Code, and not section 363 of the Bankruptcy Code.””

On appeal, the Third Circuit held, in a 2-1 decision, that the sale through a plan without allowing credit
bidding was permissible. The court held that the disjunctive “or” in section 1129(b)(2)(A) of the Bankruptcy
Code meant that a debtor had the option of satistying any of the three clauses (i) through (iii) and could choose to
proceed under (iii) even if the sale of assets through a chapter 11 plan fell under the description in (ii). The court
further held that “indubitable equivalent” itself did not require that the lenders be allowed to credit bid, since
“courts have concluded in a variety of circumstances that a debtor . . . provided the ‘indubitable equivalent’ of
a secured lendet’s claim.”® Finally, the court held that its reading of section 1129(b)(2)(A) was not inconsistent
with Congressional intent because credit bidding and other protections provided to secured creditors under the
Bankruptcy Code ate not absolute, but subject to certain exceptions.” Thus, the court reasoned, a sale of assets
pursuant to a chapter 11 plan need not provide a secured creditor the right to credit bid in all situations.

The dissent found that the three alternative clauses in section 1129(b)(2)(A) are not options for a debtor
to choose at will, but that the Bankruptcy Code can require a debtor to proceed under one clause or another

> Bankruptcy Code section 1129(b)(2)(A) states that a plan is “fair and equitable,” for purposes of the cramdown requitements of
1129(b)(1) as applied to a class of impaired secured creditors, if it provides:
O

(D) that the holders of such claims retain the liens securing such claims, whether the property subject to such liens is retained by
the debtor or transferred to another entity, to the extent of the allowed amount of such claims; and

(IT) that each holder of a claim of such class receive on account of such claim deferred cash payments totaling at least the
allowed amount of such claim, of a value, as of the effective date of the plan, of at least the value of such holder’s interest in
the estate’s interest in such property;

(i) for the sale, subject to section 363(k) of this title, of any property that is subject to the liens securing such claims, free and clear
of such liens, with such liens to attach to the proceeds of such sale, and the treatment of such liens on proceeds under clause (i)
or (iii) of this subparagraph; or

(iii) for the realization by such holders of the indubitable equivalent of such claims.

11 US.C. § 1129(b)(2)(A).

6 In re River Rd. Hotel Partners, LLC, 2010 WL 6634603 at *1 (Bankr. N.D.IIL. Oct. 5, 2010). The Bankruptcy Court also held that no
specific facts of the case would justify denying the lenders’ right to credit bid “for cause” under section 363(k). Id. at *1-2.

" Philadelphia Newspapers at 302.

& Id at311.

’ Id. at 316 (noting that if the protections found in sections 1111(b) and 363(k) of the Bankruptcy Code were absolute, they would
afford “a special protection . . . to secured lenders to recognize some value greater than their secured claim,” but holding that “a

secured lender’s expectation of benefitting from the eventual appreciation of collateral . . . is not an entitlement when the property is
part of a bankruptcy estate”).
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“depending on how a given plan proposes to treat the claims of secured creditors.”!’ For this finding, the

dissent relied on the maxims that specific provisions prevail over general ones, and no part of a statute should be
rendered superfluous."" Additionally, because the right to credit bid is preserved in other parts of the Bankruptcy
Code, it should be preserved in cramdown as well."* Finally, the dissent found that the majority’s decision was
contrary to the settled expectation of borrowers and lenders, each of whom believe that lenders will be able to use
credit bidding to protect against undervaluation of their collateral.’®

Analysis of River Road

In River Road, the Seventh Circuit, like the Bankruptcy Court, found the dissent from Philadelphia Newspapers
to be more compelling than the majority opinion. Analyzing the plain meaning of the statute, the court found
the text to be ambiguous as to whether a debtor may always choose its preferred clause out of the three in section
1129(b)(2)(A) of the Bankruptcy Code. Looking elsewhere in the Bankruptcy Code for guidance, the court noted
that secured lenders are protected from undervaluation of their collateral in other contexts and reasoned that they
should be afforded such protection in section 1129(b)(2)(A) of the Bankruptcy Code as well."* Credit bidding
provides such protection; without it, the price obtained at auction may be artificially low and it would be impossible
to prove at plan confirmation that lenders had received the indubitable equivalent of their claim.” Such a plan
would not be confirmable under 1129(b)(2)(A)(iii) because it only “ight provide secured lenders with the indubitable
equivalent of their claims.”'

The court also determined that the debtors’ interpretation would render portions of the statute superfluous
because it would mean that plans of the types described in clauses (i) and (i) but failing to meet the requirements
of those clauses could still be confirmable under clause (iii), and there would have been no reason for Congress to
include clauses (i) and (ii) in the statute."” Finally, the court pointed out that eliminating a secured creditor’s right
to credit bid in this situation would conflict with the Code’s “interest in insuring that secured creditors are propetly
compensated,” which is evident in other sections, such as sections 363(k) and 1111(b)."* Therefore, the court found
that “the Code requires that cramdown plans that contemplate selling encumbered assets free and clear of liens at an
auction [must] satisfy the requirements set forth in subsection (ii) of the statute.”"”

10 1d at 325.

" Id. at 328-331.
2 Id at 331-334.
B Id. at 336-337.

River Road at *7 (noting the “incongruity” between auctions of the type the debtors proposed and those “those recognized elsewhere
in the Code,” such as in sections 363 (k) and 1129(a)(2)(B)(ii)).

Id. (“In essence, by granting secured creditors the right to credit bid, the Code promises lenders that their liens will not be
extinguished for less than face value without their consent. This protection is important since there are number of factors that create
a substantial risk that assets sold in bankruptcy auctions will be undervalued.”).

16 Id

Id. at *8 (“If, as the Debtors propose, Subsection (iii) permits a debtor to sell an asset free and clear of liens without permitting credit
bidding, then it is difficult to see what, if any, significance Subsection (ii) can have. Similatly, the Debtors' interpretation would permit
properly-designed reorganization plans to sell encumbered assets without satisfying the conditions set forth in Subsection (i). We
cannot conceive of a reason why Congress would state that a plan must meet certain requirements if it provides for the sale of assets
in particular ways and then immediately abandon these requirements in a subsequent subsection.”).

s
Y Id at %9,
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Conclusion

Rizver Road establishes a circuit split over the issue of whether debtors may prohibit credit bidding in
connection with asset sales that are conducted through chapter 11 plans. As such, the issue may eventually
be decided by the Supreme Court. Nevertheless, it is good news for lenders as it provides a counterweight to
Philadelphia Newspapers tor debtors filing outside the Third Circuit.
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