UNI TED STATES BANKRUPTCY COURT
WESTERN DI STRI CT OF NEW YORK

Inre
ROBERT L. FREUDENHElI M Case No. 91-12421 K

Debt or

MEMORANDUM CF DECI SI ON

On the record in open court on Novenber 14, 1995, this
Court ruled that for purposes of cramm ng down a Chapter 11 Pl an
under 11 U.S.C 8 1129(b) over the objection of a creditor who
holds a lien on the Debtor's real estate, the Debtor is not
entitled to subtract the hypothetical costs of a hypotheti cal
sale! fromthe collateral's fair market value for purposes of
val uing the secured portion of a claimunder 11 U S. C. 8§ 506(a).
Thi s menor andum expl ai ns t hat deci sion.

The issue is inportant in this case. The creditor has
a junior lien on real estate that has a fair market val ue (by
stipulation) of $2.3 mllion. |If the secured portion of this
creditor's $240,000 claimis conputed by reference to the $2.3

mllion value w thout adjustnent for hypothetical sale costs,

The term "hypot hetical sale" is used because the Debtor's
Pl an proposes that the Debtor will retain the property.
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then the value of that secured claimw |l be at |east $70, 000 -
an anount that is not "inconsequential" for purposes of 11 U S. C
§ 1111(b)(1)(B)(i). But if the $2.3 million figure is reduced by
hypot hetical costs of sale, then the secured claimof this
creditor will be valued at zero or at an anount that would be
"inconsequential." This creditor would Iike to have the option
of making the 8§ 1111(b) el ection.

The Court acknow edges the wealth of schol arship
contributed by others regarding the proper neasure of value of a
secured claimunder 11 U S.C. 8§ 506(a) for purposes of crandown.
The i ssue has been well and thoroughly exam ned by many
authorities, nost notably by several G rcuit Courts which have
held that the Debtor is not entitled to deduct the hypothetical
costs of sale.? This Court concurs. The present nenorandum does
not purport to make any such scholarly contribution, but only to

record one voice in ardent dissent fromthe position that the

2See, e.g., Wnthrop A d Farm Nurseries, Inc. v. New Bedford
Inst. for Sav. (Inre Wnthrop Od Farm Nurseries, Inc.), 50 F. 3d
72 (1st GCr. 1995); Metrobank v. Trinble (In re Donald Allen
Trinble), 50 F.3d 530 (8th Gr. 1995) (Chapter 13 case);
Associ ates Commercial Corp. v. Rash (In re Rash), 31 F.3d 325
(5th Cr. 1994) (Chapter 13 case); Huntington Nat'l Bank v. Pees
(Inre MCurkin), 31 F.3d 401 (6th Cr. 1994) (Chapter 13 case);
Lomas Mortgage USA v. Wese, 980 F.2d 1279 (9th Cr. 1992)
(Chapter 13 case); Brown & Co. Sec. Corp. v. Balbus (In re
Bal bus), 933 F.2d 246 (4th Cr. 1991) (Chapter 13 case).
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focus of inquiry ought to be what the creditor would realize from
a sale of the collateral.?

That view m ght be appropriate for fixing adequate
protection for the continuation of the automatic stay, but during
crandown under 8§ 1129(b), a creditor's rights of foreclosure,
sale, bidding-in and the |ike are not being del ayed; rather they
are being extinguished and replaced forever (if the plan is
successfully conpleted) with |esser rights. For that purpose,
the proper neasure of value is not what the creditor would net in
a hypothetical sale, but rather the value of the collateral "in
t he hands of the Debtor." 1In the view of this Court, the val ue
of the collateral in the hands of the Debtor is what the Debtor
woul d have to pay to replace this collateral

It is submtted that those who focus on what the Debtor
(or lienor) would net as a seller of the collateral at fair
mar ket value are in error. The Debtor should be viewed as
redeem ng the collateral fromthe lienor, not selling the
collateral for the benefit of the lienor. [If fair market val ue
must have reference to the price at which a willing buyer would

buy froma willing seller, then the Debtor should be viewed as

%See, e.g., Hon. Janes F. Queenan, Jr., Standards for
Val uation of Security Interests in Chapter 11, 92 Com L.J. 18
(1987).
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the willing buyer, not the willing seller, and the Debtor thus
ought not to benefit from hypothetical costs of sale.

Were this not so, at |east two anomalies would result.
First, there would be no conpensation to the creditor for the
| oss of the opportunity to participate in the sale that would
occur if it were permtted to foreclose or if the Debtor offered
the property for sale under 11 U.S.C. 8 363 (which would give the
creditor a 8 363(k) right to bid-in and offset). The creditor
woul d have been stripped of those rights w thout conpensation,
and the creditor would suffer the further injury of being charged
wi th the hypothetical cost of such a hypothetical sale in the
calculation of the creditor's secured claim

Second, the deductions fromfair market price that the
Debtor wants to use are hypothetical costs of a hypothetica
sale, and in many cases there is no reason at all to believe that
such costs woul d necessarily be incurred. Unlike the "Chapter 7
test"” analysis required by such provisions as 11 U S. C
§ 1129(a)(7)(a)(ii), 11 U.S.C. § 1225(a)(4) and 11 U.S.C.
8§ 1325(a)(4), there is no reason to contenplate how a reasonabl e
di sinterested person m ght go about the process of selling the
collateral. In many instances, the supposition of a broker's
comm ssion, for exanple, would be unfounded, since insiders or

creditors are often very nuch in the hunt to buy the coll ateral
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in a private sale or a foreclosure sale, if such a sale is in
fact in the offing.

Most authorities on both sides of the question at Bar
perceive the issue as arising out of a "tension" between the
first sentence of 11 U. S.C. 8 506(a) and the second sentence.
There is no tension unless one concedes that "the val ue of [the]
creditor's interest in the estate's interest in [the] property"”
nmust of necessity be |less than what a buyer would pay for the
property, and no such concession is warranted.

"It is readily apparent that as to appreciating
property, a nortgage may be nore val uabl e than the market val ue
of the collateral at a given point intinme." |In re Mhaner, 34
B.R 308, 310 (Bankr. WD.N. Y. 1983). That fact was nore evident
during the period of soaring appreciation in the real estate
mar ket, but was not |lost on the United States Suprene Court when,
in Dewsnupp v. Timm 502 U S. 410, 417 (1992), it stated,

W think . . . that the creditor's lien stays

with real property until the foreclosure.

That is what was bargai ned for by the

nort gagor and the nortgagee. . . . Any

i ncrease over the judicially determ ned

val uation during bankruptcy rightly accrues

to the benefit of the creditor, not to the

benefit of the debtor and not to the benefit

of other unsecured creditors whose cl ains

have been all owed and who had nothing to do

wi th the nortgagor - nortgagee bargain.

Al though that was in a different context (the
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application of 8§ 506(d) rather than 8 1129 or § 1325), it should

lay to rest any contention that the opportunity to participate in

a sale, the power to bid-in and owmn, etc. are not el enents of

val ue that should command a difference in treatnment of a creditor

whose collateral is being offered for sale as opposed to one

whose collateral will be retained and operated by the Debtor.*
The present decision is entirely consistent with this

Court's rulings regarding the appropriate neasure of value in

other, simlar contexts. Thus, for exanple, this Court has rul ed

that the allowed anmount of the secured claimof an autonobile

| ender in a Chapter 13 case under 11 U.S.C. 8§ 1325(a)(5)(B)(ii)

i s best approxi mated by NADA "average trade-in" price rather than

"average retail price" or "average wholesale price." "Average

trade-in price" best approxi mates what the Debtor would have to

pay for that precise autonobile, as is and where is, since

"whol esal e" is a price anong deal ers, not available to consuner

buyers, and "retail" includes el enents of added val ue (such as

by cl ean-up, fix-up, and perhaps a limted warranty) and deal er

ACf. Margaret Howard, Stripping Down Liens: Section 506(d)
and the Theory of Bankruptcy, 65 Am Bankr. L.J. 373 (1991)
(erroneously concluding, prior to the Suprene Court decision in
Dewsnupp, that an undersecured |lienor would not be denied any
val uabl e property right when it is "cashed out" for the present
fair market value of its collateral and denied the opportunity to
participate in a sale thereof).
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profit. In re Rossow, 147 B.R 1 (Bankr. WD.N. Y. 1992). 1In the
present case, the $2.3 million stipulated "fair market val ue"
contains no such elenent and is the price that the Debtor would
have to pay if it were a willing buyer of such property in an "as
is" condition.

An analogy to today's ruling is found in decisions such
as Househol d Finance Corp. 11l v. WIlk, No. CV. 91-60556L, 1992
W 165770 (WD.N. Y. Feb. 13, 1992), which interpreted the
Debtor's |ien avoi dance power under 11 U S.C. 8§ 522(f)(1)(A as
requiring that there be no reduction of fair market value of the
Debtor's honmestead for hypothetical costs and expenses of sale in
determ ni ng whether (and the extent to which) there is value to
the honmestead in excess of exenptions, and therefore the extent
to which the judgnent |ien cannot be avoi ded.

Again, the notion that a Debtor who gets to keep
property indefinitely as a result of the bankruptcy process
shoul d be viewed as the wlling buyer, rather than the willing
seller, in the hypothetical sale contenplated in the concept of
"fair market value" m ght not be appropriate to apply for other
purposes. For exanple, if the § 362(a) automatic stay is being
continued for alimted period of tinme, and it is necessary to
determ ne the | evel of adequate protection that nust be provided

to the creditor who is being stayed fromforeclosure, it mght be
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appropriate to focus upon what the creditor would net if it were
permtted to foreclose and sell now as opposed to later. The
Court expresses no opinion today on that subject. Rather, the
Court here enphasi zes that the notion of "indubitable
equi val ence" (enbodied in the 8 1129(b)(2)(A)(iii) provision for
cranm ng down secured creditors and the 8§ 361(3) provision for
adequate protection, both of which contenplate the Debtor
retaining the collateral) had its origins in the case of
Metropolitan Life Insurance Co., et al. v. Miurel Hol ding Corp.
et al. (Inre Mirel Holding Corp.), 75 F.2d 941 (2d Gr. 1935),
and that was a crandown case, not an automatic stay case.
Providing a secured creditor with the "indubitable equival ence"
of its lien requires the bankruptcy court to nodify that lienor's
state lawrights as little as possible, and provide substitute
conpensati on where any nodifications are made. Wen the bundl e
of rights that a secured creditor bargained for are not nerely
bei ng deferred, but are being replaced with |esser rights over
the secured creditor's objections, the Debtor should not be
entitled to the super-added benefit of reducing the cal cul ation
of the secured creditors claimby the inposition of hypothetical
costs of a hypothetical sale.

This result was SO ORDERED at heari ng.

Dat ed: Buf f al o, New Yor k
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December 7, 1995

U. S. B. J.



