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Bankruptcy	and	Forbearance	
Agreements

By Keith Appleby, Hill Ward Henderson

Introduction

What happens when a mortgagor (borrower) fails to make mortgage payments? In the 

real world, the mortgagee (lender) will often restructure the loan (loan modification) or agree to 

defer litigation (forbearance agreement) for additional fees and interest.  In certain situations, a

forbearance agreement may be the most beneficial option for both the borrower and the lender.  

In a forbearance agreement, the lender agrees to not to foreclose on the mortgage - even 

though it has the right to - if the borrower makes payments or follows other agreed upon terms to 

cure the default.  Forbearance agreements are typically a good option for a borrower that has a

temporary financial hardship and expects to recover quickly.  If the financial hardship is long-

term or more of a permanent nature, then a forbearance agreement may still be an option if the 

lender believes that foreclosure litigation expense is more costly than deferring execution on the 

mortgage for a limited period of time.  Another benefit to a lender is that a forbearance 

agreement can sometimes protect the lender if the borrower files bankruptcy during the 

forbearance period.

Bankruptcy	and	Forbearance	Agreements

While ipso facto provisions (blanket waivers of borrower’s rights in bankruptcy) are not 

enforceable in bankruptcy, lenders have had success using forbearance agreements to obtain 

relief from the automatic stay or defend against preference actions.  Prepetiton waivers of the 
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automatic stay are often enforced if they were part of the forbearance agreement.  See In re 

Bryan Road, 382 B.R. 844 (Bankr. S.D. Fla. 2008).  These waivers are enforced because they 

preserve the lender’s remedies such as foreclosure, receivership, and assignment of rents.  In 

addition to agreeing to waiver of the automatic stay, the borrower also typically agrees to not 

object to or oppose the lender’s motion for relief, in consideration for lender’s agreement not to 

exercise its rights under state law.

In addition, lenders often use forbearance agreements to get a borrower outside the 90-

day preference window of bankruptcy, while obtaining additional security or collateral, or 

perfecting prior security interests.  Borrowers get the breathing room they need to avoid an 

immediate bankruptcy filing.  If the borrower files bankruptcy during the preference and 

forbearance period, the lender may have defenses, such as contemporaneous exchange for new 

value, to avoid bankruptcy trustee’s avoidance actions.

Factors	for	Waiver	of	the	Automatic	Stay	in	Bankruptcy

Often courts use a balancing test to determine whether the borrower’s waiver is 

enforceable.  Id.  The following non-exhaustive factors support enforcement of the waiver:

� the sophistication of the party making the waiver;

� the debtor and counsel acknowledged waiver voluntarily given after negotiations;

� the consideration for the waiver, including the creditor's risk and the length of 

time the waiver covers;

� whether there was material and substantial consideration given by the lender (e.g., 

reduced interest rate, advance of new money, extension of the maturity date, 

capitalized interest payments);
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� whether other parties are affected including unsecured creditors and junior 

lienholders; and

� there was not a substantial change in circumstances and the property was not and 

never would be necessary to reorganization because there was no prospect of a 

successful reorganization.

Id.; In re Desai, 282 B.R. 527 (Bankr. S.D. Ga. 2002); ; In re Aurora Investments, Inc., 

134 B.R. 982 (Banker. M.D. Fla. 1991).

Other courts have refused to enforce the waiver of the automatic stay and cited factors for 

to deny relief from the automatic stay.  In In re Deb-Lyn, Inc., 2004 WL 452560 (Bankr. N.D. 

Fla. 2004).

� the case was not a bad faith, single asset case;

� bankruptcy was not filed at the last minute to thwart foreclosure;

� the lender’s claim was only a small portion of the claims against the debtor; and

� the waiver was not part of a confirmed plan of reorganization that third party 

creditors could have objected to or approved.

Courts are also concerned with whether the waiver obtained by fraud, coercion, or mutual 

mistake of material facts; length of time between waiver and filing and whether there been a 

compelling change in circumstances during that time; and whether enforcing the waiver 

promotes legitimate goal/public policy of promoting out of court restructurings and settlement.
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Conclusion

Forbearance agreements are often beneficial to both borrowers and lenders. Borrowers

are given additional time to cure the default, refinance with another lender, or restructure their

business, while meeting their obligations to the lender.  Lenders avoid the time and expense 

foreclosure litigation, while collecting payments, fees, and interest, while preserving their state 

court its rights upon default, even in the event of bankruptcy.
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Market Efficiency: Does It Really Matter In Chapter 11 Cram 

Down Cases? 

By Franklind Lea 

Tactical Financial Consulting, LLC; Atlanta, Georgia 

 

I. Background 

The most widely referenced case discussing market efficiency in Chapter 11 cram down is Till 

vs. SCS Credit Corp(“Till”)1.  In this case’s hearing before U.S. Supreme Court Justices, there 

was substantial discussion regarding how the capital markets evaluate and price risk.  Ultimately, 

the concept of market efficiency – whether or not there is a group of willing, un-coerced lenders 

to fund the exit of bankrupt debtor’s plan of reorganization – featured prominently in the Justices 

Opinion.   

The Till decision clearly favored the payment of the current market rate of interest coinciding 

with the risk associated with the Debtor and its plan, and eliminated any undue reliance on 

historical contract interest rates or other interest rates pertinent to the creditor.  The decision 

determined with finality the interest rate should be one correlated to the risk of the debtor and its 

plan, and not a result of creditor or its circumstances.   

The Justices clearly drew the correlation between paying a secured creditor an interest rate based 

on the risk that it incurs in a Plan with returning the present value of that creditors security 

interest in its collateral as required by 1129(b)(2).2  In Till, the Justices expressed their view that 

                                            

1 Till v. SCS Credit Corp., 541 U.S. 465 (2004)  

2  Till v. SCS Credit Corp., 541 U.S. 465 (2004) contains the following: “The Code gives little guidance as 
to which of the four interest rates advocated by opinions in this case Congress intended when it adopted 
the cram down provision. A debtor’s promise of future payments is worth less than an immediate lump 
sum payment because the creditor cannot use the money right away, inflation may cause the dollar’s 
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the lack of an active or efficient market from which one could find a loan that matches the Plan 

terms for the secured creditor does not necessarily prevent one from estimating the appropriate 

rate of return (interest rate) to the secured creditor who may be required to extend the loan 

through the bankruptcy proceedings.   

In cases where no clear borrowing opportunity exists, the Opinion ultimately supported the use 

of the formula approach that begins with a lower rate (such as the Prime Rate) and adds to it to 

reach an interest rate that will return the present value to the secured creditor.  It is very 

important to remember, that the question before the Justices was to choose between the 

approaches argued before the Justices and did not include every conceivable approach.3   

II. Market Efficiency – The Search for a Definition 

Like many Courts before them, the Justices grappled with the meaning of efficient in the Chapter 

11 financing context.  As a result, the Opinion provides little substantive guidance and the 

question of exactly what an efficient market is remains largely undefined.  Both before and after 

Till, several Courts have expressed their view on the term of efficient market.  While the core 

definition of efficient market is largely agreed upon, it is somewhat like a color.  Each of us 

knows a particular color when we see it, but every color has different shades and financing 

markets are no different.  Efficient financing markets have outliers too, leaving us with different 

shades of efficiency, based on how they reflect and absorb information.  Just as by adding more 

                                                                                                                                             

value to decline before the debtor pays, and there is a nonpayment risk. In choosing an interest rate 
sufficient to compensate the creditor for such concerns, bankruptcy courts must consider that: (1) 
Congress likely intended bankruptcy judges and trustees to follow essentially the same approach when 
choosing an appropriate interest rate under any of the many Code provisions requiring a court to discount 
a stream of deferred payments back to their present dollar value;...” 

 

3 The question before the Justices was framed with four choices: coerced loan, presumptive contract rate, 
cost of funds, and the formula approach.   
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pigment blue becomes dark blue and eventually black, financing markets, evolve as well.4  As 

many judges and practitioners continue to experience, this makes it very difficult to come up 

with a concise, universal definition for the term efficient market.  It also creates the unanswered 

question of how much efficiency is enough?5   

Generally, lower courts have attempted to describe the meaning of an efficient market by the 

attributes they believe need to be available in order to have an efficient market.  The process of 

determining if an efficient market exists usually begins by considering a debtor’s unique 

characteristics and its reorganization plan to determine if a lender would make a loan to repay the 

claim with the same repayment terms as the plan.  Among the things considered to determine 

efficiency is whether there exists an open, well-developed market of active lenders as well as 

factors that would likely be considered by lenders including the amount, type, and duration or 

term, and amortization of the loan as well as the type, quality, location, age and life expectancy 

of the collateral.   

III. Till Confirms the Need for Repayment of the Secured Creditors “Present Value” 
Over the Need to Make The Plan Work 

In Till, the Justices confirmed the purpose of cram down is to change the terms of the secured 

creditors prepetition terms in order to help the facilitate a debtor’s plan of reorganization.  The 

bankruptcy code does not require a debtor’s plan repayment terms to match the prepetition terms 

or terms available in the capital markets.  However, in their Opinion, the Justices steadfastly 

                                            

4 The concept of market efficiency was largely advanced by an economist named Eugene Fama who's 
theory efficient market hypothesis stated that it is not possible for an investor to outperform the market 
because all available information is already built into all stock prices. 

5 Economist routinely classify market efficiency in terms as weak, semi-strong, and strong.   
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confirmed the underlying code requirement that the plan terms return the present value of the 

secured creditor’s interest in its collateral.6   

Perhaps the most important “takeaway” of the Till Opinion is not its condoning of the formula 

approach, but rather the confirmation that the debtor must repay to the secured creditor the 

present value of its interest in its collateral.  In conjunction with this reconfirmation of the 

bankruptcy code’s present value requirement, the Court also indicated the interest rate paid to the 

secured creditor is to be used in the present value calculation and should compensate the secured 

creditor for its opportunity costs, inflation risk, and default and nonpayment risk (i.e., its “Total 

Risk”).   

IV. Till Confirms the Risk Based Interest Rate To Be Used For Present Value 
Calculation 

According to the Justices, the present value calculation uses an interest rate equivalent to “the 

national prime rate, which reflects the financial market’s estimate of the amount a commercial 

bank should charge a creditworthy commercial borrower to compensate for the loan’s 

opportunity costs, the inflation risk, and the relatively slight default risk.  A bankruptcy court is 

then required to adjust the prime rate to account for the greater nonpayment risk that bankrupt 

debtors typically pose.  Because that adjustment depends on such factors as the estate’s 

circumstances, the security’s nature, and the reorganization plan’s duration and feasibility, the 

court must hold a hearing to permit the debtor and creditors to present evidence about the 

appropriate risk adjustment.” 7,8   

                                            

6 Other requirements, such as fair and reasonable, may ultimately effect the Court’s approval, however 
they do not affect the present value calculation.   

7 Till v. SCS Credit Corp., page 2.   

8 There may be other financial methods, other than the formula approach, that can be utilized to reach the 
same result, but in any case the result should equal the result of the properly calculated formula 
approach.   
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With regard to the efficient market versus the inefficient market, the Supreme Court spoke 

clearly, that the interest rate must compensate the secured creditor for its opportunity costs, 

inflation risk, and default and nonpayment risk (“Total Risk”).  This rate should be irrespective 

of the manner in which it is derived.  If the rate can be found readily in the capital markets, or 

must be derived through the use of the formula approach with adjustments for the risk factors 

(circumstances of the estate, the security’s nature, and the reorganization plan’s duration and 

feasibility), it should still provide for the calculation of the amount of interest that must be paid 

to the secured creditor for enduring the risk of the debtor’s plan.   

V. Two-Prong Approach To Interest Rate Selection Method 

Many lower courts have used the “two prong” approach whereby if a market rate is available that 

this rate is used, and if not, a triggering event occurs causing the court to use the “Till Method” 

or “Till Rate” whereby the interest rate is calculated via the formula approach (or some other 

court approved method).  In either event, the rate must still provide interest to compensate for the 

Total Risk.   

VI. Does the Absence of a Market Mean Inefficiency or Just Unavailability? 

The lack of an efficient market producing a readily identifiable interest rate is not uncommon for 

the plan terms in Chapter 11 cases.  As a result, it is unusual when a court is presented with 

evidence of an efficient market.  The economic condition of market efficiency is generally 

defined when the market absorbs the available information and makes corresponding pricing 

decisions.  However, in Chapter 11 cases, the term efficient has come to be used synonymously 

with active and available.  However, does the mere absence of a capital market provider willing 

to extend a loan matching the plan terms mean that the market is inefficient in its evaluation of 

the plan’s risk?  Probably not, the market participants may be unwilling to lend to such high risk 

borrowers because of their own economic reasons, bank regulatory reasons, or the understanding 

that at a rate high enough to justly compensate the lender that the plan would have too high of a 

probability of plan failure, or approval of the bankruptcy feasibility requirements.   
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Lenders avoid making certain types of loans or loans where the risk cannot be adequately 

measured.  Certainly, there are many instances where the risk of loss is so certain that no rate of 

interest could properly reward the lender.  However, the lack of an active lender(s) making a 

particular type of loan does not immediately mean that there is not an efficient price that could 

be calculated for the funds.  It may simply mean that the terms and conditions of funding a loan 

in relation to the risk or timing of the returns of an investment are more apt to be consistent with 

an equity investment instead of a debt investment.   

Additionally, rational borrowers may conclude that their need for greater flexibility in the timing 

and/or amount of payments outweighs the additional cost of utilizing (more expensive) equity 

instead of debt and therefore there may not be an established and active market for these types of 

funds.  It may also mean that there is a lack of available lending opportunities for lender 

institutions to establish a profitable business line, notwithstanding the fact that an individual loan 

could be priced effectively.  In many instances, government regulations or accounting standards 

may prevent an otherwise willing lender from reasonably extending credit.   

VII. The Intersection of Market Efficiency, the Cramdown Interest Rate and Feasibility 

The Opinion also contained these words “Together with the cram down provision, this 

requirement obligates the court to select a rate high enough to compensate the creditor for its risk 

but not so high as to doom the plan. If the court determines that the likelihood of default is so 

high as to necessitate an “eye-popping” interest rate, the plan probably should not be confirmed.”   

This and other selected quotes from the Opinion have led some to conclude that the Opinion 

indicates that the rate chosen must be one that creates “plan feasibility”.  Certainly, however the 

second sentence of this quote cannot be ignored either as it indicates (without specifically saying 

why, though presumably for lack of feasibly being able to make the plan payments) that the plan 

should not be confirmed if the rate is too high.  Nevertheless, no matter how one wishes to 

interpret the various dialogue in the Opinion, there is clearly “ammo” for both sides of the 

interest rate selection argument.   
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The more complex problem for those wishing choose to use an interest rate that creates plan 

feasibility is the earlier confirmation by the Supreme Court that the present value must be 

returned to the secured creditor, and that the present value requirement is a separate and distinct 

test from plan payment feasibility.  Without returning the present value back to the secured 

creditor as required in Code Section 1129, there can be no plan confirmation.   

There is also this problem, in the final line of the first paragraph of the dissent Opinion written 

by Justice Scalia (joined by Justice O’Connor and Justice Kennedy), “My areas of agreement 

with the plurality are substantial.  We agree that, although all confirmed Chapter 13 plans have 

been deemed feasible by a bankruptcy judge, some nevertheless fail. . We agree that any deferred 

payments to a secured creditor 

must fully compensate it for the 

risk that such a failure will occur.  

Finally, we agree that adequate 

compensation may sometimes 

require an “‘eye-popping’” interest 

rate, and that, if the rate is too high 

for the plan to succeed, the 

appropriate course is not to reduce 

it to a more palatable level, but to 

refuse to confirm the plan. “ 

VIII. Reward: The Compensation For Taking Risk 

The fundamental financial relationship between risk and return affects expected rates of return 

on every investment.  In this context, risk means the possibility that the outcome may deviate 

from the expected result and return means the financial gain or loss of an investment.   

Investors are naturally averse to the downside and naturally seek to avoid losing their capital or 

receiving a return lower than originally anticipated.  As a result, the risk-return relationship is a 
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positive, direct relationship to the level of risk, meaning that as an investor takes higher levels of 

risk, the investor will require a greater return as compensation for that higher risk.  Conversely, if 

an investment has a lower level of risk then investors will accept a lower return.   

The capitalistic investment model 

is built around the concept of risk 

and return.  For example, a U.S. 

Treasury instrument provides a 

very low yield to an investor 

because it is considered to be the 

world’s safest investment (indeed, 

it is commonly referred to as “risk-

free” due to the minuscule risk of 

a payment default by the U.S. 

government).  In contrast, an issuer of a more risky corporate bond must offer a higher rate of 

return to attract investors.  Even more so, a common equity investment with no stipulated return 

from income and which has a junior claim to any return in liquidation has the greatest risk, but 

also the expectations of the greatest return.   

The market participants, through their risk assessment consider their opportunity costs, inflation 

risk, and default and nonpayment risks.  This is followed by competitive bidding for borrower’s 

loan who determines what amount of reward is appropriate for the risk, i.e., the final interest rate.  

When the stream of payments provided to the lender is discounted by this interest rate, the lender 

receives its present value.   

IX. The Formula Approach 

The Formula Approach, also known as the build-up method, determines an interest or equity rate 

by determining the cost of the various components of that rate.  The method is popular because it 
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is intuitively easy to understand; the final rate is the sum of all of the parts, which begins with a 

Base Rate and then adds to that amount as investors assume a greater level of risk.   

The methodology begins with a known underlying rate of interest and then adds or subtracts for 

various considerations to achieve the ultimate interest rate.  The starting point for the rate, 

referred to as the Base Rate, is often the Prime Rate or comparable “like-term” U.S. Treasury 

instrument.  Additional amounts are then added to, or subtracted from, the Base Rate to account 

for the various underlying risk to achieve the final interest rate estimate.   

There are two primary deficiencies in the Build-Up Method.  First, it requires an analyst to 

determine all of the risk factors attributable to an investment and inherent in a rate.  The 

considerations of the analyst include items affecting a lender’s opportunity cost, inflation risk, 

and default and non-payment risk.   

Second, the amount of the premium(s) required to be added (or subtracted) from the Base Rate 

are often not directly extractable from available market data and are likely to require significant 

judgment on the part of the analyst.  In general, smaller less frequently traded companies (or 

asset classes) in more obscure industries require a greater level of judgment.  Determining the 

amount of the adjustments from market data for a complex or atypical investment structure 

without substantial judgment is rarely possible because the adjustments cannot be extracted from 

the available market data.  Conceptually however, if all the risks are identified and properly 

adjusted, the resulting total will be an accurate measure of the interest rate.  This rate will 

compensate the secured creditor for its opportunity costs, inflation risk, and default and 

nonpayment risk.   

X. The Market Rate v. The Formula Approach Rate 

In Chapter 11 cramdown cases the goal of the formula approach is to create an estimate of the 

interest rate to provide the secured creditor with the present value of its security interest in its 

collateral.   
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The Justices inherently understood the higher cost and difficulty in accurately recreating the risk-

based rate that the capital markets produce in their ordinary course of business.  For this reason, 

the Justices expressed their preference that if a rate for the repayment terms exists in the capital 

markets, it should be used over a potentially erroneous or unnecessarily costly formula approach.   

Since the formula approach attempts to model the pricing necessary to compensate for the risk, 

market efficiency matters only when the results of the formula approach are suspect, but when 

given the choice between a market derived rate and a formula approach, the market rate is 

preferred because of its known accuracy.   

XI. Is “Hard Money” Efficient? 

In some courts, judges have taken the view that the financing offers from hard money lenders at 

high interest rates does not constitute an efficient market.  If a number of higher interest rate 

lenders are willing to lend at the plan terms, it seems contrary that this is not an efficient market.  

It may not be pleasant, and it may threaten the plan with higher than typical plan failure (or even 

ensure it), but a group of willing lenders willing to lend into the plan’s terms  seems to constitute 

the general the definition of efficient even if is a somewhat different color than normally seen by 

most borrowers in the market.   
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Turnaround Topics
BY FRANKLIND LEA

Before the U.S. Supreme Court’s Till v. SCS 
Credit Corp.1 decision in 2004, there was 
considerable debate about the methodology 

used to determine the appropriate rate of interest to 
be paid to secured creditors in bankruptcy cramdown 
cases. The underlying cause for this debate was the 
requirement by § 1129 of the Bankruptcy Code that 
a plan be “fair and equitable.” Although the case is 
considered an “interest rate case,” at its forefront 
was the condition in § 1129 (b) (2) (A) (II) that the 
secured creditor receive the present value of the 
secured creditor’s security interest in its collateral.2 
 In Till, the Supreme Court was presented with 
four methods commonly used to determine inter-
est rates by the bankruptcy courts and was asked 
to choose from among these methodologies. 
Ultimately, the Court reviewed the matter and 
strongly encouraged, if not directed, the use of the 
formula approach to determine the interest rate for 
bankruptcy plans. Unfortunately, due in part to the 
opinion’s murky wording and the fact that Till was a 
chapter 13 case, the debate continues over the proper 
methodology for determining interest rates in chap-
ter 11 cases. In retrospect, perhaps a better question 
to ask the Supreme Court might have been how one 
should test a debtor’s plan for conformity for return-

ing the present value of the secured creditor’s claim, 
rather than how to formulate the interest rate. 
 The value of a creditor’s collateral to be repaid 
by debtors to creditors in cramdown cases will likely 
always be a contentious issue. When the parties are 
not able to agree to a value of a creditor’s collateral 
included in a reorganization plan, parties routinely 
seek that determination through the bankruptcy courts. 
The court-determined value then becomes the value 
that a debtor must repay through the remaining plan 
terms. As such, in the confirmation of a bankruptcy 
case, the subtitle of this article, “You Name the Price, 
I’ll Name the Terms” can take on real meaning. 
 The argument over whether a plan is fair and 
equitable often focuses on the interest rate rather 
than the Bankruptcy Code’s present value require-
ments and other claim-repayment terms. Present 
value is a well-founded financial concept based on 
a mathematical computation, not a legal or equitable 
determination. It is calculated by combining the tim-
ing and amount of future payment(s) and discount-
ing these at a “rate” that compensates the creditor 
for the use of its money over time and the risks of 
debtor default.3 The same discounting process can 
be used to determine other values, but only one that 
uses a rate that reflects the time value of money and 
the pricing risk meet the definition of present value. 

Franklind Lea
Tactical Financial 
Consulting; Atlanta

Remembering How We Got to Till
You Name the Price, I’ll Name the Terms

1 Till v. SCS Credit Corp., 541 U.S. 465 (2004).
2 Section 1129(b)(2)(A)(II) mandates “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 the property.”

Franklind Lea, 
CIRA, is president 
of Tactical Financial 
Consulting, a 
nationally oriented 
Atlanta firm that 
provides financial 
consulting and 
related services, 
as well as expert 
witness testimony.

Chart 1: Schools of Thought

School of Thought: Prime Plus 1 to 3 Percent (Say Prime Plus 2 Percent)

Year 1 2 3 4 5

Annual Payment $363,703 $363,703 $363,703 $363,703    $363,703

Balloon Payment $0 $0 $0 $0 $4,437,988

Total Payment $363,703 $363,703 $363,703 $363,703 $4,801,691

School of Thought: Make the Plan Work (Say 7.25 Percent)

Year 1 2 3 4 5

Annual Payment $438,760 $438,760 $438,760 $438,760    $438,760

Balloon Payment $0 $0 $0 $0 $4,559,258

Total Payment $438,760 $438,760 $438,760 $438,760 $4,998,018

School of Thought: Risk-Oriented Rate

Year 1 2 3 4 5

Annual Payment $519,378 $519,378 $519,378 $519,378    $519,378

Balloon Payment $0 $0 $0 $0 $4,657,899

Total Payment $519,378 $519,378 $519,378 $519,378 $5,177,277

3 The rate can go by a number of different names, including discount rate, mortgage dis-
count rate, internal rate of return and, most commonly, interest rate. 
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 Neither the Code nor the Till opinion suggests that the pres-
ent-value formula be altered from its normal usage in the finan-
cial community for use in bankruptcy cases. In fact, in Till, the 
justices go to great lengths to express their intention of protecting 
the Code’s requirement that the creditor receive the present value 
of its collateral interest, as they mention the present-value con-
cept numerous times throughout the opinion.4 The most direct of 
all of these is in footnote 4, in which Justice John Paul Stevens 
stated that “we use the term ‘present value’ to refer to the value 
as of the effective date of the bankruptcy plan.”5 Equally telling 
is the substantial discussion at the Till hearing before the justices 
when the term “present value” is used nine times and the concept 
is discussed at length, with neither party arguing that the concept 
or calculation process of present value should be adjusted.6 
 Due in large part to the imprecise wording in the Supreme 
Court’s opinion, the outcome of Till appears to be the devel-
opment of three different interpretations or “schools of 
thought” for determining the interest rate. These include the 
“prime plus 1 to 3 percent interest rate,” the “find an interest 
rate that makes the plan (feasibly) work,” and the “determine 
an interest rate that reflects the risk to the secured creditor.” 
Until this area of the law is further refined, restructuring pro-
fessionals and their clients will continue to debate this issue. 
 In some bankruptcy cases, some or all of these schools of 
thought may overlap and coincide to agree on a single interest rate. 
In many cases, however, they do not, and each one creates its own 
unique interest rate. As an example, the three interpretations of 
Till may allow for each of these three conclusions: (1) a rate in the 
range of prime plus 1 to 3 percent, say prime plus 2 percent (cur-
rently 5.25 percent); (2) a rate of 7.25 percent that makes the plan 
work; and (3) an interest rate of 9.25 percent that compensates the 
creditor for the time value of money and the risk that it will incur 
in the plan. To provide the present value, however, as required by 
its common-use definition as described by both § 1129 and the Till 
opinion, the interest rate must compensate the debtor for the risks 
that it is anticipated to experience from the plan repayment terms. 
 In addition to our interest rates, assume that the value of the 
secured creditor’s interest in its collateral is $5 million, and that the 
plan has a five-year term and a 25-year amortization. Also assume 
that the debtor has $525,000 of cash flow available to service the 
debt in the first year of the plan, and that in order to prove feasibil-
ity, the bankruptcy court has required the debtor to show that its 
first year of cash flow will provide a 1.20 debt service coverage 
(DSCR). Using the parameters of these three schools of thought, 
Chart 1 shows some payment scenarios that can be generated.

 The examples in Chart 2 provide that at the interest rates 
of 5.25 percent and 7.25 percent, the plan has sufficient cash 
flow to meet a DSCR of at least 1.20. Therefore, the first 
two schools of thought provide a feasible outcome. Chart 2 
also shows, however, that at the higher risk-oriented rate, the 
DSCR is only 1.01 and plan feasibility fails to occur. 
 Therefore, if the court were to approve a rate of 7.25 percent 
(or lower), feasibility will be assured. This approval will set annual 
plan payments of $438,760, with a balloon payment of $4,559,258 
due in the fifth year. However, in addition to proving feasibility for 
a plan’s confirmation, the Code also specifically requires — and 
Till confirms — the need for the plan to provide to the secured 
creditor its $5 million of present value. As a result, the plan must 
be further scrutinized to assure its compliance with providing the 
present value back to the secured creditor. This can be done by 
taking the proposed payment stream that is feasible (generated at 
the 7.25 percent interest rate) and discounting this payment stream 
by the risk-oriented interest rate of 9.25 percent (see Chart 3).
 The discounted plan payments generate a present value of 
$4,625,065. In this instance, the amount paid to the secured 
creditor is $374,935 less than the required present value of its 
$5 million security interest in the debtor’s collateral. Since 
the plan does not provide at least $5 million of value to the 
secured creditor, the plan does not meet the Bankruptcy Code 
requirement of § 1129 (b) (2) (A) (II) as required for plan con-
firmation. Further, if the payment stream shown in Chart 1 for 
the “Prime Plus 2 Percent” (i.e., 5.25 percent) had been used 
instead of the 7.25 percent interest rate payment stream, the 
resulting amount would have been even lower, creating an 
even greater deficit in the present value paid to the creditor. 
 In instances in which the risk-oriented interest rate rises 
above the rates generated from the other schools of thought, 
plan confirmation cannot be achieved without additional 
value being paid to the secured creditor. In order to ascertain 
when these situations might occur, bankruptcy judges need to 
rely on evidence proffered by attorneys who are well versed 
in present-value analysis, coupled with knowledgeable expert 
witnesses who are equally well versed in pricing risk.  abi

4 See Till, 541 U.S. at 469, 472, 476 and 483 (discussing concept of present value).
5 See id. at 439, n.4.
6 See Transcript of Oral Argument, Till v. SCS Credit Corp., 541 U.S. 465 (2003) (No. 02-1016), available at 

www.supremecourt.gov/oral_arguments/argument_transcripts.aspx.

Chart 2: Plan Feasibility

5.25 Percent 7.25 Percent 9.25 Percent

Cash Flow - Year 1 $525,000 $525,000 $525,000

Annual Payment $363,703 $438,760 $519,378

Debt Service Coverage Ratio 1.44 1.20 1.01

Required DSCR for Feasibility 1.20 1.20 1.20

Feasibility Test Pass Pass Fail

Chart 3: School of Thought: Make the Plan Work (Say 7.25 Percent)

Year 1 2 3 4 5

Annual Payment $438,760 $438,760 $438,760 $438,760    $438,760

Balloon Payment $0 $0 $0 $0 $4,559,258

Total Payment $438,760 $438,760 $438,760 $438,760 $4,998,018

Discount Factor of 9.25 Percent 0.91533 0.83783 0.76689 0.70196 0.64253

$401,611 $367,607 $336,482 $307,993 $3,211,372

Present Value $4,625,065

Copyright 2014 American Bankruptcy Institute.
Please contact ABI at (703) 739-0800 for reprint permission.
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Feature
BY DAVID S. JENNIS AND KATHLEEN L. DISANTO

Section 109 of the Bankruptcy Code provides 
that “only a person that resides or has a domi-
cile, a place of business, or property in the 

United States, or a municipality may be a debtor 
under this title.” Section 101(41), in turn, includes 
individuals, partnerships and corporations in the 
definition of “person.” Section 101(9), however, 
limits the definition of “corporation” to certain busi-
ness entities — one of which is a business trust.
 Whether a trust is eligible for relief under the 
Bankruptcy Code is a fact-intensive question that 
often must be decided on a case-by-case basis, but 
this was not always the case.1 Prior to 1978, the 
Bankruptcy Code did not include “business trusts” 
in the definition of “corporation.”2 Although the 
Bankruptcy Reform Act of 1978 added the term 
“business trust” to the definition of “corporation,” 
Congress did not define the term “business trust.”3 
As a result, courts have applied a variety of factors 
in analyzing whether a trust qualifies as a business 
trust, but no definitive or all-inclusive list of char-
acteristics exists.4

 The issue of whether an entity qualifies as a busi-
ness trust has been litigated in bankruptcy courts 
across the nation and is currently pending before 
the Eleventh Circuit.5 Sometimes the question is 
further complicated if state law requires certain fil-
ings or registrations with the state to create a busi-
ness trust under state law.6 Notwithstanding the fact 
that modern case law acknowledges that the failure 
to register the trust in accordance with state law does 
not cause the trust to fail as a business trust ab initio 
and is simply one factor that a court may consider 
in determining whether a trust is a business trust eli-
gible for relief under the Bankruptcy Code,7 creditors 
often take the position that a trust’s failure to comply 
with a state law registration or filing requirement ren-
ders the trust ineligible for relief under § 109 of the 
Bankruptcy Code, even if the trust otherwise oper-
ates a business and does not merely hold property for 
probate avoidance or asset protection. 
 Bankruptcy courts focus their analysis on the 
trust documents and the totality of the circumstanc-

es in analyzing whether a trust qualifies as a busi-
ness trust that is eligible to seek protection under 
the Bankruptcy Code pursuant to § 109.8 Some 
courts have opted to apply the “primary purpose 
test,” which distinguishes business trusts created 
to transact business for profit from family trusts 
intended to preserve the res.9 Other courts con-
sider multiple factors in analyzing whether a trust 
is eligible for relief under § 109 of the Bankruptcy 
Code.10 Several courts have adopted the six-fac-
tor balancing test first articulated in Morrissey v. 
Commissioner of Internal Revenue11 to evaluate 
whether a trust is a business trust, which include 
the following factors:

• The trust was created and maintained for a 
business purpose;
• Title to the property is held by a trustee;
• Management is centralized;
• Its continuity is uninterrupted by death among 
beneficial owners;
• Interests are transferable; and
• It is a limited liability trust.12

 To further muddy the waters, the Second Circuit 
has articulated a slightly different formulation of the 
balancing factors. Based on the Second Circuit’s 
ruling in Secured Equipment Trust of Eastern Air 
Line Inc., courts first look to whether a trust has the 
attributes of a corporation, then to the purpose of 
the trust, next to whether the trust engages in busi-
ness-like activities, and finally to whether the trust 
provides benefits to its beneficiaries (which is not 
constrained to merely profits) to determine whether 
a trust falls within the ambit of §§ 101(9), 101(41) 
and 109 of the Bankruptcy Code.13

 Regardless of whether the primary-purpose test 
or a balancing test is applied to determine whether 
an entity is eligible to be a debtor under § 109 of 
the Bankruptcy Code, courts must engage in a fact-
specific analysis focused on both the purpose and 

Trust or Debtor: You Decide

1 Tr. of Hr’g, 16:24-17:2, In re Shuaney Irrevocable Trust, Case No. 11-31887-WSS 
(Bankr. N.D. Fla. May 3, 2012).

2 Brady-Morris v. Schilling (In re Kenneth Allen Knight Trust), 303 F.3d 671, 679 (6th Cir. 
2002).

3 Id.
4 Id.
5 See Beach Community Bank v. Shuaney Irrevocable Trust (In re Shuaney Irrevocable 

Trust), 3:12-cv-296, (N.D. Fla. 2013) (affirming bankruptcy court’s determination that the 
trust at issue, which had not been registered as a business trust with the State of Florida, 
was nevertheless eligible for relief under the Code).

6 By way of example, Section 609.02 of the Florida Statutes requires business trusts to 
register with the state. New Hampshire, Nevada, Oregon, South Carolina, South Dakota, 
Utah and West Virginia appear to have enacted statutes containing similar requirements.

7 In re Star Trust, 237 B.R. 827, 832 (Bankr. M.D. Fla. 1999).

8 In re William Pace Trustee of Pace Irrevocable Trust, 376 B.R. 334, 336 (Bankr. M.D. 
Fla. 2007); In re Star Trust, 237 B.R. at 831; In re St. Augustine Trust, 109 B.R. 494, 496 
(Bankr. M.D. Fla. 1990).

9 In re Kenneth Allen Knight Trust, 303 F.3d at 676; Merrill v. Allen (In re Universal Clearing 
House Co.), 60 B.R. 985, 991 (D. Utah 1986); In re Metro Palms I Trust, 153 B.R. 922, 
923 (Bankr. M.D. Fla. 1993); In re Hemex Liquidation Trust, 129 B.R. 91, 97-98 (Bankr. 
W.D. La. 1991); In re Medallion Realty Trust, 103 B.R. 8, 11-12 (Bankr. D. Mass. 1989); 
In re Treasure Island Land Trust, 2 B.R. 332, 334 (Bankr. M.D. Fla. 1980).

10 In re Eagle Trust, 1998 WL 635845, at *4 (E.D. Pa. 1998) (district court affirmed bank-
ruptcy court’s order dismissing bankruptcy case based on application of four-factor test).

11 296 U.S. 344, 359-60 (1935).
12 Mosby v. Boatmen’s Bank of St. Louis County (In re Mosby), 61 B.R. 636, 638 (E.D. Mo. 

1985); In re Star Trust, 237 B.R. at 831; In re St. Augustine Trust, 109 B.R. at 496; In re 
Margaret E. DeHoff Trust I, 114 B.R. 189, 191 (Bankr. W.D. Mo. 1990); In re Vivian A. 
Skaife Irrevocable Trust Agreement No. 1, 90 B.R. 325, 328 (Bankr. E.D. Tenn. 1988).

13 38 F.3d 86, 89 (2d Cir. 1994).
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operations of the trust.14 Due to the fact-based nature of the 
inquiry and the overlap of some of the balancing factors with 
the primary purpose test, some courts have applied both tests 
in assessing whether a trust qualifies as a business trust.15

 More recently, in Shuaney Irrevocable Trust, when faced 
with the issue of determining whether a trust qualified as a 
business trust case, Judge Shulman16 adopted the “primary 
purpose test” articulated by the Sixth Circuit. An appeal of 
his ruling denying the creditor’s motion to dismiss is cur-
rently pending before the Eleventh Circuit. In applying the 
“primary purpose test,” Judge Shulman concluded that the 
trust, which owned undeveloped real estate (in addition to 
operating and leasing multiple residential commercial prop-
erties) for the purpose of creating business opportunities 
for the settlor’s children, was eligible for relief under the 
Bankruptcy Code, even though (1) the trust had not regis-
tered in accordance with § 609.02 of the Florida Statutes, 
(2) the settlor’s children were the beneficiaries, (3) the trust 
contained a spendthrift provision, (4) the debtor had no occu-
pational licenses, (5) the trust was not registered as a ficti-
tious name and (6) the trust had no employees.17 In affirming 
Judge Shulman’s decision, the district court acknowledged 
that there are few bright-line rules on the issue of whether an 
unregistered trust is eligible for relief under the Bankruptcy 
Code, and whether a trust was “created as a business trust 
[or] registered as such in the State of Florida ... is not alone 
determinative of the matter.”18

 While no one factor is dispositive, given the equitable 
nature of the balancing test and the Bankruptcy Code itself, 
a trust that is engaged in actively operating a business, even 
a smaller business, should qualify as a business trust and be 
eligible for relief under the Bankruptcy Code. Creditors, par-
ticularly lenders who chose to conduct business with the trust 
and surely evaluated its assets in providing financing, should 
not be given unfair leverage over the reorganization process 
by seeking dismissal of the case where the debtor trust has 
simply not satisfied the technical requirements of state law 
registration requirements.
 Several of the decisions where bankruptcy courts have 
concluded that a trust is not eligible for relief under the 
Bankruptcy Code are easily distinguishable from situations 
where the trust operates a business but may not satisfy every 
factor of the balancing test adopted by various bankrupt-
cy courts. For example, although more than 20 years ago 
Judge Alexander Paskay determined that the trust was not 
a business trust because it had failed to register in compli-
ance with § 609.02 of the Florida Statutes, Judge Paskay 
also considered the fact that the debtor did not have trans-
ferable certificates, employees or business activities, did not 
buy or sell merchandise or provide a service, and did not file 

tax returns in concluding that the debtor was not a business 
trust.19 The court also seized on the fact that the trust did 
not hold the license to operate the adult congregate living 
facility involved in that case; rather, it was held by an entity 
controlled by the physician who had created the trust. While 
the result of the Court’s ruling was somewhat draconian in 
Mohan Kutty, the result was supported by other indicia of 
bad faith associated with the filing.
 The Tax Code and Treasury Regulations may also be 
instructive in determining whether a debtor is eligible 
for relief under § 109 of the Bankruptcy Code. Treasury 
Regulation § 301.7701-1 describes the classification of orga-
nizations for federal tax purposes, including trusts. Treasury 
Regulation § 301.7701-4, in turn, provides that trusts do not 
have associates or an objective to carry on business for profit 
and classifies trusts as “ordinary trusts” or “business trusts.” 
Importantly, Treasury Regulation § 7701-4 also provides 
that “the fact that any organization is technically cast in 
the trust form, by conveying title to property to trustees for 
the benefit of persons designated as beneficiaries, will not 
change the real character of the organization if the organi-
zation is more properly classified as a business entity under 
§ 301.7701-2.”
 Treasury Regulations § 301.7701-2 and 3 establish rules 
for classifying organizations that are not trusts, much of 
which are contingent upon the entity making an election. In 
the absence of an election by the entity, the default provi-
sion for classification results in the entity being treated as 
a partnership if it has two or more members. While much 
of the litigation is over whether a debtor qualifies as a busi-
ness trust — placing it within the ambit of § 101(9)’s defini-
tion of a corporation — another argument creative debtors’ 
counsel may raise is that the trust is akin to a partnership, 
which is another type of entity that is eligible for relief under 
§ 101(41). In an unpublished oral ruling, Judge Catherine 
Peek McEwen recently concluded that a trust that operated 
a multi-family apartment complex but had not registered 
as a business trust under the Florida Statutes or filed tax 
returns in the name of the trust could nevertheless be eligible 
for relief under §§ 101(41) and 109 as a partnership, based 
on her analysis of the Tax Code and applicable Treasury 
Regulations.20

 The posture in which the issue of whether a trust is a 
business trust eligible for relief under the Bankruptcy Code 
is litigated also raises an interesting procedural issue. As 
noted above, creditors (or the U.S. Trustee) are typically the 
parties who will challenge whether a debtor is qualified as a 
business trust under § 101(9) of the Bankruptcy Code, often 
through a motion to dismiss, which presents an interesting 
procedural question: Who bears the burden of proof? While 
typically the party seeking dismissal bears the burden of 
proof, debtors also bear the burden of establishing that they 

14 In re Happy Trust Three, 122 Fed. Appx. 527, 528 (2d Cir. 2004); In re Jin Suk Kim Trust d/b/a La Union 
Mall, 464 B.R. 697, 704 (Bankr. D. Md. 2011).

15 In re Jin Suk Kim Trust, 464 B.R. at 703-04; In re Koch V. Hankins Judgment Creditor Trust, 2006 WL 
3040765, at *2-3 (Bankr. D. Ariz. Oct. 24, 2006).

16 Judge Shulman, a bankruptcy judge for the Northern District of Alabama, sits by designation and also 
hears bankruptcy cases for the Bankruptcy Court for the Northern District of Florida.

17 Tr. of Hr’g, 7:813, 8:4-6, 9:17-23, 10:5, 12:9-11, In re Shuaney Irrevocable Trust, Case No. 11-31887-
WSS (Bankr. N.D. Fla. May 3, 2012).

18 Beach Community Bank v. Shuaney Irrevocable Trust (In re Shuaney Irrevocable Trust), 3:12-cv-296/LAC, 
Order Affirming Bankruptcy Court’s Order (Doc. No. 23), 9 (N.D. Fla. Mar. 7, 2013).

19 In re Mohan Kutty Trust, 134 B.R. 987, 989 (Bankr. M.D. Fla. 1991) (citing In re Treasure Island Land 
Trust, 2 B.R. 332 (Bankr. M.D. Fla. 1980)).

20 Tr. of Hr’g, 14:5-15:16, In re The Howard P. Horton Whitfield Apartments Revocable Trust Dated April 12, 
1996, a Florida Trust, Case No. 13-02855-CPM (Bankr. M.D. Fla. Aug. 12, 2013).
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are eligible for relief under § 109.21 The case law on point 
is not particularly instructive. At least one court has opined 
that the burden is on the moving party seeking dismissal, 
while others, including the Second Circuit, have placed the 
burden of proof on the debtor.22 Still a third court created a 
shifting burden of proof in requiring the creditor to make a 
prima facie showing that the trust was not a business trust, 
but imposing the ultimate burden of persuasion on the debt-
or.23

 By possibly creating controlling precedent that pro-
vides a definitive answer as to what a business trust is, the 
Eleventh Circuit should encourage bankruptcy courts to 
liberally apply the primary-purpose test or a balancing test 
in assessing whether a trust is eligible for relief under the 
Bankruptcy Code to avoid the harsh (and arguably ineq-
uitable) result of requiring a trust to comply with the reg-
istration requirements of § 609.02 of the Florida Statutes 
to satisfy § 109 of the Bankruptcy Code. Trusts that might 
not comply with state statutes like § 609.02 of the Florida 
Statutes, but that operate businesses and exhibit other indicia 
akin to corporations or limited liability companies, should 
not be deprived of the opportunity to seek the protections 
and relief afforded by the Bankruptcy Code based on a mere  
technicality.  abi

21 In re City of Bridgeport, 129 B.R. 332, 334 (1991).
22 In re Charles St. African Methodist Episcopal Church of Boston, 478 B.R. 73, 83 (Bankr. D. Mass. 2012) 

(when entity is considered corporation under state law, presumption arises in favor of debtor that entity 
is corporation for purposes of § 101(9) and the burden of proof is on the party challenging the entity’s 
status as a corporation); but see In re Secured Equipment Trust of Eastern Air Lines Inc., 38 F.3d 86, 89 
(2d Cir. 1994); In re General Growth Props. Inc., 409 B.R. 43, 70 n.43 (Bankr. S.D.N.Y. 2009) (burden of 
proof on debtor to establish eligibility as a business trust under § 109).

23 In re Gulfcoast Irrevocable Trust, 2012 WL 6005716, at *3 (Bankr. D.P.R. Nov. 30, 2012).




