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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 
value to decline before the debtor pays, and there is a nonpayment risk. In choosing an interest rate 
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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 

                                                                                                                                             

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.   



Market Efficiency: Does It Really Matter In Chapter 11 Cram Down Cases?  By Franklind 

Lea 

 

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.   


