Southern District Disallows Make Whole Payments
and Market Interest Rates in Momentive Bankruptcy
Proceedings
By Garry M. Graber and Craig T. Lutterbein
Judge Robert D. Drain of the
Bankruptcy Court for the Southern
District of New York recently issued
a bench ruling in the Momentive
Performance Materials (“Momentive”)
bankruptcy proceeding that continues two frustrating and expensive
trends for secured lenders on the
issues of “make whole” payments
and cram-down interest rates.1 In
that case, Momentive filed a plan of
reorganization that proposed to repay
certain senior note holders in full but
without a make whole payment that
the note holders argued was required
under the indenture executed by Momentive and at an interest rate below
the prevailing market.2 Although the
note holders objected to confirmation,
Judge Drain held that Momentive (i)
did not have to pay the make whole
payment, and (ii) was not required
to pay interest at market but rather
only as calculated in accordance with
the formula set forth in the Supreme
Court’s decision in Till v. SCS Credit
Corp.3 Based on that ruling, Judge
Drain confirmed the Plan.4 As a
result, the note holders lost approximately $200 million in make whole
payments and received replacement
notes with below market interest
rates, thus furthering their losses.5
By way of background, pre-petition, Momentive issued $1.1 billion
in first lien notes and $250 million in
so called “1.5 lien notes.” Pursuant to
the indenture, Momentive was permitted to repay both the first lien and
1.5 lien notes in full prior to maturity.
However, if it did choose to pay the
notes early, Momentive was required
to pay a portion of the interest that
would have accrued on the notes
if they had not been paid early. On
Momentive’s petition date, both sets
of notes were oversecured.
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In its chapter 11 proceedings,
Momentive filed a Plan that proposed
to cram-down the note holders by
repaying the notes in full through
the issuance of replacement notes.
Momentive, however, only proposed to distribute new notes in the
amount of principal and interest due
on the notes as of the effective date
of the Plan and did not propose to
pay the make whole payment in any
manner. Momentive also proposed
to repay the new notes at a below
market interest rate based on the
prime rate plus a small increase for
risk. In response to this proposed
treatment, the note holders voted
against the plan and filed objections
claiming that the treatment afforded
to them was not “fair and equitable”
as required to cram-down a secured
creditor by section 1129(b) of the
Bankruptcy Code.6
In determining that the note
holders were not entitled to the make
whole payment, Judge Drain focused
on the fact that the note holders
would not be entitled to the make
whole payment outside of bankruptcy under state law.7 Along with the
early repayment provisions, which
required the make whole payment,
the notes also provided the note holders with the right to non-consensually
accelerated payment under the notes
upon default.8 The notes also provided that payment under the notes
was to be automatically accelerated
in certain circumstances, including
Momentive’s filing bankruptcy.9 Accordingly, Judge Drain explained that
the interaction between the indenture’s early repayment and acceleration terms governed whether the note
holders were entitled to the make
whole payment.
Judge Drain continued that New
York law clearly provides that a lend-

er forfeits its rights to consideration
for early repayment if the lender
accelerates the balance of the debt
without the consent of the borrower.
Under New York law, Judge Drain
explained, this rule has only two
exceptions: 1) if a debtor intentionally defaults to trigger an acceleration
specifically to avoid paying the make
whole payment; and 2) if the contract
clearly and unambiguously requires
the make whole payment in the event
of an acceleration.10 Because the indenture in question did not expressly
provide that the make whole payment was due upon a nonconsensual
acceleration and Momentive did not
willfully trigger acceleration simply
to avoid paying the make whole payment, Judge Drain held that Momentive was not required to pay the make
whole payment.11
Judge Drain’s decision in Momentive is not without precedent. In coming to his conclusion, Judge Drain
considered and followed several
recent cases holding that make whole
payments are not required upon acceleration after a bankruptcy filing
unless expressly provided for in the
indenture under which the notes are
issued. Most significant of these rulings is the Second Circuit’s ruling in
U.S. Bank Trust National Association vs.
American Airlines (In re AMR Corp.).12
There, the Second Circuit denied
bond holders a make whole payment
in the American Airlines case because,
under very similar reasoning to Judge
Drain’s decision in the Momentive
case, the indenture did not expressly
require that the make whole payment
be made after an automatic nonconsensual acceleration of the debt.
Accordingly, Judge Drain’s decision
in Momentive is more a continuation
of a trend towards disallowing creditor claims for make whole payments
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rather than novel decision on a matter of first impression. As such, the
Momentive decision should serve as a
clear warning to counsel to carefully
draft early repayment and acceleration provisions in indentures if they
intend for a make whole payment to
be enforceable in bankruptcy, because
more likely than not bankruptcy
courts will not attempt to distinguish
the Second Circuit’s holding in AMR.
Judge Drain also denied the note
holders’ objection to the interest rate
proposed by Momentive.13 Rather
than require Momentive to pay the
then prevailing market interest rate
on the new notes, Judge Drain held
that the appropriate mechanism for
calculating a cram-down interest rate
is not the market rate but a formula
that considers the current prime rate
increased by a small risk factor.14
Judge Drain’s decision, accordingly,
applies the formula set forth in the
Supreme Court’s decision in Till vs.
SCS Credit Corp.15 and the Second
Circuit’s decision in In Re Valente.16
The holding is significant because,
despite the fact that, in Till, the Supreme Court clearly and unambiguously held the appropriate formula
for determining an interest rate under
a Chapter 13 plan is prime plus risk,
the Court has never held that the Till
formula is appropriate in the context
of Chapter 11 proceedings. The holding is, accordingly, bad news for secured creditors because it signals that
debtors will be permitted to replace
notes with market or above interest
rates with notes with much lower
interest rates through cram-down in
chapter 11.
Although the Momentive decision appears to be a continuation of a
trend towards denying make whole
payments rather than a novel ruling,
Judge Drain’s expressed logic with
respect to when a make whole pay-

ment is waived by a secured creditor
does serve as a guide for counsel on
how to properly construct prepayment and acceleration terms within
indentures. As a result of the ruling,
counsel is warned that indentures
must clearly and unambiguously
provide that make whole payments
are required after involuntary accelerations, including involuntary
acceleration as a result of bankruptcy,
if counsel desires the make whole
provisions to be enforced in the bankruptcy context. The Momentive decision is also further confirmation that
debtors will be able to cram-down
secured creditors at very favorable
interest rates in the Southern District
of New York.
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