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by Gerrit M. Pronske* and Patrick J. Neligan, Jr. **

INTRODUCTION

During the current survey period, June 1, 1986 to May 31, 1987,
the Fifth Circuit Court of Appeals decided several cases significantly
affecting the balance between creditors and debtors in bankruptcy
cases. These decisions involved issues such as the parameters of a
secured creditor's interest in property of a debtor's estate that requires
adequate protection; the requirements for perfecting assignments of
rentals in bankruptcy proceedings; and the effect of a provision in a
confirmed plan of reorganization releasing a third party guarantor.

The subjects discussed in this survey article are as follows:
I. Application of the Doctrine of Res Judicata to Dis-

charge a Nondebtor Guarantor by a Chapter 11 Plan
of Reorganization of the Debtor
A. Republic Supply Co. v. Shoaf
B. Authority of a Bankruptcy Court to Release the

Guaranty of a Nondebtor
C. Decision of the Shoaf Court: Res Judicata Bars

Collateral Attack of the Bankruptcy Court's Re-
lease of a Nondebtor Guarantor
1. Identity of the Parties
2. Prior Judgment by a Court of Competent

Jurisdiction
3. Final Judgment on the Merits
4. Same Cause of Action

D. The Importance of Republic Supply Co. v. Shoaf
II. Postpetition Perfection of Security Interest in Rentals
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A. Casbeer v. State Federal Savings & Loan Associ-
ation (In re Casbeer)

B. Holding of the Case: A Mortgagee May Perfect
an Assignment of Rentals Post-Bankruptcy Under
Section 546(b) of the Bankruptcy Code

C. Conclusion
III. Adequate Protection for the Secured Creditor in Bank-

ruptcy: Rejection of the Requirement to Pay Lost
Opportunity Costs
A. Holding in Timbers I: The Bankruptcy Code Pro-

hibits Payment of Lost Opportunity Costs to an
Undersecured Creditor

B. Facts of Timbers I
C. Protecting the Collateral's Value from Misuse or

Decline: Concept of Adequate Protection in Tim-
bers I

D. Compensation for Lost Opportunity Costs as a
Requirement for Adequate Protection: A Question
of Statutory Construction

E. History of Adequate Protection Within the Bank-
ruptcy Code: Were Lost Opportunity Costs Ever
Contemplated by the Drafters of the Code?

F. The Fifth Circuit's Rejection of Lost Opportunity
Costs as an Element of Adequate Protection: A
Comparison with Other Circuits
1. In re American Mariner
2. Criticisms of American Mariner in Timbers I
3. In re Briggs Transportation
4. Criticism of Briggs in Timbers I

G. Importance of Timbers I
IV. Timbers II: Reconsideration of Lost Opportunity Costs

as an Element of Adequate Protection
A. Timbers I Reconsidered: The Bankruptcy Code

Prohibits Compensation for Lost Opportunity
Costs

B. Reasoning of the Majority: Congress Never In-
tended to Require Postpetition Interest on the
Secured Claim as an Element of Adequate Pro-
tection

C. Concurrence: An Intermediate Position on Lost
Opportunity Costs
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D. Compensation for Lost Opportunity Costs is Man-
dated by the Code: A Reply by the Dissent

E. Impact of Timbers H on Bankruptcy Practice in
the Fifth Circuit

V. The Supreme Court Speaks
VI. Conclusion

I. APPLICATION OF THE DOCTRINE OF RES JUDICATA TO DISCHARGE

A NONDEBTOR GUARANTOR BY THE CHAPTER 11 PLAN OF

REORGANIZATION OF A DEBTOR

In Republic Supply Co. v. Shoaf,' the Fifth Circuit Court of
Appeals determined the legal effect of a final confirmation order of
a bankruptcy court that expressly released a third party guarantor.
The holding of the case was that an explicit release of a nondebtor
guarantor by the plan of reorganization of a Chapter 112 debtor is
res judicata in a subsequent action brought against the guarantor,
despite the lack of jurisdiction of the bankruptcy court to effectuate
the release of the guarantor.' Although a number of courts, both in
and out of the Fifth Circuit, have addressed the scope of the power
of a bankruptcy court to discharge a nondebtor guarantor, the Shoaf
case is the first published decision in any circuit under the Bankruptcy
Cod& dealing with the res judicata effect of a bankruptcy court's
improper release of a nondebtor guarantor.

A. Republic Supply Co. v. Shoaf

Dr. Joseph Shoaf was a principal in Command Energy Company,
(the "Company") a company engaged in the business of drilling oil
wells.5 In connection with the purchase of supplies from Republic
Supply Company ("Republic"), Republic required Shoaf to sign a
guaranty of indebtedness of the Company. 6 After Shoaf departed from

1. 815 F.2d 1046 (5th Cir. May 1987).
2. 11 U.S.C. §§ 1101-1174 (1982 & Supp. IV. 1986) (reorganizations).
3. 815 F.2d at 1054.
4. Bankruptcy Reform Act of 1978, Pub. L. No. 95-598, 92 Stat. 2549, amended by

Bankruptcy Amendments and Federal Judgeships Act of 1984, Pub. L. No. 98-353, 98 Stat. 333,
amended by Bankruptcy Judges, United States Trustees, and Family Farmers Bankruptcy Act of
1986, Pub. L. No. 99-554, 100 Stat. 3088 (codified as amended at 11 U.S.C. §§ 101-1330 (1982
& Supp. IV 1986) [hereinafter the Code]).

5. 815 F.2d at 1047.
6. Id.
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the Company, the Company became delinquent in its account with
Republic, and Republic sued Shoaf in federal district court on the
guaranty for the Company's debts, which then exceeded $900,000.7
While the federal district court lawsuit against Shoaf was pending, the
Company filed a petition under Chapter 11 of the Code.'

The only substantial source of money from which the Company
could pay creditors was a claim to the proceeds of an insurance policy
covering thedife of a co-guarantor of the Company's debt. 9 Entitlement
to the insurance proceeds was disputed between the Company, who
paid the premiums for the policy, and the wife of the co-guarantor,
the named beneficiary.' 0 In the Company's Chapter 11 plan of reor-
ganization, the wife of the co-guarantor agreed to release $850,000 of
the insurance proceeds, but in return insisted on the release of all
guarantors of the debtor, including Shoaf." Although a representative
of Republic questioned the authority of the bankruptcy court to release
the guaranty of a nondebtor in a hearing held before the bankruptcy
court, no objection to the plan of reorganization was filed by Republic
or any other creditor of the Company. 2

After confirmation of the Company's Chapter 11 plan of reor-
ganization, Shoaf amended his answer in the district court action to
plead the defense of res judicata. 3 The district judge rejected the res
judicata defense and entered judgment for Republic on the guaranty,
holding that the Company's Chapter 11 plan of reorganization did
not effectively release Shoaf from the guaranty because the bankruptcy
court was without authority under the Bankruptcy Code to relieve a
third party of his guaranty obligation.14

On appeal to the Fifth Circuit, Shoaf contended that the district
court erred in refusing to give res judicata effect to the confirmation
order. 5 The response of Republic was that res judicata was not an

7. Id. at 1048.
8. Id.
9. Id.

10. Id.
11. Id.
12. Id. at 1049. In response to comments made in court by the representative of Republic

disputing the propriety of releasing a guarantor, the bankruptcy judge suggested that an objection
to confirmation could be filed by the creditor. No such objection was filed. Id.

13. Id.
14. Id.
15. Id. Shoaf also contended that the district court had erred in denying his arguments that
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issue in the case because a provision in a confirmation order that
purports to release a guarantor is without effect, as it is beyond the
authority of the bankruptcy court. 6

B. Authority of a Bankruptcy Court to Release the Guaranty of a
Nondebtor

The lack of authority of a bankruptcy court to release the guaranty
of a nondebtor party has generally been derived from two sources.
First, courts have held that a bankruptcy court's power to release a
guarantor stems from section 524(e) of the Code. 7 Second, courts
have held that a bankruptcy court cannot release a nondebtor guar-
antor because the court has jurisdiction only to affect direct relation-
ships between debtors and creditors.18

Code section 524(e) provides that "[except as provided in sub-
section (a)(3) of this section, discharge of a debt of the debtor does
not affect the liability of any other entity on, or the property of any
other entity for, such debt."' 19 It is clear that this section, as well as
its predecessor under the Bankruptcy Act,1° prevents the discharge of
a debtor from being construed to effectuate the release of the guaranty
of the obligation of a nondebtor, at least where the provisions of the
plan and confirmation order do not expressly so provide. This question
has been recently addressed by the Fifth Circuit in United States v.
Stribling Flying Service, Inc.21 In Stribling Flying Service, the Chapter

Republic was estopped to enforce the guaranty and in holding that Shoaf did not effectively
cancel the guaranty. Because the Fifth Circuit held the confirmation order to be res judicata,
the other issues were not reached by the court. Id.

16. Id.
17. 11 U.S.C. § 524(e) (1982); see Underhill v. Royal, 769 F.2d 1426 (9th Cir. 1985); Union

Carbide Corp. v. Newboles, 686 F.2d 593 (7th Cir. 1982); In re Scranes, Inc., 67 Bankr. 985
(Bankr. N.D. Ohio 1986); Beconta, Inc. v. Schneider, 41 Bankr. 878 (Bankr. E.D. Mich. 1984).
Section 524(e) is a reenactment of section 16 of the Bankruptcy Act. 11 U.S.C. § 34 (repealed
1979).

18. R.I.D.C. Indus. Dev. Fund v. Snyder, 539 F.2d 487, 490 n.3 (5th Cir. 1976), cert.
denied, 429 U.S. 1095 (1977) ("The bankruptcy court can affect only the relationships of debtors
and creditor. It has no power to affect the obligations of guarantors."); United States v. George
A. Fuller Co., 250 F. Supp. 649 (D. Mont. 1966). Cf In re Kombluth, 65 F.2d 400, 402 (2d
Cir. 1933) (a composition in bankruptcy derives effect from the court's confirmation and
discharges the original debt, which does not revive if notes given as consideration are not paid).

19. 11 U.S.C. § 524(e) (1982).
20. 11 U.S.C. § 34 (repealed 1979).
21. 734 F.2d 221 (5th Cir. 1984); see Curran & Pronske, Bankruptcy, Fifth Circuit Survey,

17 TEX. TECH L. REv. 427 (1986).
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11 plan of the corporate debtor restructured the indebtedness owed to
a creditor of the debtor. The Chapter 11 plan contained no express,
independent release of individual guarantors of the indebtedness of
the corporate debtor.22 In a subsequent action brought by holders of
the guaranties, the guarantors argued that the discharge of the under-
lying indebtedness of the corporate debtor in the Chapter 11 plan also
restructured the guarantor's indebtedness. 3 It was also argued that the
confirmation order was collateral estoppel or res judicata as to any
claim that might be brought by the creditor against the individual
guarantors of the corporate debt.4 Section 524(e) was found to be
directly controlling by the Fifth Circuit because the question was raised
as to the effect of a debtor's discharge on obligations of nondebtor
entities.2

The Stribling case differs from Shoaf, not because res judicata
was not argued by the guarantor in Shoaf but because the plan of
reorganization and confirmation order in Shoaf specifically contained
language that released the guarantor from its obligations. 26 In Stribling,
the guarantor argued that restructure of the corporate debtor's in-
debtedness somehow meant that the guaranty was now a guaranty of
reduced indebtedness. Section 524(e) specifically applies to that situa-
tion, but does not directly apply to a situation where the plan of
reorganization of the debtor specifically releases guarantors. That is,
the guarantor in Stribling Flying Service was arguing about the stat-
utory effect of a debtor's bankruptcy discharge on the guarantor, not
the validity of an independent discharge of a guarantor in a Chapter
11 debtor's plan of reorganization. 28

22. 734 F.2d at 222.
23. Id.
24. Id.
25. Id. at 223.
26. 815 F.2d at 1049. In a footnote, the Shoaf court assumed, without deciding, that section

524(e) did apply under the facts to preclude the bankruptcy court from asserting jurisdiction
over the guaranty of Shoaf. Id. at 1051 n.6. See also supra note 17 (case law support). Although
this proposition is well supported by case law, section 524(e) appears to speak only to the effect
of a debtor's discharge on other entities liable on the debtor's indebtedness, not to the effect of
an express, independent release or discharge of indebtedness of a nondebtor in a debtor's Chapter
11 plan. That is not to say that such a discharge is proper, however, as bankruptcy courts clearly
may not assert jurisdiction over the relationships of nondebtor parties. R.I.D.C. Indus. Dev.
Fund v. Snyder, 539 F.2d 487, 490 n.3 (5th Cir. 1976), cert. denied, 429 U.S. 1095 (1977).

27. 734 F.2d at 223.
28. Id. ("[Olbfigation of ... unconditional guarantors of the corporate obligation . . .was
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A number of courts have extended the language of section 524(e)
to the situation where a debtor's plan of reorganization does expressly
release the guarantor. In Union Carbide Corp. v. Newboles,29 the
provisions of the debtor's plan of reorganization specifically discharged
the nondebtor guarantor. Nevertheless, the Seventh Circuit held that
section 16 of the Bankruptcy Act,30 the predecessor of Code section
524(e), applied to prevent the guarantor's release." Cases following
the Newboles rationale have held that the power of a bankruptcy court
to discharge indebtedness is tempered by section 524(e), and that
consent of a creditor to the plan of reorganization does not affect the
operation of the discharge, and likewise cannot operate to alter the
provision of section 524(e).

Regardless of whether the bankruptcy court is limited in its power
to affect a guaranty of a nondebtor by operation of section 524(e) or
by the inherent inability of the bankruptcy court to affect relationships
between nondebtor parties, it is clear from existing precedent that a
bankruptcy court may not properly release a nondebtor guarantor
from its obligations to a creditor who does not assent to the release.

C. Decision of the Shoaf Court: Res Judicata Bars Collateral
Attack of the Bankruptcy Court's Improper Release of a Nondebtor

Guarantor

Starting with the basic premise that the final order of a bankruptcy
court is entitled to res judicata effect, the Fifth Circuit enunciated the

not affected by confirmation of the reorganization plan by which the corporate debt was
restructured and reduced. ... ); see also Small Business Admin. v. Kurtz, 525 F. Supp. 734,
742 (E.D. Pa. 1981), aff'd without opinion, 688 F.2d 827 (3d Cir.), cert. denied, 459 U.S. 99
(1982) (confirmation discharges debtor and transfers his debt to the reorganized debtor, but does
not affect guarantor's liability on his guaranty).

29. 686 F.2d 593 (7th Cir. 1982).
30. 11 U.S.C. § 34 (repealed 1979).
31. 686 F.2d at 595. Specifically, the court said,

This case is no different because the plan expressly purports to discharge guarantors
of the bankrupt. The import of Section 16 is that the mechanics of administering the
federal bankruptcy laws, no matter how suggestive, do not operate as a private contract
to relieve co-debtors of the bankrupt of their liabilities.

Id. Newboles, and other courts following its rationale, have held that a bankruptcy discharge
arises by operation of federal bankruptcy law, not by contractual assent of creditors. See
Underhill v. Royal, 769 F.2d 1426, 1432 (9th Cir. 1985); R.I.D.C. Indus. Dev. Fund, 539 F.2d
487, 492 (5th Cir. 1976), cert. denied, 429 U.S. 1095 (1977); In re Scranes, Inc., 67 Bankr. 985,
989 (Bankr. N.D. Ohio 1986); Beconta, Inc. v. Schneider, 41 Bankr. 878, 879 (Bankr. E.D.
Mich. 1984).
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well-settled elements necessary for application of res judicata.12 "[T]he
parties must be identical in both suits, the judgment must have been
rendered by a court of competent jurisdiction, there must have been
a final judgment on the merits and the same cause of action must be
involved in both cases." 33

1. Identity of the Parties

The first element discussed by the court was identity of the parties.
The court's brief analysis of the element concluded that because both
the guarantor and the creditor participated in the bankruptcy proceed-
ings as creditors and became parties to the bankruptcy proceedings,
the identity element was satisfied. 4 This summary treatment of the
first of the elements of res judicata by the Fifth Circuit is troubling.

It is well settled that a judgment may be pleaded as conclusive
only against a party to the action in which it was rendered, that is,
there must be identity of the parties.35 The identity requirement insures
that a party against whom a judgment is used has had "reasonable
notice" of the claim against him and an opportunity to be heard in
opposition to that claim.36 The Supreme Court has expressed this
rationale in terms of the due process clause of the Constitution,
protecting the right of everyone to his "day in court. '3 7

The difficulty with the Shoaf opinion is the implication that
participation in a bankruptcy proceeding, regardless of how minimal,
creates identity between all participants to a bankruptcy case. The
Supreme Court has held that whether a person was a party to a prior
suit, under the requirement of identity or mutuality of the parties,

32. The United States Supreme Court has stated that the policy behind res judicata is to
relieve parties of the cost and vexation of multiple lawsuits, to conserve judicial resources, and
by preventing inconsistent decisions, to encourage reliance on adjudication. Allen v. McCurry,
449 U.S. 90 (1980); Parklane Hosiery Co. v. Shore, 439 U.S. 322 (1979); Brown v. Felsen, 442
U.S. 127 (1979).

33. Shoaf, 815 F.2d at 1051 (quoting Nilsen v. City of Moss Point, 701 F.2d 556, 559 (5th
Cir. 1983) (en banc)); accord Southmark Properties v. Charles House Corp., 742 F.2d 862 (5th
Cir. 1984); Kemp v. Birmingham News Co., 608 F.2d 1049 (5th Cir. 1979).

34. 815 F.2d at 1051.
35. IB J. MOORE, MOORE's FEDERtAL PRACTICE 0.41111], at 387 (1984) [hereinafter J.

MOORE].
36. Id. at 388.
37. Parklane Hosiery Co. v. Shore, 439 U.S. 322 (1979); Blonder-Tongue Lab, Inc., v.

University of Illinois Found., 402 U.S. 313 (1971). A party's "day in court" must be afforded
in a court with jurisdiction over the person. IB J. MOORE, supra note 35, 41111], at 389.
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must be determined as a matter of substance and not of mere form. 38

The essential consideration is that the rights of the same persons were
presented and adjudicated in both courts.

Unquestionably, a judgment that adjudicates rights between a
third party plaintiff and a third party defendant is conclusive to the
same extent as rendered in independent litigation between them.3 9 This
result is consistent with modem procedural rules that provide liberal
provisions for joinder of parties. 40 However, when a nondebtor guar-
antor is released from liability in a plan of reorganization of the
debtor, there has been no prior joinder of the guarantor and creditor
to permit a conclusive determination of their rights in the bankruptcy
case. The creditor has been served with no pleadings by the guarantor,
and it is questionable whether the creditor should be held to the notice
of the attempt by the debtor to discharge the guaranty liability.

As a practical matter, the creditor of a bankrupt corporation may
be looking solely to the guarantor for repayment of the indebtedness,
and if the corporate debtor has minimal assets to satisfy creditors, the
creditor may not be inclined to look at the plan. As the Fifth Circuit
has previously recognized, one of the precise reasons for the existence
of guaranties is to allow a creditor an alternative source of repayment
in the event of bankruptcy of the principal debtor. 41

The case cited in Shoaf to support the proposition that identity
of the parties is satisfied by participation by nondebtors in a bank-
ruptcy case was Southmark Properties v. Charles House Corp.42 In
Southmark, an order was entered in the bankruptcy case that effec-
tuated a sale of property free and clear of claims. 4 The Fifth Circuit
held this order to be a complete bar to subsequent litigation against

38. Chicago, R.I. & P. Ry. Co. v. Schendel, 270 U.S. 611 (1926); accord Expert Elec., Inc.
v. Levine, 554 F.2d 1227 (2d Cir.), cert. denied, 434 U.S. 903 (1977); Aerojet General Corp. v.
Askew, 511 F.2d 710 (5th Cir.), cert. denied, 423 U.S. 908 (1975); Astron Indus. Assoc. v.
Chrysler Motors Corp., 405 F.2d 958 (5th Cir. 1968). As a finding of fact, whether identity
existed is governed by the "clearly erroneous" standard of rule 52 of the Federal Rules of Civil
Procedure. FED. R. Civ. P. 52.

39. Simodejka v. Williams, 360 Pa. 332, 62 A.2d 17 (1948).
40. See, e.g., FED. R. Crv. P. 14, 19 and 20.
41. "One of the primary purposes for obtaining a guarantor to a note is to provide an

alternative source of repayment in the event that the principal obligor's debt is discharged in
bankruptcy. Accordingly, the Bankruptcy Act provides that discharge in bankruptcy will not alter
the liability of guarantor." R.I.D.C. Indus. Dev. Fund v. Snyder, 539 F.2d 487, 491 (5th Cir.
1976), cert. denied, 429 U.S. 1095 (1977) (footnote omitted).

42. 742 F.2d 862 (5th Cir. 1984).
43. Id. at 867.
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the purchaser regarding claims against the property by any party in
interest to the bankruptcy case with knowledge of the sale. By
participating in the bankruptcy proceedings, the plaintiff in the sub-
sequent action against the purchaser of the property was held to have
been a party bound by the sale free and clear of claims. 4 A sale free
and clear of claims is an essential and integral part of the bankruptcy
process."6 Through the mechanism provided by the order of a free
and clear sale by a federal bankruptcy judge, potential title problems
to the purchaser are resolved, making the consummation of a sale
much more likely. When a debtor moves to sell property free and
clear in a bankruptcy case, all parties receiving notice of the sale are
clearly on notice as to the intended effect of the transaction. The
bankruptcy court unquestionably has jurisdiction. 47

However, whether a creditor has been put on reasonable notice,
as a matter of substance rather than form,4" of the release of the
guaranty of a third person in a plan of reorganization of the debtor
is not so clear. The purpose of a plan of reorganization is to restructure
indebtedness owing between the debtor and its creditors. The bank-
ruptcy court has no jurisdiction to go beyond the relationship of
creditors to the debtor. 49 To hold that a creditor is automatically on
notice of mischief being visited upon it by another participant in the
bankruptcy case through a plan of reorganization allows satisfaction
of "identity of the parties" as a matter of form rather than substance. 0

Another Fifth Circuit case that has looked at the question of
identity or mutuality between nondebtors in a bankruptcy case is
Miller v. Meinhard-Commercial Corp." In Miller, an unsecured cred-
itor of a Chapter XI debtor filed suit against a secured creditor of
the debtor, asserting that the secured creditor had made fraudulent
misrepresentations at the debtor's meeting of creditors.5 2 The suit was

44. Id. at 869.
45. Id. at 869-70; see Samuel C. Ennis & Co. v. Woodmar Realty Co., 542 F.2d 45 (7th

Cir. 1976), cert. denied, 429 U.S 1096 (1977) (participation in a bankruptcy case binds nonparties
to rulings of the bankruptcy court).

46. See 2 COLLIER ON BANKRupTcY 1 363.07 (15th ed. 1987).
47. See Wright v. Union Cent. Life Ins. Co., 304 U.S. 502, 512-13 (1938).
48. See supra note 38 and accompanying text.
49. See supra note 18 and accompanying text.
50. See supra note 38 and accompanying text.
51. 462 F.2d 358 (5th Cir. 1972).
52. Id. at 359.
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brought following confirmation of the debtor's plan of arrangement."
Damages were based on the unsecured creditor's allegation that had
the misrepresentations not been made, he would have opposed the
debtor's arrangement and would have pressed for a conversion of the
case to Chapter X.14 The Fifth Circuit affirmed the district court's
dismissal of the lawsuit based on the principal of res judicata." The
bar to relitigation stemmed from confirmation of the debtor's plan of
arrangement which made no mention of resolution of the action against
the two creditors. 6 The unsecured creditor argued that res judicata
was inapplicable because the cause of action for fraud had nothing to
do with the arrangement proceeding of the bankrupt or the estate,
that is, the action was purely a matter between nondebtor parties.5 7

The Fifth Circuit disagreed. The court found that through his fraud
action, the unsecured creditor was indirectly asserting that the Chapter
XI proceeding should not have been approved and that a Chapter X
procedure should have been used instead. 8 "The suit obviously [turned]
upon what could or should have happened in the bankruptcy pro-
ceeding. It is specious to argue that Miller's action in fraud is unrelated
or only coincidentally related to the merits of the bankruptcy pro-
ceeding." 5 9

That identity of the parties could be shown to exist in the Miller
case between nondebtor parties in the bankruptcy proceeding and in
the subsequent proceeding, gave the court little pause. 6 The rationale
of the Miller court, as in Shoaf, was that the parties were both
creditors who participated in the bankruptcy proceeding and were,
therefore, bound by the judgment. 6' Important to the rationale of the

53. See id.
54. Id. Chapter X of the Bankruptcy Act allowed modification of a secured creditor's liens.

Chapter XI did not. Id.
55. Id. at 360-61.
56. See id.
57. See id. at 360.
58. Id.
59. Id.
60. Id.
61. Id. The Miller court cited to former section 767(1) of the Bankruptcy Act, which

provided:
Upon confirmation of an arrangement . . . the arrangement and its provisions shall

be binding upon the debtor, upon any person issuing securities or acquiring property
under the arrangement and upon all creditors of the debtor, whether or not they are
affected by the arrangement or have accepted it or filed their claims, and whether or
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court was the polarization and adversity between the creditors, which
should have put the parties on notice. 62

Again, distinctions can be drawn between Miller and Shoaf. In
Miller, the fraud cause of action arose during the course of the
bankruptcy proceedings. 63 The upshot of the fraudulent misrepresen-
tation suit was that the confirmation of the plan of arrangement was
improper. 64 In Shoaf, the guaranty predated the bankruptcy, essentially
providing an alternative mechanism to the bankruptcy for repayment,
and had no connection with the bankruptcy case other than its
improper release in the debtor's plan. 65

The de-emphasis and summary treatment of the requirement of
identity of the parties by the Fifth Circuit in Shoaf is consistent with
a very significant erosion of the mutuality doctrine in other jurisdic-
tions.6 However, in most jurisdictions a judgment may be pleaded by
a party as res judicata when complete identity is lacking only if the
issue was actually contested, actually determined, necessary to the
judgment, and the party had a full and fair opportunity to litigate. 67

In a bankruptcy case, where a party has had an opportunity to litigate
the issue, the court in a subsequent action generally will not hesitate
to find identity of the parties by virtue of participation by the parties
in the bankruptcy case.68

not their claims have been scheduled or allowed and are allowable; ....
I I U.S.C. § 767(1) (1970), repealed by Act of Nov. 6, 1978, Pub. L. No. 598, § 401(a), 92

Stat. 2682. Section 1141(a) of the Code similarly binds parties to confirmation of a Chapter 11
plan of reorganization. 11 U.S.C. § 1141(a) (Supp. III 1985).

62. "The adversity between creditors, especially the secured vis-a-vis the unsecured, in
bankruptcy can be just as polarized as if they were directly opposed to one another as plaintiff
and defendant." Miller, 462 F.2d at 360.

63. Id. at 361.
64. See id.
65. See Shoaf, 815 F.2d at 1054. However, using the Miller rationale, it certainly could

have been argued in Shoaf that the release of the guarantor in the Chapter 11 plan could have
been raised by the creditor to defeat confirmation, and that the subsequent action on the guaranty
would bring the propriety of the confirmation order into question. See Union Carbide Corp. v.
Newboles, 686 F.2d 593 (7th Cir. 1982).

66. l B J. MooRE, supra note 35, 10.411[11, at 386-87.
67. Id.
68. "[Nonparties in a bankruptcy case] are entitled, despite the absence of mutuality of

estoppel, to assert collateral estoppel, or issue preclusion, as to issues sought to be relitigated in
the [subsequent] action, [the plaintiff] having had a full and fair opportunity to litigate those
issues in the bankruptcy proceeding." Samuel C. Ennis & Co. v. Woodmar Realty Co., 542
F.2d 45, 49 (7th Cir. 1976), cert. denied, 429 U.S. 1096 (1977); see also Blonder-Tongue Labs,
Inc. v. University of Illinois Found., 402 U.S. 313 (1971) (collateral estoppel precludes a subsequent
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The Shoaf, Southmark, and Miller cases seem to say that mutu-
ality is created merely by participation of parties in a bankruptcy
case. 9 However, the facts in each case support the proposition that
full and fair opportunity was given to litigate issues during the course
of the bankruptcy proceeding. The more technically correct view is
that of the Seventh Circuit in Samuel C. Ennis & Co. v. Woodmar
Realty Co.,70 where it was held that participation in a bankruptcy case
does not create mutuality, but where parties have full and fair op-
portunity to litigate, res judicata will bar relitigation of those claims
and issues which should have been raised in the bankruptcy case.71

The following hypothetical points out the weakness of the view
that identity of the parties between nondebtor entities in a bankruptcy
case can be supported by the mere participation in a bankruptcy case.
For purposes of this hypothetical, assume that the debtor is a grocery
store that owes money to both a shipper of produce and to a bank
on a secured line of credit. Further assume that the shipper owes
money on a debt to the bank on its truck line, a debt that is unrelated
to the debtor in any way. The debtor's plan of reorganization releases
the shipper on indebtedness owned by the shipper to the bank on the
truck line. Assume further that because the bank is comfortable with
its collateral position and its treatment in the debtor's plan that it
neither votes on the plan nor objects to the plan. A confirmation
order is entered and no appeal is taken by any party. Subsequently
the bank sues the shipper on its truck line debt. The shipper pleads
res judicata. Is the release by the debtor's plan of reorganization of
indebtedness owned by one nondebtor to another nondebtor party res
judicata? Under the holding in Shoaf, all elements of res judicata are
satisfied to prevent collateral attack of the bankruptcy court's order.
Identity of the parties exists under the Shoaf rationale because both
the shipper and the bank participated as creditors in the bankruptcy
proceeding of the debtor.7 2 That a prior judgment by a court of
competent jurisdiction has been entered was tacitly implied by the

suit litigating the same issue previously decided, regardless of whether there is mutuality of
estoppel).

69. In the Restatement (Second) of Judgments, "parties" are defined as such as are named
in the pleadings and subjected to the court's jurisdiction. RESTATEMENT (SECOND) OF JUDGMENTS

§ 34 (1982).
70. 542 F.2d 45 (7th Cir. 1976), cert. denied, 429 U.S. 1096 (1977).
71. Id. at 49-50.
72. Shoaf, 815 F.2d at 1051.
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entry of the confirmation order. 7 A final judgment on the merits has
been entered, 74 and the same cause of action exists as the confirmation
and the lawsuit both relate to the liability of the shipper to the bank. 75

To assume that identity of the parties exists in the hypothetical
merely because the shipper and the bank are parties to and participated
in the bankruptcy proceeding is to place the form of the transaction
over its substance. A Chapter 11 plan of reorganization can be very
lengthy and complex. If a provision is placed in a plan of reorgani-
zation that improperly affects relationships between nondebtor parties,
the nondebtor parties should be placed on reasonable notice that such
provisions exist. Although the facts of Shoaf support the proposition
that the creditor was on reasonable notice of the release provision,
the Shoaf court held that identity of the parties exists merely by virtue
of participation by the nondebtor parties in the bankruptcy case. The
better view is that mutuality does not automatically exist, and that
the parties are bound by a confirmation order only if the adversely
affected party had reasonable notice of the improper release of its
guaranty in the debtor's reorganization plan and full and fair oppor-
tunity to raise and litigate the issue.

2. Prior Judgment by a Court of Competent Jurisdiction

The next issue discussed by the Shoaf court was whether the
second element of res judicata-prior judgment by a court of com-
petent jurisdiction-was satisfied under the facts. For purposes of res
judicata, the Fifth Circuit held that the order adopting the plan of
reorganization was rendered by a court of competent jurisdiction since
the bankruptcy court had tacitly determined its jurisdiction over the
parties and the subject matter, and that decision was not appealed. 76

The starting premise for a determination of the competency of a court
in rendering judgment is that a bankruptcy court has power to decide
whether it has jurisdiction to proceed. 77 When a bankruptcy court
confirms a plan of reorganization, the plan is binding on the debtor,
creditors, and equity security holders. 78

73. See id. at 1051-52.
74. Id. at 1053.
75. Id. at 1053-54.
76. Id. at 1053.
77. Community Sav. Bank v. Canter, I Bankr. 172, 173 (Bankr. D. Mass. 1979).
78. 11 U.S.C. § 1141(a) (Supp. IV 1986); Prudence Realization Corp. v. Ferris, 323 U.S.
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When a federal court makes such a determination of the question
of jurisdiction over the parties and subject matter as a contested issue,
the court in which a plea of res judicata is made does not have the
power to inquire again into the jurisdictional ruling.79 When jurisdiction
is contested by the parties, a federal court need not expressly rule that
it has jurisdiction. "Every court in rendering a judgment tacitly, if
not expressly, determines its jurisdiction over the parties and the subject
matter."80

In making its determination that the release of the guaranty was
made by a court of competent jurisdiction, the Fifth Circuit relied on
the Supreme Court case of Stoll v. Gottlieb.8 l In Stoll, the guarantor
of a bankrupt debtor's bonds was released in the plan from the
guaranty obligation for a stated consideration.12 The bondholders
accepted the debtor's plan.83 One dissenting bondholder, however,
moved to vacate the bankruptcy court's confirmation order on the
ground of lack of jurisdiction of that court to cancel the guaranty. s4

The motion of the bondholder was denied.15 Subsequently, the bond-
holder brought suit in state court on the guaranty. 6 After a series of
appeals through the state court system, an appeal was brought to the
United States Supreme Court. The Supreme Court expressly declined
to consider the issue of whether the bankruptcy court had properly
assumed jurisdiction over liabilities of the guarantor.8 7 Instead, the
Supreme Court held that the bankruptcy court's determination of
jurisdiction was res judicata and invulnerable to collateral attack, at
least by a party to that determination. 8

The creditor in Shoaf attempted to distinguish Stoll on the ground
that jurisdiction in Stoll was actually contested and expressly decided

650, 655 (1945); Stoll v. Gottlieb, 305 U.S. 165, 170-71 (1938); Edleman v. McMullin Orchards,
32 Bankr. 783, 785 (Bankr. W.D. Mich. 1983); Bizzell v. Hemingway, 548 F.2d 505, 507 (4th
Cir. 1977); 6A Collier on Bankruptcy (MB) 11.13, at 274-55 (14th ed. 1977).

79. Stoll, 305 U.S. 165, 172 (1938); Davis v. Davis, 305 U.S. 32, 40 (1938); Baldwin v.
Iowa State Traveling Men's Ass'n, 283 U.S. 522, 524-26 (1931).

80. 815 F.2d at 1052 (quoting Stoll, 305 U.S. at 171-72).
81. 305 U.S. 165 (1938).
82. Id. at 168-69.
83. Id. at 169.
84. Id.
85. Id.
86. Id.
87. Id. at 171 n.8. Specifically, the court said, "We express no opinion as to whether the

bankruptcy court did or did not have jurisdiction of the subject matter." Id.
88. Id. at 177.
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by the bankruptcy court.89 However, the Supreme Court has made it
clear that res judicata is a bar to subsequent re-litigation regardless of
whether lack of jurisdiction was raised, contested, and actually deter-
mined by the bankruptcy court. 90 In Chicot County Drainage District
v. Baxter State Bank,9' the issue before the Supreme Court was the
validity of a decree entered by a bankruptcy court confirming a plan
of composition under the "Municipal Debt Readjustments" chapter
of the former Bankruptcy Act. 92 Subsequent to the decree, the Mu-
nicipal Debt Readjustments chapter was declared unconstitutional in
an unrelated case. 93 In an action at law brought by bondholders to
enforce rights discharged by the previous bankruptcy, the lower courts
ruled in favor of the bondholders on the theory that the act of
Congress that had allowed the discharge was inoperative because of
the subsequent determination of the unconstitutionality of the chap-
ter. 94 The Supreme Court limited its analysis in the Chicot case to the
res judicata effect of the bankruptcy decree. Neither the unconstitu-
tionality of the statute nor the fact that jurisdictional defects were not
raised and decided by the bankruptcy court were held to have had
significance with respect to the res judicata effect of the decree. 95

Once jurisdiction has been expressly or tacitly determined by a
bankruptcy court, regardless of whether such jurisdiction was contested
at that level, the appropriate remedy is a timely direct attack on
appeal,96 not a subsequent collateral attack. 97

89. Shoaf, 815 F.2d at 1052.
90. Chicot County Drainage Dist. v. Baxter State Bank, 308 U.S. 371, 375 (1940); see

generally Moore, Res Judicata and Collateral Estoppel in Bankruptcy, 68 YALE L.J. 1, 9 (1958)
(discussing the Stoll and Chicot rules that a prior action is res judicata as to subject matter
jurisdiction so long as there was an opportunity to raise the issue).

91. 308 U.S. 371 (1940).
92. See id. at 372-73.
93. See Ashton v. Cameron County Water Improvement Dist. No. One, 298 U.S. 513, 532

(1936).
94. Chicot, 308 U.S. at 373-74 (relying on Ashton, 298 U.S. 513, 532 (1936)).
95. Id. at 377-78. "(Rles judicata may be pleaded as a bar, not only as respects matters

actually presented to sustain or defeat the right asserted in the earlier proceeding, 'but also as
respects any other available matter which might have been presented to that end.' " Id. at 378
(quoting Grubb v. Public Utils. Comm'n, 281 U.S. 470 (1930)).

96. Examples of successful direct attacks by appeal of bankruptcy orders modifying liability
of a guarantor are as follows: In re Nine North Church Street, Inc., 82 F.2d 186 (2d Cir. 1936);
In re Diversey Building Corp., 86 F.2d 456 (7th Cir. 1936), cert. denied, 300 U.S. 662 (1937).
The only effective "direct attack" of a bankruptcy order confirming a reorganization plan that
releases guarantors would be appeal of the order. Post-confirmation modification of a plan of
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3. Final Judgment on the Merits

The next issue addressed by the Shoaf court was the finality of
the judgment of the bankruptcy court on its merits. The court held
that'because the matter was finally disposed of by the bankruptcy
court, the third element of res judicata was clearly satisfied.9

4. Same Cause of Action

The last element of res judicata discussed by the Shoaf court was
whether the same cause of action existed in the two suits. In this
regard, the Fifth Circuit has adopted the transactional test of the
Restatement (Second) of Judgments." The only question to be deter-
mined by the court under the transactional test was whether the cause
of action that was asserted by Republic against the guarantor in the
subsequent action arose out of the same transaction that was the
subject of the bankruptcy court's order that confirmed the plan of
reorganization, relieving the guarantor of liability.1°° As the guaranty
that Republic attempted to enforce in the subsequent action was
identical to the guaranty that was the subject of the bankruptcy court
order, the Fifth Circuit held that the transactional test was met. 0 1

D. The Importance of Republic Supply Co. v. Shoaf

The Shoaf decision constitutes one of the most important opinions
regarding the effect of a release of a nondebtor party by a bankruptcy
court. Its most immediate impact will be to impose on creditors holding
guaranties of nondebtor parties the burden of thoroughly reviewing
Chapter 11 plans and opposing objectionable treatment of the guar-
antor's indebtedness. As plans of reorganization can be extremely

reorganization can only be requested by the proponent of a plan. 11 U.S.C. § 1127(a) (Supp.
IV 1986).

97. American Guar. Corp. v. United States (In re American Guar. Corp.), 401 F.2d 1004,
1010-11 (Ct. C1. 1968); In re Constructors, 349 F.2d 595, 600 (5th Cir. 1965), cert. denied sub
nom. Coral Gables First Nat'l Bank v. American Sur. Co., 383 U.S. 912 (1966); In re Union
League Club, 203 F.2d 381, 386 (7th Cir. 1953); In re Canter, 1 Bankr. 172, 173 (Bankr. D.
Mass. 1979); Moore, Res Judicata and Collateral Estoppel in Bankruptcy, 68 YAIE L.J. 1 (1958).

98. Shoaf, 815 F.2d at 1053.
99. RESTATEMENT (SECOND) OF JUDGMENTS § 24 (1980); see Southmark Properties v. Charles

House Corp., 742 F.2d 862, 870-71 (5th Cir. 1984); In re French Gardens, Ltd., 58 Bankr. 959,
962-63 (Bankr. S.D. Tex. 1986).

100. 815 F.2d at 1054.
101. Id.
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lengthy and complex, many creditors read only the provisions of the
plan that specifically and directly affect treatment of their claims.
Because the courts of the Fifth Circuit will now find identity between
all nonparties participating in a bankruptcy case, it will be important
for those parties to thoroughly read the provisions of the bankruptcy
plan to make sure that they are not adversely impacted by hidden
mischief in the plan. For example, in the most innocuous section of
a debtor's plan, the section that defines terms contained in the plan,
if a "debtor" is defined as including guarantors and other entities
liable on the debt of the debtor, a discharge of the "debtor" expressly
contained in the plan could, under Shoaf, operate to bar relitigation
of the discharge of the guarantor because the language, albeit hidden,
is unambiguous. 1°2 The possibility that a debtor may trick creditors
through these types of provisions will create an extremely heavy burden
on creditors to thoroughly read provisions of plans of reorganization,
no matter how arduous that task may be.

II. POSTPETTION PERFECTION OF SECURITY INTEREST IN RENTALS

A. Casbeer v. State Federal Savings & Loan Associationn (In re
Casbeer)

G. DeWayne Casbeer, the debtor, was the owner and developer
of various real properties in Texas. 103 State Savings and Loan Asso-
ciation of Lubbock ("State Savings") held promissory notes aggre-
gating more than $16,000,000 secured by some of the Casbeer
properties. I'm

102. A point not raised by the Shoaf court, but important to this discussion, is that a federal
question is raised if a state court does not give preclusive effect to the bankruptcy court's
confirmation of a plan of reorganization that releases a guarantor. See Deposit Bank v. Board
of Councilmen, 191 U.S. 499, 519-20 (1903) (announcing a federal common law rule of preclusive
effect for proceedings of a federal court determining federal rights). Cf. Burbank, Interjurisdic-
tional Preclusion, Full Faith and Credit and Federal Common Law: A General Approach, 71
CORNELL L. REv. 733, 762-64 (1986) (discussing federal preclusion law as applied to federal
judgments); 18 C. Wiuorr, A. MILLER & E. COOPER, FEDERAL PRACnCE & PROCEDURE § 4468
(1981) (noting that the doctrinal underpinnings of such a fundamental rule have never been
clearly articulated).

103. Casbeer v. State Fed. Sav. & Loan Ass'n (In re Casbeer), 793 F.2d 1436, 1438 (5th Cir.
July 1986).

104. Id.
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In March 1985, Casbeer filed a petition for relief under Chapter
11 of the Code.05 Shortly after the bankruptcy filing, State Savings
filed motions for relief from the automatic stay on several of the
Casbeer properties to allow foreclosure proceedings) °0 Prior to the
hearing on these motions, State Savings filed motions seeking a
temporary restraining order and temporary and permanent injunctive
relief to restrain Casbeer from using rents from properties on which
State Savings held deeds of trust containing rental assignment clauses. ,07
Pursuant to preliminary orders entered by the bankruptcy court, State
Savings was permitted to post several properties for nonjudicial fore-
closure.108 The court also granted State Savings a replacement lien for
rent proceeds used by Casbeer after the filing of his bankruptcy
petition. 109

Among other issues brought before the Fifth Circuit," 0 Casbeer
argued that State Savings had not properly perfected its claim to rents
in the various Casbeer properties and, that even if the claim to rents
was properly perfected, the district court should not have granted a
replacement lien."'

B. Holding of the Case: A Mortgagee May Perfect an Assignment
of Rentals Postbankruptcy Under Section 546(b) of the Code

The ultimate issue presented in Casbeer was whether the debtor
was unauthorized in its use of rentals following the filing of the

105. Id.
106. Id. Section 362 of Chapter 11 of the Code provides in pertinent part:

(a) Except as provided in subsection (b) of this section, a petition filed . operates
as a stay, applicable to all entities, of- . . .
(4) Any act to create, perfect, or enforce any lien against property of the estate;
(5) Any act to create, perfect, or enforce against property of the debtor any lien to
the extent such lien secures a claim that arose before the commencement of the case
under this title.

11 U.S.C. § 362(a)(4)&(5) (1982).
107. 793 F.2d at 1438.
108. Id. at 1439.
109. Id.
110. Casbeer also presented two other issues for review: first, whether the district court erred

in holding that under Texas law a false acknowledgment of real estate documents can impart
constructive notice to a subsequent purchaser; and second, whether the district court erred in
holding that the deeds of trust and profit assignments that Casbeer granted to State Savings were
not usurious. Id. Because these issues deal with interpretation of Texas law as opposed to federal
bankruptcy law, they will not be dealt with in this article.

11. Id.
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bankruptcy petition. 112 Whether the use of rentals by a debtor is
unauthorized requires analysis under a trail of Code sections. The
definition of cash collateral is contained in section 363(a)."13 This
definition does not create property interests, instead it looks to state
law to determine whether a party has an interest in the property of
the debtor."4 Another hurdle over which a mortgagee with an interest
in the debtor's rentals must pass is section 552(a), which provides the
general rule that a prepetition security interest is not effective against
postpetition property of the debtor." 5 An exception to section 552(a)
is found in section 552(b), which provides that to the extent that
postpetition property is "proceeds, product, offspring, rents, or prof-

112. The use of cash collateral by a debtor in a bankruptcy proceeding is conditioned by
section 363(c)(2) of the Code, which provides:

The trustee may not use, sell, or lease cash collateral under paragraph (1) of this
subsection unless -
(A) each entity that has an interest in such cash collateral consents; or
(B) the court, after notice and a hearing, authorizes such use, sale, or lease in
accordance with the provisions of this section.

11 U.S.C. § 363(c)(2) (1982). If an entity with an interest in the debtor's cash does not consent
to its use by the debtor, the debtor must show the court that the entity with an interest in the
cash is adequately protected. Section 363(e) provides:

Notwithstanding any other provision of this section, at any time, on request of an
entity that has an interest in property used, sold, or leased, or proposed to be used,
sold, or leased, by the trustee, the court, with or without a hearing, shall prohibit or
condition such use, sale, or lease as is necessary to provide adequate protection of
such interest.

I I U.S.C. § 363(e) (Supp. IV 1986).
113. Section 363(a) of the Code provides:

In this section, "cash collateral" means cash, negotiable instruments, documents of
title, securities, deposit accounts, or other cash equivalents whenever acquired in which
the estate and an entity other than the estate have an interest and includes the proceeds,
products, offspring, rents, or profits of property subject to a security interest as
provided in section 552(b) of this title, whether existing before or after the commence-
ment of a case under this title.

II U.S.C. § 363(a) (Supp. IV 1986).
114. Wolters Village, Ltd. v. Village Properties, Ltd. (In re Village Properties, Ltd.), 723

F.2d 441, 445 (5th Cir.), cert. denied, 466 U.S. 974 (1984).
115. Section 552(a) provides:

Except as provided in subsection (b) of this section, property acquired by the estate
or by the debtor after the commencement of the case is not subject to any lien resulting
from any security agreement entered into by the debtor before the commencement of
the case.

11 U.S.C. § 552(a) (1982). See generally Butler, The Insecurity of Secured Creditors Under the
Bankruptcy Code, 59 Am. BANKR. L. J. 277 (1985) (addressing application of section 552 which
could result in a creditor having less security than he had prior to the commencement of a
bankruptcy case).
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its" derived from prepetition property of the debtor, the effect of a
prepetition security agreement will not be abrogated." 6

Prior to the decision of the United States Supreme Court in
Butner v. United States, ' 7 a split existed among the circuits as to
whether security interests in rentals were perfected in accordance with
state law or federal law after the filing of a bankruptcy petition. The
Second," 8 Fourth," 9 Sixth,' 20 Eighth, 12' and Ninth'" Circuits, consistent
with common law, held that a mortgagee would be required to take
affirmative action to perfect its rights in rentals, such as appointment
of a receiver to collect rentals, sequestration of rentals, impounding
of rentals or taking physical possession of the property, or taking
action to initiate foreclosure proceedings. The Third 123 and Seventh' 24

Circuits took the position that affirmative action was not necessary in
bankruptcy proceedings to enforce interests in rentals. These circuit
courts favored a uniform federal approach, holding that rents were
automatically cash collateral upon the filing of a bankruptcy petition.

In Butner, the Supreme Court recognized that most states require
a mortgagee to take the affirmative steps of taking actual or construc-
tive possession of property to enforce its right to rentals. Holding that
Congress had not preempted state law in this area, Butner followed
the majority view of the circuits that required enforcement of rentals
under state law guidelines. 125

116. Section 552(b) provides:
Except as provided in sections 363, 506(c), 522, 544, 545, 547, and 548 of this title,

if the debtor and an entity entered into a security agreement before the commencement
of the case and if the security interest created by such security agreement extends to
property of the debtor acquired before the commencement of the case and to proceeds,
product, offspring, rents, or profits of such property, then such security agreement
extends to such proceeds, product, offspring, rents, or profits acquired by the estate
after the commencement of the case to the extent provided by such security agreement
and by applicable non-bankruptcy law, except to any extent that the court, after notice
and a hearing and based on the equities of the case, orders otherwise.

11 U.S.C. § 552(b) (Supp. IV 1986).
117. 440 U.S. 48 (1979).
118. In re Brose, 254 F. 664 (2d Cir. 1918).
119. Golden Enters., Inc. v. United States, 566 F.2d 1207 (4th Cir. 1977), aff'd sub nom.

Butner v. United States, 440 U.S. 48 (1979).
120. Green v. Vanston Bondholders Protective Comm. (In re American Fuel & Power Co.),

151 F.2d 470 (6th Cir. 1945), aff'd, 329 U.S. 156 (1946).
121. Tower Grove Bank & Trust Co. v. Weinstein, 119 F.2d 120 (8th Cir. 1941).
122. Pollack v. Sampsell, 174 F.2d 415 (9th Cir. 1949).
123. In re Pittsburgh-Duquesne Dev. Co., 482 F.2d 243 (3d Cir. 1973).
124. Curtis v. Arnsler (In re Wakey), 50 F.2d 869 (7th Cir. 1931).
125. 440 U.S. at 54.
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To determine whether a lender's lien is properly perfected as to
the debtor's rentals requires a determination under Texas law. Case
law in Texas regarding perfection or enforcement of security interests
in rentals is sparse because of the rare use of the remedy in Texas
relative to its use in other jurisdictions. As the Fifth Circuit held in
Wolters Village, Ltd. v. Village Properties, Ltd. (In re Village Prop-
erties, Ltd.),"26

Texas utilizes a fast method of foreclosing deeds of trust, and
without leaving equities of redemption behind through private
trustees appointed for that purpose. The process only entails written
notice to the owner and public notice posted on the courthouse
door for twenty-one days prior to the date of sale, the first Tuesday
of each calendar month. 27

Texas adheres to the lien theory of mortgages. 2' Under this theory,
the mortgagee is not the owner of the property and is not entitled to
its possession, rentals, or profits. Mortgagees, therefore, usually assign
to themselves the mortgagor's interest in rentals as additional security
for the debt. The assignment is usually effectuated through the deed
of trust or through a separate assignment of rentals that is filed for
record. Texas law has followed the common law rule that an assign-
ment of rentals is not effective "until the mortgagee obtains possession
of the property, or impounds the rents, or secures the appointment
of a receiver, or takes some other similar action."' 29 The meaning of
the phrase "other similar action" is unclear and has not been addressed
by the Texas courts. However, either constructive possession of the
property through judicial action or physical possession of the property

126. 723 F.2d 441 (5th Cir. 1984), cert. denied, 466 U.S. 974 (1984).
127. Id. at 446.
128. Humble Oil & Ref. Co. v. Atwood, 244 S.W.2d 637 (Tex. 1951), cert. denied, 345 U.S.

970 (1953).
129. Taylor v. Brennan, 621 S.W.2d 592, 594 (Tex. 1981) (citing Simon v. State Mut. Life

Assurance Co., 126 S.W.2d 682 (Tex. Civ. App.-Dalas 1939, writ ref'd)). The discussion
regarding the manner in which a security interest in rentals is perfected or enforced assumes that
an assignment of rentals is given for the purpose of security, that is, a conditional or collateral
assignment, as opposed to an absolute assignment of rentals. An absolute assignment of rentals
passes title to the rentals instead of creating a security interest, and does not require any
affirmative action for enforcement. Village Properties, 723 F.2d at 443 (citing Great West Life
Assurance Co. v. Rothman (In re Ventura-Louise Properties), 490 F.2d 1141 (9th Cir. 1974)).
Courts are reluctant to construe an assignment of rentals as absolute, and a presumption exists
that an assignment of rentals has been created as a security device. See Note, Assignment of
Rents Clauses Under California Law and in Bankruptcy: Strategy for Secured Lenders, 31 HAST.
L.J. 1433 (1980).
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is implied by the phrase. In In re Village Properties, Ltd.,30 the Fifth
Circuit considered whether a lender's motion to lift the automatic stay
in the bankruptcy proceeding constituted "other similar action," thereby
perfecting its security interest in the debtor's rentals. 3' The Village
Properties court reasoned that whether a lender's postpetition action
perfected its interest in rentals depended on the action's "substantive
thrust-diligent action by the mortgagee which demonstrates that he
would probably have obtained the rents had bankruptcy not inter-
vened.' 1312 Because the mortgagee in Village Properties had not peti-
tioned the court for sequestration and had not taken other action
which was equivalent to the spirit of the Texas Supreme Court decision
of Taylor v. Brennan,'33 the court held that the filing of the motion
to lift stay by the mortgagee was insufficient to perfect its interest in
rents. 34

In Casbeer, the mortgagee filed both a motion for relief from
the automatic stay and a complaint seeking a temporary restraining
order and permanent injunction to keep the debtor from using the
rents.'35 The question before the Fifth Circuit was whether the addi-
tional injunctive remedies sought by the mortgagee satisfied the letter
and spirit of Taylor. The court began its analysis by determining
whether the action of the mortgagee had violated the automatic stay,
and whether the mortgagee's interest in rentals was abrogated by the
avoidance powers of a trustee in bankruptcy. 36

Code sections 362(a)(4) and 362(a)(5) provide that any postpetition
attempt to perfect a security interest against property of the debtor's
or debtors' estate violates the automatic stay and is of no effect. 13 7

Section 544(a) of the Bankruptcy Code provides that a trustee in

130. 723 F.2d 441 (5th Cir. 1984).
131. See id. at 443.
132. Id. at 446.
133. 621 S.W.2d 592 (Tex. 1981).
134. 723 F.2d at 443; see also Oliver v. MBank Dallas (In re Oliver), 66 Bankr. 426 (Bankr.

N.D. Tex. 1986) (motion for relief from automatic stay is insufficient to perfect a security interest
in rentals and citing Casbeer); Exchange Nat'l Bank v. Gotta (In re Gotta), 47 Bankr. 198
(Bankr. W.D. Wis. 1985) (motion to appoint a trustee under section 1104 of the Bankruptcy
Code does not perfect an interest in rents). But see In re Hudson Valley Apts., 19 Collier Bankr.
Cas. (MB) 474 (Bankr. S.D.N.Y. 1978) (holding that a request for relief from stay is sufficient
to perfect an interest in rents).

135. 793 F.2d at 1438.
136. 793 F.2d at 1442-43. Pursuant to section 1107(a), a debtor in possession essentially has

all rights, powers, and duties of a trustee in bankruptcy. 11 U.S.C. § 1107(a) (1982).
137. 11 U.S.C. § 362(a)(4)&(5) (1982).
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bankruptcy may avoid security interests that are not perfected as of
the date of the bankruptcy petition. 38

The Casbeer court found an important exception to both section
362(a)(4) and section 544(a) existing in section 546(b). 139 Essentially,
section 546(b) of the Code allows postpetition perfection of a security
interest where state law allows a perfection to be effective against an
entity acquiring rights to the property subject to the security interest
prior to its perfection.'40 Under both section 546(b) and its predecessor
under the Bankruptcy Act, former section 67c(1)(B), it is clear that
the relevant inquiry intended by Congress was whether state law

138. Id. § 544(a) (Supp. IV 1986). Section 544(a)(1) gives the trustee the power of a
hypothetical judicial lien creditor at the time of commencement of the bankruptcy case. Id.
§ 544(a)(1). Section 544(a)(3) gives the trustee the status of a hypothetical bona fide purchaser
of real property at the commencement of the bankruptcy case. Id. § 544(a)(3). On its face,
section 544 clearly would not allow the abrogation of a properly recorded assignment of rentals.
A judicial lien creditor under Texas law has rights to rents only as they become due and payable.
The judicial lien, therefore, cannot stand in a permanent priority position against a previously
recorded mortgagee's interest in rentals. Citizens Bank & Trust Co. v. Wy-Tex Livestock Co.,
611 S.W.2d 168 (Tex. Civ. App.-Amarillo 1981, writ ref'd n.r.e.) (absolute assignment). See
Consolidated Capital Income Trust v. Colter, Inc., 47 Bankr. 1008 (Bankr. D. Col. 1985).
Because a hypothetical judicial lien creditor would not destroy the assignment of rentals of the
mortgagee, the bankruptcy trustee standing in his shoes has no greater right. Likewise, section
544(a)(3) would be ineffective to allow a trustee to avoid an unenforced assignment of rentals
because a person dealing with real property is charged with notice of properly recorded instruments
affecting title to the property. See Faircolth v. Flewellen, 130 S.W.2d 1098 (Tex. Civ. App.-
Eastland 1939, no writ). The Casbeer court also concluded that an assignment of rentals
unperfected as of the commencement of a bankruptcy case does not satisfy the elements of
section 544 on its face. 793 F.2d at 1443.

139. 793 F.2d at 1443. Section 362(b)(3) specifically provides that perfection of a security
interest under section 546(b) operates as an exception to the automatic stay. I I U.S.C. § 362(b)(3)
(Supp. IV 1986). The exception to section 544(a) created by section 546(b) is contained within
the language of section 546(b). Id. §§ 544(a) & 546(b).

140. Section 546(b) provides as follows:
The rights and powers of a trustee under sections 544, 545, and 549 of this title are

subject to any generally applicable law that permits perfection of an interest in property
to be effective against an entity that acquires rights in such property before the date
of such perfection. If such law requires seizure of such property or commencement of
an action to accomplish such perfection, and such property has not been seized or
such action has not been commenced before the date of the filing of the petition, such
interest in such property shall be perfected by notice within the time fixed by such
law for such seizure or commencement.

11 U.S.C. § 546(b) (Supp. IV 1986). Section 546(b) of the Bankruptcy Code is derived from
former section 67c(l)(B) of the Bankruptcy Act, which permitted postpetition perfection of
statutory liens to be effective against the trustee if under state law the perfection could relate
back to defeat rights of an intervening creditor. 4 COLLIER ON BANuPTcY 546.0311] (15th
ed. 1987). Section 546(b) expanded the postpetition perfection rights to holders of nonstatutory
liens. Id.
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permitted perfection to "relate back" so as to defeat rights arising
prior to perfection.' 4' Under the "relation back" analysis, a mortga-
gee's attempt to perfect its security interest in rentals in Texas would
fall short because enforcement of rentals is prospective under state
law. 142 In Village Properties, the Fifth Circuit held that an assignee of
rentals has no interest in rents until the lien is enforced under state
law. 43 When the assignment of rentals is enforced there is no relation
back, and the mortgagee's entitlement to collection of the rents is
limited to that which is produced postperfection.

Despite the clear intention of Congress that the section 546(b)
exception to postpetition perfection applies only in situations where
perfection relates back, however, section 546(b) does not actually use
relation back language. The section merely requires that a mortgagee
be able to defeat creditors that have acquired rights to rentals prior
to enforcement of the assignment of rentals.'"

The argument that relation back is an essential ingredient of
section 546(b) was made in Consolidated Capital Income Trust v.
Colter, Inc. 45 In that case, the debtor argued that the legislative history
of section 546(b) indicates that Congress never intended to allow a
mortgagee to use the section to perfect its interest in rentals. The
district court held that the language of the statute is unambiguous and
plainly applies to the rental situation if a mortgagee's security interest
in rents is effective against the previously acquired interests of a trustee
with the powers of a hypothetical judgment lien creditor.'" Colter
held that a judgment lien creditor could levy only against a current

141. 4 COLuIER ON BANKRUPTCY 546.03[2], at 546-12 n.2b (15th ed. 1987); see Quigley v.
General Elec. Co. (In re Electric City, Inc.), 43 Bankr. 336 (Bankr. W.D. Wash. 1984); Exchange
Nat'l Bank v. Gotta (In re Gotta), 47 Bankr. 198 (Bankr. W.D. Wis. 1985) (where perfection
has no retroactive effect, section 546(b) does not apply). But see United States v. Farrell (In re
Fluge), 57 Bankr. 451 (Bankr. D.N.D. 1985) (distinguishing Gotta on the ground that Wisconsin
requires actual possession of property for assignment of rentals to become effective).

142. See Village Properties, 723 F.2d at 443.
143. Id. at 445. The court held,

Appellee argues that bankruptcy courts must turn to state law to determine whether
and what time a mortgagee has an interest in the rents because it is only at that time
that it becomes "cash collateral." We agree with appellee. Whether or not appellant's
lien is "any less a lien," under Texas law it is impotent with regard to rents until it
is perfected.

Id.
144. See I1 U.S.C. § 546(b) (Supp. IV 1986).
145. 47 Bankr. 1008 (Bankr. D. Colo. 1985).
146. Id. at 1011.
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month's rent, and that an assignee of rents could subsequently perfect
its interest in rentals and thereby have a claim superior to and effective
against any interest of a lien creditor of the mortgagor in rents
thereafter produced by the property. 147

The Casbeer court resolved the issue by holding that perfection
of rents was effective on the date of perfection and operated pro-
spectively only for entitlement purposes, but that the perfection was
retroactive for purposes of applicability of section 546(b). 14 Because
the court found that Texas law permits perfection of rentals by a
mortgagee to be effective against entities acquiring rights in the rentals
before the date of perfection, the court held that section 546(b) allows
a mortgagee to perfect its interest in rentals by notice. 149

C. Conclusion

Following the decision of the Fifth Circuit in Village Properties,
the mechanism to be used by a mortgagee in perfecting its security
interest in rentals, postbankruptcy filing, was somewhat unclear. Under
Casbeer, it is now settled that a mortgagee holding a collateral
assignment of rentals may perfect its security interest in rentals, and
thereby trigger code sections restricting the debtor's use of cash
collateral by filing a notice of perfection in bankruptcy court pursuant
to section 546(b) of the Code.

III. ADEQUATE PROTECTION FOR THE SECURED CREDITOR IN

BANKRUPTCY: REJECTIoN OF REQUIREMENT TO PAY LOST

OPPORTUNITY COSTS

The filing of a petition in bankruptcy invokes an injunction against
any action by a creditor, secured or unsecured, from obtaining control
or possession of property of the estate.1' This statutory injunction,
more commonly known as the automatic stay, prohibits the secured
creditor from exercising its rights under state law to foreclose on its
collateral, absent affirmative action in the bankruptcy proceeding by

147. Id.
148. 793 F.2d at 1443.
149. Id. at 1443, 1444.
150. 11 U.S.C. § 362(a)(3) (1982 & Supp. IV 1986). "Property of the estate" is defined in

11 U.S.C. § 541(a) (1982 & Supp. IV 1986).
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the secured creditor. 5 ' Without either legislative or judicial constraint,
the automatic stay could cause indiscriminate transfers of value from
the secured creditor's collateral to the debtor.12 One court has de-
scribed adequate protection as "the fulcrum upon which the rights of
debtors and creditors are balanced in a reorganization case.' ' 53

Congress established this constraint in the Code through enactment
of section 361 which requires a debtor to provide "adequate protec-
tion" to a secured creditor if either the (a) automatic stay, 54 (b) use,
sale or lease of the secured creditor's collateral, 55 or (c) the granting
of a lien, 56 results in a decrease in the value of its interest in the
collateral.' 7 Adequate protection constitutes the baseline protection
accorded to a secured creditor to prevent its secured claim from
diminishing in value during the pendency of the bankruptcy. Because
the secured claim in bankruptcy is measured by the value of the
collateral securing that claim, the issue of adequate protection has
generally been addressed by courts when a secured creditor's collateral
is declining in value or jeopardized during the pendency of the
bankruptcy. The term "adequate protection", however, is not defined
in the Code 58 and has resulted in much litigation.5 9 One of the most

151. Id. § 362. The creditor must file a motion to lift the stay with the court and obtain a
court order allowing it to foreclose. Id.

152. See Nimmer, Secured Creditors and the Automatic Stay: Variable Bargain Models of
Fairness, 68 MNN. L. Rav. 1, 3 (1983).

153. General Elec. Mortgage Corp. v. South Village, Inc. (In re South Village, Inc.), 25
Bankr. 987, 1002 (Bankr. D. Utah 1982).

154. 11 U.S.C. § 362 (1982 & Supp. IV 1986).
155. Id. § 363.
156. Id. § 364.
157. Section 361 of the Code provides:

when adequate protection is required under section 362, 363, or 364 of this title of
an interest of an entity in property, such adequate protection may be provided by-
(1) requiring the trustee to make a cash payment or periodic cash payments to such
entity, to the extent that the stay under section 362 of this title, use, sale, or lease
under section 363 of this title, or any grant of a lien under section 364 of this title
results in a decrease in the value of such entity's interest in such property;
(2) providing to such entity an additional or replacement lien to the extent that such
stay, use, sale, lease, or grant results in a decrease in the value of such entity's interest
in such property; or
(3) granting such other relief, other than entitling such entity to compensation
allowable under section 503(b)(1) of this title as an administrative expense, as will
result in the realization by such entity of the indubitable equivalent of such entity's
interest in such property.

11 U.S.C. § 361 (1982 & Supp. IV 1986).
158. See United Sav. Ass'n v. Timbers of Inwood Forest Assocs. (In re Timbers of Inwood
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debated and significant issues in bankruptcy law is the definition of
the secured creditor's interest to be protected and the extent of that
protection.

The debate has arisen in the context of a dispute between
commentators' 60 and courts 16l over whether the right to be adequately
protected requires a debtor to compensate an undersecured creditor' 62

for the delay imposed by the automatic stay in foreclosing and selling
its collateral, which results in an economic loss to that undersecured
creditor because it is unable to reinvest those sale proceeds. This
economic loss has been termed "lost opportunity costs' '.163 Advocates
of compensation for lost opportunity costs as part of the guarantee
of adequate protection focus on section 361(3) as the statutory basis
for their claim to such compensation.'6 Specifically, proponents rely
on the term "indubitable equivalent" which is used in section 361(3)
and which is derived from the Second Circuit's decision in Metropol-
itan Life Insurance Co. v. Murel Holding Corp. (In re Murel Holding
Corp.). 1

65

Forest Assocs.), 793 F.2d 1380, 1388 (5th Cir. July 1986), vacated, 808 F.2d 363 (5th Cir. Jan.),
aff'd, 56 U.S.L.W. 4107 (U.S. Jan. 19, 1988); see also 793 F.2d at 1395 n.27 (citing testimony
before the House Judiciary Subcommittee regarding adequate protection which concluded that
providing a workable definition of adequate protection was impossible and suggested a case by
case analysis).

159. See, e.g., 793 F.2d at 1408-09 n.49.
160. See, e.g., Baird & Jackson, Corporate Reorganizations and the Treatment of Diverse

Ownership Interests: A Comment on Adequate Protection of Secured Creditors in Bankruptcy,
51 U. Cm. L. REv. 97 (1984); Comment, Compensation for Time Value a Part of Adequate
Protection During the Automatic Stay in Bankruptcy, 50 U. Cm. L. REv. 305 (1983) [hereinafter
Comment]. Cf. M. BIENENSTOCK, BANKRusrcY REORGANIZATIONS 168-236 (1987) (discussing Code
requirements for adequate protection) [hereinafter M. B1aNENSTOCK].

161. See, e.g., In re Rankin, 49 Bankr. 565 (Bankr. W.D. Mo. 1985) (undersecured creditor
may not receive interest postpetition but may receive the same amount awarded in another guise);
General Elec. Mortgage Corp. v. South Village, Inc. (In re South Village, Inc.), 25 Bankr. 987
(Bankr. D. Utah 1982) (discussion of legislative intent).

162. The term "undersecured creditor" describes a secured creditor in bankruptcy with
collateral which has a lower value than the amount of his total claim. Pursuant to section 506(a)
that creditor has a secured claim that is limited to the value of the collateral and an unsecured
claim arises for the difference between the value of the collateral and the debtor's total obligation
up to the petition date. 11 U.S.C. § 506(a) (1982). Conversely an "oversecured creditor" is one
who is secured by collateral which is valued in excess of the total claim of that creditor. See id.
§ 506(b) (Supp. IV 1986).

163. See, e.g., 793 F.2d at 1382 n.l; South Village, 25 Bankr. at 988.
164. See Comment, supra note 160, at 313-15; see also Crocker Nat'l Bank v. American

Mariner Indus., Inc. (In re American Mariner Indus., Inc.) 734 F.2d 426, 429-32 (9th Cir. 1984)
(legislative history of section 361 shows intent to protect the value of a creditor's interest).

165. 75 F.2d 941, 942 (2nd Cir. 1935).
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In Murel Holding, Judge Learned Hand required a debtor seeking
to confirm a plan with a ten-year payout to pay the secured creditor
the present value of its secured claim or the "indubitable equivalent"
of the present value of its secured claim. 166 Thus, the term arose within
the context of a plan of reorganization. Congress chose, however, to
use the term not only in section 1129(b)(2)(A)(iii), 167 which is a sub-
section of that provision in the Code dealing with confirmation of a
plan of reorganization over secured creditor's objections, better known
as "cram-down", but also in section 361 which provides the statutory
parameters of adequate protection.'6 Section 1129(b)(2)(A) 169 deals with
standards for confirming a plan of reorganization over the dissent of
the secured creditor and requires, in part, that the secured creditor
receive the present value of its secured claim and retain its lien or
realize the indubitable equivalent of those requirements before a "cram-
down" may be approved. 170 Hence, "indubitable equivalent" in the
context of section 1129(b)(2)(A)(iii) imposes essentially the same re-
quirement as that imposed on the debtor in Murel Holding. Unlike
section 1129(b)(2)(A), section 361(3) does not contain statutory lan-
guage expressly requiring the debtor to provide the secured creditor
with the present value of its claim. Proponents of compensation for

166. Id. at 942.
167. 11 U.S.C. § 1129(b)(2)(A)(iii) (Supp. IV 1986).
168. Id. § 361(3) (1982 & Supp. IV 1986).
169. Section 1129(b)(2)(A) provides as follows:

(2) For the purpose of this subsection, the condition that a plan be fair and
equitable with respect to a class includes the following requirements:
(A) With respect to a class of secured claims, the plan provides-
(i)(1) that the holders of such claims retain the liens securing such claims, whether
the property subject to such liens is retained by the debtor or transferred to another
entity, to the extent of the allowed amount of such claims; and
(II) that each holder of a claim of such class receive on account of such claim
deferred cash payments totaling at least the allowed amount of such claim, of a value,
as of the effective date of the plan, of at least the value of such holder's interest in
the estate's interest in such property;
(ii) for the sale, subject to section 363(k) of this title, of any property that is subject
to the liens securing such claims, free and clear of such liens, with such liens to attach
to the proceeds of such sale, and the treatment of such liens on proceeds under clause
(i) or (iii) of this subparagraph; or
(iii) for the realization by such holders of the indubitable equivalent of such claims.

11 U.S.C. § 1129(b)(2) (1982 & Supp. IV 1986).
170. The "indubitable equivalent" requirement in section 1129(b) codifies the Murel Holding

decision. See 5 COLLIR ON BANcRupTcy 1129.03, at 1129-37 (15th ed. 1987); Comment, supra
note 162, at 311.
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lost opportunity costs argue, however, that Congress, by inserting the
phrase "indubitable equivalent" in section 361(3), effectively trans-
posed the requirement under section 1129(b)(2)(A) to give a secured
creditor the present value of its claim. 171 These advocates therefore
conclude that adequate protection requires that the secured creditor
be compensated for its lost opportunity costs. Because the secured
creditor under this view must receive the present value of its secured
claim existing as of the date of the bankruptcy filing, proponents of
lost opportunity costs contend that the court must calculate the secured
claim and require payment by the debtor to the creditor of interest at
a market rate on the secured claim. 172 The payment of that interest
commences from the date the secured creditor would have been able,
under state law, to obtain its collateral and accrues until it is either
paid through a plan of reorganization or the court lifts the stay.

This past year, a Fifth Circuit panel, in United Savings Association
v. Timbers of Inwood Forest Assocs. (In re Timbers of Inwood Forest
Assocs.) 173 ("Timbers I'), addressed the issue of whether adequate
protection requires compensation to an undersecured creditor for lost
opportunity costs. Timbers I was immediately vacated by the Fifth
Circuit to hear the appeal en banc. 174 The United States Supreme
Court granted a writ of certiorari because of a split in the circuit
courts over compensation for lost opportunity costs. The Supreme
Court affirmed unanimously the en banc decision. 75

A. Holding in Timbers I: The Bankruptcy Code Prohibits Payment
of Lost Opportunity Costs to an Undersecured Creditor

Judge Randall, writing for a unanimous panel in Timbers I,
characterized the issue presented to the court as:

[Whether Congress in 1978, in codifying the principles which
had developed under the common law to insure that a secured
creditor's interest in the value of its collateral would be adequately
protected during the pendency of a reorganization proceeding,

171. See Fortgang & Mayer, Valuation in Bankruptcy, 32 UCLA L. REv. 1061, 1070-90
(1985).

172. See generally id. (discussion of valuation of secured claims and interest rates on those
secured claims in bankruptcy).

173. 793 F.2d 1380 (5th Cir. July 1986), vacated, 808 F.2d 363 (5th Cir. Jan.) (en banc),
aff'd, 56 U.S.L.W. 4107 (U.S. Jan. 19, 1988).

174. 808 F.2d 363 (5th Cir. Jan.) (en banc), aff'd, 56 U.S.L.W. 4107 (U.S. Jan. 19, 1988).
175. 56 U.S.L.W. 4107, 4112 (U.S. Jan. 19, 1988).
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intended that an undersecured creditor would be entitled to receive
during the proceeding periodic cash interest payments on the value
of the collateral, even though a claim for interest on the debt would
not be allowed at the conclusion of the proceeding.176

B. Facts of Timbers I

The facts of the case are straightforward.117 The debtor, a limited
partnership, filed its Chapter 11 petition on March 4, 1985.178 The
debtor owned one asset, a 188-unit apartment complex in Houston,
Texas. 179 The secured creditor, United Savings Association of Texas
("United Savings") held a promissory note with a ten-year term in
the principal amount of $4,100,000 at an interest rate of 14% per
annum which was secured by a deed of trust and assignment of rents
on the apartment complex.1'0 United Savings filed its motion to lift
stay under section 362(d)(1) 8

1 citing the debtor's failure to provide
adequate protection. 18 2 After an evidentiary hearing, the bankruptcy
court found that the principal balance of the note plus unpaid accrued
interest amounted to $4,366,388.77. 83 The testimony of both sides
regarding the appraised fair market value of the property showed that
United Savings was undersecured. 1

'
4 United Savings argued that be-

cause it would have foreclosed absent the automatic stay, it should be
compensated for its economic loss arising from its inability, due to
the automatic stay, to reinvest the proceeds which would have accrued

176. 793 F.2d at 1381.
177. Republic Bank Houston v. Bear Creek Mini-Storage, Inc. (In re Bear Creek Mini-

Storage, Inc.), 49 Bankr. 454 (Bankr. S.D. Tex. 1985). Bear Creek involved three cases which
presented the same legal issue, namely whether the secured creditor had a right to compensation
for lost opportunity costs. The debtor, Timbers of Inwood Forest Associates, was one of the
three debtor cases decided in Bear Creek. Id. at 455-56.

178. Timbers I, 793 F.2d at 1383.
179. Id.
180. Id.
181. Section 362(d)(1) of the Code provides:

(d) On request of a party in interest and after notice and a hearing, the court shall
grant relief from the stay provided under subsection (a) of this section, such as by
terminating, annulling, modifying, or conditioning such stay
(1) for cause, including the lack of adequate protection of an interest in property of
such party in interest ....

11 U.S.C. § 362(d)(1) (1982).
182. 793 F.2d at 1383.
183. Id.
184. Id.
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from the foreclosure.185 The bankruptcy court, following the cue of
the Ninth Circuit's decision in Crocker National Bank v. American
Mariner Industries, Inc. (In re American Mariner Industries, Inc.), I8
required the debtor to compensate United Savings by paying $50,456
each month which included $7,956 in escrow for taxes and insurance. 18 7

Hence, $42,500 per month was required to compensate the movant
for lost opportunity cost. The bankruptcy court ordered all lost
opportunity cost payments to be made from United Savings' cash
collateral. 188 The bankruptcy court never addressed the issue of whether
payment of lost opportunity costs to United Savings from rental
proceeds which constituted cash collateral actually provided the secured
creditor adequate protection. 8 9 The Timbers I panel in a footnote,
however, recognized the anomalous situation in which "adequate
protection" was provided by consuming the secured creditor's cash
collateral. 190

The bankruptcy court never addressed the issue as to whether the
secured creditor had a right to lift the stay pursuant to section
362(d)(2).191 United Savings did not seek to lift the automatic stay
under 362(d)(2), however, it would appear that the bankruptcy court
could have easily lifted the stay under section 362(d)(2) thereby elim-
inating the need to address the issue of compensation for lost oppor-
tunity costs. This section provides that the automatic stay will be lifted
if the secured creditor can show that the debtor has no equity in the
property and the debtor fails to show that the property is necessary
to an effective reorganization. Because the court found that the debtor
had no equity in the property, the court, had it addressed the issue
of whether to lift the stay pursuant to section 362(d)(2), would have

185. Id.
186. 734 F.2d 426, 430-32 (9th Cir. 1983).
187. 49 Bankr. at 456-59.
188. Id.
189. Id. Indeed the Bear Creek court expressly declined to address the issue. Id. at 460.
190. 793 F.2d at 1410-11 n.50.
191. Section 362(d)(2) provides as follows:

(d) On request of a party in interest and after notice and a hearing, the court shall
grant relief from the stay provided under subsection (a) of this section, such as by
terminating, annulling, modifying, or conditioning such stay . . .
(2) with respect to a stay of an act against property under subsection (a) of this
section, if
(A) the debtor does not have an equity in such property; and
(B) such property is not necessary to an effective reorganization.

11 U.S.C. § 362(d)(2)(A-B) (1982).
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been hard pressed to make a specific finding that the debtor, absent
a significant cash infusion, could effectively reorganize. 192

C. Protecting the Collateral's Value from Misuse or Decline: The

Concept of Adequate Protection Under Timbers I

The Timbers I court discussed the Code's general concept of
adequate protection while addressing a more specific issue-whether
an undersecured creditor may receive postpetition payments as com-
pensation for the delay in reinvestment of the foreclosure proceeds.
Underlying the ruling that an undersecured creditor may not receive
postpetition payments to compensate it for lost opportunity costs is a
traditionally acknowledged concept of adequate protection and the
interest of the creditor it attempts to protect. 93 The Timbers I panel
concluded that Congress intended that, if its collateral was not misused
or depreciating, the secured creditor is not entitled to adequate pro-
tection payments.194 Judge Randall's analysis hinges on the generally
accepted proposition, 95 assumed by the Bankruptcy Code drafters,196

192. Both the dissent in Timbers I and the panel in Timbers I recognized that the debtor
probably could not effectively reorganize. Indeed, the dissent in Timbers II observed that the
appeal before the Fifth Circuit verged on a hypothetical controversy. 808 F.2d 363, 375 n.l (5th
Cir. Jan.) (Jones, Gee, Jolly, Higginbotham, Davis, JJ., dissenting), aff'd, 56 U.S.L.W. 4107
(U.S. Jan. 19, 1988).

193. Id. at 1412 n.57. Judge Randall noted that the great majority of lower courts considering
the issue of whether to compensate for lost opportunity costs prior to American Mariner held
that a secured creditor was entitled only to protection against decline in the value of its collateral
through use, decay or depreciation. See, e.g., United States v. Smithfield Estates, Inc. (In re
Smithfield Estates, Inc.), 48 Bankr. 910 , 914 (Bankr. D.R.I. 1985); In re Sun Valley Ranches,
Inc., 38 Bankr. 595, 598 (Bankr. D. Id. 1984); General Elec. Mortgage Corp. v. South Village,
Inc. (In re South Village, Inc.), 25 Bankr. 987 (Bankr. D. Utah 1982); Bankers Life Ins. Co. v.
Alyucan Interstate Corp. (In re Alyucan Interstate Corp.), 12 Bankr. 803 (Bankr. D. Utah).
Several courts, however, have ruled in favor of providing compensation to a secured creditor to
insure that it maintained the present value of its secured claim prior to American Mariner. See
Metropolitan Life Ins. Co. v. Monroe Park (In re Monroe Park), 17 Bankr. 934, 940 (D. Del.
1982); United Virginia Bank v. Virginia Foundry Co. (In re Virginia Foundry Co.), 9 Bankr.
493, 497-99 (W.D. Va. 1981); accord Midlantic Nat'l Bank v. Anchorage Boat Sales, Inc. (In re
Anchorage Boat Sales, Inc.), 4 Bankr. 635, 643 (Bankr. E.D.N.Y. 1980).

194. 793 F.2d at 1399. The Timbers I panel declared "[tihe clear implication of Rep. Butler's
statement is that if property is not misused or depreciating, then a secured creditor is not entitled
to adequate protection payments." Id.

195. Rogers, The Impairment of Secured Creditors' Rights in Reorganization: A Study of
the Relationship between the Fifth Amendment and the Bankruptcy Clause, 96 HAsv. L. REv.
973, 977 (1983) [hereinafter Rogers].

196. H.R. REP. No. 595, 95th Cong., 1st Sess. 338-39, reprinted in 1978 U.S. CoDE CoNG.
& ADnIN. NEWS 5963, 6295.
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that the fifth amendment' 97 requires a secured creditor be protected
from a decline in the value of its secured claim while in bankruptcy. 98

According to one commentator,
[I]t seems to have become an accepted proposition of reor-

ganization law that the Fifth Amendment limits the extent to which
secured creditors may be subjected to the risk of loss due to restraint
of their foreclosure rights. Virtually every discussion of the problems
includes a reference to Justice Brandeis' statement in Louisville
Joint Stock Land Bank v. Radford, that "[tihe bankruptcy power,
like the other great substantive powers of Congress, is subject to
the Fifth Amendment." 199

Courts generally have accepted as axiomatic the notion that the fifth
amendment limits the "plenary grant of legislative authority in the
bankruptcy clause of the Constitution."'" Hence, Congress may not
materially impair, through the enactment of bankruptcy laws, the
value of the secured creditor's claim because the fifth amendment
"guarantees protection against any taking of private property even for
a wholly public use, without just compensation.'" 2°0

In the House Report ("House Report") accompanying the pro-
posed version of the Bankruptcy Reform Act, the House Judiciary
Committee discussed adequate protection and concluded:

The concept is derived from the fifth amendment protection
of property interests. [Adequate protection] is not intended to be
confined strictly to the constitutional protection required, however.

197. The fifth amendment states, in part, "[n]o person shall be deprived of life, liberty or
property without due process of law; nor shall private property be taken for public use without
just compensation." U.S. CoNsT. amend. V.

198. 793 F.2d at 1399.
199. Rogers, supra note 195, at 977 (quoting Louisville Joint Stock Land Bank v. Radford,

295 U.S. 555, 589 (1935)).
200. See Commonwealth Nat'l Bank v. United States (In re Ashe), 669 F.2d 105, 110 (3rd

Cir. 1982), vacated, 459 U.S. 1082 (1982); M. BENENSTOCK, supra note 160, at 160-67. The
bankruptcy clause, found in article I, section 8 of the Constitution, provides, "[t]he Congress
shall have power .. .[tlo establish ... uniform laws on the subject of Bankruptcies throughout
the United States." U.S. CoNsT. art. I, § 8, cl. 4.

201. Chemical Bank v. American Kitchen Foods, Inc. (In re American Kitchen Foods, Inc.),
2 Bankr. Ct. Dec. (CRR) 715, 719 (Bankr. D. Me. 1976). Judge Cyr also concluded that
"[slimilarly, where the stay complained of has resulted in no diminution, no collateral impairment
can have occurred and no constitutional issue is posed." Id. (emphasis added). This position
adheres to the parameters of the secured creditor's constitutional rights set out by Justice Douglas
in Wright v. Union Cent. Life Ins. Co., 311 U.S. 273, 278 (1940) (there is no constitutional
claim available to a creditor more than that their rights be safeguarded, throughout the
proceedings, to the extent of the value of their property).

[Vol. 19:355
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The section [§ 361], and the concept of adequate protection, is
based as much on policy grounds as on constitutional grounds.
Secured creditors should not be deprived of the benefit of their
bargain. There may be situations in bankruptcy where giving a
secured creditor an absolute right to his bargain may be impossible
or seriously detrimental to the bankruptcy laws. Thus, this section
recognizes the availability of alternate means of protecting a secured
creditor's interest. Though the creditor might not receive his bargain
in kind, the purpose of this section is to insure that the secured
creditor receives in value essentially what he bargained for.-
The protection of the secured creditor provided by the fifth

amendment appears to be limited to protection of the nominal or
physical value of the collateral, and not necessarily to the right to
foreclose on that collateral, which, if protected, would give rise to a
right of compensation for the costs of delay in exercising that right
which is occasioned by the automatic stay. While the concept of
adequate protection under the Code has its roots in the fifth amend-
ment, the extent of adequate protection in the Code should not
necessarily be limited to the protection accorded the secured creditor
under the fifth amendment. Whether compensation for lost opportu-
nity costs should be required of the debtor is not a debate of
constitutional dimensions. The debate is more appropriately one in-
volving statutory construction and, to a lesser extent, policy consid-
erations.

No court appears to have questioned the view that adequate
protection under the Code requires compensation for the decline in
the physical value of the collateral when such decline is caused by the
bankruptcy proceeding. The Timbers I court endorsed this notion as
well when it upheld the lower court's decision to the extent that it
required the debtor to pay insurance and taxes into an escrow fund
for the protection of the collateral. 2°3 However, adequate protection
payments pursuant to the concept embraced by the Timbers I panel
are required only when the collateral is jeopardized, such as when it
is not insured, or when it is depreciating in value. 4 The Timbers I

202. H.R. REP. No. 595, 95th Cong. 1st Sess. 339, reprinted in 1978 U.S. CODE CONG. &

ADIhN. NEws 5963, 6295 (emphasis added) (citing Wright v. Union Cent. Life Ins. Co., 311
U.S. 273 (1940); Louisville Joint Stock Land Bank v. Radford, 255 U.S. 555 (1935)) (footnotes
omitted).

203. 793 F.2d at 1416.
204. Id. at 1399.
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panel implicitly limited the extent of protection of the secured creditor's
lien in bankruptcy to protection of the value of the property securing
the claim. Adequate protection in Timbers I is, therefore, limited to
protection of that core interest protected by the fifth amendment
which is the physical value of the collateral and which measures the
secured creditor's claim in the bankruptcy proceeding.

The analysis in Timbers I focused on whether Congress, when
enacting the Code, intended the protected interest of the secured
creditor to include not only the property securing its claim against
misuse or depreciation, but also the secured creditor's right under state
law to foreclose. Such right would, in turn, require protection of the
present value of the secured creditor's realizable income arising from
foreclosure and a subsequent sale of the collateral.

D. Compensation for Lost Opportunity Costs as a Requirement for
Adequate Protection: A Question of Statutory Construction

Judge Randall, at the outset of the Timbers I decision, concluded
that Congress never intended to initiate fundamental changes either in
the rules regarding adequate protection of a secured creditor or the
accrual and payment of interest during the pendency of a bankruptcy
proceeding.20 Consequences of paying lost opportunity costs, according
to the Timbers I panel, include: (1) adverse impact on the distribution
of the debtor's estate upon liquidation or reorganization; (2) premature
reallocation of the unencumbered assets of an estate from the unse-
cured creditors to the secured creditors; and (3) the material alteration
of the rule that all creditors share the risk of the reorganization
process .26

The Timbers I court characterized the dispute over lost opportu-
nity costs as a question of statutory construction and advocated reliance
on the "plain meaning rule".20 However, Judge Randall recognized
that the statutory language of section 361(3) is ambiguous and con-
cluded that whether the provision required compensation for lost
opportunity costs could not on its face be answered merely by focusing

205. Id. at 1382.
206. Id.
207. 793 F.2d at 1384. In defining the plain meaning rule, the court cited Caminetti v. United

States, 242 U.S. 470 (1917). See 2A N. SINGER, SUTHER.AND STATUTORY CONSTRUCTION § 46.05,
at 90 (rev. 4th ed. 1984 & Supp. 1987).
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on the statutory language." Indeed, the Ninth Circuit's decision in
American Mariner2  rested on that court's conclusion that "[tihe plain
meaning of this language must control unless we can point to con-
vincing evidence that Congress intended something different by the
words it chose. '210 The issue-whether an undersecured creditor could
receive postpetition payments to compensate it for the economic loss
resulting from its inability to reinvest proceeds because of the delay
in foreclosure caused by the automatic stay-hinges on the definition
of the "interest" to be adequately protected.

The Timbers I court resolved the dispute over the definition of
the interest Congress intended to protect in section 361 by examining
various Code provisions which define the interest of the secured
creditor and the protection to be extended to that secured creditor
under the concept of adequate protection. 21' At the outset, Judge
Randall concluded that postpetition compensation for lost opportunity
costs is nothing more than payment of postpetition interest to the
undersecured creditor, albeit on the secured claim, rather than the
entire debt. 212 The Timbers I panel noted that the first commentator
to advance the proposition that a secured creditor should receive
compensation for lost opportunity costs conceded that such compen-
sation constituted interest.2 13 This interest, according to that commen-
tator, was to be paid for the use of the funds representing the value
of the collateral protected by the automatic stay. 214

Judge Randall next examined whether a claim in bankruptcy may
accrue postpetition interest during the bankruptcy proceeding and
focused on Code sections 506 and 502.215 The Timbers I court then
considered the concept of adequate protection during a bankruptcy
proceeding and examined sections 361 and 362(d)(1) of the Bankruptcy
Code. 216

208. 793 F.2d at 1389.
209. 734 F.2d 426 (9th Cir. 1984).
210. Id. at 430.
211. 793 F.2d at 1385-89.
212. Id. at 1382.
213. Id. n.1 (citing Murphy, Use of Collateral in Business Rehabilitations: A Suggested

Redrafting of Section 7-203 of the Bankruptcy Reform Act, 63 CAnI. L. REv. 1483, 1506 (1975)
[hereinafter Murphy]).

214. See Murphy, supra note 213, at 1506.
215. 793 F.2d at 1385-87.
216. Id. at 1387-89.
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Section 506(a) governs the secured creditor's allowed claim and
provides that a secured claim within the bankruptcy proceeding is
determined in light of the value of the collateral. 2 7 A decline in the
physical value of the collateral reduces the secured claim and effectively
transforms part of the secured portion of the creditor's claim into an
unsecured claim. The secured creditor's right to compensation for such
decline, if caused by the automatic stay, appears clear under section
361.

The Timbers I panel then analyzed section 502(b)(2) which pro-
vides that a claim against an estate will not be allowed to the extent
that such claim is for unmatured interest as of the date of the filing
of the petition. 21 8 The panel discussed at length the treatment of
postpetition interest in bankruptcy and the historical antecedents un-
derlying the prohibition against accrual of postpetition interest.219

Judge Randall observed that two exceptions have always existed
under bankruptcy laws for payment of postpetition interest. The first
occurs when the secured creditor is deemed oversecured because the
value of its collateral exceeds the amount of its debt. 220 The exception
for the oversecured creditor was codified in the Code in section 506(b).
The second exception occurs when the estate is deemed solvent.23 This

217. Section 506(a) provides:
(a) An allowed claim of a creditor secured by a lien on property in which the estate

has an interest, or that is subject to set off under section 553 of this title, is a secured
claim to the extent of the value of such creditor's interest in the estate's interest in
such property, or to the extent of the amount subject to set off, as the case may be,
and is an unsecured claim to the extent that the value of such creditor's interest or
the amount so subject to set off is less than the amount of such allowed claim. Such
value shall be determined in light of the purpose of the valuation and of the proposed
disposition or use of such property, and in conjunction with any hearing on such
disposition or use or on a plan affecting such creditor's interest.

11 U.S.C. § 506(a) (1982).
218. Section 502(b)(2) provides in relevant part:

(b) Except as provided in subsections (e)(2), (f), (g), (h) and (i) of this section, if
such objection to a claim is made, the court, after notice and a hearing, shall determine
the amount of such claim in lawful currency of the United States as of the date of
the filing of the petition, and shall allow such claim in such amount, except to the
extent that ...
(2) such claim is for unmatured interest.

Id. § 502(b)(2) (Supp. IV 1986).
219. 793 F.2d at 1385-87.
220. Id. at 1386.
221. Id.
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exception was codified in section 726.2 The Timbers I court also
recognized in a footnote that an exception to the rule against post-
petition interest under the common law sometimes existed where the
collateral is income-producing and the interest or dividend earned is
applied to interest accruing postpetition. 223 Underlying the proscription
of postpetition accrual of interest in bankruptcy is a recognition that
unencumbered assets of a debtor's estate should not be used to benefit
one class of creditors at the expense of another class.22 The various
exceptions to that rule under the common law, such as when a creditor
was oversecured, were exceptions precisely because the unencumbered
assets of the estate were not used to pay postpetition interest .225

Although the prohibition against accrual of postpetition interest was
based on equitable principles developed for liquidations, the Timbers
I panel stated that this prohibition was extended to reorganizations as
the Act expanded to provide for business reorganization as well as
liquidation proceedings. 6 The Timbers I panel concluded that post-
petition interest, albeit calculated on the value of the collateral and
not the entire debt, is prohibited by the equitable principles underlying
the Code as well as Code sections 502(b) and 506(a). 227 The panel
reasoned that it would be illogical to allow a claim by an undersecured
creditor to postpetition interest on its secured claim during the bank-
ruptcy proceeding when the Code prohibits that same undersecured

222. Section 726(a)(5) provides:
(a) Except as provided in section 510 in this title, property of the estate shall be

distributed-
(5) fifth, in payment of interest at the legal rate from the date of the filing of the
petition, on any claim paid under paragraph (1), (2), (3) or (4) of this subsection;

11 U.S.C. § 726(a)(5)&(6) (1982).
223. 793 F.2d at 1386 n.6. (citing Sexton v. Dreyfus, 219 U.S. 339, 346 (1941)). The Sexton

court recognized that the equitable rules underlying bankruptcy provided that collateral which
was itself income-producing could give rise to payment of that income to the creditor. 219 U.S.
at 346. Interest earned on the collateral while in bankruptcy could be applied to interest on the
debt accruing postpetition. Id. The rationale for this exception, according to the Sexton court,
was that there is no more reason for allowing the bankrupt estate "to profit by the delay beyond
the date of settlement than there is for letting the creditor do so." Id. Judge Randall did not
discuss this exception in any detail. The dissent in Timbers 11 failed to explore this point as well.
See Fortgang & Meyer, Interest in Cost for the Secured Creditor in Bankruptcy (1987) (a paper
prepared for the 1987 Advanced Bankruptcy Seminar held at New York University).

224. 793 F.2d at 1387.
225. Id.
226. Id. at 1386 (citing Oppenheimer v. Oldham, 178 F.2d 386, 388 (5th Cir. 1949)).
227. Id.
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creditor from obtaining interest at the conclusion of the proceeding.M
The Timbers I panel next examined section 362(d)(1) and section

361 in its search for grounds to uphold or deny compensation for lost
opportunity costs.229 The panel noted that section 362(d)(1) provides
that a creditor may obtain relief from the automatic stay for cause
including a lack of adequate protection of the creditor's interest in
the collateral. 230 Thus, the debtor must prove that the secured creditor's
interest is adequately protected.231 Because section 362(d)(1) does not
define what constitutes "adequate protection" of an interest in prop-
erty, the Timbers I panel examined three means of giving adequate
protection by section 361 .232 The court concluded that neither section
361(1) nor section 361(2) authorized periodic payment to an underse-
cured creditor whose collateral is not decreasing in value .233 The
Timbers I panel focused their remaining analysis on whether the term
"indubitable equivalent" used in section 361(3) was intended by Con-
gress to permit periodic postpetition interest payments on the value of
the collateral to an undersecured creditor when that creditor would
not otherwise have a claim for postpetition interest at the conclusion
of the bankruptcy proceedings.

Judge Randall speculated that Congress conceivably imposed the
standard found in section 1129(b) for a cram-down of a plan of
reorganization on to section 361 when it used the term "indubitable
equivalent." 234 However, despite this speculation, the Timbers I panel
contended that reliance on the phrase "indubitable equivalent" as a
basis for an award of postpetition interest to an undersecured creditor
ultimately begs the question. 235 There is no definition of the term
"indubitable equivalent" in section 361(3). Instead, the catch-all phrase
is intended to provide a bankruptcy court with a flexible, alternative
ground for fashioning adequate protection to the secured creditor. 236

Section 361(3), in the panel's view, does not expand "the range of
substantive creditor interest protected," but merely provides a bank-

228. Id.
229. Id. at 1387-88.
230. Id.
231. 11 U.S.C. § 362(g) (1982).
232. 793 F.2d at 1388.
233. Id.
234. Id. at 1388-89.
235. Id. at 1389.
236. Id.
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ruptcy court another method for providing adequate protection if the
court believes an alternative method is in the best interest of the
creditors and the estate.237

The panel in Timbers I concluded that reliance by those supporting
compensation for lost opportunity costs on language found in the
Murel Holding decision was not warranted. 238 Despite the requirement
in Murel Holding to provide a secured creditor with payments equal
to the present value of its secured claim or the indubitable equivalent
of those payments, the court in Murel Holding limited its decision by
stating that "[n]o doubt less than complete compensation will be
required to hold up the suit for a short time until the debtor shall
have a chance to prepare; much depends upon how long he has already
had and upon how much more he demands. ' 23 9 According to the
Timbers I panel, even under Murel Holding, there is no right to
compensation on the part of the undersecured creditor to interest on
its secured claim from the date the creditor would have foreclosed. 24°

Judge Randall suggested that the ruling in Murel Holding was expressly
limited to the cram-down provisions. 241 The Timbers I court concluded
that:

There is little in the language of the statute [section 361] to
support a requirement that a debtor make periodic post-petition
interest payments to an undersecured creditor, particularly when
the Code makes it unmistakably clear that an undersecured creditor
is not entitled to a claim for such interest at the conclusion of the
proceeding.42

The Timbers I panel concluded further that equating section 361(3)
with section 1129(b)(2)(A)(iii) merely because both include the term
"indubitable equivalent" confuses the concept of adequate protection
with the requirements for confirmation of a plan over the dissent of
a secured creditor. 43 Ultimately, the Timbers I analysis rested on the
proposition that neither the Code nor the equitable principles under-

237. Id.
238. Id. (referring to Metropolitan Life Ins. Co v. Murel Holding Corp. (In re Murel Holding

Corp.), 75 F.2d 941 (2d Cir. 1935)).
239. 75 F.2d at 943.
240. 793 F.2d at 1389.
241. Id. at 1402.
242. Id. at 1389.
243. Id. at 1389 n.13 (citing In re Shriver, 33 Bankr. 176, 183 (Bankr. N.D. Ohio 1983));

see also id. at 1402 (concluding that Congress knew what it was doing and did not intend to
authorize present value payments to undersecured creditors during reorganization).

1988]



TEXAS TECH LA W REVIEW

lying the adequate protection provisions permitted compensation for
lost opportunity costs.

The panel recognized that when Congress used the term "indu-
bitable equivalent" it may have intended to require protection of the
present value of a secured creditor's interest in the collateral as part
of adequate protection on the secured claim rather than protection of
the value of the collateral. 2 " The former would require a market rate
of interest until the stay was terminated or a plan confirmed to protect
the present value of that secured claim; the latter requires compensation
solely for a decline in the physical value of the collateral. Therefore,
the Timbers I panel continued its discussion with an extensive analysis
of the underlying legislative history of the adequate protection provi-
sions, namely sections 361 and 362.

E. History of Adequate Protection Within the Bankruptcy Code:
Were Lost Opportunity Costs Ever Contemplated by the Drafters of

the Code?

The Timbers I panel sought an understanding of what Congress
intended by the phrase "adequate protection" as used in section 361
through a review of the pre-Code law. The panel looked to this pre-
Code law because Congress intended to codify then-existing law when
drafting the adequate protection provisions.245 The panel also reviewed
the legislative history behind section 362(d)(1). 24 The underlying pur-
pose for this review of pre-Code law and the legislative history of
section 361 and section 362(d)(1) appears to be a search for arguments
to buttress the decision of the Timbers I panel that neither case law
prior to enactment of the Code nor the drafters of the Code envisioned
compensating a secured creditor for lost opportunity costs. Because

244. Id. at 1389. The argument in favor of compensation for lost opportunity costs rests on
the notion that a secured creditor's claim includes the fight to foreclose on the collateral. The
collateral has a monetary value as of the date of the petition and that monetary value, if paid
six months from the petition date, is worth less than had the secured creditor received payment
on the petition date through foreclosure. Hence, the theory of compensating for lost opportunity
costs hold that interest to be protected under section 361 is not merely the physical value of the
collateral which measures the secured claim, but the right to obtain the monetary equivalent of
the value of that collateral. The Timbers I panel defined the interest of the secured creditor to
be protected pursuant to section 361 as the physical value of the collateral measuring that secured
claim. Id.

245. Id. at 1389.
246. See id. at 1389-1401.
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the Timbers I panel concluded that compensation for lost opportunity
costs was neither required under pre-Code law nor contemplated by
the legislative committees drafting the Code, any construction of the
Bankruptcy Code giving rise to compensation of lost opportunity
costs, in the panel's view, is inconsistent with pre-Code law and the
intention of Congress. 247 Implicit in the analysis throughout Timbers
I is the notion that compensation for lost opportunity costs or post-
petition interest on the secured claim represents a significant departure
from the treatment of a secured creditor as envisioned by the drafters
of the Bankruptcy Code and, accordingly, such departure requires
legislative action.

Two concerns were voiced at the congressional hearings relating
to harm to the secured creditor from the automatic stay: (i) the delay
in reorganization proceedings and (ii) the potential danger of con-
sumption of collateral by the debtor. 2 The Timbers I court concluded
that in thirty-five days of in-depth hearings before the House subcom-
mittee as well as similar hearings before the Senate subcommittee, the
subject of periodic postpetition interest payments to secured creditors
was raised neither in the testimony nor in the statements of any
witnesses.249The only discussion of the issue, in fact, was a reference
in two paragraphs of a law review article which was inserted in the
legislative history. 20

The House and Senate Judiciary Committees each prepared a
version of a proposed Bankruptcy Code with two different adequate
protection provisions. 25 Section 361, in its present form, represents a
compromise between the House and Senate over the methods of
providing adequate protection. The version of section 361 in the House
bill provided "neither exclusive nor exhaustive" examples of providing
adequate protection. 2 2 Section 361(1) of the House bill provided
adequate protection through cash payments by the estate to the extent
of the decrease in value of the opposing entities' interest in the property
involved. Section 361(2) of the House bill provided adequate protection
through an additional replacement lien on other property to the extent

247. Id. at 1389-96.
248. Id. at 1394.
249. Id. at 1395-96.
250. Id. at 1395 n.28.
251. Id. at 1396.
252. Id.
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of the decrease in the value of the collateral as a result of the
proceeding. 253 Section 361(3) of the House bill would have provided
adequate protection through an administrative expense priority to the
protected entity to the extent of its loss. The House Report to this
subsection stated that this method was to be used only when relative
certainty existed that administrative expenses would be paid in full in
the event of a liquidation, but that language was later stricken.2

1
4

Finally, the House version of section 361(4) was drafted as a catch-
all provision designed to allow a court to grant such other relief as
would result in the realization by the protected entity of the value of
its interest in the property involved. The comments in the House
Report corresponding to the catch-all phrase offered as an example
of this other protection-a guaranty by a third party outside the
bankruptcy-as such alternative relief. 2"1

Although the House Report contained a statement to the effect
that the secured creditor should not be deprived of the benefit of its
bargain, the Timbers I court concluded that:

The [House] report does not explain the "benefit of their
bargain" of which secured creditors should not be deprived. In the
context of the entire report, however, it seems likely that the bargain
referred to is the bargain to receive the collateral or its value upon
default. Although the stay temporarily prevents that aspect of the
bargain from being fulfilled, a creditor should not be prejudiced
by a debtor's continued use of collateral during the proceeding.
That bargain must be protected by compensating for a decline in
the value of the collateral through its use during the pendency of
the stay.216

Thus, the Timbers I panel concluded that the House intended to
protect the interest of the secured creditor to the extent that its secured
claim decreased because its collateral depreciated. 257

The Timbers I panel then considered the companion legislation
drafted by the Senate. The Senate Report ("Senate Report") to the
Senate's version of section 361 stated that its version of section 361

253. See id. at 1396-99.
254. See id. at 1399.
255. Id. at 1396-97. Courts under the Code have generally rejected the offer of a third party

guaranty as sufficient to provide adequate protection. See, e.g., In re Kenny Kar Leasing, 2
Collier Bankr. Cas. 2d (MB) 767 (Bankr. C.D. Cal. 1980).

256. 793 F.2d at 1397.
257. See id.
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was consistent with the view that the value of the secured creditor's
collateral, and not its rights in specific collateral, was the interest
entitled to protection. 28 The Senate version of section 361 differed
markedly from the House version insofar as the Senate's version
provided only two means of granting adequate protection: (i) periodic
cash payments to compensate for depreciation and (ii) additional
replacement liens on other property of the debtor to the extent of the
decrease in the value caused by the actual consumption of the property
involved. 2 9 The Senate Judiciary Committee expressly rejected the
administrative priority which the House had proposed because the
Senate Committee deemed this method too risky to provide meaningful
protection to the secured creditor.260 The Senate version of section 361
also differed insofar as it attempted to eliminate the delay to secured
creditors in obtaining relief from the stay by providing in its proposed
section 362(d) a thirty-day limitation for court action on motions for
relief from the stay.6 1

Because of substantial differences in the House and Senate pro-
posals for the new bankruptcy system, staff members of the two
Committees, together with Committee leaders in the Senate and House
met to reconcile these differences. No legislative history or formal
reports have been published regarding these meetings. 262 The real
compromise with respect to adequate protection involved the House
version of proposed section 361(3) and section 361(4). Both provisions
were ultimately rejected by those negotiating in favor of providing the
secured creditor the "indubitable equivalent of such entity's interest"
in its property which was codified in section 361(3).263 The conferees
thereby rejected the administrative priority claim proposed by the
House as a means of providing adequate protection and agreed to
insert the phrase "indubitable equivalent" in place of the word "value",
which had appeared in the catch-all provision of proposed section
361(4) of the House version.26 The Timbers I court cited statements

258. Id. at 1398.
259. Id.
260. Id.
261. Id. Section 362(e) now governs the time limits on motions to lift stay. 1! U.S.C. § 362(e)

(Supp. IV 1986).
262. 793 F.2d at 1398.
263. Id. at 1399. This negotiated provision was codified at section 361(3). 11 U.S.C. § 361(3)

(1982).
264. 793 F.2d at 1399.
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by Representative Butler, who was actively involved in both the actual
drafting of the bill and in negotiating a compromise between the
House and Senate, to the effect that adequate protection under the
compromise would be required if "a creditor is concerned that the
property is being misused or depreciating.''265 The Timbers I panel
appears to rely heavily on this statement in deciding that the scope of
adequate protection is limited to depreciation or misuse of collateral. 266

F. The Fifth Circuit's Rejection of Lost Opportunity Costs as an
Element of Adequate Protection: A Comparison with Other Circuits

The Fifth Circuit's decision in Timbers I is one of four well-
known circuit court opinions discussing the concept of adequate pro-
tection and whether an undersecured creditor may receive compensa-
tion for lost opportunity costs. The decision created a conflict among
the Ninth, Fourth, Eighth, and Fifth Circuits regarding the interpre-
tation of section 361(3) of the Code and, more specifically, whether
an undersecured creditor has a right to postpetition interest as com-
pensation for economic loss suffered as a result of the delay in
foreclosing on its collateral and reinvesting the proceeds due to the
pendency of the automatic stay. The Timbers I opinion appeared at
one end of the spectrum, ruling that compensation for lost opportunity
costs is prohibited by the Code. At the other end of the spectrum
were the decisions by the Ninth Circuit in American Mariner27 and
the Fourth Circuit in Grundy National Bank v. Tandem Mining
Corp.268 which held that compensation for lost opportunity costs are
required if the debtor is to meet its obligation to provide adequate
protection. 269 The Eighth Circuit adopted an intermediate position in
General Motors Acceptance Corp. v. Briggs Transportation Co. 270 and
ruled that as a matter of law, the debtor is not required to pay lost
opportunity costs, but the court may require such costs under certain
circumstances.

271

265. Id.
266. Id. at 1399-1400.
267. Crocker Nat'l Bank v. American Mariner Indus., Inc. (In re American Mariner Indus.,

Inc.), 734 F.2d 426 (9th Cir. 1983).
268. 754 F.2d 1436 (4th Cir. 1985).
269. Id. at 1440-41.
270. 780 F.2d 1339 (8th Cir. 1985).
271. Id. at 1350-51.
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1. In re American Mariner

The seminal case advocating compensation for lost opportunity
costs is the Ninth Circuit's decision in American Mariner.2 72 The
secured creditor in American Mariner was, by all accounts, underse-
cured. 273 Nonetheless, the bankruptcy court found the assets were
necessary for an effective reorganization. 274 The secured creditor argued
that, pursuant to section 362(d)(1), it was entitled to adequate protec-
tion in the form of monthly payments equal to its prospective return
from investment of the liquidation value of its collateral. 27  The
bankruptcy court refused to grant the secured creditor the right to the
present value of its interest in the collateral as adequate protection. 276

The bankruptcy court, however, ordered the debtor to pay the secured
creditor an amount in monthly installments equal to a market rate of
interest on the liquidation value of the collateral to protect against a
decline in the value of the collateral. 277 The bankruptcy appellate panel
affirmed the lower court's decision. 27 The Ninth Circuit reversed and
focused its discussion on the interaction of sections 361 and 362.279

The Ninth Circuit in American Mariner acknowledged that the
plain meaning of the statute is the starting point in a decision, but
concluded that it could not ignore the persuasive evidence found in
the legislative history of section 361 .2

10 The American Mariner court
focused on the language in the House Report to proposed section 361
which stated that the secured creditor should receive the benefit of its
bargain in value, if not in kind.2 l The compromise version of section

272. 734 F.2d 426 (9th Cir. 1983). The Fourth Circuit, in Grundy Nat'l Bank, adopted the
reasoning in American Mariner without any significant discussion except for its conclusion that
the lost opportunity cost payments should commence after the time period required under state
law to realize the liquidation value plus the time period between the petition date and date the
motion to lift stay was filed. Grundy Nat'! Bank, 754 F.2d at 1441. Thus this article will focus
on American Mariner which provides a more complete discussion of the concept of compensation
for lost opportunity costs. The Timbers I panel likewise focused its attention primarily on
American Mariner.

273. 734 F.2d at 427.
274. 10 Bankr. 711, 712 (Bankr. C.D. Cal. 1981), aff'd, 27 Bankr. 1004 (Bankr. 9th Cir.

1983), rev'd, 734 F.2d 426 (9th Cir. 1984).
275. Id. at 712.
276. Id. at 713.
277. Id. at 714.
278. 27 Bankr. 1004 (Bankr. 9th Cir. 1983), rev'd, 734 F.2d 426 (9th Cir. 1984).
279. 734 F.2d at 429.
280. Id. at 430.
281. Id. at 431.
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361 between the House and Senate, which excluded the administrative
expense priority and substituted the term "indubitable equivalent,"
convinced the Ninth Circuit that the ruling in Murel Holding was
transposed by Congress onto the adequate protection provisions .n2
Hence, the Ninth Circuit effectively equated section 361(3) with the
cram-down provision of section 1129(b)(2)(A) insofar as the American
Mariner court held both Code provisions required giving the secured
creditor the present value of its secured claim.n 3

The Ninth Circuit in American Mariner relied on language in the
Supreme Court's decision in Butner v. United States " in which the
Supreme Court observed that property interests in state and federal
courts should be treated equally-absent a federal interest requiring
different treatment-to avoid a windfall accruing to a party by hap-
penstance of the bankruptcy.85 The American Mariner court concluded
that section 361 and section 362(d)(1) were drafted to preclude a
windfall to the debtor by utilizing the collateral of the secured creditor
without paying for the use of such collateral. 216

Implicit in the American Mariner decision is the notion that a
secured creditor's interest includes the right to compensation for the
time-value of the lien amount during the time the collateral is protected
by the automatic stay. Conversely, the notion of adequate protection
in Timbers I is that the secured creditor's interest includes a right to
compensation only to the extent that the use of such collateral during
the pendency of the bankruptcy results in a decline in the value of
that collateral.

2. Criticisms of American Mariner in Timbers I

The Timbers I court discussed difficulties in applying to bank-
ruptcy practice the Ninth Circuit's decision in American Mariner. The
first problem observed by the Timbers I court is whether a court
should compensate for lost opportunity costs from the date of the
petition, the date of motion for relief from the stay, or the date of a
ruling on such motion.3 7 The panel noted that "[tihe Code is silent

282. Id. at 432-34.
283. Id. at 433-34.
284. 440 U.S. 48 (1979).
285. Id. at 54-55.
286. 734 F.2d at 435.
287. 793 F.2d at 1403.
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on this issue. '"28 An order which requires payments for opportunity
costs to commence after the lapsing of the period under state law
required to foreclose places the secured creditor in the curious position
of being subject to the risk that the debtor cannot make those
payments, thereby actually extending the length of time required to
obtain its collateral. The result in American Mariner is that if the
debtor cannot make the lost opportunity costs payments, the secured
creditor, assuming the stay is lifted, must then wait an additional six
months to foreclose. 28

9

The Timbers I court also recognized that compensation for lost
opportunity costs as proposed in American Mariner would create a
circumstance in which the timing of adequate protection would depend
on the state in which the bankruptcy court was located. 2  The Timbers
I panel also noted the difficulties in setting an appropriate rate of
interest for the hypothetically reinvested proceeds. 29' The American
Mariner court fixed the rate of return to the secured creditor at the
lower of the market or contract rate.292 This result is illogical if section
361 was intended to fully protect a creditor's opportunity costs. The
rate at which the proceeds of sale would be invested is always the
current market rate, whether that rate is higher or lower than the
contract rate. 293 Even assuming that the bankruptcy court applies the
market rate of interest, Judge Randall noted that likewise the Bank-
ruptcy Code offers no guidance on whether the appropriate interest
rate to be paid by the debtor to the undersecured creditor should be
long-term or short-term market rates of interest. 294 Additionally, the
panel observed that the bankruptcy court would be obligated to take
evidence on the normal investment practices of the creditors seeking
relief from the automatic stay thereby delaying a summary proceeding
expressly intended to provide an expedited resolution. 295

Another problem in applying the ruling in American Mariner is
how a bankruptcy court would treat opportunity cost payments pre-
viously made by the debtor when the debtor had a confirmed plan of

288. Id.
289. Id. See M. BIENENSTOCK, supra note 160, at 193-94.
290. 793 F.2d at 1403.
291. Id. at 1404.
292. Id.
293. Id.
294. Id.
295. Id.
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reorganization. 296 The Timbers I panel noted that one court had
concluded that interest paid as compensation for lost opportunity costs
was wholly separate from contract interest and, thus, may or may not
go to reducing other forms of interest which otherwise accrue. 297 Hence,
the Timbers I court concluded that adherence to the ruling in American
Mariner could result in secured creditors receiving interest on past due
interest.

298

The Timbers I panel then discussed various sections of the Bank-
ruptcy Code which were drafted to streamline a formerly cumbersome
process of reorganization under the Act.299 Those sections included
section 1102(b)(1),3 00 section 1126(b),30 section 1121,102 section 1112, 303

and section 14.10 °4 Section 362(e) 305 which governs the time limits on
stay litigation, was another Code provision cited as an example by the
panel of the congressional intent to eliminate delay through enactment
of the Code. Because Congress was concerned about delay in bank-
ruptcy proceedings under the Act, it provided numerous Code sections
designed to give creditors a means of limiting delay. °6 The Timbers I
panel suggested that courts should utilize the provisions already avail-
able in the Bankruptcy Code to eliminate the delay in the reorgani-
zation process rather than resort to judicial gloss. 3°7 The Timbers I
panel was sympathetic with the concerns of those courts which adopted
in some form the ruling in American Mariner and acknowledged that
their decisions were motivated by considerations of fairness.3 °a The
panel recognized that creditors should not be forced to accept unrea-
sonable delay without compensation. However, the panel concluded

296. Id.
297. Id. (citing Citizens State Bank v. Alexander (In re Alexander), 48 Bankr. 110 (Bankr.

W.D. Mo. 1985)).
298. 793 F.2d at 1404 n.43.
299. Id. at 1405-06.
300. 11 U.S.C. § 1102(b)(1) (Supp. IV 1986) (permits continuation of prepetition creditors'

committees).
301. Id. § 1126(b) (streamlines procedure for acceptance of plan).
302. Id. § 1121(d) (allows reduction of exclusivity period of debtor for filing plan).
303. Id. § 1112(b) (allows conversion to Chapter 7 or dismissal).
304. Id. § 1104 (1982) (current version at 11 U.S.C.A. § 1104 (West Supp. 1987) (allows

appointment of Trustee to control debtor).
305. Id. § 362(e) (Supp. IV 1986) (provides 30-day limit for preliminary hearing on motion

to lift stay).
306. 793 F.2d at 1405.
307. Id. at 1406-07.
308. Id.
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from reviewing the legislative history of the Code that these concerns
about delay could be handled through the Code rather than through
judicial remedy.3°9

The Timbers I panel next embarked on a discussion of the
compatibility of the ruling in American Mariner with principles of
bankruptcy. Requiring compensation for lost opportunity costs could,
in the panel's view, create a paradox in which delays in the bankruptcy
courts increase rather than decrease.3t 0 If an undersecured creditor
receives postpetition interest at a rate higher than the contract rate
which need not be credited against the principal, that undersecured
creditor has no economic incentive to develop a negotiated plan of
reorganization.3 ' The result may be hindrance of the reorganization
plan, which is directly contrary to the ultimate goal of Chapter 11.312

The Timbers I court criticized the Ninth Circuit's failure to
examine adequately the legislative history underlying section 361 and
section 362(d)(1) and cited examples of quotations from the legislative
history which were taken out of context by the Mariner court.313 The
Timbers I panel noted, for instance, that although the Act did not
contain a statutory requirement for adequate protection, the common
law had developed adequate protection requirements which were es-
sentially codified into section 361 and section 362(d)(). 1 4 The Timbers
I panel cited, in contrast, the American Mariner court's conclusion
that pre-Code cases were not relevant in construing section 361 and
section 362. 311 The Timbers I court also noted that the Ninth Circuit
in American Mariner placed significant weight on the language in the
House Report to the effect that creditors should receive the benefit
of their bargain despite the imposition of the automatic stay.3 16 The
American Mariner court ruled that the bargain the debtor and creditor
entered into included compensation for the delay in foreclosure.3 7

Judge Randall conversely considered it unlikely that a creditor would
bargain for compensation for the delay necessitated solely by the Code

309. Id. at 1407.
310. Id. at 1406-07.
311. Id. at 1407.
312. See id. at 1405-07.
313. Id. at 1413 n.59.
314. Id. at 1414.
315. Id.
316. Id.
317. Id.
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because such bargaining would require a conscious assumption that
the borrower would file bankruptcy.31 Indeed, the "bargain" which
a creditor entered into should have already incorporated the applicable
requirements of federal bankruptcy law and the potential risk that the
secured creditor would be delayed for a time from foreclosing on the
collateral if its borrower filed for bankruptcy, or for that matter
utilized delay mechanisms available to it under state law.3 19 This risk
is, of course, theoretically calculated into the interest rate available to
the debtor, along with the risk of nonpayment, depreciation of col-
lateral and all other risks inherent in lending money, regardless of
whether a bankruptcy proceeding is pending.32 The actual bargain
struck, based on two centuries of bankruptcy law, does not contem-
plate unmatured interest after the date of the bankruptcy filing for
the undersecured creditor.3 21 Therefore, the bargain between the debtor
and secured creditor, in the view of the Timbers I panel, incorporated
the possibility that the debtor would file bankruptcy and that the
secured creditor would suffer lost opportunity costs.22 Assuming that
the requirement of adequate protection mandates giving a secured
creditor the benefit of his bargain, the Timbers I court concluded that
the secured creditor receives the benefit of its bargain as long as the

318. Id.
319. See id. An example of a delay mechanism under state law would be the debtor obtaining

a temporary restraining order immediately prior to foreclosure by the secured creditor only to
have the state court subsequently dissolve it.

320. It has been suggested that the cost of credit to debtor will rise if compensation for lost
opportunity costs is not included as part of the protection provided under section 361. See
generally Jackson, Bankruptcy, Non-Bankruptcy Entitlements and the Creditors' Bargain, 91
YALE L.J. 857 (1980) (discussing temporal factors and their affects upon the value of assets and
the costs of a bankruptcy action). Although in theory, the cost of secured credit will be less to
a borrower if payment of lost opportunity costs is required, it is not clear in practice that lenders
will increase interest rates in reaction to disallowance of lost opportunity costs as part of the
adequate protection provided a secured creditor. At the outset, it is not certain that secured
creditors are substantially worse off in bankruptcy because of the rejection of American Mariner
than they would otherwise be. Moreover, the interest rates charged for secured credit reflect so
many variables that rejection of American Mariner, assuming such rejection is detrimental to the
secured creditor, may not result in an actual increase in the cost of secured credit. The impact
of bankruptcy courts' decisions on the interest rates would appear to be minimal in fight of the
complexity of the market mechanisms which determine interest rates. In short, any declaration
that rejection of American Mariner will result in higher interest rates to debtors ignores the
complexity of the market in setting those interest rates as well as the difficulty in isolating the
impact of this single factor on the market rate of interest.

321. Id. at 1414-15.
322. See id. at 1416.
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collateral's value is protected because it is only that for which the
secured creditor bargained. 323

The Timbers I panel characterized the American Mariner court's
construction of the compromise between the Senate version of section
361 and the House version of section 361 as a misinterpretation of
the facts and law.32 Finally, Judge Randall chastised the Ninth Circuit
for intellectual dishonesty in its failure to acknowledge that despite a
prohibition against accrual of interest after the date of filing to an
undersecured creditor, interest may be awarded to that same under-
secured creditor in another guise-"lost opportunity costs. "325

3. In re Briggs Transportation

The Court of Appeals for the Eighth Circuit held that compen-
sation for lost opportunity costs is not necessarily required as a matter
of law to provide adequate protection, but concluded that it was
permissible in certain instances. 3

26 In Briggs, the Bankruptcy Court
ruled that adequate protection as a matter of law precludes the debtor
from being required to pay opportunity costs caused by the automatic
stay. 327 The creditor appealed and the district court reversed based, at
least in part, on the American Mariner decision which was released
after the bankruptcy court's decision 2.3  At the outset, the Eighth
Circuit concluded that delay caused by the automatic stay does not
constitute a taking of the undersecured creditor's substantive rights in
specific property thereby triggering a violation of its fifth amendment
rights .329 The Briggs court concluded that adequate protection "is a
safeguard which is provided to protect the rights of secured creditors,
throughout the proceedings, to the extent of the value of the property,
and there is no constitutional claim of a creditor to more than that. "330

323. See id.
324. Id. at 1415.
325. Id. at 1413-14 n.60. The Timbers I panel noted the issue framed by the secured creditor's

counsel on appeal was whether an undersecured creditor was entitled to postpetition interest on
its secured claim, but the Ninth Circuit avoided analyzing the issue in that light. See id. at 1382-
83 n.l.

326. Lend Lease v. Briggs Transp. Co. (In re Briggs Transp. Co.), 780 F.2d 1339, 1340 (8th
Cir. 1985).

327. Id. at 1341.
328. Id.
329. Id. at 1342.
330. Id.

19881



TEXAS TECH LA W REVIEW

The Briggs court then focused on the congressional intent underlying
section 361 and the references in section 361 to the terms "interest in
property" and "value. ' 33' The Briggs court determined that section
361 and section 361(3) specifically, provided protection for a decrease
in the value of the creditor's interest in the property through either
periodic payments compensating for depreciation or additional replace-
ment liens to the extent of the decrease in value.332 The Briggs court
stated:

Sections 361(1) and 361(2) are drafted to address the collater-
al's depreciation or decline in value during the pendency of the
stay. These provisions are coupled with the grant of other relief as
will result in realizing the indubitable equivalent of the creditor's
interest on which the creditors focus here. See 11 U.S.C.A. § 361(3).
This statutory scheme indicates that adequate protection is intended
to encompass a broad range of creditor interests and does not
mandate an interpretation of the creditors' interest as the whole of
the economic bargain. 333

The court concluded that the term "indubitable equivalent" de-
scribes what would constitute adequate protection, but does not define
the interest to be protected. 334 The purpose of section 361(3), according
to the Eighth Circuit, was to broaden rather than circumscribe the
solutions available to creditors for determining the interest to be
protected in a given case. 35

The Briggs court held that what will constitute adequate protection
in a given case will be a question of fact and will turn on several
factors which reveal the parties' reasonable expectations. Such factors
include, but are not limited to, (1) the quality of the collateral, (2)
the length of the pendency of the stay, (3) whether the collateral's
value is demonstrated to be appreciating, depreciating or remaining
relatively stable, and (4) whether taxes and other payments designed
to keep the collateral free of statutory liens are paid or will be paid
by the debtor.336 Interestingly, the Eighth Circuit advocated an inter-
mediate position with respect to treatment of lost opportunity costs
between the Ninth and Fourth Circuits, which require such compen-

331. Id. at 1344-46.
332. Id. at 1345.
333. Id.
334. Id.
335. Id.
336. Id. at 1349.
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sation as a matter of law, and the Fifth Circuit, which held such
compensation was prohibited as a matter of law. The Eighth Circuit
suggested that while protection of lost opportunity costs may not be
required in cases with a high chance of success, compensation for lost
opportunity costs might be deemed necessary where the chance of
reorganization is slight 3 7 The Briggs court relied on language in
American Mariner which stated that Congress required that value
under section 361 be subject to a case-by-case interpretation and
development.338 Hence, the Eighth Circuit concluded that the policies
behind section 361 and section 362 were designed to permit maximum
flexibility in structuring a debtor's proposal for adequate protection.
Accordingly, the Eighth Circuit, as opposed to the panel in Timbers
I, concluded that section 502(b) does not serve to bar payment of
postpetition interest to undersecured creditors.33 9 Moreover, the Eighth
Circuit concluded that section 506(b) provides an alternative to the
adequate protection provisions by allowing an oversecured creditor to
accrue interest on its claim throughout the pendency of the bankruptcy
up to the value of the collateral. 43 Section 506(b) does not, according
to the Eighth Circuit, limit the right of the undersecured creditor to
receive postpetition interest when paid as time-value compensation.3 1

At least one commentator has concluded that Briggs "appears to
require that adequate protection always compensate for depreciation,
but compensate for lost opportunity costs only at the point that
reorganization becomes unlikely."34 2 Leaving the automatic stay in
place once the point is reached at which reorganization appears unlikely
harms the secured creditor by imposing undue risk on its collateral.
Likewise neither the debtor nor the unsecured creditors has a significant
likelihood of return of the going-concern value of the assets of the
estate at that stage. The Briggs decision appears to advocate compen-
sation for lost opportunity costs precisely at the point in the reorgan-
ization proceeding when it should be converted to a Chapter 7
liquidation. The Briggs court would have presumably affirmed the
decision of the lower courts in Timbers, albeit on different grounds

337. Id.
338. Id. at 1348.
339. Id. at 1347.
340. Id.
341. Id.
342. M. BIENENSTOCK, supra note 160, at 191.

19881



TEXAS TECH LA W REVIEW

reflecting its ruling that lost opportunity costs should be paid when
the chance of reorganization is unlikely, and not based on strict
adherence to American Mariner which was the basis for the bankruptcy
court's ruling.

4. Criticisms of Briggs in Timbers I

The Timbers I panel did not address what appears to be a major
flaw in Briggs. The Briggs position regarding lost opportunity costs
contradicts one of the major premises of Timbers I-that the Code is
designed to terminate those reorganization proceedings which are
unlikely to reorganize in a reasonable period through Code provisions
such as section 1112(b) and section 362(d)(2)(B). The Eighth Circuit
effectively condoned use of unencumbered assets to pay a secured
creditor at a point when the reorganization should be converted to a
liquidation under Chapter 7. Despite the facile appeal of the Eighth
Circuit's advocacy of flexibility in fashioning adequate protection, it
would appear that either the secured creditor has a right to compen-
sation for lost opportunity costs because the interest to be protected
pursuant to section 361 includes the right to foreclose, or the secured
creditor lacks any such right to lost opportunity costs because section
361 protects only the physical value of the collateral and such com-
pensation constitutes postpetition interest on the secured claim which
is prohibited under the Code.

The Timbers I court noted that the various factors cited by the
Eighth Circuit as meaningful in determining whether to provide lost
opportunity costs, except the length of the pendency of the automatic
stay, were irrelevant to whether the automatic stay should be lifted or
opportunity costs should be paid. 3 Judge Randall also criticized the
Briggs decision for providing very little guidance to lower courts as
to how to apply the standards it established.-

G. Importance of Timbers I

The opinion in Timbers I constitutes one of the most important
decisions since the enactment of the 1978 Bankruptcy Code. The
opinion provides one of the best and most comprehensive discussions
of adequate protection by a court since the enactment of the Code.

343. 793 F.2d at 1416.
344. Id.
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Paradoxically, perhaps the most significant impact of the decision
in the Timbers case may be on oversecured rather than undersecured
creditors. Judge Randall discussed the oversecured creditor's right to
postpetition interest pursuant to section 506(b). Judge Randall noted
that:

Under § 506(c), the debtor may recover from property securing
a creditor's allowed secured claim the reasonable and necessary
costs and expenses of preserving or disposing of the property, to
the extent of any benefit to the creditor. If, after reducing the
amount of the allowed secured claim by the amount of that
recovery, the creditor is oversecured, it is entitled to interest at the
contract rate on its net allowed secured claim. § 506(b). The timing
of the payment of accrued interest to an oversecured creditor (at
the conclusion of the proceeding) is doubtless based on the fact
that it is not possible to compute the amount of § 506(c) recovery
(and, accordingly, the amount of the net allowed secured claim on
which interest is computed) until the termination of the proceed-
ing.3

45

Judge Randall also cited with approval O'Toole, Adequate Pro-
tection and Postpetition Interest in Chapter 11 Proceedings.3 4 Accord-
ing to Judge Randall's statements in Timbers I and her references to
O'Toole, the payment of interest postpetition to an oversecured cred-
itor should not occur until the termination of the case. Although not
expressly addressing that issue, the Timbers I panel made clear that
any payments to an oversecured creditor pursuant to section 506(b)
must wait until the termination of the case.

O'Toole goes further and argues that because section 506(b) does
not allow calculation of the interest accruing against the oversecured
creditor's collateral until all section 506(c) charges are deducted, the
creditor's equity cushion should not receive adequate protection to the
extent it declines because of the interest accrual under section 506(b). 347

If the oversecured creditor's equity cushion diminishes because of
accrual of interest and not because of any decline in the value of the
collateral, a court, even if previously so inclined,348 would be hard

345. Id. at 1407.
346. O'Toole, Adequate Protection and Postpetition Interest in Chapter 11 Proceedings, 56

AM. BANKR. L.J. 251 (1982).
347. Id. at 266-75.
348. See, e.g., In re Rogers Dev. Corp., 1 Collier Bankr. Cas. 2d (MB) 499 (Bankr. E.D.

Va. 1980). The court contemplated adequate protection for a decrease in the equity cushion due
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pressed to grant adequate protection payments in light of this discus-
sion in Timbers I. Timbers I makes clear now, if section 506(b) did
not previously, that the oversecured creditor cannot require interest
during the pendency of the bankruptcy until the termination of the
case. It would appear, however, that a subordinate lienholder should
still receive some form of adequate protection to the extent its secured
claim diminished because of section 506(b) accrual of interest.

The Timbers I decision, however, should not be seen as a mere
prelude to the Supreme Court's decision on the issue of whether an
undersecured creditor should receive compensation for lost opportunity
costs.. The decision presents the best counter-argument to American
Mariner and the theory of compensation for lost opportunity costs
advanced by any court or commentator addressing the issue.

IV. TIMBERS II: RECONSIDERATION OF LOST OPPORTUNITY COSTS AS
AN ELEMENT OF ADEQUATE PROTECTION

A. Timbers I Reconsidered: The Bankruptcy Code Prohibits
Compensation for Lost Opportunity Costs

The Fifth Circuit vacated the panel decision in Timbers I and
granted an en banc hearing to consider whether the adequate protection
provisions of the Code349 can be construed to require a Chapter 11
debtor to provide an undersecured creditor compensation during the
pendency of the automatic stay for interest on the value of the secured
creditor's collateral or compensation for the lost opportunity of rein-
vesting the proceeds of such collateral. 3-° In Timbers H1, the Fifth
Circuit ruled that section 362(d)(1) and section 361 do not require
periodic postpetition payments for interest or lost opportunity costs
to an undersecured creditor to compensate it for the delay of the
Chapter 11 reorganization during the pendency of the automatic stay.35" '

to the calculation of interest under section 506(b). The Rogers court ultimately concluded that
adequate protection payments are not justified because the property is increasing in value. Id. at
507.

349. 11 U.S.C. §§ 361, 362(d)(1) (1982 & Supp. III 1985).
350. United Sav. Ass'n v. Timbers of Inwood Forest Assocs. (In re Timbers of Inwood

Forest Assocs.), 808 F.2d 363 (5th Cir. Jan.) (en banc), aff'd, 56 U.S.L.W. 4107 (U.S. Jan. 19,
1988).

351. Id. at 363-64.
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The opinion in Timbers II can be most appropriately described
as a series of essays. Judge Randall, writing for the majority, organized
the majority opinion into three sections. The first section was a review
of the 1986 amendments to the Bankruptcy Code, officially entitled
the "Bankruptcy Judges, the U.S. Trustees, and Family Farmers
Bankruptcy Act of 1986" ("Family Farm Act"). 352 The second section
contained a brief review of various code sections which provide secured
creditors the means to reduce delay of bankruptcy cases. 53 The third
section addressed the need for bankruptcy judges to monitor their
cases to avoid prejudice to creditors caused by unnecessary delay.354

Chief Judge Clark wrote a brief concurrence to the majority opinion
in which he agreed with the majority that interest on the liquidation
value of the collateral as compensation for the time value of the
collateral is not always required as a matter of law. He disagreed with
the majority's view that compensation for lost opportunity costs was
prohibited by the Code.355 Judge Clark advised the bankruptcy court
to rule on each individual case on its merits and provided five principles
to be used by lower courts in making a determination with respect to
adequate protection payments. 56

Judge Jones, writing for the dissent, was not persuaded that
undersecured creditors are actually receiving adequate protection in
bankruptcy reorganization cases and rejected the conclusion reached
by the Timbers I panel and the majority that the Code prohibits
payment of lost opportunity costs. 357 The dissent contains an extended
analysis of both legislative history and the various cases cited by the
Timbers I panel.35 The dissent also addressed the criticisms contained
in both the original panel decision and the majority decision regarding
the disastrous impact of the ruling in American Mariner on bankruptcy
practice. The majority opinion in Timbers II appears to be a postscript
to the panel decision in Timbers I designed to give guidance to the
bar and bench in dealing with the issue of adequate protection and

352. Bankruptcy Judges, United States Trustees, and Family Farmers Bankruptcy Act of
1986, Pub. L. No. 99-554, 100 Stat. 3088 (1986) (codified in scattered sections of titles 11 and
28 of U.S.C.); see 808 F.2d at 364-70.

353. See 808 F.2d at 370-72.
354. See id. at 373-74.
355. Id. at 374 (Clark, J., concurring).
356. Id. at 374 (Clark, J., concurring); see infra note 405 and accompanying text.
357. Id. at 384 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
358. See id. at 375-84 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
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the problem of delay. The dissenting opinion, however, is a rebuttal
to both the panel decision in Timbers I and the majority's decision in
Timbers H.

B. Reasoning of the Majority: Congress Never Intended to Require
Postpetition Interest on the Secured Claim as Element of Adequate

Protection

Judge Randall entitled the first of the three sections constituting
the majority opinion "Legislative Postscript.'"319 The designation was
particularly appropriate in light of the discussion which focused on
the congressional response to American Mariner in the 1986 amend-
ments.316 Judge Randall observed that Congress has amended the Code
twice since its enactment in 1978.361 The first amendment resulted in
enactment of the Bankruptcy Amendments and Federal Judgeship Act
of 1984 ("BAFJA").362 The second amendment resulted in the Family
Farm Act.3 63 Because the Ninth Circuit's decision in American Mariner
was released only five weeks before the President signed BAFJA into
law, Congress did not address the issue of adequate protection and
whether an undersecured creditor was entitled to compensation for
lost opportunity costs in BAFJA.36 Indeed, the majority opinion in
Timbers II observed that most bankruptcy courts prior to the Ninth
Circuit's decision had not construed the adequate protection provisions
of the Code to require compensation for lost opportunity costs. 365

Congress did not ignore the impact of American Mariner, as
evidenced by the presentation of several bills to Congress less than

359. Id. at 364.
360. See id. at 364-70.
361. Id. at 364.
362. Bankruptcy Amendments and Federal Judgeship Act of 1984, Pub. L. No. 98-353, 98

Stat. 333 (1984) (codified as amended in scattered sections of titles 11 and 28 U.S.C.).
363. Bankruptcy Judges, United States Trustees, and Family Farmers Bankruptcy Act of

1986, Pub. L. No. 99-554, 100 Stat. 3088 (1986) (codified in scattered sections of titles 11 and
28 U.S.C.).

364. 808 F.2d at 364.
365. Id. Cases prior to the Ninth Circuit's decision in American Mariner which provided or

appeared to provide for lost opportunity cost payments include Albion Prod. Credit Assoc. v.
Langley (In re Langley), 30 Bankr. 595 (Bankr. N.D. Ind. 1983); Metropolitan Life Ins. Co. v.
Monroe Park (In re Monroe Park), 17 Bankr. 934 (D. Del. 1982); United Virginia Bank v.
Virginia Foundry Co. (In re Virginia Foundry Co.), 9 Bankr. 493 (W.D. Va. 1981); Midlantic
Nat'l Bank v. Anchorage Boat Sales, Inc. (In re Anchorage Boat Sales, Inc), 4 Bankr. 635
(Bankr. E.D.N.Y. 1980).
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two years after the American Mariner decision in an attempt to deal
with the numerous family farm bankruptcies and the impact of Amer-
ican Mariner. These hearings culminated in the second amendment to
the Code, the Family Farm Act. The majority in Timbers H observed
that the hearings on family farm bankruptcies presented an opportunity
for numerous witnesses, including bankruptcy judges and practitioners,
to testify about the impact of American Mariner on the reorganization
of family farm debtors.366 Those testifying resoundingly criticized
American Mariner's requirement that undersecured creditors be com-
pensated for lost opportunity costs.3 67 In the majority's estimate, the
pervasive sentiment of those testifying was that the requirement in
American Mariner proved almost invariably fatal to a family farmer's
prospects of reorganizing under Chapter 11. 36

1 The testimony before
Congress indicated that the American Mariner decision diverted the
debtor's efforts and resources away from the underlying purpose of
Chapter 11, which is confirming a plan of reorganization, to defending
motions to lift stay 69 Judge Randall also cited an article included in
the Congressional Record which criticized the American Mariner de-
cision as detrimental to reorganization proceedings and oblivious to
both the legislative history and language of section 361 .370

In light of the criticism voiced in the congressional hearings on
the proposed Chapter 12 regarding American Mariner, the majority
concluded Congress legislatively rejected American Mariner, albeit
within the context of the farm crisis and Chapter 12.17

1 The legislative
history of Chapter 12 shows, at least in the view of the majority in
Timbers H, that Congress expressly declined to follow the ruling in
American Mariner requiring a debtor to pay an undersecured creditor
postpetition interest on its secured claim.3 72

The discussion in section one of the majority opinion in Timbers
H served two purposes: (1) to buttress the underlying premise of
Timbers I that Congress never intended to incorporate into section
361 a requirement to provide adequate protection for the economic

366. 808 F.2d at 364-70.
367. Id. at 364.
368. Id.
369. Id. at 365.
370. Id. at 366 (citing 132 CONG. REc. S15,090 n.187 (daily ed. Oct. 3, 1986) (article by

John C. Anderson).
371. 808 F.2d at 369.
372. Id.
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loss suffered by a secured creditor for the delay imposed by the
automatic stay in bankruptcy, and (2) to show that Congress, when
it considered the issue, rejected the concept of compensation for lost
opportunity costs.

Congress made section 361 inapplicable in Chapter 12 bankrupt-
cies .7 Adequate protection for a secured creditor whose debtor has
filed Chapter 12 is provided through section 1205.174 According to the
majority, the legislative history of section 1205 is clear that any
requirement to compensate for lost opportunity costs was expressly
eliminated from Chapter 12 because of the devastating impact on
family farm reorganizations caused by that requirement. 375 Accord-

373. The legislative history, provides:
Accordingly, section 1205 of the conference report provides a separate test for

adequate protection in Chapter 12 cases. It eliminates the need of the family farmer
to pay lost opportunity costs, and adds another means for providing adequate protection
for farmland-paying reasonable market rent. Section 1205 eliminates the "indubitable
equivalent" language of II U.S.C. section 361(3) and makes it clear that what needs
to be protected is the value of the property, not the value of the creditor's "interest"
in property.

It is expected that this provision will reduce unnecessary litigation during the term
of the automatic stay, and will allow the family farmer to devote proper attention to
plan preparation.

H.R. REP. No. 958, 99th Cong., 2nd Sess. 49-50, reprinted in 1986 U.S. CODE CONG. &
ADmaN. NEws, 5227, 5246, 5250-51.

374. Section 1205 provides:
(a) Section 361 does not apply in a case under this chapter.

(b) In a case under this chapter, when adequate protection is required under section
362, 363, or 364 of this title of an interest of an entity in property, such adequate
protection may be provided by-
(1) requiring the trustee to make a cash payment or periodic cash payments to such
entity, to the extent that the stay under section 362 of this title, use, sale or lease
under section 363 of this title or any grant of a lien under section 364 of this title
results in a decrease in the value of property securing a claim or of an entity's
ownership interest in property;
(2) providing to such entity an additional or replacement lien to the extent that such
stay, use, sale, lease, or grant results in a decrease in the value of property securing
a claim or of an entity's ownership interest in property;
(3) paying to such entity for the use of farmland the reasonable rent customary in
the community where the property is located, based upon the rental value, net income,
and earning capacity of the property; or
(4) granting such other relief, other than entitling such entity to compensation
allowable under section 503(b)(1) of this title as an administrative expense, as will
adequately protect the value of property securing a claim or of such entity's ownership
interest in property.

11 U.S.C. § 1205 (Supp. IV 1986).
375. 808 F.2d at 368.
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ingly, Congress omitted from section 1205 the term "indubitable
equivalent" which is found in section 361(3) of the Bankruptcy Code. 76

The language in section 1205(4) was drafted, in the majority's view,
to avoid the dispute which potentially could arise over the scope of
the secured creditor's interest to be protected as happened with section
361(3).177 Section 1205(4) expressly provides that adequate protection
may be provided through "such other relief" as will adequately protect
the value of the property securing a claim.3 78 The legislative history of
section 1205 clearly shows that one of the purposes in enacting it was
to avoid the excessive stay litigation resulting from the American
Mariner decision.179

The majority in Timbers H states that two conclusions can be
gleaned from the rejection of American Mariner by Congress in the
1986 amendments: (1) the witnesses in Congress recognized the disas-
trous impact of the American Mariner decision on family farm bank-
ruptcies; (2) Congress chose to implement adequate protection in family
farm bankruptcies by linking the adequate protection requirement to
various factors such as the use of farm land, comparable rental value,
and the net income of the debtor thereby promoting judicial flexibil-
ity.3s° The Timbers H majority compares the legislative history of
Chapter 12 and, specifically, section 1205, as standing in "stark
contrast" to the legislative history of the Code and section 361.381 The
extensive hearings which culminated in enactment of the Code contain
no evidence that the legislative process considered compensation for
delay as a part of the adequate protection package, according to the
majority's view.382

The secured creditor argued at the en banc hearing that the
decision in Timbers I precluded an undersecured creditor whose col-
lateral was not depreciating from obtaining relief from the automatic
stay.383 In an effort to address this argument, the second section of
the majority decision discussed various Code sections which provide a

376. Id.
377. Id.
378. 11 U.S.C. § 1205(4) (Supp. IV 1986).
379. See H.R. REP. No. 958, 99th Cong., 2nd Sess., reprinted in 1986 U.S. CODE CONG. &

ADmN. NEWS 5227.
380. 808 F.2d at 368.
381. Id. at 369.
382. Id.
383. See id. at 370.
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secured creditor with avenues for relief when the probability of a
successful reorganization is low or the debtor unreasonably delays in
its efforts to reorganize.384 Although recognizing that the automatic
stay is designed to give businesses a breathing spell while trying to
work constructively with their creditors to propose a plan of reorgan-
ization, continuance of the automatic stay, in the view of the Timbers
H majority, contemplates a successful reorganization.3 5

Primary among the remedies for secured creditors is relief found
in section 362(d)(2).316 This subsection entitles a secured creditor to
obtain relief from the automatic stay when the debtor has no equity
in the property and the property is not necessary to an effective
reorganization.3 87 Judge Randall focused on the requirement in section
362(d)(2)(B) that the property be necessary for an effective reorgani-
zation and noted that courts have construed section 362(d)(2)(B) to
impose on the debtor the obligation to show that a reasonable chance
of reorganization within a reasonable time is possible. 38 The majority
acknowledged that the bankruptcy court should apply the "reasonable
possibility of reorganization" standard in section 362(d)(2)(B) with
somewhat more indulgence earlier in the proceeding than when the
motion is made later in the proceeding. 389 The Timbers II majority
nonetheless admonished that the "effective reorganization" standard
under section 362(d)(2)(B) must still be given meaning by the bank-
ruptcy court. 3

9 Judge Randall's recognition that the effective reorgan-
ization standard contained in section 362(d)(2)(B) is to be more leniently
applied earlier in the proceeding is compatible with the majority's
other statements in section two of Timbers H. Although reorganization
is a clear goal of the Code, the longer the case has been pending, the
less likely the reorganization will succeed and the more willing the
court should be to terminate the case. 39'

The majority also suggested in section two that section I 112(b),
which provides for dismissal or conversion to chapter 7 when unrea-
sonable delay in confirming a plan of reorganization occurs, should

384. Id.
385. Id.
386. 11 U.S.C. § 362(d)(2) (1982 & Supp. IV 1986).
387. Id.
388. 808 F.2d at 370.
389. Id. at 371.
390. Id.
391. Judge Randall suggested a requirement of "reasonable prospects for a successful reor-

ganization within a reasonable time." Id.
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be utilized by the bar and bench as a means of curing the problem
of delay 92 The Timbers II majority declared that in most Chapter 11
cases a plan of reorganization could be effectuated within a matter of
months and not years. 93 The majority in Timbers II concluded that
each bankruptcy judge "is to evaluate the debtor's viability and rate
of progress in light of 'the best interest of creditors and the estate'. ' ' 94

The majority suggested other provisions in the Code which are designed
to expedite the reorganization process and provide remedies to the
secured creditor by the debtor. The secured creditor may seek to
reduce the 120-day exclusive period which the debtor is given under
section 1121395 to file a plan.396 This reduces the time period until the
undersecured creditor may file its own plan. Despite Judge Randall's
focus on the 1986 amendments, she overlooked the other changes
resulting from the 1986 amendments which should deter delay. These
include expansion of the United States Trustee program to nearly all
judicial districts to monitor bankruptcy cases, and increases in filing
fees for Chapter 11 cases and imposition of quarterly fees assessed
against the Chapter 11 debtor which should provide economic disin-
centives to those debtors malingering under the protection of the
automatic stay. 397

392. Id.
393. Id. at 372.
394. Id.
395. Section 1121 provides:

(a) The Debtor may file a plan with a petition commencing a voluntary case, or
at any time in a voluntary case or an involuntary case.

(b) Except as otherwise provided in this section, only the debtor may file a plan
until after 120 days after the date of the order for relief under this chapter.

(c) Any party in interest, including the debtor, the trustee, a creditors' committee,
an equity security holders' committee, a creditor, an equity security holder, or any
indenture trustee, may file a plan if and only if-
(1) a trustee has been appointed under this chapter;
(2) the debtor has not filed a plan before 120 days after the date of the order for
relief under this chapter; or
(3) the debtor has not filed a plan that has been accepted, before 180 days after the
date of the order for relief under this chapter, by each class of claims or interests that
is impaired under the plan.

(d) On request of a party in interest made within the respective periods specified
in subsections (b) and (c) of this section and after notice and a hearing, the court may
for cause reduce or increase the 120-day period or the 180-day period referred to in
this section.

11 U.S.C. § 1121 (1982 & Supp. IV 1986).
396. 808 F.2d at 372.
397. Act of Oct. 27, 1986, Pub. L. No. 99-554, 1986 U.S. CODE CONG. & AmaN. NEWS

(100 Stat.) 3088, 3101.
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Section two of the majority opinion was an attempt to provide
the bench and bar with examples of Code provisions designed to
alleviate delay in bankruptcy. This portion of the majority decision
reiterated the theme of Timbers I that although Congress did not
intend to provide compensation to the secured creditor for lost op-
portunity costs as a means of adequate protection, it was concerned,
nonetheless, about delay. Implicit in section two is the notion that
secured creditors should exercise the rights granted in Code sections
already enacted to solve the delay which the dissent characterized as
rampant in Chapter 11 proceedings.

The final pages of the majority opinion constitute a judicial
directive to bankruptcy courts in the Fifth Circuit. In section three,
the Timbers II majority recognized that a principal goal of business
reorganization is to benefit creditors of the debtor by preserving going-
concern values.3 98 However, the majority urged bankruptcy judges to
enforce the provisions of the Code and eliminate needless delay which
accompanies certain Chapter 11 cases. 99 The majority emphasized that
competent case management by bankruptcy judges is essential to the
survival of the Chapter 11 process.400 The point of the majority opinion
is that unreasonable delay in Chapter 11 cases should be handled
through the administration of the bankruptcy courts and not by
judicially imposing a requirement to compensate for lost opportunity
costs as a requirement of adequate protection, especially when no
legislative mandate requiring such compensation exists.

C. Concurrence: An Intermediate Position on Lost Opportunity
Costs

Chief Judge Clark wrote a terse concurrence in which he agreed
with the en banc majority that a mandatory construction of section
361 requiring cash payments representing lost opportunity costs to be
paid as part of the adequate protection due a secured creditor consti-
tuted errorA°1 However, Judge Clark disagreed that an award of lost
opportunity costs was always prohibited pursuant to section 361 and
other provisions of the Code.402 Judge Clark approved the Eighth

398. 808 F.2d at 373.
399. Id.
400. Id.
401. Id. at 374 (Clark, J., concurring).
402. Id. (Clark, J., concurring).
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Circuit's decision in Lend Lease v. Briggs Transportation Co. (In re
Briggs Transportation Co.)403 and concluded that the en banc majority,
by reinstating the panel opinion, appeared to reject Briggs. 4 Judge
Clark also provided five basic principles for bankruptcy judges to
consider when making a decision regarding adequate protection. These
included (1) reorganization is not a Holy Grail to be pursued at all
costs and creditors are entitled to prompt determination of efficacy;
(2) the Bankruptcy Code recognizes two classes of creditors, secured
and unsecured, and neither has rights superior to the other; (3) secured
creditors are secured only to the extent of the value of their security;
(4) state law gives unsecured creditors rights similar to those of secured
creditors to foreclose their liens insofar as unsecured creditors may
obtain judgments and the rights of each class are equally impaired by
bankruptcy proceedings; and (5) the Code neither compels nor prevents
a determination that delay in realizing on security should be compen-
sated and, if such compensation is made, it should be made out of
the value of the security and should not impair the rights of unsecured
creditors.4 5

While Judge Clark's remarks had surface appeal, the concurrence
did not address in any practical way the issue of whether an under-
secured creditor should receive compensation for lost opportunity costs.
For instance, Judge Clark's recognition that neither an unsecured nor
secured creditor has rights superior to the other is misleading. A
secured creditor has a right to payment of his claim from a particular
piece of collateral within the debtor's estate. That claim should be
paid in full prior to the use of proceeds from the sale of that collateral
for payment to unsecured creditors. To be sure, neither class should
be able to otherwise diminish the rights of the other class, and in this
respect, Judge Clark's recognition that secured creditors may not
impinge on the rights of unsecured creditors is valid. The principles
set out in the concurrence, however, could have benefitted from
elaboration.

Judge Clark also concluded that an award of lost opportunity
costs is not always prohibited. 4 However, the concurrence does not
set out those situations in which the court should award lost oppor-

403. 780 F.2d 1339 (8th Cir. 1985).
404. 808 F.2d at 374 n.1 (Clark, J., concurring).
405. Id. (Clark, J., concurring).
406. Id. at 374 (Clark, J., concurring).
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tunity costs as a part of adequate protection. Judge Clark's support
of Briggs appears to be based on the language in the Eighth Circuit
decision regarding the need for flexibility in fashioning adequate
protection for a secured creditor. However, the Briggs decision, in
attempting to provide that flexibility, contemplates granting lost op-
portunity costs at a stage in the bankruptcy when the chance of a
successful reorganization proves unlikely which, as noted by the ma-
jority, exacerbates delay. The point of the majority in Timbers II is
simply that delay which is imposed on the secured creditor when the
likelihood of reorganization is slim should result in either (1) immediate
conversion of the reorganization to liquidation; (2) lifting of the stay
under section 362(b)(2); or (3) utilization of some other provisions of
the Code designed to address this problem. The concurrence cannot,
in fairness, be read as an endorsement of delay, but its weakness lies
in adopting a middle position between the positions adopted by the
dissent and the majority while failing to define in any detail that
position or discuss its application in bankruptcy law.

D. Compensation for Lost Opportunity Costs is Mandated by the
Code: A Reply by the Dissent

Four judges joined in the dissent with Judge Edith Jones, who
initially observed that the majority's characterization of the dispute as
one of statutory construction is misleading because the majority sig-
nificantly modified, rather than interpreted, section 361.47 Judge Jones
concluded that the secured creditor's interest, protected pursuant to
section 361, includes the right to compensation for the delay the
secured creditor faces in enforcing its lien against the collateral.4 The
dissent contended that the majority's decision would have the practical
effect of creating delay in the bankruptcy proceeding, affirmatively
harming secured creditors, and producing a rush of forum shopping
by debtors into the "already beleaguered bankruptcy courts of the
Fifth Circuit." 409 The dissent observed, as did the panel in Timbers I,
that the case before the court verged on presenting a hypothetical
controversy because the debtor was effectively unable to reorganize.4 10

407. Id. at 375 (Jones, Gee, Jolly, Higginbotham, & Davis JJ., dissenting).
408. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
409. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
410. Id. n.1 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
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The dissent argued that the language in section 361, if the plain
meaning rule is followed, requires compensating the secured creditor
for delay occasioned by bankruptcy.4 11 The dissenting judges focused
initially on section 361(1) and (2) which require that a secured creditor,
if it is to be adequately protected, must be compensated for a decrease
in the "value of an entity's interest in [the debtor's] property" where
that decrease is caused by the automatic stay.412 Adequate protection
therefore required that the creditor realize the "indubitable equivalent"
of his "interest in the debtor's property.' '413 The dissent contended
that any construction of section 361 must consider these phrases critical
when determining the interest to be protected under section 361 which
in turn determines the scope of adequate protection. 414 Such phrases
must also be viewed in the context of the congressional intent behind
section 361. The "interest" which was to be adequately protected,
according to the dissent, included the present value of the secured
claim and thus entitled the secured creditor to compensation for the
delay in obtaining its collateral as a result of the automatic stay.4 1

5

The majority defined the value of the interest of the secured creditor
to be protected as the value of the collateral and nothing more which
the dissent contended was unwarranted in light of the language in
section 361 which provided protection to a broader range of interests
than merely the physical value of the collateral. 4 6 The dissent inter-
preted section 361 to protect the time value of the secured creditor's
rights.

The Timbers II dissent focused on statements contained in the
legislative history in the House Report regarding the proposed version
of section 361 which provided that adequate protection was not
intended to be confined strictly to the constitutional protection pro-
vided under Union Central.4 1 7 The dissent cited to the statement in
the House Report which provided that the secured creditor should
receive the benefit of his bargain "in value" if it does not receive

411. Id. at 376 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
412. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
413. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
414. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
415. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
416. Id. at 376-77 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
417. Id. at 377 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting) (citing Wright v.

Union Cent. Life Ins. Co., 304 U.S. 502 (1938)).
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exactly that for which it had previously bargained. 41  The bargain
includes, according to the dissenting judges in Timbers II, the right
to foreclose. The dissent cited the insertion of the phrase "value of
such entity's interest in such property" in section 361(1) and section
361(2) by Congress as evidence of its intent to protect a broad range
of interests of the secured creditor and not merely the physical value
of the collateral. 419 Under the dissent's construction of the phrase
"value of such entity's interest in such property," the entity's interest
in property is construed to include the right to foreclose. 42

0 Thus,
protection of the "value" of that interest requires compensation to
the secured creditor for delay caused by the automatic stay in exercising
that right.

The dissent noted that the phrase "indubitable equivalent" in
section 1129(b)(2)(A)(iii) is used in that section as a complement to
the general requirement under section 1129(b)(2)(A) that a secured
creditor receive the present value of its claim in the event of the
confirmation of a plan over its objection. 42 1 The dissent concluded
that Congress' insertion of the term "indubitable equivalent" in section
361(3) indicates congressional intent to provide compensation to the
secured creditor for the delay in obtaining its collateral. 42 The dissent
acknowledged that the legislative history does not explain why "in-
dubitable equivalent" was introduced into section 361(3). The dissent
reasoned that the use of the term "indubitable equivalent," which
Congress had already inserted in section 1129(b)(2)(A)(iii), indicates
that Congress recognized the consequence of using the phrase within
the adequate protection context. 423 That consequence, in the view of
the dissenting judges, requires that the secured creditor receive present
value compensation for its secured claim. 424 The dissent asserted that
the insertion of the term "indubitable equivalent" in section 361(3)
together with the statement in the House Report regarding the secured

418. Id. (citing H.R. REP. No. 595, at 339, 95th Cong., 2d Sess., reprinted in 1978 U.S.
CODE CONG. & ADMN. NEWS 5787, 6295).

419. Id. at 377 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
420. Id. at 378 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
421. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
422. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
423. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting); see Crocker Nat'l Bank

v. American Mariner Indus., Inc. (In re American Mariner Indus., Inc.), 734 F.2d 426, 433-34
(9th Cir. 1984).

424. 808 F.2d at 378 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
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creditor receiving the benefit of its bargain, supports its conclusion
that compensation for delay in foreclosing on its collateral is required
if the secured dreditor is to be adequately protected. 425 This position,
of course, is contrary to the majority's construction of the adequate
protection provisions, section 361 and section 362(d)(1).

The dissent next focused on the Family Farm Bill. Contrary to
the characterization by the majority that the testimony before Congress
on the proposed Family Farm Bill almost uniformly criticized the
American Mariner decision, the dissent interpreted the congressional
testimony to show that half of the witnesses did not seek any statutory
rejection of American Mariner and, at most, some advocated a miti-
gation of American Mariner's perceived effects. 426

The dissent then focused on the inconsistency between payments
of "interest" as required under American Mariner and allowance of
interest on claims pursuant to section 502(b)(2) and section 506(b)
according to Timbers I. The dissent concluded that the decision of
the Timbers I panel to equate compensation for lost opportunity costs
with unmatured interest, which is prohibited pursuant to section
502(b)(2), was "fundamentally flawed. ' 427 Section 506(b), allowing
postpetition interest to accrue on an oversecured claim, is an exception
to section 502(b)(2) which prohibits accrual of postpetition interest.4 28

The dissent noted that the "interest" provisions must be viewed in
the context of the purpose of section 502 as a whole. 429 Section 502,
as qualified by section 506(a) and section 506(b), defines, on a balance
sheet basis, the claims against the debtor for purposes of making
payments to creditors whenever a plan or liquidation is accomplished,
if there is any dividend. 40 The dissent then cited various Code sections
allowing postpetition interest as evidence that section 502 also relies
upon the balance sheet concept for other purposes.43 Thus, section
502, in the dissent's view, is subject to those exceptions and qualifi-

425. See id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
426. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
427. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
428. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
429. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
430. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
431. The dissent cited sections 1123(a)(1) (classifying creditors); 1126(c) (determining the

amount of the claims for voting purposes); 1129(a)(4) (disclosing particular payment made
pursuant to a plan); 1129(a)(11) (determining feasibility of the plan). 11 U.S.C. §§ 1123(a)(1),
1126(c), 1129(a)(4), 1129(a)(11) (1982 & Supp. IV 1986).
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cations as are necessary to accomplish goals within the Bankruptcy
Code.432 Section 502, therefore, does not prohibit payment of post-
petition interest to an undersecured creditor, in the dissent's view,
when those payments are to compensate for lost opportunity costs.

The dissent failed to note an important point with respect to
exceptions to an otherwise prophylactic rule against accrual and pay-
ment of postpetition interest in section 502(b)(2). Those Code sections
cited by the dissent as exceptions to section 502(b)(2) were expressly
enacted by Congress as exceptions and were either enacted as a result
of historical principles of bankruptcy or were expressly enacted to
promote a particular congressional goal. For instance, section 726(a)(5)
codifies the law under the Act which required that all unsecured
creditors receive interest on their claim as well as the principal amount
of that claim if the estate is solvent and able to provide such com-
pensation prior to any distribution to the debtor.433 The dissent con-
tended that the majority's position that section 502(b) bars postpetition
interest is illogical because the majority position "irrationally" allows
unsecured creditors to receive interest under section 726(a)(5) while
prohibiting interest to undersecured creditors.43 Because section 726(a)(5)
applies only in Chapter 7 liquidations when the estate proves solvent,
the dissent's concern appears overstated. As noted by one commen-
tator, the secured creditor in a Chapter 7 case is either allowed to
foreclose expeditiously, or the trustee sells the collateral security,
thereby sparing the lender the trouble of foreclosing. 43

Justice Scalia addressed this point directly in the Supreme Court's
decision and noted "[lt would be disingenuous to deny that this is
an apparent anomaly, but it will occur so rarely that it is more likely
the product of inadvertence than are the blatant inconsistencies peti-
tioner's [and likewise the dissent's] interpretation [of section 362(d)(1)]
would produce. ' 436 Justice Scalia also advised those undersecured
creditors in that situation that they could simply waive their secured
claim and receive interest on their claim under section 726(a)(5) as an
undersecured creditor.

432. 808 F.2d at 380 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
433. 3A COLER ON B,.xjw'rcy 63.16[1] (14th ed. 1975).
434. 808 F.2d at 380 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
435. M. BIENENSTOCK, supra note 160, at 172-73 n.29.
436. United Sav. Ass'n v. Timbers of Inwood Forest Assocs., 56 U.S.L.W. 4107, 4111 (U.S.

Jan. 19, 1988).
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The dissent contended that section 506(b) should not be viewed
as an "inferential limit on the treatment afforded secured creditors,
but as a baseline guarantee of the rights of the oversecured creditor." 43 7

Thus, an oversecured creditor is protected pursuant to section 506(b)
insofar as its interest and legal fees may continue to accrue up to the
amount of the value of the collateral. The oversecured creditor may
nonetheless seek relief under section 361 if the bankruptcy threatens
its collateral. The fact that the undersecured creditor lacks a definite
safe harbor in section 506(b) does not warrant, according to the
dissent, the conclusion that the undersecured creditor should receive
no protection. 48 The extent of the adequate protection to an under-
secured creditor is a judicial determination and thus differs from its
contract rights with the debtor. Hence, section 506(b) is an alternative
to, not a limit on, the secured creditor's right to adequate protection,
in the dissent's view. 439

The majority's position-that compensation for lost opportunity
costs conflicts with the interest provisions-proves too much, according
to the dissent, because adequate protection payments to secured cred-
itors are allowed for depreciation, for maintaining taxes and insurance
payments on property and for paying senior debts in order to protect
junior lienholders."" The dissent suggested that because the majority
did not quarrel with these other "extra contractual payments" which
are considered a requirement of adequate protection, the majority is
inconsistent in its opposition to payments for lost opportunity costs."'
The dissent, however, failed to note that payments for depreciation,
taxes and insurance, as well as for paying senior debt to protect a
junior lienholder, all reflect the concept of adequate protection en-
dorsed by the Timbers I panel; that is, protection only against the
decline in the value of the collateral or the endangerment of the
collateral. The fact that the majority does not quarrel with those
payments for depreciation, taxes and the like simply reflects its concept
of adequate protection which provides protection to a secured creditor
against a decline in value of the property or misuse of the property
during the bankruptcy proceeding.

437. 808 F.2d at 380 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
438. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
439. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
440. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
441. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
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The dissent distinguished compensation for lost opportunity costs
from interest payments. Unmatured interest proscribed by section 502
or allowed under section 506(b) accrues at the contract rate on the
entire amount owed by the debtor. Adequate protection under section
361, however, is based only on a valuation of collateral under section
506(a), whether such compensation is made for depreciation of the
collateral or for lost opportunity costs and, hence, requires accrual of
interest at the market rate. Thus the dissent differs from the American
Mariner court insofar as it advocates that the market rate of interest
governs adequate protection payments for lost opportunity costs rather
than the lesser of contract or market rate. The dissent further distin-
guished lost opportunity cost payments from unmatured interest insofar
as the former commence only when the secured creditor could have
foreclosed on the collateral rather than the petition date. Finally, the
dissent noted, compensation for lost opportunity costs need not be
cash payments as the majority assumed. A significant difference exists
between postpetition interest and compensation for lost opportunity
costs. The dissent likened the latter to administrative costs of the
bankruptcy proceeding." 2

The dissent next focused on the realpolitik of bankruptcy reor-
ganizations. The majority's fear of a massive transfer of assets from
unsecured creditors to undersecured creditors as a result of compen-
sation for lost opportunity costs ignores the realities of Chapter 1I
filings, according to the dissent. The dissent cited an Administrative
Office Report which found that ninety percent of Chapter 11 cases
nationwide failed to terminate within the provisions of Chapter 11,
but instead converted to Chapter 7 liquidations or were dismissed."43

From this the dissent concluded that the concern over the adverse
impact of a requirement to provide lost opportunity costs would be
overstated because such a high percentage of such cases ultimately
liquidate.

The actual impact of American Mariner on unreorganizable debt-
ors, however, should be favorable for secured and unsecured creditors
alike, according to the dissent." A debtor may, during the pendency
of a Chapter 11 reorganization, consume its assets, including any
going-concern surplus that may have originally existed. Imposing the

442. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
443. Id. at 382 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
444. Id. at 383 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
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requirement to pay lost opportunity costs on the debtor, according to
Judge Jones, takes the profit out of the debtor's standard tactic of
delay and thus shortens, or should shorten, the bankruptcy proceed-
ing." 5 The dissent noted that the debtor in Timbers had one secured
creditor and that the remaining unsecured debt of the debtor equaled
$17,000 -

46 In the dissent, Judge Jones suggested that the debtor had
filed the case in bad faith citing Little Creek Development Co. v.
Commonwealth Mortgage Corp. (In re Little Creek Development)447

and observed that in the case at bar the debtor had nothing to
reorganize.449 Moreover, there were effectively no unencumbered assets
in the case before the court. Hence, the concern of the panel in
Timbers I about the transfer of unencumbered assets to the secured
creditor was unwarranted, according to Judge Jones, in the context
of the facts of the case before the court. Had the debtor had a larger
amount of unsecured debt, more unsecured creditors and a substantial
amount of unencumbered assets, the concerns of the majority regarding
the harm to unsecured creditors would have been more compelling.
Judge Jones' point is valid, however. The debtor appeared to have
no chance of reorganizing and no equity in its one asset. These facts
nonetheless support termination of the automatic stay under section
362(d)(2). Indeed the fact that United Savings sought to obtain op-
portunity costs during the bankruptcy under section 362(d)(1) rather
than seeking to lift the automatic stay under section 362(d)(2) highlights
the problem of compensation for lost opportunity costs. Such com-
pensation is a judicial remedy which shifts the attention of courts and
secured creditors from utilizing those Code sections expressly enacted
to handle those cases such as the Timbers bankruptcy.

The dissent concurred with the majority insofar as it endorsed
tighter supervision of bankruptcy cases." 9 However, the dissent char-
acterized the majority's discussion of the various remedies within the
Bankruptcy Code as "somewhat pallid. ' 450 In the dissent's view,
following the decision in American Mariner would expedite the bank-
ruptcy proceeding and eliminate not only procrastination by the debtor,

445. Id. at 383-84 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
446. Id. at 383 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
447. 779 F.2d 1068 (5th Cir. 1986).
448. 808 F.2d at 383 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
449. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
450. Id. (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
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but also delay because of bickering among creditor groups. 4 1 Adher-
ence to the requirement in American Mariner to pay for the time
delay in foreclosing caused by the automatic stay would force creditors
to more rapidly galvanize their interests and focus their attention on
a potentially dwindling pie4 s2

E. Impact of Timbers II on Bankruptcy Practice in the Fifth
Circuit

The most immediate result of the decision in Timbers II will be
the increased role judicial discretion plays in the reorganization process.
To be sure, neither the decision in Timbers I nor that in Timbers II
expressly expanded the bankruptcy court's discretion, power or juris-
diction, which are granted by statute. However, several aspects of the
majority opinion do provide an indication of the way that the bank-
ruptcy court's power will be applied. Section Three of Judge Randall's
majority opinion in Timbers II constitutes a directive to bankruptcy
judges to manage their dockets to avoid the delay the dissent argued
is so rampant in the bankruptcy court system. Judge Randall noted
that, "[in almost all cases the key to avoiding excessive administrative
costs, which are borne by the unsecured creditor, as well as excessive
interest expense, which is borne by all creditors, is early and stringent
judicial management of the case. ' 453 The Fifth Circuit's charge is
clear: a bankruptcy judge must address the viability of the reorgani-
zation early in the case and act on his or her decision.

In practice, that charge will result in shifting the focus of litigation
on motions to lift stay from section 362(d)(1) 45 4 to section 362(d)(2). 455

In all likelihood, the dispute in the stay litigation will increasingly
focus on section 362(d)(2)(B) which requires that the debtor show that

451. Id. at 384 (Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
452. Id. .(Jones, Gee, Jolly, Higginbotham, & Davis, JJ., dissenting).
453. Id. at 373.
454. Section 362(d)(1) provides that a court shall grant relief from a stay, "(1) for cause,

including the lack of adequate protection of an interest in property of such party in interest."
11 U.S.C. § 362(d)(1) (Supp. IV 1986).

455. Section 362(d)(2) provides that a court shall grant relief from a stay,
(2) with respect to a stay of an act against property under subsection (a) of this

section, if-
(A) the debtor does not have an equity in such property; and
(B) such property is not necessary to an effective reorganization.

Id. § 362(d)(2) (1982 & Supp. IV 1986).
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the property is necessary to an effective reorganization. The question
of whether the debtor has equity in the collateral as required under
section 362(d)(2)(A) has traditionally been a contest of appraisers.
Valuation battles45 6 which occurred prior to the decisions in Timbers
I and Timbers II will not decrease. However, the disputes under
section 362(d)(2)(B) will increase as a result of the focus of the Timbers
I panel and the majority in Timbers II on the need to terminate
Chapter 11 reorganizations when the likelihood of success is slim. The
secured creditor who previously sought compensation for lost oppor-
tunity costs under section 362(d)(1) will shift its focus to section
362(d)(2)(B) and will argue that the automatic stay should be termi-
nated because the prospects for reorganization are not high. Notwith-
standing the various Code provisions suggested by the majority in
section two of the opinion as a means of avoiding delay, the expedited
timing of a motion to lift stay should, especially in the clogged dockets
of the Fifth Circuit, make section 362(d)(2) a most attractive vehicle
for expediting a proceeding.

Other statutory provisions cited by Judge Randall will also be
increasingly used by secured creditors. Judge Randall described section
1112(b) as "[plerhaps the prime avenue for relief, for both the secured
and unsecured creditors of a debtor who is not reorganizable or who
is unreasonably delaying .... ,,4"7 In all likelihood the number of cases
dismissed or converted under section 1112(b) will increase as bank-
ruptcy judges rely on and cite to Judge Randall's language in Timbers
II regarding the increased use of section 1112(b). Although the stan-
dards for conversion or dismissal under section 1112(b) are no different
after Timbers II, the charge to bankruptcy judges to use section
1112(b) to evaluate a debtor's viability in light of the best interest of
creditors will direct the attention of both creditors and judges to that
section.

However, the ultimate impact of Timbers II on the reorganization
process should be positive. Although the decisions in Timbers I and
Timbers II can be seen as pro-debtor, the practical effect of Timbers
II on the reorganization process should be a higher percentage of

456. See id. § 506(a) (1982); Fortgang & Mayer, Valuation in Bankruptcy, 32 UCLA L. REv.

1061 (1985).
457. 808 F.2d at 371. The Fifth Circuit's willingness to support use of section 1112(b) as a

means of curbing delay can be seen in other decisions. See Koerner v. Colonial Bank (In re
Koerner), 800 F.2d 1358 (5th Cir. Sept. 1986).
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successful reorganizations among those cases which proceed as Chapter
Il 's and are not converted, dismissed or in which the stay is lifted
pursuant to the directive to judges in Section Three of the majority
decision. Thus, ultimately, the secured creditor may fare better within
a bankruptcy proceeding post-Timbers H than prior to the Timbers I
decision. Certainly, it would appear that the secured creditor post-
Timbers H is better off than had the Fifth Circuit followed American
Mariner but misapplied the lost opportunity costs theory. 48 Under
Timbers II, the undersecured creditor is better off in that the bank-
ruptcy judge, early in the proceeding, will either lift the stay under
section 362(d)(2)(B) or convert the reorganization to Chapter 7 rather
than allow the debtor to remain in bankruptcy and require payment
of lost opportunity costs which might not commence until six months
after the petition date at which point the debtor might be unable to
make the payments.

Finally, the scope of research and the quality of the reasoning,
in both Timbers I and Timbers II, attest to the excellence of the Fifth
Circuit judges. The various arguments posited on both sides in Timbers
I and Timbers II are better reasoned and analyzed than those put
forward by any other circuit to date which has addressed the complex
issue of adequate protection.

V. THE SUPREME COURT SPEAKS

In January of 1988, the United States Supreme Court unanimously
voted to affirm the Fifth Circuit's decision in the Timbers case.4 59 The
issue before the Court was whether an undersecured creditor is entitled
to compensation under section 362(d)(1) for delay caused by the
automatic stay in foreclosure. °

Justice Scalia, writing for a unanimous court, noted that section
362 was central to the decision, but should be interpreted in light of
other sections of the Code4 61 The petitioner, United Savings, argued
that the term "interest in property" includes the right of a secured

458. See, e.g., Ahlers v. Northwest Bank Worthington (In re Ahlers), 794 F.2d 388 (8th Cir.
1986) (despite the court's approval of American Mariner, the decision was disastrous for the
secured creditor).

459. United Sav. Ass'n v. Timbers of Inwood Forest Assocs., 56 U.S.L.W. 4107 (U.S. Jan.
19, 1988).

460. Id. at 4108.
461. Id. at 4108-09.
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party to take immediate possession of the defaulted security and apply
it to the debt.4 2 If that argument were true, said the Court, the
secured party must be reimbursed for the use of the proceeds during
the term of the stay. 463

The Court noted that section 362 by itself is susceptible to the
petitioner's argument, but that other sections of the Code make it
clear that "interest in property" does not include a secured party's
right to immediate foreclosure. 464 The Court also addressed the legis-
lative history behind sections 361 and 362. 465 The Court concluded
that the legislative history undercut the petitioner's arguments. The
Court found it most improbable that the Congress intended to provide
for interest during the term of the stay without mention.466 Indeed,
Justice Scalia observed that United Savings' construction of section
362(d)(1) renders section 362(d)(2) a nullity insofar as section 362(d)(2)
would be of use to a secured creditor only if its collateral's value was
protected and it was receiving interest, but wanted nonetheless to
foreclose. This result created, in Justice Scalia's view, a "theoretical
absurdity.' "467

VI. CONCLUSION

The explosion of bankruptcy filings resulted in numerous bank-
ruptcy related issues being decided by the Fifth Circuit Court of
Appeals during the past survey period. Unfortunately space limitations
preclude discussion in this article of some rather interesting, although
less significant, decisions.

Decisions not discussed in this article, but worth noting, include
Koerner v. Colonial Bank (In re Koerner).468 The Koerner panel ruled
that certain sections of BAFJA which retroactively extended the juris-
diction of the bankruptcy judges sitting at that time to rule on cases

462. Id. at 4109.
463. Id.
464. Id. Specifically, the Court examined sections 506 (defining amount of secured creditor's

secured claim); 502 (permiting postpetition interest to be paid out of any security cushion); 552
(prepetition security interest does not carry over to postpetition); 726 (distribution of the
bankruptcy estate); 1121 (parties who may file a plan); 1129 (confirmation of a plan). 11 U.S.C.
§§ 506, 502, 552, 726, 1121, 1129 (1982 & Supp. IV 1986).

465. 56 U.S.L.W. at 4111.
466. Id.
467. Id. at 4110.
468. 800 F.2d 1358 (5th Cir. Sept. 1986).
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between June 27, 1984 and July 10, 1984 did not violate the appoint-
ments clause of the U.S. Constitution. 69 The Code, as enacted in
1978, provided a transition period for the existing bankruptcy referees
to be selected and redesignated as bankruptcy judges. Although the
transition period was originally scheduled to terminate on March 31,
1984, Congress extended the deadline four times with the final exten-
sion ending on June 27, 1984. President Reagan signed BAFJA into
law on July 10, 1984 and provided, in part, for a retroactive extension
of the terms of office of the then sitting bankruptcy judges to cure
the two week gap.

The debtor in Koerner had appealed a decision to convert his
Chapter 11 bankruptcy proceeding to a Chapter 7 proceeding based,
in part, on his claim that the bankruptcy judge had no authority to
so rule.4 70 The debtor also asserted that the retroactive extension of
the terms of office of the bankruptcy judges through enactment of
BAFJA was unconstitutional. 471 The Koerner panel rejected these
arguments and concluded that the bankruptcy judges serving between
June 27, 1984 and July 10, 1984 had authority to rule on matters
before them and that the retroactive extension of the then-serving
bankruptcy judges' terms through the 1984 Amendments was consti-
tutionally valid. 472

The Fifth Circuit also addressed two express defenses to preference
actions brought pursuant to section 547 of the Bankruptcy Code
during the survey period. In Coral Petroleum, Inc. v. Banque Paribas-
London473 the court examined the doctrine of earmarking as a defense
to preference actions initiated under section 547 of the Bankruptcy
Code. The Coral Petroleum court ruled that the creditor had a valid
defense to the preference action.4 74 The court in Braniff Airways, Inc.
v. Exxon Co. 475 also examined the impact of the right of set-off under
section 553 as a defense to preference actions. The Braniff court ruled
that the creditor had a right of set-off under section 553(a) of the
Bankruptcy Code which made it a secured creditor to the extent of

469. Id. at 1367.
470. Id. at 1360.
471. Id.
472. Id. at 1367.
473. 797 F.2d 1351 (5th Cir. Aug. 1986).
474. Id. at 1364.
475. 814 F.2d 1030 (5th Cir. Apr. 1987).
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the set-off amount. 476 Prepetition payments to the creditor by the
debtor would not be preferences insofar that-the creditor's claim was
deemed secured pursuant to section 553. The Braniff court remanded
the case for a further determination as to whether the debtor could
recover any set-off pursuant to section 553(b) .477 Although the courts
in Coral Petroleum and Braniff address only specific defenses to a
preference complaint, each case constitutes the seminal decision with
the Fifth Circuit on that particular defense.

Two other cases worth mentioning are Neely v. Murchison478 and
River Hills Associates v. River Hills Apartment Fund (In re River
Hills Apartment Fund).479 In the former, the Fifth Circuit ruled that
a bankruptcy clerk's failure to provide notice of the dischargeability
bar date to a creditor did not toll the time period for filing discharge-
ability complaints. 40 In the latter case, the Fifth Circuit strictly applied
the thirty-day limitation period for motions for relief from the auto-
matic stay. 48' The Fifth Circuit in River Hills concluded that the thirty-
day limitation period pursuant to section 362(e) is absolute and that
the automatic stay will terminate even if the court through its own
inadvertence is unable to schedule a hearing during that time period .4 2

Neither case presents issues which are either significant or novel. The
Fifth Circuit's inclination to strictly enforce various deadlines and time
periods in the Code is quite evident in these two decisions. Those
attorneys practicing bankruptcy law within the Fifth Circuit should
take heed and act accordingly.

476. Id. at 1038-41.
477. Id. at 1041.
478. 815 F.2d 345 (5th Cir. Apr. 1987).
479. 813 F.2d 702 (5th Cir. Apr. 1987).
480. 815 F.2d at 347.
481. 813 F.2d at 708.
482. Id. at 707.
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