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I. Introduction

Section 1111(b) of the Bankruptcy Code has long perplexed bankruptcy
practitioners seeking to advise their clients as to its intricacies. When the
Seventh Circuit issued its decision in /n re B.R. Brookfield Commons No. 1
LLC" on November 4, 2013, however, many practitioners viewed it as a wa-
tershed decision granting a significant victory for nonrecourse creditors by
treating them as unsecured creditors in Chapter 11 cases.? Despite its initial
promise, very few decisions since Brookfield Commons have addressed
whether the holder of a nonrecourse deficiency claim is entitled to an al-
lowed general unsecured claim in a Chapter 11 bankruptcy case. Neverthe-
less, a significant body of case law has developed surrounding this issue in
Chapter 13 cases.® While these decisions reflect a split of authority, both
lines of cases support the Seventh Circuit’s holding that section 1111(b)
provides a wholly undersecured nonrecourse creditor with an allowed*
unsecured claim in a Chapter 11 bankruptcy.

II. Relevant Statutory Provisions

Although the language is relatively straightforward, the application of
section 1111(b)(1)(A) is anything but straightforward. In relevant part, that
section provides: “A claim secured by a lien on property of the estate shall
be allowed or disallowed under section 502 of this title the same as if the
holder of such claim had recourse against the debtor on account of such
claim, whether or not such holder has such recourse . . .”® While not
expressly stated, this section can be read as an exception to the claim disal-
lowance provisions of section 502(b)(1), which disallows a claim if it is
“unenforceable against the debtor and property of the debtor, under any
agreement or applicable law for a reason other than because such claim is
contingent or unmatured.”® Because nonrecourse claims, by definition, are
unenforceable against the debtor personally, section 502(b)(1) would seem
to disallow nonrecourse claims absent the addition of section 1111(b).

This otherwise routine statutory analysis, however, is complicated by the
existence of section 506(a), which provides a secured creditor with an al-
lowed secured claim only to the extent of the value in the collateral and an
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unsecured claim for the deficiency.? Further, section 506(d) voids a lien that
“secures a claim against the debtor that is not an allowed secured claim
.. .”° Thus, a debtor could argue that section 506(d) voids a fully (or even
partially) undersecured nonrecourse lien,'® which would render section
1111(b)(1) inapplicable. This was precisely the argument before the Seventh
Circuit in Brookfield Commons.

III. Revisiting Brookfield Commons

A. Background

B.R. Brookfield Commons No. 1, LLC and B.R. Brookfield Commons
No. 2, LLC (together, “Brookfield”) owned a shopping center secured by a
first mortgage of approximately $8,900,000 and a second mortgage of ap-
proximately $2,539,375." ValStone Asset Management, LLC (“ValStone™)
held an interest in both mortgages.'* The parties did not dispute that the
second mortgage was a nonrecourse loan agreement secured by a valid and
enforceable lien on the shopping center." Brookfield filed its Chapter 11 pe-
tition on June 10, 2011 and elected to retain ownership of the shopping center
in its proposed plan of reorganization.™

Because of Brookfield’s decision to keep the property, the bankruptcy
court was required to establish a judicial value for the property. The parties
agreed that “absent a significant and unexpected increase in value” of the
shopping center, the second mortgage would be completely underwater.'
Brookfield objected to the second lien claim, arguing that it should be disal-
lowed because ValStone could not pursue a deficiency claim against
Brookfield under state law or section 1111(b)."® Conversely, ValStone argued
that its second lien claim should be allowed because section 1111(b)(1)(A)
treats its nonrecourse claim as if it had recourse.” Both the bankruptcy court
and the district court agreed with ValStone and allowed its claim.™

B. Seventh Circuit’s Analysis

The only issue on appeal was whether ValStone’s second lien claim should
be disallowed." Recognizing that the resolution of this issue required an in-
terpretation of section 1111(b)(1)(A), the Seventh Circuit identified this is-
sue as one of first impression.”® Ultimately, the Seventh Circuit agreed with
ValStone and affirmed the lower courts’ decisions.

Beginning with “well-established principles of statutory construction,”
the Seventh Circuit found that the plain language of section 1111(b)(1)(A)
was clear and unambiguous that “the only prerequisite is that a claim be
‘secured by a lien on property of the estate.” *’?' Thus, the court found that
ValStone’s second lien claim should be treated as a recourse claim against
Brookfield.?* Because the language of the statute was clear, the Seventh
Circuit found that its “only function is to enforce the statute according to its
terms.”?

The parties, however, cited two cases that differed in their interpretations
of how to enforce the statue.?® Brookfield relied on In re SM 104 Ltd.,*®
which completely disallowed a creditor’s nonrecourse claim because it was
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wholly unsecured by any value in the collateral.®® Conversely, ValStone
relied upon In re Atlanta West VI, which interpreted section 1111(b)(1)(A)
to require a fully unsecured, nonrecourse claim to be “classified and provided
for in the debtors’ plan.”?

Acknowledging the danger posed by differing interpretations of the same
statute, the Seventh Circuit turned to legislative history.?® The Seventh
Circuit found that the Congressional Record described section 1111(b)(1) as
“the general rule that a secured claim is to be treated as a recourse claim in
chapter 11 whether or not the claim is nonrecourse by agreement or ap-
plicable law.”? It also noted that Congress enacted section 1111(b) in re-
sponse to the harsh result in Pine Gate, which permitted a debtor to cram
down a plan that paid the secured lender only the current value of the
collateral.*®® Finally, the Seventh Circuit relied on the discussion of section
1111(b) in Collier on Bankruptcy to buttress its finding that “the district
court’s interpretation of § 1111(b)(1)(A) is congruent with Congress’ intent
to strike a balance between debtor protections and equitable treatment of
creditors.”®’

Having derived congressional intent, the Seventh Circuit quickly reviewed
the opposing cases cited by the parties.* The Seventh Circuit agreed with
ValStone that Atlanta West was analogous to the case at bar.*® Conversely, it
found that /n re SM 104 Ltd. was distinguishable on the facts and “did not
consider bankruptcy treatises, legislative history, persuasive cases, or con-
trolling cases during its statutory interpretation.”* Finding the analysis in
Atlanta West to be more credible because it considered those sources in its
analysis, the Seventh Circuit adopted its conclusion that section 1111(b)
“does not require that the lien on the property be secured by actual value’
and the creditor ‘cannot be denied a claim as debtor proposes.”® Accord-
ingly, because “Brookfield cannot dispute that the [second lien claim] is
secured by a lien on the [shopping center]” and “[t]he value in the collateral
is immaterial,” the Seventh Circuit held that ValStone’s second lien claim
could not be disallowed.*

1'26

IV. Allowance of Nonrecourse Claims in Chapter 13

A. Converting Recourse Liens into Nonrecourse Liens Through
Discharge

Although Brookfield Commons has been cited in only a few 1111(b)(1)(A)
decisions, several Chapter 13 cases, especially those under “chapter 20,”%
have addressed the issue of whether nonrecourse claims held by undersecured
creditors must be allowed as general unsecured claims. Given their proce-
dural posture, Chapter 20 cases often present issues similar to the one identi-
fied in Brookfield Commons. Specifically, while the debtor receives a dis-
charge of his or her personal liability to a secured creditor at the conclusion
of the Chapter 7 case, the creditor’s in rem mortgage claim survives the
discharge.® After discharge, the lender’s remaining interest in the property
“has the same properties as a nonrecourse loan.”*® Whether the deficiency on
these nonrecourse loans receives treatment as a general unsecured claim—
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the same issue addressed in Brookfield Commons—has led to a split of
authority among bankruptcy courts in Chapter 13 cases. Each of these ap-
proaches will be discussed in greater detail below.

B. Cases Allowing Deficiency Claims as Unsecured Claims

The first group of cases provides an undersecured nonrecourse creditor
with a general unsecured claim for its deficiency. The genesis for this line of
cases appears to be the Central District of California’s decision in /n re
Akram.*® In Akram, the Chapter 20 debtor sought to strip the creditor’s lien
and eliminate its general unsecured claim.*' The court found that because the
secured lien could not be stripped in the debtor’s prior Chapter 7 case under
Dewsnup,** discharge only removed the in personam liability of the debtor.*®
Because the amount of the secured lien remained unaffected by the prior dis-
charge, the stripping of the lien in the Chapter 13 case “turned the full amount
owed to each creditor (pursuant to that creditor’s Note) into a general
unsecured claim for chapter 13 plan purposes . . .”*

Later that same year, another California bankruptcy court offered “a more
compelling reason for allowing the unsecured claim” in In re Gounder.*®
Consistent with the Supreme Court’s holding in Johnson v. Home State Bank,
Gounder found that the definition of “claim” in section 101(5) encompassed
a “right to payment that can be satisfied from the debtor’s property.”*® From
that conclusion, the court found that section 506(a) resulted in a “completely
undersecured claim being converted into an unsecured claim against the
chapter 13 estate (as opposed to the debtor).”*” According to the court: “This
is the price of separating a claim from its security.”*®

Gounder’s holding was based on the statutory language of section 506(a),
but the language of that section does not, on its face, appear to draw any
distinction between the debtor and the estate.*® Nevertheless, the court noted
that “[i]f the security had no value, section 506(a) would convert the nonre-
course claim against the debtor into a recourse claim against the bankruptcy
estate.”® Additionally, the court also cited to a footnote in In re Triple R
Holdings L.P., but that citation offers minimal support for the court’s conclu-
sion because Triple R Holdings was a Chapter 11 case addressing the
interplay of section 1111(b) and the new value exception.®' Other than recit-
ing the language of section 506(a), Triple R Holdings offers no analysis for
its conclusion that “in the case of a nonrecourse creditor, the Code creates an
unsecured deficiency claim against the estate.”®

More recent cases have reached the same conclusion as Gounder, but they
have relied on section 502, instead of section 506 alone.*® For example, the
court in In re Hill reasoned that because the secured creditor had filed a
proof of claim in the Chapter 13 case, that claim was “deemed allowed”
under section 502 unless the debtor or another party in interest objected to its
allowance.*

In a recent decision from Idaho, /n re Hoffman, the court took the Hill
analysis one step further and found that a nonrecourse secured creditor’s
unsecured claim in a Chapter 13 case must be allowed under section 502 as
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long as the liens remained on the debtor’s property.*® Unlike the other cases
discussed herein, Hoffman was a traditional Chapter 13 bankruptcy case
where the debtor was not personally liable under the secured liens because
she inherited the property from her parents subject to the existing liens.®®
The debtor proposed a plan to bifurcate the first lien and strip the fully
undersecured second lien from the property and pay both deficiency claims
as general unsecured claims.”” The Chapter 13 trustee objected, arguing that
these claims were not entitled to treatment as unsecured creditors because
the debtor was not personally liable for the obligations.®®

The court went through an analysis similar to Gounder in finding that a
nonrecourse secured lender has an allowed unsecured claim in a Chapter 13
case.*® While the court “tend[ed] to agree” with the holding in Gounder, it
proceeded to analyze whether the claim would be allowed under section
502.%° In applying section 502, the court found that “a claim is only disal-
lowed if it is unenforceable against the debtor and the debtor’s property ‘for
a reason other than because such claim is contingent.” >*®' Because the fully
underwater lien was retained pending completion of the plan and the partial
avoidance of the first lien only occurred upon completion of the plan,®* the
court found that the lenders’ general unsecured claims were contingent and
not subject to disallowance.®® Accordingly, as long as the creditors’ liens
remain potentially enforceable against the debtor’s property, the court would
be required to allow their claims even in the face of an objection to those
claims.®

C. Cases Denying Unsecured Treatment to Deficiency Claims

Contrary to the cases discussed above, other recent cases have rejected the
reasoning of Gounder and its progeny and have found that a fully underse-
cured nonrecourse creditor does not have an allowed unsecured claim in a
Chapter 13 case.®® While these cases generally disagree with the reasoning
of the cases discussed above, they also found Congress’s failure to include a
Chapter 13 corollary to section 1111(b) to be a dispositive factor in the
analysis. This section discusses the cases taking this approach.

Sweitzer appears to be the first published case barring a holder of a nonre-
course secured claim from receiving treatment as an unsecured creditor in a
Chapter 13 case.® In Sweitzer, the creditor’s lien had been avoided earlier in
the Chapter 13 bankruptcy pursuant to court order.®”” As a result, the court
found that the secured creditor “no longer has the in rem rights stated in its
proof of claim for purposes of this case; nor does it have a valid argument
that it holds an allowable unsecured claim under Johnson.”®® Because the
creditor’s in personam rights and claims were discharged in the debtor’s
prior Chapter 7 case, the court found that those “rights and claims cannot
now be resurrected as an unsecured claim in this case in contravention of
that discharge simply because [the creditor’s] in rem rights were stripped off
in this case.”® Accordingly, the creditor was left with no allowable claim
against the debtors or their property in the Chapter 13 case.”

The next court to take up the issue was In re Rosa.”" Agreeing with the
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first part of the analysis in /n re Hill, the Rosa court found that section
506(a)(1) determines only the treatment of a secured claim, not whether it
should be allowed.” Next, the court analyzed the opinions in Akram and
Gounder, but respectfully disagreed with their analysis.” Instead, the court
refused to “impose liability on the chapter 13 bankruptcy estate where none
exists for the chapter 13 debtor.”” The court pointed to the definition of
creditor in section 101(10) in finding that “if these creditors do not have an
allowable unsecured claim against the Chapter 13 debtor, they do not have
an allowable unsecured claim that must be paid through the Chapter 13
plan.””® The court also noted that section 1111(b) demonstrated that
Congress knew how to convert a nonrecourse claim into a recourse claim,
and the lack of similar language in section 506(a)(1) means that it cannot ef-
fect such a conversion.” Finally, the court noted that its holding is consistent
with the treatment of non-recourse secured claims for purposes of determin-
ing Chapter 13 eligibility under section 109(e).”

The most recent case denying an allowed unsecured claim to a nonre-
course secured creditor was In re Sandrin.® Like Hoffman, Sandrin involved
a traditional Chapter 13 case where the secured creditor held a traditional
nonrecourse loan.” Unlike Hoffman, however, the court ruled that providing
the secured creditor with an allowed unsecured claim would give the credi-
tor a right that it did not hold outside of bankruptcy, and that this right would
dilute the rights of other creditors that had full recourse against the debtor.®
Similar to the reasoning in Rosa, the court found that if section 502 permit-
ted a nonrecourse claim to receive recourse claim treatment, section 1111(b)
would be superfluous.®' Like Rosa, the court also found its conclusion to be
consistent with the treatment of non-recourse claims for eligibility
purposes.®

Although the court could have stopped its analysis after finding that a non-
recourse secured creditor was not entitled to an allowed unsecured claim in
the Chapter 13 case based on a plain reading of the relevant statutory provi-
sions, the court further supported its conclusion by referring to legislative
history.®® First, the court cited to a discussion of section 506(a), which
indicated that “the holder of a nonrecourse loan will not have an unsecured
claim for the deficiency.”® Second, the court noted that the legislative his-
tory of section 102 provides that while it is intended to provide a nonre-
course creditor with a claim against the debtor, “it would not entitle the
holders of the claim to distribution other than from the property in which the
holder had an interest.”® Finally, in discussing the legislative history of sec-
tion 502, the court found that when claims are unenforceable against the
debtor and his or her property, section 502(b)(1) “is intended to result in the
disallowance of any claim for deficiency by an unsecured creditor on a non-
recourse loan or under a state antideficiency law, special provision for which
is made in section 1111, since neither the debtor personally, nor the property
of the debtor is liable for such a deficiency.”®® After discussing these provi-
sions, the court concluded that congressional intent was clear that absent a
special provision such as section 1111(b), the bankruptcy code should treat
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nonrecourse obligations the same as nonbankruptcy law and that its ruling
honored that intention.®

V. Applying the Chapter 13 Analysis

Regardless of which approach ultimately prevails in the Chapter 13
context, the cases discussed above all support the Seventh Circuit’s decision
in Brookfield Commons. Whether a nonrecourse wholly undersecured credi-
tor has an allowed unsecured claim in a Chapter 11 case by operation of sec-
tion 502(b), 506(a) or 1111(b), the cases leave little doubt that the claim
must be allowed in a Chapter 11 case.

A. Claims Allowed in Chapter 13 Must Be Allowed in Chapter 11

Section 506(a) bifurcates a nonrecourse undersecured claim against the
pre-petition debtor into two claims against the Chapter 13 estate: a secured
claim for the value of the property securing the claim and an unsecured defi-
ciency claim for the remaining amount outstanding.®® Under Gounder, if the
security has no value, the creditor has recourse against the estate in the form
of an unsecured claim for the full amount outstanding.®® Because section 506
applies in both Chapter 11 and Chapter 13 cases,” the result in Gounder, if
correct, would apply with equal force in a Chapter 11 case, irrespective of
section 1111(b).

A similar result would be required under the combined section 502/506(a)
analysis articulated in Hoffman. Assuming section 506(a), standing alone,
provides an insufficient basis to justify the allowance of an unsecured claim,
section 502(a) deems the claim to be allowed absent an objection from a
party in interest.® Although the permanent statutory contingency identified
in Hoffman (i.e. section 348(f)(1)(C)(i)) does not apply in Chapter 11 cases,
section 502(b)(1) does not disallow a nonrecourse claim in a Chapter 11 by
operation of section 1111(b)(1).%? Thus, under the analysis in Hoffman, even
if an objection were filed, the nonrecourse undersecured creditor would have
an allowed unsecured claim for its deficiency in a Chapter 11 case.

B. Claims Disallowed in Chapter 13 Are Allowed in Chapter 11 by
Operation of Section 1111(b)

Even assuming Gounder and Hojffman were wrongly decided, the other
line of Chapter 13 cases also supports the Seventh Circuit’s holding in
Brookfield Commons. In particular, Sweitzer, Rosa, and Sandrin all refused
to award nonrecourse undersecured creditors an allowed unsecured claim
under section 502 because doing so would obviate the need for section
1111(b).*® Logically, these holdings imply that section 1111(b) exists specifi-
cally to provide a nonrecourse undersecured creditor with an allowed
unsecured deficiency claim in a Chapter 11 case.

None of the cases cited in Brookfield Commons are inconsistent with the
foregoing analysis. For example, the court in 680 Fifth Avenue Associates
found that Congress drafted section 1111(b) to avoid the result in Pine Gate.**
In doing so, Congress changed existing law by treating “all liens encumber-
ing property of the debtor [as] recourse, regardless of whether the creditor’s
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lien was recourse or nonrecourse under nonbankruptcy law.”*® Whether the
nonrecourse lien is consensual or nonconsensual is irrelevant; “[t]he only
precondition to the statute’s application is a claim secured by a lien on prop-
erty of the estate.”®® Likewise, the court in Atlanta West found that section
1111(b) is triggered by the existence of a lien on the property, “not the exis-
tence of value to secure it.”®” The Seventh Circuit cited both of these cases
with approval in Brookfield Commons.

Despite the prior holdings in 680 Fifth Avenue Associates and Atlanta
West, the court in SM 104 Ltd. found that section 1111(b) is only available to
creditors whose liens are secured by value in the property.®® The court’s
analysis spanned two paragraphs and did not cite any case or treatise for its
conclusion.® Instead, the court cited the statutory text of sections 502(b)(1),
506(a) and 1111(b) in reaching its conclusion.'® As discussed above, those
provisions do not support the conclusion that a nonrecourse creditor cannot
have an allowed deficiency claim in a Chapter 11 case. Thus, the Seventh
Circuit’s determination that this decision was an “outlier opinion” appears
correct.'®’

Because the case law overwhelmingly supports the Seventh Circuit’s hold-
ing in Brookfield Commons, a review of the legislative history should not be
necessary; nevertheless, that history lends additional support to the Seventh
Circuit’s decision. As discussed in Sandrin, the legislative history for sec-
tions 102 and 506(a) supports the conclusion that Congress did not intend
for an undersecured nonrecourse creditor to have an allowed unsecured claim
for its deficiency.'®® Nevertheless, the legislative history for section 502
notes that section 1111 makes special provisions for the allowance of these
deficiency claims.'®® Although the legislative history for section 1111(b)
may not completely resolve the issue of whether a nonrecourse deficiency
claim must be allowed as an unsecured claim,'® a collective review of the
legislative history behind other applicable provisions demonstrates that sec-
tion 1111(b) provides an exception to the general rule of disallowance of
nonrecourse obligations.'®

VI. Conclusion

Faced with an issue of first impression, the Seventh Circuit reached the
correct conclusion in Brookfield Commons. That conclusion was supported
by the legislative history underlying the adoption of section 1111(b) and
passages from Collier on Bankruptcy. A review of Chapter 13 cases both
before and after the Seventh Circuit’s decision provides ample additional
support for its conclusion. While a split of authority has emerged in Chapter
13 cases, both lines of cases support the Seventh Circuit’s decision that a
nonrecourse fully undersecured creditor in a Chapter 11 case has an allowed
unsecured claim against the debtor’s estate. Whether this conclusion is
mandated by the application of section 506(a) alone, or in combination with
section 502 or section 1111(b) may be subject to continued debate, but there
should be little doubt that these claims must be allowed in Chapter 11.
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