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Momentive vs EFIH: Second Circuit Splits with Third Circuit on Make-Whole; Keeps
Pressure on Lenders to Negotiate Express Make-Whole Provisions

The United States Court of Appeals for the Second Circuit has affirmed the district court and the bankruptcy court’s
determinations in MPM Silicones, LLC (“Momentive”)1 that Momentive’s senior noteholders are not entitled to recover any
make-whole premium on account of the replacement of their notes in Momentive’s bankruptcy. In so holding, the court
rejected noteholders’ argument that they are entitled to the make-whole premium because when Momentive issued
replacement notes under its plan of reorganization, it “redeemed” the notes “at its option” prior to maturity. The Second
Circuit, following its earlier decision in In re AMR Corp.?, refused to read any make-whole entitlement into the indentures’
optional redemption clauses, which provided for a make-whole if Momentive redeemed the notes “at its option,” since
early redemption that is the result of an automatic acceleration triggered by a bankruptcy filing is not “at [the borrower’s]
option.” This is in stark contrast to the Third Circuit’s recent holding in In re Energy Future Holdings Corp. (“EFIH”)3, in
which that court determined that a similar in-bankruptcy refinancing was an “optional” redemption even though it occurred
post-acceleration and during EFIH’s bankruptcy case, finding that the Chapter 11 filing was voluntary, and that even once
EFIH was in Chapter 11, it retained the option of reinstating the debt in a plan rather than repaying it.

Background

As we have discussed in earlier client alerts*, both the
Momentive bankruptcy court and district court disallowed
noteholders’ entitlement to their contractual make-whole
premium, ruling that after their underlying debt was
automatically accelerated as a result of Momentive’s
bankruptcy filing, such premiums would only have been due if
the governing indentures “clearly and unambiguously” provided
for it. The lower courts determined that the relevant “optional
redemption” provision of the indentures did not clearly and
expressly so provide and held that a refinancing in bankruptcy
(even following a voluntary filing) is not “optional” because it is
triggered automatically. The lower courts also refused to read a
provision in the indentures’ automatic acceleration clauses,
which provided for payment of a “premium, if any” upon such
acceleration, as granting any right to a make-whole since they
found no make-whole premium due under the “optional
redemption” clauses. Finally, the lower courts refused to allow
the noteholders to “deaccelerate” their debt in order to give rise
to a make-whole entitlement and undo the damage done by
the automatic bankruptcy acceleration because they held that
allowing such deacceleration would amount to an “end run”
around the other terms of the indenture and would violate the
automatic stay. The Second Circuit affirmed the lower courts’
rulings in each of these res.pects.5

The Second Circuit Affirms

On appeal, the noteholders argued: (i) that they were entitled
to the make-whole under the indentures’ optional redemption

clauses; (i) that they were entitled to it under the indentures’
acceleration clauses; and (iii) even if the indentures did not
allow for a make-whole premium upon acceleration, they
should not have been permanently barred from exercising their
contractual right to rescind acceleration and thereby obtain the
make-whole premium. Citing principally to In re AMR Corp, as
the bankruptcy and district courts did, the Second Circuit
rejected each of those arguments.

First, the court held that the repayment of the notes happened
post-maturity (since Momentive’s bankruptcy filing accelerated
the maturity date of the notes to the petition date, and the
redemption occurred later) and since the notes were not
voluntarily redeemed (“at the [borrower’s] option”), but rather
were redeemed as a result of the automatic bankruptcy
acceleration of the debt. The court obliquely recognized in its
ruling that this particular holding was in direct contrast to the
recent EFIH ruling from the Third Circuit, which held that a
redemption of notes on substantially similar terms under
substantially similar facts did trigger a make-whole entitiement.
The Second Circuit rejected as irrelevant a distinction made by
the Third Circuit in EFIH between “redemption” (payment at or
prior to maturity) and “prepayment” (payment before maturity)
in interpreting the indentures since, the court held, the notes
were, in any event, repaid after maturity.

Second, the court, refused to read the indentures’ acceleration
clauses as giving rise to an entitlement to a make-whole
merely because they provided for payment of a “premium, if
any.” As the court stated, “the make-whole premium is not due
pursuant to the Acceleration Clauses’ reference to ‘premium, if
any,’ for the simple reason that the more specific Optional
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Redemption Clauses which grant the make-whole are not
triggered and thus no premium has been generated.”

Finally, the court held that the noteholders’ invocation of their
right to rescind acceleration under the indentures is barred
because it would be “an attempt to modify contract rights and
would therefore be subject to the automatic stay.” The court
therefore held that “because the right to rescind acceleration
here would serve as an end-run around their bargain by
rescission,” the lower courts correctly concluded that the
automatic stay barred rescission of the acceleration of the
notes.

Conclusion

Third. Since bankruptcy venue choices are almost always at
the option of the debtor, however, creditors will be well served
negotiating make-whole provisions to the stricter requirements
of the Second Circuit.

For More Information

Following this decision, whether a particular make-whole
provision will be enforceable in a given case will continue to be
fact specific, and the language of the underlying loan
documents will remain critical. In both the Second and Third
Circuits, creditors wishing to preserve their right to make-whole
premiums should continue to use clear and explicit language
describing the circumstances under which the premiums must
be paid, and creditors must be aware that, unless the Supreme
Court addresses this nascent circuit split, the Second Circuit
will be a less forgiving venue for make-whole litigation than the
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This document has been prepared by Chapman and Cutler LLP attorneys for informational purposes only. It is general in nature and based on authorities that are subject to
change. It is not intended as legal advice. Accordingly, readers should consult with, and seek the advice of, their own counsel with respect to any individual situation that
involves the material contained in this document, the application of such material to their specific circumstances, or any questions relating to their own affairs that may be

raised by such material.

To the extent that any part of this summary is interpreted to provide tax advice, (i) no taxpayer may rely upon this summary for the purposes of avoiding penalties, (ii) this
summary may be interpreted for tax purposes as being prepared in connection with the promotion of the transactions described, and (iii) taxpayers should consult independent

tax advisors.
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