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In a 2-1 ruling, the Ninth Circuit became the first circuit court to hold that the “solvent debtor
exception” affords unimpaired creditors of a solvent debtor an equitable right to receive post-petition
interest on the allowed amount of their prepetition claims at the applicable contract or state law
interest rate. The Court remanded to the Bankruptcy Court the determination of whether compelling
countervailing equitable considerations exist that warrant application of a different interest rate.

Introduction

On August 29, 2022, in a much-anticipated decision, the United States Court of Appeals for the Ninth Circuit became the
latest court, and the first circuit court, to weigh in on the question of whether creditors treated as unimpaired under a
solvent debtor’s plan of reorganization are entitled to post-petition interest on their allowed prepetition claims at the
applicable contract or state law interest rate or the “much lower federal judgment rate.”® In In re PG&E Corp., a majority
of the Ninth Circuit panel held that the “solvent debtor exception,” which arose from common law predating the enactment
of the modern Bankruptcy Code, provides creditors of a solvent debtor with an equitable right to post-petition interest at
the bargained-for (or applicable state law) rate, and that such a right cannot be altered if such creditors are treated as
unimpaired under section 1124 of the Bankruptcy Code absent other compelling equitable considerations.? In so ruling,
the Ninth Circuit reversed decisions of the United States Bankruptcy Court for the Northern District of California (the
“Bankruptcy Court”)2 and the United States District Court for the Northern District of California (the “District Court”),* in
which both courts interpreted an earlier Ninth Circuit decision, In re Cardelucci, to hold that unimpaired creditors of a
solvent debtor are entitled to post-petition interest on their claims only at the federal judgment rate. The Ninth Circuit
ruling comes in the wake of conflicting Bankruptcy Court decisions in the Hertz and Ultra Petroleum bankruptcy cases,
and a dissent from the majority ruling could be viewed as an invitation for the Supreme Court to weigh in as well.

This client update follows our previous client updates discussing the treatment of post-petition interest in bankruptcy. ®
Background

Pacific Gas & Electric Company (PG&E) is a California-based electric utility provider that filed for bankruptcy protection in
early 2019 to resolve tens of billions of dollars of potential wildfire-related liabilities. PG&E was a rare solvent debtor that
was able to reinstate its existing equity interests under its plan of reorganization and preserve material value for its
shareholders. Under PG&E's proposed—and ultimately confirmed—bankruptcy plan, certain general unsecured
creditors were entitled to receive full repayment of the amount of their non-wildfire-related claims in cash, plus all interest
accruing on such claims following the date PG&E filed for bankruptcy at a rate equal to the federal judgment rate of
2.59%.° Section 1124 of the Bankruptcy Code provides that a claim is impaired unless the bankruptcy plan “leaves
unaltered the legal, equitable, and contractual rights to which such claim or interest entitles the holder of such claim or
interest.”’ PG&E'’s plan classified these unsecured creditors as “unimpaired” and thereby deemed such claimants to
have accepted the plan pursuant to section 1126(f) of the Bankruptcy Code.
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Several parties objected to PG&E’s plan on the ground that the plan’s application of the federal judgment rate to calculate
post-petition interest was incorrect and deprived unsecured creditors of additional bargained-for interest under their
prepetition contracts (where such contracts provided for higher rates of interest than the federal judgment rate). The
Bankruptcy Court disagreed due, in large part, to its interpretation of the Ninth Circuit's decision in In re Cardelucci.8 In
Cardelucci, the debtor was solvent, and while parties agreed that, by virtue of the “best interests test” set forth in section
1129(a)(7) of the Bankruptcy Code, dissenting creditors were entitled to post-petition interest on their claims under
section 726(a)(5) of the Bankruptcy Code (which provides that creditors are entitled to “payment of interest at the legal
rate from the date of the filing of the petition” on their claims), they disagreed as to whether the “legal rate” of interest
should be calculated using the default state law rate or the lower federal judgment rate. In PG&E I, the Bankruptcy Court
found that in Cardelucci “the Ninth Circuit held that in chapter 11 cases involving solvent debtors, unsecured creditors are
entitled to postpetition interest at the federal judgment rate, not at contractual or state statutory rates” and that such rule
is not “limited to impaired claims” but instead has “broad application” to unimpaired claims as well.® The Bankruptcy
Court rejected the argument that holders of unimpaired claims should receive interest on their claims at a rate different
from the rate applicable to impaired claims, finding that Cardelucci “drew no distinction as to whether the rule it
announced was confined only to impaired claims” and that the Bankruptc¥ Code, not the debtors’ plan, limited unimpaired
creditors’ rights to post-petition interest at the federal judgment rate only.10

Certain objecting parties appealed, but the District Court affirmed the Bankruptcy Court’s opinion on similar grounds. An
appeal to the Ninth Circuit followed.

The Ninth Circuit's decision

Observing that no circuit court had previously addressed the question despite conflicting bankruptcy court decisions in
Hertz and Ultra,1! the Ninth Circuit found the lower court rulings to be in error and reversed. Writing for the majority,
Judge Lucero!? first analyzed the solvent debtor exception, finding that the exception, rooted in eighteenth century
English common law, required debtors “to pay interest that accrued during bankruptcy before retaining value from an
estate,” and that the exception was applied with regularity and “well-established” under the Bankruptcy Act (a
predecessor statute to the modern Bankruptcy Code).13 According to the majority, the appellant’s case “revolves around
the Code’s concept of impairment,” and the Court contrasted the protections afforded to impaired creditors under the
Code (i.e., the right to vote on a plan, the right to receive not less than what they would receive in a liquidation, and
compliance with the absolute priority rule) with the lack of any such protections afforded to unimpaired creditors.

Next, the Court held that Cardelucci was misinterpreted by the lower courts as applying to unimpaired creditors. Rather,
the Court found that Cardelucci applies only to the interpretation of “at the legal rate” in section 726(a)(5) of the
Bankruptcy Code, which only applies to chapter 7 debtors or to impaired chapter 11 claims via section 1129(a)(7) of the
Bankruptcy Code (the best interests test). In other words, Cardelucci “does not apply to unimpaired claims” and “does
not answer what rate of interest is required where § 726(a)(5) does not apply—including for unimpaired claims.”14

Further, the Ninth Circuit disagreed with the Bankruptcy Court’s conclusion that several provisions in the Bankruptcy
Code, read together, limited unimpaired creditors’ rights to post-petition interest. Rather, the Ninth Circuit concluded not
only that the solvent-debtor exception survived passage of the Bankruptcy Code (because no provisions in the Code
“unambiguously displace the long-established solvent-debtor exception”),1® but that “pre-Code practice conclusively
establishes creditors’ equitable entitlement to contractual postpetition interest when a debtor is solvent, subject to any
other countervailing equities.”*® The Court pointed to an amendment to section 1124 of the Bankruptcy Code that was
passed by Congress in 1994 to repeal a provision that provided that a creditor was unimpaired “if it was paid ‘the allowed
amount of [its] claim™ as evidence that a creditor designated as unimpaired must receive not just the allowed amount of
its claims but also “postpetition interest on their claim.”1’ As additional evidence, the Court referred to the protections
afforded to impaired creditors under the Code that are not available to unimpaired creditors as inconsistent with the
notion that both impaired and unimpaired creditors ought to be entitled to the same rate of post-petition interest on their
claims.

Although the Court held that “creditors of a solvent debtor ... enjoy an equitable right to contractual or state law default
postpetition interest before allocation of surplus value from a bankruptcy estate,” the Court recognized that “a balance of
equities” is required in order to ascertain the interest that the “plaintiffs are entitled to in this instance.”1® The Court made
clear that “in most solvent-debtor cases involving unimpaired creditors,” bankruptcy courts should simply “enforce
creditors’ rights according to the tenor of the contracts that created those rights” and apply an applicable contract rate to
the calculation of post-petition interest.1® Nevertheless, the possibility of “compelling equitable considerations could
counsel in favor of payment of postpetition interest at a different rate” and, accordingly, even though the Court saw “no
sign of any compelling equitable considerations in this case,” it acknowledged the limited factual record before it and
remanded the case to the Bankruptcy Court to determine what interest rate would be proper.2°
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In her dissent from the majority, Judge Ikuta wrote that the text of the Bankruptcy Code did not entitle unimpaired
creditors to any post-petition interest (regardless of the rate), and that “so long as the Code is clear” pre-Code practice
and case law related to the solvent-debtor exception is irrelevant. Specifically, the dissent found support in section
502(b)(2) of the Bankruptcy Code for the proposition that creditors are not entitled to any interest after a debtor files for
bankruptcy, and that by extension “a claim is unimpaired so long as the proposed plan gives the creditor the same legal
or contractual right to payment, or right to an equitable remedy, that the creditor had as of the date the petition was filed.”
Citing to certain instances where the Bankruptcy Code explicitly awards post-petition interest (such as section 726(a)(5)),
the dissent reasoned that the lack of an explicit provision in the Bankruptcy Code awarding post-petition interest to
unimpaired creditors is indicative of Congress’s intent not to provide unimpaired creditors with a right to post-petition
interest on their claims.

Takeaways

The Ninth Circuit's decision is unlikely to be the final word on the question of the appropriate rate of post-petition interest
applicable to claims held by unimpaired creditors of solvent debtors. Bankruptcy Court decisions in Hertz and Ultra
Petroleum that address this and similar questions are currently on appeal and likely to result in district and circuit level
rulings that support or depart from the Ninth Circuit's decision. Furthermore, the lengthy dissent from the Ninth Circuit
majority decision could provide a basis for either disagreement with the Ninth Circuit’s ruling or review by the Supreme
Court. Finally, the “meme stock” phenomenon that has led to vagaries in the market value of shares of companies that
file for bankruptcy could lead to an increased frequency in debtor solvency (or purported solvency), which in turn might
cause the issue presented in PG&E to resurface in other future cases and result in further case law development.

Notably, the PG&E appellants are holders of trade claims against PG&E. For at least some of these claims, which do not
have contractual interest rates, the appellants seek post-petition interest payable at California’s state law interest rate of
10%, which significantly exceeds not only the federal judgment rate, but also the contractual interest rates under PG&E’s
funded debt.2! Following the PG&E example, future solvent debtor cases may also see increased focus on, and
secondary market trading activity in, trade claims for which statutory interest rates apply.

In the immediate term, the decision could be read to provide support for unimpaired creditors of solvent debtors asserting

not only claims for post-petition interest but also other contract?? rights, such as make-whole claims, that might be viewed
as the economic equivalent of interest.
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