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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF TENNESSEE
AT WINCHESTER

MIDSTATE FINANCE COMPANY, INC., )

)
Plaintiff/Appellant )
) Case No. 4:17-cv-6
V. )
) Judge Curtis L. Collier
JUSTIN PEOPLES and )
CATHY PEOPLES, )
)
Defendants/Appellees )
IN RE: )
JUSTIN PEOPLES and ) Bankr. Case No. 15-14773-SDR
CATHY PEOPLES ) Chapter 13
)
Debtors )

MEMORANDUM

This matter comes before the Court on appeal from the Bankruptcy Court. Appellant
Midstate Finance Company (“Midstate”) apgedhe Bankruptcy Court’'s order, entered on
November 29, 2016, confirming Appedle Justin and Cathy Peoplefitse “Debtors”) Chapter 13
plan. The Court heard oral arguments in thietter on March 14, 2018. For the reasons stated
herein, the Court wilAFFIRM in part andREVERSE in part the Bankruptcy Court’s order and
will REMAND the case to the Bankruptcy Court for ket proceedings consistent with this
opinion.

l. BACKGROUND

This case began as a Chapter 7 proceeding. On October 30, 2015, the Debtors filed a

voluntary Chapter 7 petition. On Schedule A ofptleétion, they listed ceain real property they
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owned at that time: “Mobile Home/24x28 Sho@#6re Lot.” (Doc. 10 at 23.) The Debtors
assigned a value of $43,000 to the I8chedule C of the petitiaet forth the claimed homestead
exemption under Tenn. Code Ann. § 26-2-301(e), in the amount of $20]@0@at Z8.)

The appointed Trustee, Trudy Edward&ed a Motion to Approve Compromise and
Settlement (“Original Sale Motion”) on May 23, 2016ld.(at 46.) The motion included the
appraised value of the Debtor’s real propertydatermined by appraiser and real estate agent
Wendell Hanson, at $21,000, or $3,500 per acree THastee stated she intended to accept the
Debtors’ offer of $18,000, or $3,000 per acre,tlis was the highest offer received. The
Bankruptcy Court approved the settlement.

Midstate—one of the unsecured creditersesponded in opposition the Original Sale
Motion on May 26, 2016.1q. at 50.) Midstate pointed otltat the Debtors actually owned two
tracts of land instead of the one tract disclosd¢dernChapter 7 petition: Jthe one-third acre tract
upon which the Debtors’ mobile home and shop(thet “Improved Tract”) and (2) an adjacent
unimproved lot of approximately five acres (thenithproved Tract”) (togethrethe “Property”).
Midstate also included in its response an roftepurchase the Unimproved Tract for a sum of
$21,000.

When the Debtors learned of Midstate’s oftagy initially informed the Trustee that they
wished to convert their case to Chapter 13 to keep their property. Retheonverting, however,
the Debtors sought additional financiagd matched Midstate’s offer of $21,000.

A hearing on the Original Sale Motion waald on June 20, 2016, at which the Bankruptcy

Court authorized the Trustee to conductaation to sell the Unimproved Tractid.(at p. 62.)

1 As an unsecured creditor, Midstate initjafiled an unsecured claim in the amount of
$113,701.71, with the claim representing a deficientgriz@ subsequent to foreclosure of certain
real property previously owned by the Debtors.



Midstate submitted a new offer for the Unimaped Tract of $31,000, contingent upon inspection
of the property. The Debtors responded by matcMitgtate’s offer but with no contingencies.
The Bankruptcy Court reset the hearing on@mniginal Sale Motiorfor August 15, 2016. Prior

to that hearing, Midstate submittechew offer: $66,000 for the entire Propettyrovided that it

be allowed to inspect the Property within thirtyyslaf the hearing date and to close on the sale
within sixty days. Id.)

At the August 15, 2016 hearindpe Trustee testified that imght of Mr. Hanson’s lower
appraisals, she was concerned Matstate was artificially inflating the values of the lots. (Doc.
11 at 7.) This concern stemmedrfr the fact that Midstate he&dbout 80% of the unsecured debt
and would thus significantly benefrom the sale of the Property.he Debtors also testified that
they had offered to purchase the Unimproved Titarete times, two of whitwere in response to
Midstate’s offers, but because the target kept nmpuhey were unsure how to save their property.
With a new offer to purchasmthtracts on the table, the Bankruptcy Court ordered that the Trustee
file a motion to set a more formaiiction to sell the whole Property.

The Trustee filed the motion on August 2016 (the “Amended Saldotion”), and the
final auction was set for August 29, 2016. (Docal@4.) Midstate responded to the Amended
Sale Motion on August 19, 2016ld(at 67.) It its reponse, Midstate agarequested access to
the Property for inspection prior to the auction.

On August 24, 2016, just days before the anatiate, the Debtors filed a motion to convert
their Chapter 7 case to a Chapter 13 case,hnthie Bankruptcy Court gnted and confirmed on
September 20, 2016. (Doc. 10 at 77.) In the @wsbboriginal Chapter 13 plan (the “Original

Plan”), they proposed $33,000 in payments over sixty months, with $2,500 in attorneys’ fees and

2 Prior to this offer, the Trustee had not attempted to sell the Improved Tract, because she
believed its value was less than thenlestead exemption. (Doc. 10 at 134.)
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$30,500 going to general unsecured creditors faa@proximate 21.8% recovery for unsecured
nonpriority claims. Id. at p. 75.) Midstate fikan objection to the Original Plan, arguing it did
not satisfy the “best interest the creditors” test.Id. at p. 80.)

A hearing was held (the “Confirmationedring”) on Midstate’s objection on November
21, 2016. At this time, the Debtors submitted asediChapter 13 plan (the “Chapter 13 Plan”),
providing for $41,700 in payments over sixtyomths, with $11,238.51 in attorneys’ fees and
priority claims, leaving $30,461.49 (with a guatee of $30,000) for unsecured creditorsl. &t
p. 84.) This left roughly the same 21.8% retumuiesecured creditors as the Original Plan. The
parties agreed that the only issue to be resbbht the hearing was whether the Chapter 13 Plan
satisfied the best interest of the creditors test.

The President of Midstate, Kim Klonaris, was fiist witness to testify at the Confirmation
Hearing. He confirmed that Mstate’s original offer wasontingent upon first inspecting the
Property. Id. at p. 128.) He then stated that Midstates prepared to remove the contingency
entirely, offering $66,000 witho strings attachedld() On cross examation, Mr. Klonaris was
asked whether Midstate would still give $66,000tf@ Property if it turned out that there was a
meth lab in the mobile homeld( at 129.) Mr. Klonaris hesitateexplaining that the offer was
based primarily on the land, rathtean the structures—promptiegunsel for the Debtors to ask
why an inspection of the mobile home was necedsdrggin with if Midstate was only concerned
with the land. To this, Mr. Klonaris respondeatttthey just wanted to know what they were
buying.” (d.)

The Bankruptcy Court confirmed the Chapter 1&Rh an oral ruling at the conclusion of
the hearing. I¢l. at p. 138.) It noted it did not finde¢hestimony of Mr. Klonaris particularly

credible, as he had explained that Midstate pramarily concerned with the land, but hesitated



when asked if Midstate would lfow through with the offer if aneth lab was discovered on the
Property. The Bankruptcy Court ultimately fouhdt the Debtors had demonstrated the Chapter
13 Plan as proposed would provide a value toctleditors equal to or gater than they would
receive in liquidation.

Midstate subsequently filed a motion teconsider (the “Motion to Reconsider”) the
Bankruptcy Court’s ruling, which vgadenied on January 25, 20117d. @t p. 107.) In its order
denying the Motion to Reconsider, the Bankruptcy €hrgt explained its calculations. It valued
the Property at $60,000. It then subtracted a $4&8ifor/auctioneer feg trustee commission
of $3,750, and a fee for the legal leaequired to sell the Propgrt This left roughly $50,000.

After deducting the $20,000 homestead exemp®30,000 remained to didbtite to creditors.
The Bankruptcy Court believed this was more tkt@an creditors would have received had the
property been liquidated, thus satisfying thest interest of the creditors test.

The Bankruptcy Court then addressetywt did not accepthe $66,000 offer from
Midstate as the true value of the Property: (1) There was no written offer; (2) the offer was made
at a time when there was no one to accept it; (3) the offer was not based on any independent
analysis of the Property; (4) the offer was mhglea creditor who heldbout 80% of the debt—
meaning it would only be out of pket about 20% of the price it waffering to pay; and (5) Kim
Klonaris’s testimony was not credible because Migdstatially wanted tanspect the Property to
check for “structural soundness,” but then removed that contingency altogether, claiming the land
was its primary target.

This appeal followed. Midstate submitsotprimary objections to the Bankruptcy Court’s
confirmation of the Chapter 13 Plan. First, Bamkruptcy Court erred by not accepting Midstate’s

$66,000 offer as the true value oétRroperty, and as a result, miséggpithe best interest of the



creditors test. With a stamtj point of $66,000, after deducting tieguisite costs and exemptions,
creditors would have been left with rougl$36,000—higher than the DB®rs’ $30,000 offer.
Second, the Bankruptcy Court failed to discouatgioposed monthly payments under the Chapter
13 Plan to net present value, as required ty 13 it had done so, @ording to Midstate, the
amount would have fallen below what the ¢t@d would have received in liquidation.

. STANDARD OF REVIEW

In an appeal from a bankruptcy court, thstrict court must uphdlthe findings of fact
made by the bankruptcy cawmless such findingsre clearly erroneoudn re Gardner 360 F.3d
551, 557 (6th Cir. 2004). The district court reviedesnovathe bankruptcy cotis conclusions
of law. Id. The district court has treuthority to affirm, modify, oreverse a judgment or order
of the bankruptcy court and may remand the caieetankruptcy court for further proceedings.
Fed. R. Bankr. P. 8013.

1. DISCUSSION

A. Valuation

Midstate first argues the BankragtCourt began its best interest of the creditors analysis
with an incorrect starting valuation. The Pedp’s true value, Midstate argues, was its non-
contingent offer of $66,000, notetDebtors’ $60,000 figure on witicheir Chapter 13 Plan was
based.

Commonly referred to as the dtanterest of th creditors test, 11 U.S.C. § 1325(a)(4)
provides that a court shall confira proposed bankruptcy plan if:

[T]he value, as of the effaége date of the plan, of pperty to be distributed under

the plan on account of each allowed unsediclaim is not les than the amount

that would be paid on such claim if thetate of the debtor were liquidated under
chapter 7 of this title on such date.



In other words, the court is to confirm a Cteapl3 plan where, underahplan, the creditors
receive no less than the amount they would have received in payments under a hypothetical
Chapter 7 liquidation.

“Value” under this provision is not expresslyfided, but it is generallyaken to mean “fair
market value.” In re Williams 480 B.R. 813, 815 (Bankr. E.Denn. 2012). Fair market value
has been described in a numbedifferent ways. But most courtend to define the concept as
the price arrived at in an “arm’s length transactioB6ée, e.g.In re Strever 468 B.R. 776, 781
(Bankr. D.S.C. 2012) (“The price that a seller is willing to accept and a buyer is willing to pay on
the open market and in an arm’sdgh transaction.”). Or, to pittanother way, “the most probable
price which a property should bring in a compegitand open market under all conditions requisite
to a fair sale, the buyer and seller, eachhgatirudently, knowledgeably, and assuming the price
is not affected by undue stimulusld. at 778 n.3.

Courts further agree that assessment oinfiairket value is “more art than science,” and a
variety of factors are to be considerdd. at 782. These include appraisals of property, witness
testimony, offers made for the property in questaomj comparable arm’s length sales, with no
single factor being dispositive. Ultimately, it it@ourt’s job “to filter and evaluate, from all the
evidence offered, the admitted evidence which mestuasively focuses on the ultimate issue of
valuation.” Matter of Buckland 123 B.R. 573, 579 (Bankr. S.D. Ohio 1991). Furthermore,
“[flindings of fact, whether baskon oral or documentary evidence, shall not be set aside unless
clearly erroneous, and due regard shall be givéimetopportunity of the bankruptcy court to judge
the credibility of the witnesses.In re Creekside Sr. Apartments L#77 B.R. 40, 61 (6th Cir.
2012). The operative date for valuation of realperty is the date of confirmation of the Chapter

13 plan. Williams, 480 B.R. at 817.



Two valuation factors of partidar relevance here are appraisals and offers. As to the
former, courts are to considenan-exhaustive list dactors in assessing appraisal evidence: “the
appraiser’s education, training, experience, familiarity with the subject of the appraisal, manner of
conducting the appraisal, testimony on direcmation, testimony on cross examination, and
overall ability to substantiate thmsis for the valuation presentedBuckland 123 B.R. at 578.

In this exercise, courts tend to emphasize hawiléel an appraisal repartay or may not be, the
appraiser’s familiarity with the property at issue, and the appraiser’s use of “comparables’—the
selling prices of homes or gperties with similar sizes, ag, conditions, and locationsSee
Williams 480 B.R. at 818-1%trever 468 B.R. at 782—-83Buckland 123 B.R. at 578-80. The
court, however, is not required to accept an appra calculations. “A bankruptcy court is not
bound to accept the values contained in the pad@g®aisals; rather, it may form its own opinion
considering the appraisasd expert testimony.in re Holcomb Health Care Services, LL829

B.R. 622, 669 (Bankr. M.D. Tenn. 2004).

Similarly, courts are requiratkither to accept aoffer as the measure of valuation, nor to
consideronly offers to the exclusion of other evidence. The couftadd for example, refused
to accept the highest offer on the property ateéssithe measure of that property’s value—even
though the parties had actually reached a tentaguweement at that price—and instead, opted for
a lower offer as more accurately indicative of valliedd 194 B.R. at 894-95. Furthermore, the
court inIn re Weldin-Lynn, In¢.79 B.R. 409, 412 (Bankr. E.[Ark. 1987), relied heavily on a
cash offer for the property at issue in its alon analysis, but buttssed its valuation with
appraisal testimony and the testimony of the offeror himself.

Midstate argues its $66,000 afiie the proper valuation oféhProperty. It first suggests

that offers are superior meassrof value, citing language Weldin-Lynnstating “the [c]ourt, in



arriving at a market value to be placedcollateral, cannot ignore a cash offeweldin-Lynn 79

B.R. at 412. Midstate also contends that tyesiority of its cash offer is further evidenced by
the fact that Midstate’s offers drove the bitlgiprocess throughout—the Debtors simply matched
Midstate’s bids at each stagwentually resorting to conversion under Chapter 13. Midstate even
goes so far as to say thhts bid-matching suggestdl of the Debtors’ offers were illusory—the
reason the Debtors converted their case to at€éhap proceeding, Midstate suggests, is because
they were unable to actually make good on theiriptsvoffers. Midstate also submits its offer
more closely resembles an “arm’s-length traheat under “ordinary sking conditions” and is
thus more indicative of value.

The Debtors agree that the “arm’s-length $eation” is the gemal standard governing
valuation. But the notion thalhe Bankruptcy Court was bounddocept Midstate’s offer, they
argue, is off base. They contend that the tasthe bankruptcy court in assessing value is to
consider all the relevant evidsn before it, including offergppraisals, witness testimony, and
context, and that this is precisely what the Bapkcy Court did when it credited their evidence
over that of Midstate.

The Debtors have the better arganh First, asoted abovelodddoes notequirea court
to accept an offer as the true value of propettyerely instructs the eot not to ignore a cash
offer, and the Bankruptcy Court, here, did no siniing. It expressly considered the offer and the
attendant testimony and discreditbe evidence. Further, the Coftails to see how Midstate’s
driving of the bidding war materially helps its easln matching Midstate’s offers, the Debtors
simply attempted to save their home and pay as little as possible to do so. Neither that, nor the
conversion to Chapter 13 proceedings, necessarily means each of the Debtors’ offers were made

in bad faith. Finally, the circumstances sumding the bidding war hardly mirror an “arm’s-



length transaction” under “ordinary selling conditidnslidstate and the Debtors were essentially
the only parties in contentionrfthe Property. The Detnts were bidding in an attempt to keep
their own home—unlike the average homeowneitBngly putting their property on the open
market in hopes of selling thigoroperty. And unlikéhe average buyer, Midstate—because of the
size of its unsecured claim—would only be oupotket about 20% of the price it was offering to
pay. Midstate’s offer is certainly a factor foetourt to consider in evaluating the Property. It
is not, however, dispositive.

In light of these principles, the Bankrupt@ourt did not clearly err in its valuation
analysis. It considered a wide range of evidence before it: the Debtors’ own approximation of the
Property in Schedule A of their Chapter 7 peti, Wendell Hanson’s appraisal of the Property,
the Trustee’s testimony at tl@onfirmation Hearing that $50,000as a reasonable price, the
bidding history, Midstate’s $66,000fer, and the Real Estateséessment Data (Doc. 10 at 54)
submitted by Midstate concerning the Propertye Bankruptcy Court noted that Midstate held
80% of the unsecured debt and wbthus directly benefit in that proportion with respect to the
amount offered. And it also took account of Mr. Kharis’s testimony at the Confirmation
Hearing that Midstate was initially concernedth the structural soundness of the Property’s
improvements, while later testihg Midstate was concerned gnkith the land. Moreover, Mr.
Hanson’s and the Trustee’s testimony were ddrivem an actual examétion of the Property,
while Midstate never inspectal The Bankruptcy Court was wathat Midstate may have

inflated the price with its offeand gave more weight to the esitte in favor of the Debtors,

3 Midstate counters thisorry by pointing out thaall general unsecured creditors would
benefit from a higher bid, not jusdidstate. But given that Midiste held a steep 80% of the
unsecured debt, this point does little to detifrom Midstate’s interest in a high bid.
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arriving at a value of $60,000. ¥&in the discretion afforded iberuptcy courts in evaluating
property, the Court cannot say the Bankrugowrt's valuation was clearly erroneous.
B. Net Present Value

Midstate next argues the Blauptcy Court erred in failing tdiscount the Debtors’ Chapter
13 payments to net present value. As alludedltove, the best interest the creditors test
“requires two separatealculations.” In re Engle 496 B.R. 456, 461 (Bankr. S.D. Ohio 2013).
“First, the court must consider the value, as of ffectve date of the proposed Chapter 13 plan,
of the property to be distribed to each unsecureceditor in Chapter 13aking into account the
Chapter 13 administrative expenses. Next, the court must consider the amount that would be
paid on each allowed unsecured claim if the olebtestate were ligdated in a hypothetical
Chapter 7 case, taking into account the Chapter 7 administrative expetgeslii addition,
however, the “property to besdributed under a Chapter 13 planst be reduced to present value
when applying the liquidation teset forth in 8§ 1325(a)(4).'In re Hardy, 755 F.2d 75, 76 (6th
Cir. 1985) (emphasis addedge also In re Martinl7 B.R. 924, 926 (N.D. Ill. 1982) (“The use
of a present value approaghder § 1325(a)(4) is supported b tleight of authority.”).

Midstate argues the Bankruptcy Court enredailing to discount the monthly payments
provided for in the Debtor’'s Chapter 13 Plan tb present value. The Debtors’ Chapter 13 Plan
provided for monthly payments of $695.00 over the sewf sixty months. Midstate’s offer, in
contrast, provided for an immediate payout. Haddburt accounted for the depressive effect the
passage of time would have had on the valub@Debtors’ payments, the amount the creditors
would have received under the Debtors’ Chap8&Plan, according to Midstate, would have been

less than the creditors would have receiveditha Property been liquidated under Chapter 7.
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At oral argument, the Debtors conceded tfeneral rule that bankruptcy courts must
discount payments to be made under a Chapterabh3pinet present value when applying the best
interest of the creditors test. They maintain, however, that Midstate waived this argument by
failing to raise it in the lower court. The igswas unaddressed at the Confirmation Hearing and
only mentioned in passing in Midstate’s MotionReconsider. As such, the Debtors argue, the
issue is not properly before the Court.

It is well established that courts of appsiabduld generally declnto consider arguments
not previously raised in the lower courgee, e.g.Hardy v. Reynolds & Reynolds C811 F.
App’x 759, 762 (6th Cir. 2009). However, thexthi Circuit Court of Appeals has recognized
exceptions to this general rule where the “arguments not previously raised . . . are pure questions
of law, or where injustie might otherwise result.ld. See also Kalamazoo River Study Group v.
Rockwell Intern. Corp.355 F.3d 574, 587 n.5 (6th Cir. 2004)nited Food & Commercial
Workers Union, Local 1099 v. Sw. Ohio Reg’l Trans&3 F.3d 341, 360 n.9 (6th Cir. 1998)ty
Mgmt. Corp. v. U.S. Chemical Co., |43 F.3d 244, 255 (6th Cir. 1994tich. Bell Tel. Co. v.
Baraga Tel. Cq.No. 2:00-CV-136, 2001 WL 34778963, at(*¥.D. Mich. Aug. 8, 2001). In
applying this exception, the Sixth Circuit “tendfs] view more favorably arguments that have
been raised in substance [in the lower court], although not explicRgynolds & Reynold811
F. App’x at 762.

Here, the question of whether the paymemtder the Debtors’ Chapter 13 Plan should
have been discounted to net present valyauigly one of law—nodct-finding is involved.
Additionally, Midstate did mentin the issue—albeit in pasgi—in its Motion to Reconsider
before the Bankruptcy Court: “The proposed Chapsgnlan must be presevalue to compensate

unsecured creditors for the delay in paymengy thvould receive immediely in a liquidation
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proceeding.” (Doc. 10 at 92.) ltrther noted that “for a Chapter 1&plto satisfy the best interest
of creditors test, ‘the capitalized present valualbdleferred payments proposed to be distributed,
together with the present value of any other prigpproposed to be drgtuted, to the holder of
an allowed unsecured claim, mesiual at least the liquidatioralue of the nonexempt property
of the estate apportionable to the holoesuch allowed unsecured claim.”ld() (quotingln re
Fuentes504 B.R. 731, 735-36 (Bankr. D. Puerto Rico 2014).

While these tangential comments, alone, mayhawe sufficed to preserve other types of
arguments on appeal, because they are directadpate question of W@ the Court addresses
Midstate’s argument and finds it persuasive.e Bixth Circuit Court of Appeals has made clear
that when employing the best interest of the coeglitest, the paymentsiie made under a Chapter
13 plan must be discounted to present valdardy, 755 F.2d at 76 (“[P]ropertto be distributed
under a Chapter 13 plan must be reduced to presére when applyinghe liquidation test set
forth in § 1325(a)(4).”). Accordingly, the Cowbncludes that the Baniptcy Court erred in
failing to discount the payments under the Dedit@hapter 13 Plan tpresent value when
comparing the amount creditors would receive uardat plan with the amount creditors would
have received in a hypothetical Chapter 7 liquidation.

V. CONCLUSION

For the foregoing reasons, the Bankruptou@s order confirming the Debtors’ Chapter
13 Plan will bAAFFIRMED in part andREVERSED in part. The Court WilREMAND the case
to the Bankruptcy Court for further preedings consistent with this opinion.

An order shall enter.

Is/
CURTISL.COLLIER
UNITED STATESDISTRICT JUDGE
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