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Farnan, District Judge.

Presently before the Court is an appeal by Mntgonmery Ward
Hol di ng Corp. (“MW Corp.”) and Montgonmery Ward & Co.,
| ncorporated (“Montgonery Ward”) (collectively, “the
Reor gani zed Debtors”) fromthe December 13, 2000 Order (the
“Order”) of the United States Bankruptcy Court for the District
of Del aware (the “Bankruptcy Court”) granting in part and
denying in part, the Supplemental Mtion O Reorgani zed Debtors
For An Order Disallowi ng And Reduci ng Certain Clains O
Meri di an Leasing Corporation. Specifically, the Reorgani zed
Debt ors appeal that portion of the Order denying the
Reor gani zed Debtors’ request to reduce the amount of the
rej ecti on damages claimthat Meridian Leasing Corporation filed
agai nst Montgonery Ward (the “Clainf) and allowing the Claimin
t he ampunt of $3,500,115. For the reasons set forth bel ow, the
deci sion of the Bankruptcy Court will be reversed.

BACKGROUND

| . Procedural Background

On July 7, 1997, the Reorgani zed Debtors filed voluntary
petitions for relief under Chapter 11 of the Bankruptcy Code.
The Reorgani zed Debtors’ Chapter 11 cases were consolidated for
procedural purposes only and were adm nistered jointly. The

Reor gani zed Debtors continued in possession of their respective



properties and operated and nanaged their busi nesses, as
debt ors-i n- possessi on, pursuant to Sections 1107 and 1108 of
t he Bankruptcy Code.

On April 30, 1999, the Reorgani zed Debtors filed a joint
pl an of reorganization. The joint plan of reorgani zati on was
subsequently anended (the “First Amended Plan”), and the
Bankruptcy Court confirmed the First Anended Plan on July 15,
1999. The First Anmended Pl an becane effective on August 2,
1999.

The instant dispute arises from Proof OF ClaimNo. 6454
filed by Meridian Leasing Corporation (“Meridian”) against
Mont gonery Ward, as guarantor of an equi pnent | ease between
Lechnmere, Inc. (“Lechnere”), a wholly-owned subsidiary of the
Reor gani zed Debtors, and Meridian. Lechnmere and Meridi an
originally entered into the Master Lease Agreenent (the “Master
Lease”) on October 5, 1995. Thereafter, Lechnere and Meridi an
entered into two supplenents to the Master Lease, nunbered 1
and 2 (“the Supplenents”) for additional equipnent. NMontgonmery
Ward guar anteed Lechnere’s obligations under the Master Lease
and the Supplenments (collectively “the Leases”).

Shortly after the Petition Date, the Reorgani zed Debtors
and Meridian entered into an Equi pnent Di sposition Agreenent

wher eby the Reorgani zed Debtors agreed to reject the



Suppl enents pursuant to Section 365 of the Bankruptcy Code and
Meridian reserved its right to pursue rejection damges under
the | eases. By Order dated Decenber 3, 1997, the Bankruptcy
Court granted the Reorgani zed Debtors’ notion to reject the
Leases. Thereafter, Meridian filed two Proofs OF Claim one
agai nst Lechnmere for breach of the Leases and one agai nst

Mont gonery Ward seeking the casualty val ue of the equi pnent

| ess the net proceeds fromremarketing the returned equi pment
to others.

On Cctober 21, 1998, the Reorgani zed Debtors filed a
Motion For An Order Disallow ng Certain Duplicative Clains
seeking to disallow the Lechnere Claimas duplicative of the
Mont gonery Ward Claim  Meridian objected to this Mtion, and
t he Reorgani zed Debtors filed a Supplenmental Mtion seeking not
only to disallow the Lechnere claim but also to reduce the
Mont gonery Ward Claim After a hearing, on December 13, 2000,
t he Bankruptcy Court entered the Order disallow ng the Lechnere
Claim but allowi ng the Montgonmery Ward Claimin the anmount of
$3, 500, 115.

1. Factual Background

On Cctober 5, 1995, Meridian and Lechnere entered into a

Mast er Lease for the |ease of certain conputer equi pment. The

terns of the Master Lease were then subject to various



suppl enment al agreenents whi ch descri bed, anong ot her things,
t he precise equi pnent being | eased, the rental paynments for the
equi prment, the |lease term and the equipnent |ocations. The
Suppl enents al so contai ned various schedul es pertaining to such
i ssues as casualty val ues, renewal options and purchase
opti ons.

The portion of the Master Lease relevant to the instant
di spute is Paragraph 10, which pertains to events of default.
Pursuant to subparagraph (a) of Paragraph 10, an Event of
Default includes the circunstance in which the

Lessee becones insolvent or admts in witing its
inability to pay its debts as they mature, or applies
for, consents to or acquiesces in the appointnment of
a trustee or a receiver or simlar officer for any of
its property, or . . . a trustee or receiver or
simlar officer is appointed for Lessee or for a
substantial part of its property and is not

di scharged within 15 days, or any bankruptcy,

reorgani zation, debt, dissolution or other proceeding
under any bankruptcy or insolvency |law, or any

di ssolution or liquidation proceeding, is instituted
by or against Lessee . 8

(D.1. 2, Tab 2 at 8, § 10(a)) (enphasis added).

If a default is triggered under Paragraph 10(a), the
Lessor’s renedi es are specified under Paragraph 10(b). 1In this
case, the remedy at issue is set forth in Paragraph 10(b)(2),
whi ch gives the Lessor, Meridian, the option to:

By notice termnate this Lease, whereupon all rights

of the Lessee in the Equi pment will absolutely cease
but Lessee will remain |iable as hereinafter



provi ded; and thereupon Lessee, if so requested, wll
at its expense pronptly return the Equi pnment to
Lessor at the place designated by Lessor. . . .
Lessee will, without further demand, forthw th pay
Lessor an anmpunt equal to any unpaid Rent due and
payabl e for all periods up to and including the

Mont hly Rent paynent date followi ng the date on which
the Lessor has declared this Lease to be in default,
plus, as liquidated danages for | oss of a bargain and
not as a penalty, an ampunt equal to the Casualty

Val ue of the Equi pnent then subject to this Lease,
conputed as of such Monthly Rent paynent date.

Foll owi ng the return of the Equi pnent to Lessor
pursuant to this clause (2), Lessor will proceed to
sell or re-lease the Equipnent in such nmanner as it
deens appropriate in its sole discretion.

(D.1. 2, Tab. 2 at 8, Y10(b)(2) (enphasis added).

Supplenent 1 to the Master Lease involved a
“sal e/ | easeback” transaction by which Lechnere sold the
equi pnment at issue to Meridian for the sum of $6,070, 923.
Meridian financed the cost of this equipnment and then | eased it
back to Lechnmere for 36 nonths at a nonthly rate of $144, 720.
for a total rental obligation of $5,209,920. 1In addition to
these terns, the parties also agreed to certain casualty val ues
for the equi pnent described in Supplenment 1. These agreed upon

Casualty Values were set forth in Schedule B to Supplenent 1 as

fol |l ows:
Mont hs Expired After Casual ty Val ue
Suppl enent Conmencenent Date

0 $6, 981, 562

12 $5, 378, 315

24 $4, 010, 672

36 $3, 067, 460



Wth regard to Supplenment 2, the transaction contenpl ated
was a “pure” finance | ease agreenent by which Meridian
purchased the equi pment at issue from an i ndependent vendor for
the sum of $130, 620, and then | eased the equi pnment to Lechnere
for a period of 29 nonths at a nonthly rate of $3,972, for a
total rental obligation of $115,188. As with Supplenent 1, the
parties agreed to Casualty Values for the equi pment designated
I n Suppl ement 2 and set forth those values in Schedule B to

Suppl enent 2 as foll ows:

Mont hs Expired After Suppl ement Casual ty Val ue
Commencenent Dat e

0 $150, 428

12 $107, 912

24 $74,974

29 $63, 647

Wth regard to renewal and purchase options, both
Suppl enents referred back to Section 12 of the Master Lease.
Under Section 12 of the Master Lease, Lechnere was not
obligated to renew or purchase the equipnent. (D.1. 2, Tab 2
at 10-11).

Using the tinme of the Reorgani zed Debtors’ rejection of
t he Supplenments as the applicable tinme franme, Meridian contends
that it is entitled to $3,500, 115, the sum of the “casualty
val ues” of the | eased equi pnent under the |iquidated damges
provi sions set forth in the Supplenments. The Reorganized

Debtors contend that Meridian is only entitled to unpaid rent



under the Supplenments. Thus, the Reorgani zed Debtors contends
that Meridian is entitled to a sum of $1,447,200 in unpaid rent
under Supplenent 1 and $39, 720 in unpaid rent under Suppl enment

2 for a total of $1, 486, 920.

[l The Bankruptcy Court’s Order

At the hearing before the Bankruptcy Court, the parties
agreed that the instant dispute involved the application of
I[1linois aw. The Reorgani zed Debtors argued that the
rejection damages sought by Meridian were not a reasonable
approxi mati on of the damages that Meridian suffered as a result
of the Reorgani zed Debtors’ rejection of the | ease. According
to the Reorgani zed Debtors the “casualty val ue” damages sought
by Meridian were an unenforceable penalty that would put
Meridian in a better position than they would have been had the
| eases been fully performed by the Reorgani zed Debtors. Thus,

t he Reorgani zed Debtors argued that the Claimshould be linted
to approximately 1.4 mllion dollars, or the amount of unpaid
rent due under the Suppl enents.

In response, Meridian argued that the casualty val ue
cal cul ation included the rent due and owing, as well as an
addi tional approximately 1.3 mllion worth of noney that was

Meri di an’ s out-of - pocket investnment in the equipnment. To this



effect, Meridian explained that it added the 1.3 mlIlion out of
pocket to 4.5 mlIlion borrowed froma lender in order to
purchase the equi pment in question for approximately 6 m|lion.
In further support of its position, Meridian offered the
affidavit of its Senior Vice President and Chi ef Financi al

O ficer, Mchael Brannan, explaining the |everaged |easing

i ndustry and why the anount sought by Meridian was reasonabl e.
As a factual matter, M. Brannan’s affidavit was not contested
by the Reorgani zed Debtors. (Ex. 7 at 20).

In his affidavit, M. Brannan expl ained that Meridian was
an equi pnent | essor who entered into | everaged | ease
transactions. (D.1. 2, Tab 5 (“Brannan Aff.”) at Y2). In this
type of transaction, the | essor purchases equi pnent froma
vendor while financing a portion of the purchase price and then
| eases that equipnent to a | essee. According to M. Brannan,
the rental streamin | everaged | ease transactions is “sel dom
sufficient” to cover the lessor’s original investment in the
| eased equi pment. M. Brannan further explained that there are
two types of |everaged | eases, operating | eases and finance
| eases. In the case of operating | eases, M. Brannan contended
that typically the present value of the rental streamis never
sufficient to cover the lessor’s initial investnent or to all ow

the |l essor to realize a profit. Thus, according to M.



Brannan, in these transactions “the | essor assunes that, if the
conpany is viable and a continuing concern, at the end of the
| ease term the | essee will either purchase the equi pnment or
renew the | ease.” (Brannan Aff. at § 7). To this effect, M.
Brannan expl ai ned that:

[A] retailer is unlikely at the end of the |ease to

remove mllions of dollars of special purpose point-

of - purchase equi pnent at the precise expiration date

of the lease. Rather, it is assuned in the |easing

i ndustry that the retailer will retain the equi pnent

for its useful life. Doing so, i.e. purchasing the

equi prment or renewing the | ease, allows Meridian [the

| essor] to recoup its original investnent and realize

a reasonable profit. It is this nodel upon which

Meridian’s | eases-and nost comrercial equi pnent

| eases-are based.

(Brannan Aff. at 97).

Based on these assunptions, Meridian argued to the
Bankruptcy Court that the casualty values are a reasonable
estimation at the time the Leases were entered into of the
danmages to Meridian in the event of a breach of the Leases.
Meri di an al so contended that the casualty val ues basically
consi st of two conponents: the present value of the unpaid
rent through the termof the | ease and the present val ue of the
equi pnment necessary for Meridian to recover its investnent as
well as an amount for Meridian to realize a profit on the

transactions. According to Meridian, this latter conponent is

i mportant, because in the event of a breach, Meridian cannot



sel |

Thus,

t he equi pnent to the | essee or enter into a renewal .

the latter conponent of the casualty value is the only

way for Meridian to recover its investnent and realize its

pr of i

ts in the event of a breach, other than remarketing the

equi prent to a third party. (Brannan Aff. at {8).

After considering the parties respective positions, the

Bankruptcy Court stated:

(D. 1.

| m going to deny the debtor’s motion and find that
the |iquidated damage provision is reasonabl e under
t hese circumstances which is essentially, as |
understand it, uncontested. | find inportant to
Meridian’s position that the fair market val ue

cal cul ation was to be a val ue-in-place cal cul ati on,
so you don’t have the disruption of renoving the
equi pnment and finding a new | essee and/or a new
purchaser and the serious dislocation and reduction
in value which would result fromthose types of
activities.

Next, | think it’'s a fair assunption that the
retailer would not term nate at the end of the |ease
period. G ven the undisputed fact that there was an
antici pated 25 percent useful |life at the end of the
term it seens perfectly logical that any retailer
woul d sinply continue to use that property for the
bal ance of its useful |ife, and based upon the fair
mar ket val ue determ nation, | assunme -- | don’'t
assume, but | believe it would be reasonable to
concl ude that, whether the | essee purchased or
continued a | ease arrangenent, that that 25 percent
useful |ife would approxi mate, and, therefore the
payment, either in a purchase price or continued
rent, would approximte the investnment nade by
Meridian of 1.398 mlIlion plus an anticipated profit.
And so, under those circunstances, | think that the
| i qui dat ed damage provision is reasonabl e under the
ci rcumst ances.

2; Tab 7 at 25-26). Consistent with its decision at

t he

10



heari ng, the Bankruptcy Court entered an Order allow ng the
Cl ai m agai nst Montgonery Ward in the amount of $3,500, 115.
DI SCUSSI ON

I . Jurisdiction and Standard of Review

Under 28 U.S.C. § 158(a), this Court has jurisdiction to
adj udi cate appeals fromfinal judgnments, orders and decrees of
bankruptcy judges. Pursuant to Federal Rule of Bankruptcy
Procedure 8013, the Court “may affirm nodify, or reverse a
bankruptcy judge’'s judgnent, order or decree or remand wth
i nstructions for further proceedings.” Fed. R Bankr. P. 8013.
In reviewing a case on appeal, the bankruptcy court’s factual
determ nations are subject to deference and shall not be set

aside unless clearly erroneous. 1d.; see In re Gutpelet, 137

F.3d 748, 750 (3d Cir. 1998). However, a bankruptcy court’s
concl usions of |aw are subject to plenary review and are

consi dered de novo by the reviewing court. Meespierson, lInc.

v. Strategic Telecom Inc., 202 B.R 845, 847 (D. Del. 1996).

M xed questions of |aw and fact are subject to a “m xed
standard of review under which the appellate court accepts
finding of “historical or narrative facts unless clearly
erroneous, but exercise[s] plenary review of the trial court’s
choice and interpretation of |egal precepts and its application

of those precepts to the historical facts.” Mel |l on Bank, N. A

11



V. Metro Comrunications, Inc., 945 F.2d 635, 641-642 (3d Cir.

1991) (citing Universal Mneral, Inc. v. C. A Hughes & Co., 669

F.2d 98, 101-02 (3d Gir. 1981)), cert. denied., 112 S. Ct. 1476

(1992).

In this case, the parties have agreed that Illinois |aw
governs their dispute. Under Illinois law, the question of
whet her a contractual provision is a penalty clause or a
reasonabl e | i qui dated damages clause is a question of |aw ee

Meridian Leasing Corp. v. Wener, 1998 W 395158 (N.D. I1I1.

Jul. 9, 1998). Accordingly, the Court will review de novo the
Bankruptcy Court’s conclusion that the instant |iquidated

danmages provision is reasonable.

1. Whether the Bankruptcy Court Erred In Determ ning That The
Li qui dat ed Damages Cl ai m Sought By Meri di an WAs Reasonabl e
And Denyi ng The Reorgani zed Debtors’ Mtion To Reduce The
Ampunt OF Dammges Sought By Meridi an
I n appealing the Bankruptcy Court’s Order denying the
Debtor’s nmotion to reduce the damages sought by Meridian and
awar di ng Meridi an damages in the ampunt of $3,500, 115, the
Reor gani zed Debtors contend that the danages sought by Meridian
are an unenforceable penalty rather than a reasonable
| i qui dat ed damages sum I n support of their argunent, the
Reor gani zed Debtors contend that the instant |iquidated damages
provi sion is unreasonabl e, because it places Meridian in a

better position than it would have been in had the Leases in

12



gquestion been fully performed by the Reorgani zed Debtors. In

addi tion, the Reorgani zed Debtors contend that the Bankruptcy

Court erred by concluding that it was fair for Meridian to

assume that Lechnere would not term nate the Supplenments at the

end of the natural |ease terns. The Court will exam ne each of

t he Reorgani zed Debtors’ argunents.

A Whet her The Bankruptcy Court Erred By Awarding

Meridian Liquidated Damages That Placed Meridian In A

Better Position Than It Wuld Have Been In Had The
Lease Been Fully Perfornmed

I n appealing the Bankruptcy Court’s decision, the
Reor gani zed Debtors contend that the |iquidated damages cl ause
in this case is unreasonabl e, because the damages provided for
in that clause put Meridian in a better position than it would
have been had the Reorgani zed Debtors fully perfornmed the
| ease. By the ternms of the Supplenents, the Reorganized
Debtors contend that Lechnmere was only obligated to Meridian
for the aggregate nonthly rental paynments of $5,209,920 for the
equi prent described in Supplenent 1 and $115, 188 for the
equi pment described in Supplenment 2 during the natural terns of
t hose Suppl enents. The Reorgani zed Debtors contend that nothing
in the Supplenments requires Lechnere to pay any noney toward
the initial investnment made by Meridian or toward any profits
for Meridian. According to the Reorganized Debtors, at the
time of the rejection of the Supplenments, Lechnere had a

13



remai ni ng rental obligation to Meridian of $1,486,920, but the
| i qui dat ed danages provision allowed Meridian to collect nore
t han doubl e the amount it would have if the Leases had been
fully perfornmed. Had Meridian wanted rei nmbursenment for its
initial investment and expected profits, the Reorganized

Debt ors contend that Meridian should have expressly preserved
their rights to such amounts in the Suppl enents.

In response to the Reorgani zed Debtors’ argunents,
Meri di an contends that the casualty value in this case is
reasonabl e, because it makes Meridian whole. Meridian contends
that it would be “sheer fantasy” to argue that Meridian woul d
be made whol e by receiving the unpaid rental stream w thout
regard to its own investnment in the equipment or a reasonable
return on that investnment. (D.1. 8 at 17). Relying on Section
504 of Article 2A of the U C.C., Meridian contends that the
damages it sought are a reasonable estimate of Meridian’s
anticipated harmat the time it entered into the Leases. As
for the Debtors’ argument that Meridian should have expressly
preserved its right to recoup its initial investnment and | ost
profits, Meridian contends that it included such a provision in
bot h Paragraph 10 of the Master Lease and the stipul ated
Casualty Values in Supplenments 1 and 2.

Under Illinois law, the validity of a |iquidated damges

14



cl ause under is governed by Section 504 of Article 2A of the
Uni form Commerci al Code as adopted by the State of Illinois.
See 810 ILCS 5/2A-504. In pertinent part, Section 2A-504
provi des:
Damages payable by either party for default . . . nmay
be liquidated in the | ease agreenent but only at an
anmpbunt or by a fornula that is reasonable in |ight of

the then anticipated harm caused by the default or
ot her act or omnm ssion.

810 I LCS 5/ 2A-504(1) (enphasis added). To determ ne under
[11inois |aw whether a |iquidated damages provision is
reasonabl e or is unenforceable as a penalty, the court nust
exam ne whet her the provision appears to have been designed to
secure a party’s performance or whether it was a reasonable
esti mte of actual damages. Meridian, 1998 W. 395158 at * 2.
To be an enforceable |iquidated damages cl ause, the damages

al l owed by the provision nust be a reasonabl e approxi mati on of

antici pated or actual damages. 1d., Resolution Trust Corp v.

Anerican National Bank & Trust Co. of Chicago, 1994 W. 374279

at *4 (N.D. IIl. Jul. 12, 1994); Monroe Bank and Trust v. First
Pass Di agnostics, Inc., 1992 W 276969, *6 (N.D. Ill. Oct. 2,
1992). Illinois |aw disfavors penalty clauses, and in cl ose
cases, Illinois courts will conclude that the clause is a

penalty. Meridian, 1998 W. 395158 at *2.

I n support of their respective positions, both the

15



Reor gani zed Debtors and Meridian rely on Case Credit Corp v.

Baldwin Centers, Inc. (In re Baldwin Rental Centers), 228 B.R

504, 508 (Bankr. S.D. Ga. 1998). In Baldw n, the debtor,

Bal dwi n Rental Centers, Inc., entered into fourteen equi pment

| eases with Case Credit Corporation (“Case”). As part of its
ususal business practice, the debtor then subl eased the

equi pment to custoners at a higher price than it was paying
under the | eases with Case in order to generate a profit.
However, the debtor was unable to stay current with its | eases
with Case and filed for bankruptcy. Examning a |iquidated
damages cl ause which entitled Case to (1) any accrued, unpaid
rent at the tinme of the breach, plus (2) the present val ue of
the rent for the remai nder of the |lease term plus (3) the

resi dual value of the equipnent, mnus (4) the present val ue of
t he net proceeds resulting fromdisposition of the equi pnment,
the court acknow edged that |iqui dated damages cl auses under
Article 2, Section 504 of the U C.C. are “subject to the rule
of reasonabl eness.” 1d. at 508. However, the court also noted
that to satisfy the reasonabl eness requirenent, the |iquidated
damages formula nust put the lessor in no better a position
than it would have been in had the | ease been fully perforned.
ILd. 508-5009.

Relying on Baldwi n, Meridian highlights that portion of

16



the case in which the court rejected the debtor’s argunent that
the inclusion of the residual value of the equipnent in the
| i qui dat ed damages provi sion rendered the provision an
unenforceabl e penalty. Meridian notes that the Baldwin court
rejected the debtor’s argunment finding that Case woul d have had
possessi on of the equipnent with an estimted residual val ue
that it could sell to the debtor or a third party at the end of
the | ease. Thus, Meridian contends that the Baldw n court
reasoned that the |iquidated damages provi sion was reasonabl e,
because the | essor, Case, could have received that sumfromthe
debtor if the debtor performed under the |ease. (D.I. 8 at
18).

VWil e the Court understands Meridian’s position, the Court
al so notes that in concluding that the |iquidated damges
provi sion in Baldwin was reasonabl e and that the inclusion of
the residual value of the equi pnent was not inappropriate, the
Bal dwi n court expressly found that “the formula | eaves Case in
no better position than it would have been in had the |ease
been fully perforned by Debtor.” 228 B.R at 509. Indeed, in
the Court’s view, this prem se is the touchstone for the
Bal dwi n court’s analysis. Conparing the dollar anpunts that
Case woul d have received if the | ease had been fully performed

with the anount yielded fromthe |iquidated damages

17



cal cul ation, the Baldwi n court observed that the amunts were

i denti cal . Thus, the Baldwin court stated, “Because the

| i gui dat ed dannges provi sion | eaves Case in no better position

than it would be in had the | ease been fully perforned, the

Court finds that the |iquidated danages provision is
reasonable.” 1d. at 509 (enphasis added).

In addition to the Baldwin court, several other courts
have exam ned the reasonabl eness of |iquidated danmages cl auses

in light of this prem se. For exanple, in Coastal Leasing

Corp. v. T-Bar S Corp., 496 S.E.2d 795, 798 (N.C. Ct. App.
1998), the court exam ned a |iquidated damages cl ause which
al lowed the | essor to accelerate the bal ance of the |ease
payment while also requiring it to credit the |l essee with any
suns received fromthe sale or re-lease of the equipnent.
Concl uding that this clause was enforceable, the court stated
that “[t]he liquidated damages cl ause places plaintiff in the
position it would have occupi ed had the | ease been fully

performed . . .” |d.; see also Carter v. Tokai Fin. Seryvs.

lnc., 500 S.E.2d 6638, 641 (Ga. Ct. App. 1998) (invalidating

| i qui dat ed damages cl ause where damages all owed by cl ause woul d
“put the lessor in a better position follow ng default than he
woul d have been in had the | ease been fully perfornmed”).

In this case, Lechmere’s sole financial obligation under

18



the Leases was $1, 486,920 at the tine of the Leases’ rejection.
However, the formula provided in the |iquidated danages
provision in this case permts a recovery of $3,500,115, nore

t han doubl e the amount that Meridian woul d have recovered if

t he Leases had been fully performed by Lechnmere. Presumably,
under the prem se of cases |ike Baldwi n, this would have been
sufficient to invalidate the |iquidated damages cl ause.

However, Meridian’s argunment that the |iquidated damges
clause is not a windfall that places Meridian in a better
position than it would have been in had the Leases been fully
performed is based on the underlying assunption that Lechnere
woul d have renewed its Leases or exercised its purchase options
under the Leases. The basis for Meridian’ s assunption, and the
Bankruptcy Court’s acceptance of that assunption, is the
affidavit of M chael Brannan. Accordingly, the Court wll
consi der whet her the Bankruptcy Court erred in accepting the
assunmption created by the Brannan affi davit.

B. Whet her The Bankruptcy Court Erred By Concl uding That

It Was Fair For Meridian To Assune That Lechnere

Wuld Not Term nate The Supplenents At The End O The
Nat ural Lease Terns

Under |l ying the Bankruptcy Court’s conclusion that the
| i qui dat ed damages provision in this case was reasonabl e was
what the Bankruptcy Court characterized as a “fair assunption
that the retailer [Lechnmere] would not term nate at the end of
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the | ease,” but would either purchase the equi pnent or continue
with a | ease arrangenent for the equipnent. (D.1. 2, Tab 7 at
25). On the basis of this assunption, the Bankruptcy Court
concluded that “either in a purchase price or continued rent,”
Lechnmere woul d return the investnent nmade by Meridian plus an
anticipated profit, and therefore, the |iquidated damges
provi si on was reasonable. (D.I. 2, Tab 7 at 25).

I n appealing the Bankruptcy Court’s Order, the Reorganized
Debtors chal |l enge the Bankruptcy Court’s acceptance of the
assunmption that Lechmere would not have term nated the Leases
at the end of their terms. Specifically, the Reorgani zed
Debtors contend that nothing in the factual record or
Suppl enents supports this “finding.”

In response, Meridian contends that the Bankruptcy Court’s
acceptance of this assunption was based on the uncontroverted
affidavit of M chael Brannan. Meridian points out that the
Reor gani zed Debtors did not depose M. Brannan, did not request
an evidentiary hearing, and did not controvert M. Brannan's
affidavit with other evidence.

In reply, the Reorgani zed Debtors contend that M.
Brannan’s affidavit is entitled to no wei ght because the
question of whether a |liquidated danages cl ause is reasonabl e

is a question of law. In addition, the Reorgani zed Debtors
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contend that while they did not contest the “facts” offered by
M. Brannan such as “the fact that Meridian is an equi pnent
| essor, the fact that M. Brannan is Meridian’s Senior Vice
Presi dent and Chief Financial Officer, and the fact that
Meri di an purchased the equi pnent that Lechnmere | eased in
Suppl ement No. 1 for $6,070,923.57 and the equi pment in
Suppl ement No. 2 for $130, 620.20,” they did contest M.
Brannan’s “opinion” that the |iquidated damages cl ause was
reasonable. (D.1. 9 at 3-4) (enphasis in original). Further,
t he Reorgani zed Debtors contend that M. Brannan was precl uded
fromtestifying about the | easing practices of the |everaged
| easi ng i ndustry, because Meridian did not lay the proper
foundati on under Federal Rule of Evidence 701 to admt the |ay
opi nions of M. Brannan. Further, even if M. Brannan
possessed sufficient personal knowl edge to offer a |ay opinion
under Rule 701, the Reorganized Debtors contend that the
opi ni on shoul d have been afforded no weight in |ight of M.
Brannan’ s obvious bias as a Meridian enpl oyee, a point
enphasi zed by the Reorgani zed Debtors at the hearing before the
Bankruptcy Court. (D.I. 2, Tab 7 at 20-21).

Wth regard to the Reorgani zed Debtors’ Rule 701 argunent,
the Court notes that the argunment was raised for the first tinme

in the Reorgani zed Debtors’ Reply Brief. As such, Meridian did
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not have the opportunity to respond to this argunent. Further,
and in any event, while the Reorgani zed Debtors stated their

di sagreenent with M. Brannan’s opinions, they did not object
to the adm ssion of his opinions under Rule 701 at the hearing,
and therefore, the Reorgani zed Debtors wai ved any objections as
to the adm ssion of M. Brannan’s testinony. See e.qg.

&overnnment of the Virgin Islands v. Archibald, 987 F.2d 180,

184 (3d Cir. 1993) (holding that objections not tinely raised

are waived); Pelican Bait, Inc. v. CNA Insurance Co., 2000 WL

1056542, *3 n.6 (E.D. Pa. Aug. 1, 2000). Accordingly, the
Court declines to base its decision on Rule 701 grounds.

The Court does, however, agree with the Reorganized
Debtors’ argunment that the Bankruptcy Court erred by concl udi ng
that it was fair for Meridian to assunme that Lechnmere woul d not
term nate the supplenents at the end of the natural |ease
terms. Al though Meridian expl ai ned through the Brannan
affidavit, that in the context of the |leasing industry and
Meridian’s experience the retailer/lessee seldomterm nates the
arrangenent at the end of the | ease period, in the Court’s
view, applying this principle to Lechmere was specul ati on.

Not hing in the Supplenents required Lechnere to purchase the
equi pnment or renew the Leases at the end of their terns.

| ndeed, Meridian acknow edged that while this was not their
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ususal experience, it was possible:

The Court: Tell me why is it not? Wiy is the
assumption that the retailer will not
term nate the arrangenent a solid
assunption? Wiy can’'t the retailer
find perhaps better equipnent and | ease
it or purchase it and yank your stuff
out and give it back to you?

M. Teplinsky: | think certainly the retailer can
do that. In our experience--and |
think that we attenpt to set that
forth in an affidavit that we
filed along with it. [In our
experience, that doesn’t happen.

(D.1. 2, Tab 7 at 19) (enphasis added). And, as the
Reor gani zed Debtors suggest, it was even nore likely in this
case, that even if the Lechnere stores stayed open until the
end of the | ease ternms, the Reorgani zed Debtors word have
returned sone, if not all, of the equipnent to Meridian:

As you Honor knows this equi pmrent was being used in

Lechnmere stores. So certainly there was no assurance

I n any way, shape, or formthat these stores would

have stayed open. Indeed, given the filing of

Chapter 11, even if the debtors attenpted to keep

t hose stores open, it’s likely this equipnent m ght

have [ been] returned at the end of the term of the

| ease with no further obligations by the debtors.
(D.1. 2, Tab 7 at 6).

In addition to the fact that neither the Master Lease nor
t he Suppl ements required Lechnmere to renew the Leases or
purchase the equi pment, the Court also observes that neither

t he Master Lease nor the Supplenents required Lechnere to
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rei mburse Meridian for its initial investment or any
anticipated profits during the termof the Leases. |Indeed, had
Meri di an wanted to, they could have required Lechnere to pay
these sunms during the ternms of the Leases.

For exanple, in Pacificorp Capital, Inc. v. Tano, Inc.,

877 F. Supp. 180, 184 (S.D.N.Y. 1995), a case relied upon by
Meri di an, the court upheld a |iquidated damages provision that
all owed a | essor to recover an anmount exceedi ng future rental
paynments due under the | ease, because the | essor structured the
| ease so that it would recover its investnment and sonme profit
during the initial termof the | ease, regardl ess of whether the
| essee renewed or term nated the | ease at the end of its

natural term Unli ke the instant case, in Pacificorp, the

rental paynments due under the termof the | ease equaled a sum
t hat covered Pacificorp’ s initial investnment for the equipnent,
as well as a profit, such that Pacificorp would have recovered
its initial investment plus a profit by the end of the |ease
term 1d. at 182. Because Meridian was free to structure the
| ease so as to permt its recovery of its initial investnent
and profit during the termof the | ease, but chose not to, it
is the Court’s view, that Meridian accepted the business risk
that it m ght never recover its initial investnents or any

profits.
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In sum the Court concludes that in |ight of the express
terms of the Supplenments and the fact that Meridian could have
structured its Leases so as to allow the recovery of its
initial investnment and profits during the termof the |ease or
to require Lechnere to renew or purchase the equi pment at the
end of the terns, the Bankruptcy Court erred in assum ng that
Lechnmere woul d not have term nated the Supplenents at the end
of their natural terms. Further, given the express terns of
t he Suppl enments which did not obligate Lechnere to renew or
purchase the equi pnent at the end of the | ease, the Court finds
t he Brannan affidavit to be speculative on this point, and
therefore, the Court concludes that the Bankruptcy Court erred
in giving the Brannan affidavit dispositive weight in its
determ nation of the purely |l egal question of whether the
| i qui dat ed damages cl ause was reasonabl e.

C. Summary

Because the Court concludes that the Bankruptcy Court
erred in concluding that it was fair for Meridian to assune
t hat Lechnere would not term nate the Supplenents at the end of
the natural Lease terms, the Court |ikew se concludes that the
Bankruptcy Court erred in concluding that the |iquidated
damages cl ause was reasonable. Lechnere was not obligated

under the terns of the Supplenents or Master Leases to purchase
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t he equi pnent or renew their Leases. |ndeed, had Lechnere
waited to close until the Supplenents had run their natura
course, Lechnere could have returned the equi pnent to Meridian
and Meridian woul d have had no recourse against Lechnere
regardl ess of its anticipated hopes for the recoupnent of its
i nvestnment or a profit. Because the |iquidated damages cl ause
puts Meridian in a better position than it would have been in
had the Leases been fully performed, the Court concludes that
t he |iquidated damages provision is an unenforceabl e penalty,
and the Bankruptcy Court erred in concluding otherw se.
Accordingly, the Court will reverse the Bankruptcy Court’s
Decenber 13, 2000 Order and reduce the Claimto reflect damages
in the amunt of $1, 486, 920.
CONCLUSI ON

For the reasons discussed, the Bankruptcy Court’s Decenber
13, 2000 Order denying the Reorgani zed Debtors’ request to
reduce the anmount of the rejection danmages claimfiled by

Meri di an agai nst Montgonery Ward and allowing the claimin the

anount of $3,500, 115 will be reversed, and Meridian’s Claim
will be reduced to reflect danages in the anmount of $1, 486, 920.
An appropriate Order will be entered.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE DI STRI CT OF DELAWARE

I N RE: . Chapter 11
MONTGOVERY WARD HOLDI NG ; Bankruptcy Case No. 97-1409- PJW
CORP., a Del aware corporation,:
et al. :
Debt or s. ; Jointly Adm ni stered

Mont gonery Ward & Co. ,
| ncor porated, et al.,

Appel | ant s, :
V. : Civil Action No. 01-56-JJF

Meri di an Leasi ng Corporation,
Appel | ee.
ORDER

At WIl mngton, this 22 day of October 2001, for the
reasons set forth in the Opinion issued this date;

| T I S HEREBY ORDERED t hat :

1. The Decenber 13, 2000 Order of the Bankruptcy Court
denyi ng the Reorgani zed Debtors’ request to reduce the anpunt
of the rejection damages claimfiled by Meridi an agai nst
Mont gonery Ward and allowing the claimin the amount of
$3, 500, 115 i s REVERSED

2. Meridian’s Claimis reduced to reflect damages in the
amount of $1, 486, 920.

JOSEPH J. FARNAN, JR.
UNI TED STATES DI STRI CT JUDGE




