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Introduction

What would it be like if there was no bankruptcy?


The judgment against you continues forever, and people become very risk averse

Bankruptcy discourages grabby behavior, in theory it also preserves the going concern value of the entity, especially Chapter 11 (this is for everyone’s benefit, the creditors and employees)


Grabby behavior – not only on the art of the creditors, but also on the insiders, the people running the company ( they steal basically

Timeline of bankruptcy


Debtor entity (dr) starts to fail over time ( bankruptcy petition is filed ( voluntary and involuntary petitions (do not file involuntary petition unless you know they are really bankrupt = if you are wrong, you could be liable for damage).  Chapter 7 and Chapter 11 voluntary petitions


Chapter 7 is a liquidation ( most companies should file this


Chapter 11 petitions ( reorganization (90% of these all fail).  Why do companies file this when they shouldn’t = false hope (good faith but just false) but really it is filed strategically, the company knows it cannot get back on its feet, but it is a long drawn out affair.  Creditors hate Chapter 11.  


Third party trustee is appointed for Chapter 7


Debtor in possession, administers the reorganization on behalf of the creditors while also reorganizing itself – Chapter 11.


The trustee and the DIP have to engage in all kinds of conduct 

Duties of the trustee and DIP


Avoidance ( undoing the bell, nullify certain transactions


Preferences ( pay offs of old debts


Fraudulent transfers ( stealing


Strong-arm powers ( secret unrecorded liens


Objections to claims ( potentially bogus claims – limit the number of folks trying to get paid by the debtor


Automatic stay ( everything is supposed to come to a halt, the estate could be a plaintiff and defendant in some lawsuits, the trustee may have to prosecute or defend those actions. 


Executory contracts ( there are provisions in the bankruptcy code that allow the estate to get out of contracts, assume or reject


Process of reorganization under Chapter 11 – how to put together a plan, obtain confirmation of the plan, voting rights, distributions after Chapter 11.

Preference statutes


Operative statute is § 547(b) – trustee or DIP may avoid any transfer of an interest of the debtor in property:


(1)  To or for the benefit of the creditor (indirect preference)



Ex – personal guaranty by shareholders of company to a supplier, becomes secondarily liable to the supplier, so shareholder has a contingent right of reimbursement by the corporation, just before going bankrupt, the company pays the supplier, should extinguish the guaranty – so for the benefit of the shareholder who was a creditor.  Trustee would try to go after the shareholder, to get back the value of the guaranty, even though the shareholder didn’t get any money. 

(2) For or on account of an antecedent debt owed by the debtor before such transfer was made (was this a payment on an old debt)

(3) Made while the debtor was insolvent (were your debts greater than your assets)

(4) Made 

a. Within 90 days of bankruptcy filing

b. Between 90 days and one year before the date of filing if such creditor was an insider

(5) that enables such creditor to receive more than such creditor would have received – preferential – if

a. the case were a case under Chapter 7

b. the transfer had not been made

c. and such creditor received payment of such debt 

d. if yes, then 5 is satisfied – Ex: oversecured creditor ( dr has a 1 million debt to the lender, lender has a lien on the assets, assets are worth 1.5 million so the creditor is oversecured.  Then the dr makes a payment of 100k.  what result?  Could that be preferential?  Probably not because if we have an oversecured creditor, it would have been paid anyway, so who cares ( NO HARM NO FOUL, THEY WERE NOT MADE BETTER OFF – this is scenario under which (b)(5) was written. 

Problem p. 325

1. Part A = march through 5.47(b) of the code. Plod through each step, be systematic.  There are six (five plus preamble) requirements under the section – (1) transfer of debtor’s property ( YES. (2) benefit directly to creditor ( YES.  Section 101.10.  Creditor has a claim against the debtor.  Well claim is a defined term as well.  (3) antecedent debt ( YES.  (4) insolvent – defined under 101.32  Insolvent – means with reference other than partnership, sum that debts are greater than sum of entities property, balance sheet test.  Who has the burden to prove that Smith was insolvent?  547(f).  there is a presumption of insolvency, not an irrebuttable.  If debtor was solvent when you got preference, then maybe trustee will go away.  (5) time line – no facts in indicate that person was an insider. Figure out date of bankruptcy.  Every month has thirty days – so preference window opens on 4/15.  Satisfied here because made within 90 days of filing. (6) fantasy world – if this were a Chap 7, undo the transfer, and creditor got the dividend.  Did the creditor get more than it should have received by getting the payment, than otherwise if it has been a liquidation and got the dividend? ( YES.  Trustees case in chief has been satisfied.  Can the amount be recovered?  See 550(a)(1).  Puts teeth on 547.

Part B – debtor did not transfer anything – it is a prejudgment attachment lien.  Debtors will often file bankruptcy petitions within time, to avoid the prejudgment debt.  So it is a transfer and everything else is the same as above

326. Problem 2.  Why undo preference if bank would have gotten that much in bankruptcy.  So undo the payment in full.  

Case came down last year – u/s on date of payment, o/s on date of bank, yet payment was still preferential ( why?  Added 300 k to 900 K – Falcon Products case (8th Cir)

547(e)(2)(a) – “made” is a defined term ( the moment it becomes enforceable, attachment – when interest becomes enforceable.

(e)(1)(b) ( “perfected” ( when under state law you can beat out a subsequent judicial lien creditor, you are federally perfected.

But this leaves us at loose ends – well gosh, when could our creditor have beat out a subsequent judicial lien creditor.  Go back to UCC handout.

Steps to answering this fact pattern:

547(b) ( 547(e)(2)(a) ( 547(e)(1)(b) ( 9203 ( 9308 ( 9317

July 25 – loan is made, security agreement executed by both parties (creates the lien on the assets)

August 1 – bell rings

Aug 3 – secured creditor files UCC 1 financing statement

Nov 1 – we have bankruptcy

Question: whether creation of lien (transfer of collateral is preferential)?

Transfer = yes, the lien is a transfer (101.54)

To a creditor = yes, the bank is a creditor 

On account of an antecedent debt, owed before transfer was made = “made” is a defined term ( 547(e)(2)(a) = made when takes effect between parties (moment of delivery for real property, arises between the parties = look at 9203 for personal property – moment of attachment – when creditor gives value, debtor has rights in collateral, security agreement signed by debtor), and if perfected within 30 days


So under 9203 – this date is July 25 – when transfer took effect 


IF perfected within 30 days (e)(b)(1) – perfected when you (the transferee) can beat a subsequent judicial lien creditor ( so go 9317 (a) = if you are unperfected under state law, then you lose to a judicial lien creditor ( so if you are perfected under state law, then you do beat out a jlc.  So – as soon as you are state law perfected, you can then beat a jlc.  If you can beat a jlc, then you are federally perfected. 


So when are you state law perfected = 9308 ( perfect if attached and procedural requirements have been met (filing UCC -1) = attachment plus filing

Transfer was made – July 25, as long as perfection occurred within 30 days.  Filing occurred  on August 3 – this is when perfection occurred.  Perfection ocurred within 90 days of bankruptcy.  But deemed to have taken effect on July 25 ( as long as perfection took place within 30 days.  


Need to distinguish moment of attachment, moment of perfection, moment of debt, moment the bell rings

So no preference here**

Lien = right to seize and sell property in order to satisfy an obligation

Two kinds = consensual and nonconsensual


Nonconsensual ( attachment 


Consensual ( personal (Article 9 – security agreement – creates a security interest) and real (mortgage or trust deed)

What if the UCC-1 is not filed until August 26?

July 25 – loan is made, security agreement executed by both parties (creates the lien on the assets)

August 1 – bell rings

Aug 26 – secured creditor files UCC 1 financing statement

Nov 1 – we have bankruptcy

Go thru all of the steps ( not filed within 30 days so deemed to have been made on Aug 26 = preferential (UCC-1 needs to be filed right away – this is a real world problem)

Figure out when it was made ( then that answers whether on account of an antecedent debt (can still be preferential if loan and s/a made on the same day)

Change facts again

6/1 debtor takes out a loan – executes promissory loan and s/a

august 1 – bell rings

august 2 – UCC 1 is filed

11/1 – we have bankruptcy

we know when debt was occurred, when s/a – we can assume this was also date of attachment.  If transfer took effect on 6/1, and more than a 30 day gap from attachment and perfection, then transfer not made until august 2.  Still within 90 days so we have a preference. Similar to last hypo, just the gap is stretched out.

6/1 UCC-1 filed

8/1 bell rings

8/3 executes s/a, bank makes a loan to the debtor

11/1 bankruptcy

Is there a transfer on account of an antecedent debt


debt incurred on aug 3, s/a incurred on aug 3


e2a ( deemed to be made when it takes effect, if perfected within 30 days – took effect on aug 3, was it perfected within 30 days ( perfected when you can beat a jlc, if attachment and filed ( both of the requisites for 9308 were present on Aug 3, so within 90 day window but not made on account of antecedent debt because it is a contemporaneous debt – everything happened on the same day = no preference, creditor wins. 

8/1 bell

8/11 s/a, loan

8/18 UCC-1 filed

11/1 bankruptcy

everything within 90 days of bankruptcy – so looks preferential but it is NOT

transfer is made when takes effect – if perfected within 30 days

when you can beat jlc, can beat jlc as soon as there has been attachment plus a perfection step, when is that – aug 18.  Therefore, the transfer is made on aug 11, but not on account of an antecedent debt.  Contemporaneous debt. So no preference. 

If UCC -1 was filed on Sept 13, is there a preference?

Real world stuff

Most article 9 transaction involve after-acquired property, most have after acquired property clause (AAPC)


Ex: Debtor grants creditor a lien, in all inventory hereafter acquired 

So the property subject to the lien is constantly changing 

On June 1, loan incurred, s/a has AAPC, and UCC-1 is filed 

August 1 – bell rings

August 15 – debtor gets another piece of equip


This makes the creditor LESS undersecured

Question: what result?

Gut says no preference – everything happened on June 1 but what about the new asset ( when was the transfer of that asset made?  9203(b) attachment occurs when the creditor has given value, when the debtor has rights in the collateral, when the security agreement was signed.  When did debtor get rights ( not until Aug 15 – s/I did not attach until aug 15, so the transfer was NOT made until aug 15.  Not perfected until aug 15.  So it is made on account of an antecedent debt ( and meets other steps so it is a PREFERENCE


( shortcut is 547(e)(3)


( the original collateral property would not have been preferential

***look at transfer on an item by item basis

After acquired property clauses ( AAPC

June 1 – s/a which contains AAPC, loan, UCC 1

8/1 – bell rings

8/15 – debtor gets additional equipment 

11/1 – bankruptcy

Is acquisition of this equipment preferential?  Yes, debtor did not receive rights in the goods until 8/15.  There is also the shortcut: 547(e)(3).

Perfection

Under federal law – when you can beat a jlc

Go to state law – you can beat a jlc when you attach and when you have taken the requisite perfection step

Change of facts:

Equipment shipped to debtor on july 31, but still did not arrive until August 15

Look at 547(e)(3) ( possible that the debtor received rights on july 31 – if so, the transfer was outside the window period and could not have been preferential.  

When was the transfer made:


Made when takes effect IF perfected within 30 days


Attachment ( value, rights in the goods, debtor signed s/a



Rights in goods – 2501 – identification of existing goods - 


So made on July 31, perfected on July 31

August 2 – s/a containing AAPC, loan, dr owns some equipment at that time




Equipment 1

August 9 – dr gets equipment 2

August 20 – bell rings

September 5 – UCC -1 filed

11/10 – bankruptcy

What result as to these two pieces of equipment?

Equipment 1

Attachment occurred on Aug 2 – takes effect so made on that date IF perfected within 30 days


Federal perfected if you can beat out a jlc.  You can beat out a jlc if sate law perfect.  You are state law perfected if attached and UCC 1 filed. So transfer was deemed to be made on 9/5 ( so preferential because of delayed perfection.  

Equipment 2

Attachment occurs on the 8/9.  Takes effect so if perfected within 30 days.  Perfected within 30 days, so deemed to have been made on 8/9.  = not preferential 

Real estate

2/25 loan, TD signed

3/1 bell

3/3 TD recorded

6/1 bankruptcy

Is the granting of the lien preferential?

Made – date it takes effect ( moment of delivery ( if perfected within 30 days = (e)(1)(a)


When you can beat a bona fide purchaser ( when properly recorded 


So look at state recording statute

So when it is recorded – that is the moment at which our TD holder is federally perfected, so we now that the information under e1a – and plug into e2a – here took effect on 2/25, perfection took place within 30 days, so made on 2/25.  Before the bell and no transfer on account of an antecedent debt ( not preferential 

Race notice – CA 


O ( A unrecorded


O ( B sbfp for value – records

An unrecorded conveyance is void vs. a bfp for value who first records 

What if recording had happened on April 1.  More than 30 days after date of delivery – e2b ( after the bell ( preferential 

When transfer takes effected under e2a ( when TD is executed or when funding of the loan takes place = a lot of courts have said when the funding takes place 

Problem of foreclosure as preferential

Suppose we have a TD that was never properly recorded –then our secured party forecloses within 90 days of bankruptcy.  Some cases have held that this is preferential.  Other cases have said where there is a properly recorded TD, then foreclosure right before bankruptcy, most courts have said not preferential because there was already a valid lien – the foreclosure does not make you better off.  (547b5). 

CA has two kinds of foreclosure: judicial and non-judicial

Judicial foreclosure


Complaint, sale of property is ordered, sale price determined, deficiency liability is determined (debt minus sale price)



This is fairly uncommon

Non-judicial foreclosure


Notice of default


Notice of sale 


Sale – auction



Private auction – not conducted by court (much more common)



But since no court overseeing, you will see where the deed was not properly recorded – but no one says anything.  Sale goes off without proper recording – this could well be a preference.

If the TD was already recorded long ago, then we have to think about if the foreclosure is a transfer.  Is it a transfer that would have made the creditor better off, no.  foreclosure would not be preferential – fails (b)(5).

Ordinary commercial situation – lien on property – deficiency posture – debt is greater than value of the assets


Debtor has a bifurcated claim

Section 506(a) – if you are secured creditor and you are undersecured, you hold a secured claim for the collateral and an unsecured claim for the amount of the deficiency

So in the bankruptcy, you will get the collateral and then have an unsecured claim for the rest of the money.  But as a secured creditor, you got the collateral already.  Your deficiency claim comes from that collateral judgment. 

Change of facts

Debt – 2 million

Fair market value of collateral – 1.5 million


Creditor judicially forecloses – someone pays creditor 1.5 million, at auction.


Creditor gets ½ million deficiency judgment 



If go into bankruptcy court, unsecured creditor

So what if you get paid on your deficiency judgment before bankruptcy, you levy execution and you get paid on your judgment right before bankruptcy ( likely preferential ( foreclosure would NOT be preferential – did not alter economic status because you were always going to get that amount, but the transfer of the deficiency would be. 


Foreclosure law plays into preference law

Lawyers can get sued too – malpractice


Debtor – also a D


Plaintiff file suit – judgment entered on March 1


Bell rings on 3/15


On 3/20 – judgment is filed and abstract is obtained and recorded. 


Judgment lien arises that this point – encumbers the debtors real property


6/15 debtor files bankruptcy. 

Judgment lien is a preference – so when you are a Plaintiff and about to obtain to a judgment, have all your ducks in a row to get everything filed fast – your failure to move quickly could be malpractice

Enforcing judgments – we will discuss more later

Finding out where the debtor has real property


force debtor to tell you ( judgment debtor exam

Belated perfection of real estate liens – a lot of problems like this today

Jan 1 – TD 1 is recorded on the debtors property

July 1 – refinanced loan (new lender, old obligations extinguished); new TD executed but NOT recorded

Aug 1 – bell rings

Sept 1 – new TD is finally recorded

Nov 1 – bankruptcy 

Belated perfection so preferential but the argument is that the new lender is somehow perfected


Theory 1 – perfected when you can beat out a bfp; holder of the second TD, says that first holder put everyone on notice so the second bfp was always perfected – so there could have been no subsequent bfp.  But the problem with this is that the subsequent person would not know about TD 2.  This argument is overbroad and has been largely discredited. 


Theory 2 – sort of works ( doctrine of equitable subrogation  = holder of TD 2 since he paid off TD 1 takes the place of TD 1, therefore you jump into the shoes the lien you paid off.  The problem is most wont recognize this but it provides an argument.  Courts tend to be going in favor of the trustee and against the refinanced lender. 

If same party did the refinancing – then likely they would have been on notice 

Earmarking doctrine


Some people call it a defense but more of a threshold question


We need to have a transfer of property under 547


So suppose we have an old creditor.  New creditor steps in and gives money directly to old creditor. Now debtor incurs new debt to new creditor.  Some courts hold that if we simply have a swat, the payment to the old creditor would not be preferential.  Others say it is a preference.  Some say if debtor has any control, then earmarking will not apply.  If debtor has no say, then earmarking may apply.  


Rights of guarantors – we have a guarantor who issues a personal guaranty in favor of a creditor – there is now a contingent right of reimbursement.  



Suppose the guarantor actually pays the creditor.  No longer a contingent right of reimbursement. Not a preference because not a transfer of the debtor’s property.  But sometimes the guarantor acquires a security interest in the debtors assets – usually occurs at the moment of payment.  At this moment, the old creditor has received a preference – the value of the assets used to collateralize the reimbursement – transfer to the guarantor for the benefit of the creditor – not a transfer directly to the creditor.  Courts have then get back the value of the assets from the creditor that was paid off.  



If there was no security agreement, then not a preference.  ( note – this is the mirror image of the hypo we did on the first day – where that was a preference (payment from debtor to the creditor – here from guarantor to the creditor)


Might be preferential to more than one person – guarantor and creditor

Negative pledge clauses


Forbids the debtor from giving anyone a security interest in its assets other than you – have power over the debtor 

You want to be able to do what you want without interference from other creditors when you foreclose on a debtor


Forbids junior lien holders from coming into existence


If there are junior creditor, then they confine your freedom

The sandbag – you have a debtor who is planning to go into bankruptcy, the debtor will step up preferences that don’t look like preferences.  Then once bankruptcy is filed, debtor says hahaha give it back and it gives a war chest to the debtor’s counsel.  

A case came down over the weekend – all you can go is avoid the lien, you cannot recover the amount.  Bremmer case – prof wrote up an article about why this is wrong.  

Pre-petition debtor vs. post-petition debtor

If the creditor were oversecured during this entire analysis, the 547(b)(5) would not be satisfied.  

Defenses under 547(c) – creditor has the burden of proof – affirmative defenses

To the extent = only to the extent 

Contemporaneous exchange 


Intended to be contemporaneous and in fact substantially contemporaneous 



How far does substantially go ( about 10 days (some courts have gone farther)

Problem on page 329

(c)(1) is Not satisfied – not intended to be contemporaneous 

(c)(2) – ordinary course payments


if the debtor is targeting specific creditors, no point in bringing in all of these payments


so Congress enacted this defense – two and a half part test



has to be an ordinary course debt



method of payment – made according to ordinary business terms (trade usage) or the way the parties have always done business (course of dealings)

Even if not in parties ordinary affairs, if the industry as a whole does it this way, then it is also OK.  

How do you get a competent witness = if a lot of money involved, get a real expert witness

Judges also know that preference recovery is the mother’s milk of attorney’s fees 


There is a bias in favor of preference recovery so bankruptcy lawyers can make a living 

90% of jurisprudence here has to do with whether it is regular course of dealings or trade usage, not whether ordinary debt – this has been decided already

Enabling loan exception: (c)(3)


if you lend money to a debtor to enable the debtor to acquire an asset, you will get special protection

Business reality – suppose the following scenario:

We have a debtor and a vendor of an asset


Debtor buys this asset on time (worth 1 million)


D pays 100k down and executes a note for 900k


Security interest in the asset – secures the balance of the purchase price of that asset


D uses the credit extended by the vendor to purchase the asset


Purchase money security interest = PMSI

This is an example of a two party PMSI

Three party PMSI


debtor and a vendor who wants cash


lender present as well 


debtor makes a 100k down payment


lender gives vendor 900 k in cash


lender extends credit to the debtor to enable the debtor to acquire a specific asset


the asset acquired secures the loan 

Where the asset acquired secures the loan that was given to purchase the asset** that is what a PMSI is

That was the background for 547(c)(3)

security agreement

given by or on behalf of the secured party

enable the debtor to acquire the property

actually used by the debtor to acquire

perfected on or before 30 days after the debtor receives possession

“in fact so used” = when the creditor funds the acquisition, either put the money in a special bank account or make check payable to both debtor and vendor

Hypo

march 20 – bell rings

april 1 – PMSI in specific item of collateral, s/a AAPC, loan is made, UCC-1 is filed

april 7 – debtor buys an item of equipment

june 20 – debtor files bankruptcy

apply 547(b) to this item of collateral then walk through any other defenses that apply (c)(1) might apply and (c)(3) does apply


make sure it is preferential BEFORE you walk through the defenses

Hypo

march 20 – bell rings

april 1 – PMSI in specific item of collateral, s/a AAPC, loan is made, UCC-1 is filed

april 7 – debtor buys an item of equipment

june 20 – debtor files bankruptcy

apply 547(b) to this item of collateral then walk through any other defenses that apply (c)(1) might apply and (c)(3) does apply


make sure it is preferential BEFORE you walk through the defenses

547(b)

transfer can be avoided if 6 requirements are met:


transfer of property – lien (lien is a transfer under 10154)


directly to a creditor 


made on account of an antecedent debt ( debt was incurred on 4-1 but when was it made ( same day as when it took effect if perfected within 30 days 


takes effect when value has been given by creditor, debtor has rights in the property, and signature of the security agreement = seems to have taken effect on april 7 – that’s when all three are met.  


If perfected within 30 days ( attachment and UCC filing – so this all occurred on the 7th.  So perfection occurs on april 7. 


Takes effect and perfection on same day – deemed to have been made on april 7.  Debt was incurred on April 1 – so there is a gap – antecedent debt


(b)(5) is satisfied 



so there is a PREFERENCE

Defenses


(c)(1) ( intended to be contemporaneous and sufficiently contemporaneous 



but this could be poisoned because of the AAPC – so this shows that they may not have intended for contemporaneous transfers – they intend for there to be other later transfers – destroys the intent requirement


(c)(2) ( not a payment so this CANNOT apply (it is a lien here)


(c)(3) ( 



security interest acquired by the debtor = yes



secures new value 



given at or after the signing of the s/a



on behalf the secured party



given to enable the debtor to acquire such property



in fact used by the debtor



that is perfected on or before 30 days

so (c)(3) applies – so even though it is preferential still cannot be avoided

if this had been a general business loan, then (c)(3) would not have applied

new facts

4/1 loan, s/a, aapc

4/10 debtor orders equipment, shipped

4/12 bell rings

4/15 debtor gets equipment

5/12 UCC-1 filed

7/12 bankruptcy

Question: do we have a preference and can our creditor invoke 547(c)(3)?

We know it’s a transfer – lien

Transfer to a creditor

Obligation was incurred on april1 


Figure out when takes effect ( moment of attachment ( creditor gives value, debtor has rights in the collateral (2501 ( has rights when shipped), security agreement signed = april 10


Perfection ( attachment and perfection step = may 12


So deemed to have been made on may 12 – so on account of an antecedent debt 

So the delay in perfection means this was preferential 

(c)(3)


security interest acquired by the debtor


secures new value 


given at or after the signing of the s/a


on behalf the secured party


given to enable the debtor to acquire such property


in fact used by the debtor


that is perfected on or before 30 days (need perfection within 30 days of possession)



so (c)(3) applies ( comes to the rescue 

If the goods have been received on april 11, then (c)(3) would NOT have been met so no defense.  

547(c)(4) – subsequent advance rule


provides a consolation prize to creditors

2/1 shipment of 100k worth of shoes – sent to debtor

4/1 bell rings

4/5 debtor pays for the 100k in shoes

4/15 creditor ships 70k worth of socks

7/1 bankruptcy

Is the preference a preference ( yes

The terms of 547(c)(4) – even if liable for 100k, be gets to offset that by 70k ( he gave money back = encourage creditors to do business with struggling debtors

If the rule were different, as soon as the debtor starts slow paying, you would start starving the debtor on credit. 

So after you get a preference, if you give new value back to the dr, you get to offset the value for the value you gave back

Problem comes with the next two clauses:

(a) and (b)

Illustrations to understand (a) and (b)

2/1 shipment for 100k of shoes

4/1 bell

4/5 100k preference 

4/15 70k worth of socks, shipped with a security interest in the socks, AAPC

5/3 UCC 1 is filed, PMSI in socks

This is a secured subsequent advance – under (c)(4) it has to be unsecured 


In other words, if your subsequent advance is validly secured, then you cannot use it as an offset.**


This is a valid PMSI because perfected within 30 days



Needs to be perfected within 30 days of possession – here that seems obvious 



So cannot be used as an offset 

In contrast to the following:

What if the debtor got possession on 4/15 and the UCC 1 was filed 5/18 – perfection was more than 30 days, so creditor cannot invoke (c)(3) to save the PMSI, so the PMSI is invalid, but since the PMSI is invalid under (c)(3), it is an avoidable security interest – with a subsequent advance, so we get an offset.  

So either the creditor gets the value of the PMSI OR the creditor gets to use the invalid PMSI as an offset*** 

We actually have two preferences here – the 100k and the PMSI

(c)(4)(b) ( suppose you got paid for the new value (pays for the socks), not preferential because of 547(c)(2) – so therefore it is a valid payment, then you cannot use those paid for goods as an offset against your preexisting preference liability.  

There is a glitch:


Debtor, parent corp, seller


Seller sells 100k worth of goods, debtor pays for those goods in a preference


Seller ships 70k worth of new goods = subsequent advance and goes to the debtor


Parent corp the pays 70k to the seller 


Debtor goes bust – trustee goes after the seller 


Seller says he gave new value to the debtor so that’s an offset


Trustee says no, parent corp paid seller ( courts are split here


But look at the language = did the debtor pay for the 70k?? NO, paid for by a third party, so some courts have held that if Congress had wanted anybody to e able to pay then they would have said that.  So since debtor did not pay, you get the offset ( you get to double dip.

Payments


Payments by check – problem with a check is that it is not cash


Because the date of delivery of a check is hard to figure out and may also be meaningless, the SC has held that 547(b) the date of honor of a check is the date of transfer  


But trial courts have drawn a distinction between 547(b) and (c) 


3/39 – seller ships 100k worth of shoes 


4/1 – bell rings


4/5 – debtor delivers 100k check


4/8 – seller ships 70k worth of socks 


5/1 – debtors 100k check is honored 

so do we have a preference and how does this al weave together?

We clearly have a preference – check is honored on may 1, that is the date the transfer is made – on account of an antecedent debt 


But the advance of new value was not subsequent to the preference


Trial courts have said that if we adopt the date the honor controls, they are going to withhold the goods until the check is honored – everyone is going to be hurt.  So instead lets deem the check to have been paid when it has been delivered, for purposes of 547(c).  If the date of delivery controls, then we do have a subsequent advance.  

547(c)(5)


need some background

debtor – processes raw materials from the supplier

dr creates inventory and sold to customers called account debtors – accounts receivable, eventually collected as cash.  Cash goes back to the debtor.  Cycle starts anew.  

In the real world, there is a problem.  The debtor has to pay for raw materials before the account debtors pay.  

Lender loans money to the debtor – dr executes a note, gets a security interest in the accounts receivable 

Unlike other forms of collateral, accounts receivable and inventory is always changing.  

Under (c)(5), if we look at every item of inventory (undersecured lender), if you think of each new item and joining the collateral package, we have a creditor that is less undersecured 

Opening up too much preference exposure – so nobody would ever loan money to the debtor if they had this exposure – the collateral would be wiped out


Hence 547(c)(5) – get out of jail free card for lender

Golden rule – receivables and inventory and their proceeds are NOT vulnerable to attack; they are NOT preference property.

The rest of (c)(5) is difficult:


Lender – you are golden except if the collateral package grew in value during the 90 days before bankruptcy making you better off, less undersecured.  Sometimes called the fattening of the cow.  (c)(5) makes you give that back.

Go through (c)(5) – you could easily construct hypos

Questions:

547(c)(2)

payments in the ordinary course on debts incurred in the ordinary course


We have mostly been talking about secured transactions – not payments, they are transfers


Has to be a payment under (c)(2) – manner of payment has to occur in the ordinary course and debt incurred in ordinary course = 3 parts


Courts have mostly said payments are ordinary course – even if kind of unusual


Only where it is completely weird would a court say not incurred in ordinary course

547(c)(5)

1/1 1 million loan, s/a aapc, UCC-1 filed, a/r and inventory

3/1 bell rings

3/10 debtor sells 700k item


so there is a 1 million debt and 700k collateral has been sold

creditor was nominally fully secured before then – now the creditor is really undersecured.  Creditor is in a bad deficiency posture – not enough collateral to cover the debt. 

3/15 debtor gets item 2 worth 300k.  SO now there is more collateral for the creditor – less undersecured.  

3/20 debtor sells that item for 300k

4/1 debtor gets item 3 worth 400k

6/1 bankruptcy

Creditor is still undersecured, applying 547(b) literally – we look at each transfer in isolation.  Did each item make creditor more well off – Yes, as to items 2 and 3.  As each item comes in, the creditor becomes less undersecured.  It is conceivable that the secured party could have a huge preference liability because each item in the aggregate probably have 700k in preference liability.  

So creditor has received a preference due to the simple turning of inventory – every time there is a new item, there is a potential preference. 

The solution is 547(c)(5)


If inventory or receivables – no preference = golden rule

But there is an exception:


Suppose on the 90th day before bankruptcy, the debt is 1 million.  Stays constant all the way to bankruptcy.  Now assume the collateral is at 600k at the 90th day – all inventory, receivables and proceeds.  On day of bankruptcy, 900k in collateral. So the deficiency is 100k.  On the 90th day, deficiency was 400k.  in the aggregate, if we look at this, then we see that the increase in the collateral package reduced the deficiency posture.  So although C5 begins with the olden rule, it is NOT true to the extent that the collateral has increased during th 90 days and to the extent that the increase has decreased the deficiency ( creditor has been made better off.   


This is a two point test

(1) look at collateral package on 90th day

(2) look at collateral package on date of bankruptcy

Except to the extent that the sum of all transfer reduced the deficiency during the 90day period ( IN ENGLISH

Debt minus collateral – two point test 


Note: ignore intermediate fluctuations; also 547(b)(5) and (c)(5) comparison ( they are very different


B5 says did this transfer make you better off in a chap 7


C5 says it is already understood that B5 has been satisfied, but now because we are talking about a special collateral, we see if you were made better off during the 90 days before bankruptcy.

Hypos

(1)  Debt is 10 million on the 90th day before bankruptcy and the date of bankruptcy

Collateral goes from 6 million to 9 million, we have a deficiency of 4 million on the 90th day and 1 million on the date of bankruptcy.  So preference liability is 3 million. 

(2)  Assume we have no change in the value of the collateral 


90th day debt is 10 and collateral is 6.  Bankuptcy debt is 7 and collateral is 6.  The pay down of the debt itself will be a preference but C5 is not implicated, the exception to C5 does not apply – no increase in collateral. The preamble to C5 does apply to insulate the inventory and receivables from preference liability.  (that’s being hypertechnical)    


Maybe a C2 defense if in the ordinary course

(3)  90th day = we have a debt of 10 million and collateral is 16 million


date of bankruptcy – debt is 7 and collateral is 16 million.

No reduction in deficiency and the pay down of the debt is NOT preference because he was oversecured at ALL times – no improvement in position.  

(4)  90th day = debt of 10 million collateral is 16 


bankruptcy = debt of 10 million collateral is 18

increase in collateral does not affect – no deficiency  = NO preference, oversecured at all times, and exception to C5 does not apply

Case – Qumetc 

90th day before bankruptcy = debt was 12, collateral was at 9

date of bankruptcy = debt went to 14, collateral was at 10


court says there was an increase in collateral but the increase did not cause a decrease in the deficiency – creditor was in a WORSE position because the debt increased faster than the collateral

Counter – increase in the receivables did makes the creditor better off, so an equitable argument would be give it back.  But the statute does not say that in C5. 

 Note – all we have been talking about so far is receivables and inventory – so preamble to C5 applies.  Not talking to mixed collateral yet. 

Hypo:

90th day = debt is 10, collateral is 6 = 4

bankruptcy = debt is 8, collateral is 7 = 1  (Debt goes down and collateral goes up)

faces preference liability in the amount of the pay down = 2


pay down of debt does not implicate C5 – only applies to transfers of inventory and receivables – maybe C2 applies but not C5.

increase in the collateral caused a decrease in the deficiency = 1

so total is 3 = preference


exception to C5 does apply – increase in collateral caused a decrease in the deficiency


so the reduction in debt is simply 547(b)


the increase in the collateral is 5467(c)(5)

so if the debt goes down, have to separate it out.  It is NOT 4-1.  Don’t treat it like the other C5 hypos.  

Qumetc case is almost the inverse of this question – there the increase did not create a decrease.  

No good deed goes unpunished – this rule was designed to sweep back the increase


Affect of the rule in the real world has been different however

Creditor monitors the state of debt and the collateral – lets assume there is more collateral than debt


Debt continues to mount and collateral starts to drop


Suddenly we are in undersecured posture


You are really worried


If collateral does not go back in value, you may be killed in bankruptcy.  If collateral does go up, you have a big problem under C5.  It is very common for the creditor to be holding the guaranty of an insider (shareholder).  


So creditor could take the guarantors house – what does guarantor do.  Guarantor goes and gets ore inventory – goes to suppliers – order volumes increase.  


So collateral package goes back UP and debt stays constant.  Now no longer in deficiency posture, so obviously if we have a bankruptcy filing, we have a problem.  


Creditor says to guarantor, don’t file bankruptcy for at least another 90 days.  We are in an oversecured position, debt is down, now we have bankruptcy filing, 90 days or more, and we now have a situation where the creditor was oversecured during the 90 days before – so no preference liability.  This is called manipulating the two-part test. 


The truth will come out.  The whole goal on the part of the guarantor is to bump up the collateral and then stall the bankruptcy.  The injuries go to the unsecured creditors – the suppliers.   


If you can prove this sort of control by the creditor, then the creditor can face all kind of tort liability.  

Look for the criss cross pattern – can show control by the creditor and the manipulation

We have a corp and we have trade creditors, then the trade creditors owe them money.  And we have a lender with the security interest.  President of corp issues a guaranty – pres has no liability to the trade creditors unless they get a personal guaranty

The SHs would not be liable to the unsecured creditors – try to squeeze the suppliers for more inventory and screw them over

Same scheme took place in the Casablanca fan bankruptcy – people do bad things to try to manipulate the system


As the lawyer, don’t get involved in the scheme.

As to the guarantor, the bell rings one year.  Lender, the bell would ring at 90 days.  If the lender is an insider, then one year would apply. 


Probability of call on the guaranty comes into question here as well – will talk about later

Problem of valuation

You could have a situation where you are a creditor, there looks like there has been an increase in the amount of receivables – company becomes a basket case on bankruptcy.  On the 90th day, the account receivables has gone up from 6 to 7 – company was shaky was OK.  The argument is yes it has gone up.  But lets look beyond the face value, says the creditor.  Lets look at real value.  Because of intervening events, have to be valued at a liquidation basis – all of the assets become garage sale assets. 


Receviables crash in value of there has been a liquidation – so don’t look at face value in the real world.  Think about the real value of the assets – the difference between going concern and liquidation value.


It is going to be tough to show that different valuation methods should be applied on the 90th day and the date of bankruptcy.  


In most cases, the company is either OK at both dates or really shaky on both dates.  


Look for a severe intervening event – like Northridge quake, 9/11

Some companies file a Chap 11 even if the company is unsalvageable


Delay the date of reckoning 


Strung out process


Induces creditors to settle with the guarantors so they can foreclose

So don’t let the chapter determine the method of valuation – it is relevant but not determinative

Back to C5 – there is some odd language 

To the prejudice of unsecured creditors – what does this mean?


On one hand, whenever a/r increase, it is to the prejudice of the other creditors. = superfluous language


On the other hand, has to mean that the value to cause the increase has to be derived from the other creditors = gives the language more meaning

Increase in value prejudicing the other creditors



Hog example – has babies within the 90 day period – has tis increase in value prejudiced the other creditors ( YES because without the help of other creditors, this would not have happened.  Feeding of the hogs, veterinarian services, etc. 



Ripening of blue cheese or other cheese – no third party intervention to make the cheese more valuable.  But somebody has to tend to the cheese – to the prejudice of the other creditors YES

Common theme – if increase is attributable to efforts or value of unsecured creditors, then the increase in value ought to be recapturable.  

Mixed Collateral Problems

What happens if a/r goes down in value and the value of the equipment goes down

Debt is 100 on both 90 and bankruptcy

a/r is worth 60 on 90 day

goes to 90

equipment starts at 30 and goes to 0


looks like a preference under C5 – look for increase in a/r


then look at the debt by which exceeds all collateral 


even if there is an increase in a/r, and a corresponding decrease in other collateral, when we don’t have a decrease in the amount by which the debt secured by such security exceeds the value of all security interests = aka no decrease in the deficiency 

**This is the mirror image of the Qumetc problem

Different outcome 

a/r goes down in value but the equipment goes up in value

debt is 100 at all times

collateral starts out at 60 and goes to 30

equipment starts at 30 and goes to 60


different outcome – we are not within C5 exception because there is NOT an increase in a/r.  


increase in the equipment would be preferential – 30 ( amount of the increase in the collateral pool


the argument is that equipment should not be protected the same as C5 – does not fluctuate like inventory and a/r

There is another exception here


what if this new equipment was purchased with the proceeds of the a/r


if the secured party can trace this progression of funds, then the equipment would be swept up in C5.  ( because of the predicate in C5. = then no preference likely. 

Real world question

How would you avoid the specter of having your inventory converted into cash proceeds and you don’t know where it has gone?


Solution – thing called a lockbox – this avoids commingling, dissipation, etc.

Wont be tested on this**


Debtor – account debtors – secured party (this is your client)

Debtor sells to account debtors – generates a/r

Collections go into lockbox

Secured party takes money from lockbox and pays down the debtors loan obligation – used to retire the debtor’s loan obligation = routine payments

Secured party has a security interest in the a/r


As the money is used to pay off the debt, that means that the secured party has plenty of collateral 


So the secured party readvances new money to the debtor ( this is called a revolving credit facility or revolver – kind of like a credit card 

We will see where the nature of this will become important in the context of cross-corporate guarantys 

Most commercial finance is done under this type of system

This could be the way the creditor avoids a huge preference problem – secured party could trace origin of the money from the lockbox – no doubt about what the money was used for


More than an accounting technique, it is a control technique

Creditors always want more collateral – always better to be oversecured than undersecured = even if given in the last 90 days it will have to be given back – this is a risk they are willing to take

Lockbox trick avoids all questions about where the money came from – if it was proceeds to buy more equipment – would qualify under C5 because proceeds of the receivables.

Is the lockbox the debtor’s property – probably – there is some level of ownership

Related Chap 11 issues


Debtor is going to need financing during the reorganizaton = post petition financing = DIP financing


As the post petition lender, you are entitled to all kinds of protections – debtor owes you FDs.  

Big problem


DIP lender who provides money to the DIP


DIP deposits the money in his general bank account – which is a separate entity than the lender


DIP overdraws his bank account


Bank provides overdraft protection – goes into the general bank account


DIP writes check to third parties, attorneys


One morning, everyone wakes up and the DIP has no money.  Going to stroll into a Chap 7


DIP lender comes into court and wants money back – court says so sorry


DIP commingled into the his own bank account


The attorneys are holding money from the bank


DIP lender gets stiffed


Moral of the story – don’t be ashamed to insist on a lockbox – verifiable auditable protection. 

We are essentially done with preferences except for some stuff dealing with letters of credit


Note: C5B – don’t worry about that

Fraudulent Transfers

(1)  Debtor is getting ready to go bust – right before he goes bust debtor gives away car to his brother right before filing bankrupt petition = this sounds wrong, his creditors expect the debtor to not give away his assets before going bankrupt

(2)  Debtor sells his car to his brother for 10k though it is worth 50k = this is a sale, but not an arms-length sale – is it for reasonable equivalent value but it is wrong too

Both of these examples are fraudulent** 

REV = reasonable equivalent value – means close enough


If small disparity, possibly OK.  If huge disparity, maybe a problem.

The goal of these statutes is to undo actually fraudulent transfers – if there is actual fraud, the code will go after the parties to the fraudulent transfers – the third party might not be a party to the fraud, just the debot 

Another prong

Constructive fraud – court looks at the circumstances without reference to actual intent ( the court deems the transfer to be fraudulent 

Ex = situation with brother, transfer car while insolvent, code say we don’t care if your motives were pure.  If you transfer while insolvent and you get less than REV, you are going to be deemed to have engaged in a fraudulent transfer.  

Two major avenues for the trustee in bankruptcy to prosecute FTs

(1) under the bankruptcy code = 548

a. once asserts claims here, then can assert remedies under 550

b. problem – only 2 year SOL – have to have occurred within two years of bankruptcy

(2) state law

a. 544(b) of the code – trustee may avoid any transfer of an interest or obligation that is voidable under applicable law by a debtor holding an unsecured claim

i. if there is an unsecured creditor who could have voided, then the trustee is empowered to use STATE LAW

ii. this is the window that gets us into state law

What if we have a FT more than two years before bankruptcy ( have to use state law to void the transfer – so how do we get to state law = 544(b)

State law has longer SOL

So trustee will try to use 548, if not, then uses 544(b) to state law

548 (2 yr) ( 550 recovery phase

544(b) ( state law ( 550 recovery phase (usually a SOL that ranges from 4-7 yrs)

almost every state, the state FT law is the Uniform Fraud Transfer Act = UFTA

CUFTA – California version 


We will talking about the structure of CUFTA – there are some important differences between 548 and CUFTA

Trustee will have to ID a triggering creditor for purpose of 544(b)

§548a Fraudulent Transfers and Obligations 
Trustee can avoid any transfer of an interest of the debtor in property, OR any obligation (different from preference –that is just about transfers) incurred by the debtor, that was made or incurred on or w/in 2 years b/f the date of bankruptcy, if debtor voluntarily or involuntarily

Made transfer w/ actual intent to hinder, delay, or defraud any entity to which the debtor was or became indebted (creditor), OR

Received less than REV (constructive fraud) AND (one of the following prongs)


Was insolvent on the date OR


Was engaged in business with unreasonably small capital OR


Cash flow crunch – running out of cash = cash starvation

By far the easiest to show is insolvency


This is a case that can be won on summary judgment 

There are a whole bunch of defenses – so read 548 thoroughly

Also pay attention to CUFTA 4 and 5


These are the portions that correspond to the first few portions of 548


Not the same but similar – there are times when you can exploit these differences

Letters of Credit 

Two different kinds:

(1) commercial or documentary letter of credit

a. you want to ship goods from Asia, there is a buyer in the US.  As the seller, you dot really know the credit worthiness of the buyer.  The bank issues a letter of credit in favor of the seller – arranged by the buyer.  There is some type of relationship there.  Now the Asian shipper puts the good on a boat and the boat issues a bill of lading – document saying that the stuff has been loaded onto the boat. Presents that to the issuing bank.  Bank has to pay – the credit risk devolves upon the banks.  The bank has to make sure it ultimately gets paid by the buyer.  The seller has been paid.

(2) standby letter of credit – at issue in Powerine

a. seller of goods and a buyer of goods – often done on domestic transaction.  Issuing bank.  Seller ships goods to the buyer.  Buyer is supposed to pay.  If buyer doesn’t, then seller provides a notice of default to the bank, issues LC to seller and pays on the default.  Looks like a guaranty. But not – according to some, it is the independent obligation of the bank.  To prof, it is a guaranty, but whatever.  Banks could not issue guarantys before, so they could issue letters of credit.  A lot of authority out there says it is not a guaranty. 

Bank wont issue these without a reimbursement agreement from the buyer – can be unsecured and secured.  

In re Powerine Oil Co.

9th Circuit (1995)

Dr incurs debt to C. Issuing bank makes an agreement w/Dr. secured by Dr.’s personal property and had a future advance clause.  Issuing bank will issue irrevocable standby letter of credit in favor of the C on behalf of Dr.; this creates an indemnity obligation. 

There is a payment within the preference window. Letter of credit expires, and then Dr files bankruptcy. Trustee wants to avoid a $3.2M transfer. ( slam dunk preference at least with respect to the first few elements of 547. 

Bankruptcy court said the payment was protected by 547(c)(1) – did not have to be avoided.  BAP says that there is no preference, b/c C was going to get paid either way (i.e., C was not made better off) = element b5.  BAP relied on its equitable powers.    

Held:  Kozinski says that when you look at the language from the statute – the payment has to come from debtor’s estate.  This money would not have come from Powerine--in a Ch. 7 proceeding, C would not have received $--the money from the letter of credit wouldn't go to C in a hypothetical liquidation. Therefore, the receipt of this money makes C better off than in a hypothetical Ch. 7.  Also cannot go after the bank because the letter of credit has expired. 

If insider guarantor, then guaranty would be revived. C would get reimbursement from the guarantor, except if the security interest has gone away – don’t release the lien until 91 days after you get paid by the debtor.  

C argues that there is a 547(c)(1) defense—contemporary exchange


As the bank's claim against the Dr (reimbursement obligation) goes down, the bank's claim on the collateral goes down; if the letter of credit goes away, the indemnity obligation goes away, and so does the reimbursement obligation. The release of that lien/collateral constitutes a transfer of new value to the Dr (from issuing bank). That’s the argument.  A release on the lien is new value – under 547(a)(2)


Doesn't work, b/c bank was undersecured--so it didn't release its claim on collateral.


Contrast to Fuel Oil – that bank was fully secured

C1  can be a partial defense – if you can show that to some extent there was a lien release in exchange for the payment, then you have some mitigation of your preference liability.  


To the extent = in so much as (not necessary 100% defense)

p. 357 of the case


all these different banks in the syndication – called a collateral sharing agreement 


so if one bank is undersecured, then all the banks are undersecured

The ultimate irony in this case is this:


if the guy had done a documentary LC – there would have been no preference.  The proceeds of the LC are the banks money not the debtors.  By arranging the standby LC, the creditor put himself in a bad position.  

544(b) = keyhole by which trustee enters the world of state law

Two ways of going


If less than two years from the date of bankruptcy, go under 548, actual and constructive.


If more than two years, invoke 544(b), invoke actual creditor, UFTA – which deals with actual and constructive 


Then both converge onto 550 – recovery

Insiders will hid these causes of action and try to conceal them and get them time-barred

US Trustees Office is supposed to investigate these issues but they are not equipped for big corporate fraud – so there is the creditors’ committee ( committee of the unsecured creditors appointed by the court


Estates counsel is also supposed to be vigilante but they are not always – debtor is paying their bill

Circuits are split – can committee independently bring a FT action because the debtor is trying to destroy the cause of action?


Hot issue – within the next years the SC will probably decide this

If you are on the committee, make a showing anyway and you get an order from the court to prosecute this claim on behalf of the estate – the only way you will recapture those assets.  

CUFTA

3439.04 – different from .05


claim whose arose before – antecedent creditor


claim whose arose after – subsequent creditor

Actual fraud

Constructive fraud – lack of REV plus either prong


Unreasonably small assets


Cash flow

Badges of fraud:

Inferences that help to prove actual fraud (i.e., NOT presumptions). = courts are taking these more seriously now that they are not just found in the footnotes or cross references

a.
Whether the transfer or obligation was to an insider;

b.
Whether the Dr retained possession or control of the property transferred after the transfer; 

c. 
Whether the transferor obligation was disclosed or concealed;

d.
Whether before the transfer was made or obligation was incurred, the Dr had been sued or threatened w/suit;

e. 
Whether the transfer was of substantially all of Dr's assets; 

f. 
Whether the Dr absconded;

g. 
Whether the Dr removed or concealed assets; 

h.
Whether the value of the consideration received by the Dr was REV of the asset transferred or the amount of obligation incurred; 

i. 
Whether Dr was insolvent or became insolvent shortly after the transfer was made or the obligation was incurred; 

j.
Whether the transfer occurred shortly before or shortly after a substantial debt was incurred;

k. 
Whether the Dr transferred the essential assets of the business to alien-holder who transferred the assets to an insider of the Dr.

The more badges you can establish, the more likely there is actual fraud.

We talked about the guarantor trying to be shady with the debtor – imputed vicarious intent on the debtor – debtor does not have his own mind – under control of other entities. And this intent is imputed on the debtor. 

At the same time, in a FT cause of action, there will also be tort actions. = breach of FD, etc. Those defendants are now routinely claiming that the debtor acted with them in concert – therefore the debtor was in pare delicto and the trustee cannot bring action against the D.  cannot bring this in FT but just in tort.  ( Courts are split about this issue


Have characterized the issue differently 


2nd and 3rd circuits against everyone else – Waggoner rule – debtor’s misconduct is imputed on the third party Ds.  


This is idiotic according to the professor 

Section 8(a) and (d)


What is the difference – these two provisions seem duplicative BUT they are NOT

Real life problem


Ponzi scheme – debtor corp and sibling corp and a parent corp.  now we have an innocent investor.  He loans 5 millions dollars to the sibling corporation – eventually he gets paid 5.25 million.  Actually money came from debtor corp and there is no way for him to know that.  CF SOL has run.  5 yrs later.  Ponzi scheme collapses.  Trustee comes after the investor.  


He had no way of knowing – so 8(a) is specifically for this – if you are a victim.  Protecting certain victims.  


This is why 8(a) is not duplicative with 8(d)

The precise wording matters – what is not in the statute matters


The court treats all of these different FTs differently

Section .05

Other CUFTA prong in CF case


Only applies to antecedent creditor 


REV and insolvency

Why the differences btw Section 4 and 5


 Section 4 can be asserted by any creditor


Section 5 – only asserted by antecedent creditor



Need only insolvency – easiest to prove

Why – you have a debtor.  D makes FT.  AS to antecedent creditor, the FT changes the playing field.  Those folks have been defrauded.  We empower them to assert an easy cause of action.  If you are a subsequent creditor, then the FT was already there when you extended credit to the debtor.  You kind of assumed the risk.   

Problem of collusive foreclosures 

We have this terrible problem with below market foreclosures 



Sale price is way below market value 


Not being marketed by real estate agent


Below REV so arguable it is a FT


During the last big recession we had this wave of litigation involving foreclosures and FTs

BFP v. Resolution Trust Co.

SC of the US (1994)

Whatever the property was sold for at foreclosure, that is the value.  No FT – that was the value.  The real estate industry rejoiced.  Probably the right result.  What was the point of overturning all of these foreclosure sales.  

Key language – p. 384


So if you don’t comply with state law, then BFP does not apply according to this language

Hypo

Suppose we have an oversecured creditor.  Forecloses bc the dr cannot salvage it.  The C submits a credit bid and acquires the property.  The property is worth way more than the debt.  Huge bonus.  DR files bankruptcy within 90 days – trustee says this is a preference.  Got more than otherwise would have gotten.  

What result?

Does BFP apply to this fact pattern?

ANSWER:

Implications of BFP decision


Non-collusive foreclosure proceedings – we indulge a presumption that the value received is the value of the property


If a judicial foreclosure proceedings – probably the same outcome


What about article 9 – probably same but there is not the same due process given to the borrower (as there are in real property foreclosure) – maybe not given the same presumption 


What about a deed in lieu of foreclosure ( should not be given the same presumption as in BFP.  Given in lieu of foreclosure – to creditor.  Dr does this to avoid having the stain of foreclosure – when cr takes the deed, the problems are: no foreclosure sale, no test of market value and suppose there is a junior lien – if you take a deed in lieu, it is possible that you take it with TD 2 already attached – if you foreclosure, you extinguish the junior lien ( so need to be leary of this with clients accepting deeds in lieu


Have a dr, has a piece of RP


Creditor has a note and TD in the RP


Dr goes into default, creditor could foreclosure – but time consuming and costly


Dr says, lets just end the agony – give the creditor a deed to the property – sign it away 

Friendly foreclosure – caution clients against this


Assume we are talking about a business, dr owns the business assets


Creditor holds a note and security interests


Dr owes debts – lots of unsecured creditors


Dr engineers a situation where it forms a new company = newco



Owned by the dr’s former SH or affiliates


Dr defaults on note – bank is in the scheme, holds a foreclosure sale, nobody bids on assets except “newco”


Newco buys the assets and the bank finances the transaction


Newco now owns the assets and the unsecured creditors are left with noting 


This is likely to be characterized as a FT**



There is actual intent – the whole point is to shellgame the unsecured creditors



Under CF – lack of REV and the dr is insolvent 

Ancillary causes of actions in addition to FT:



Breaches of FD, etc. 


Also – in products liability there is successor liability



Successor liability – torts and corporations cross over 


The idea is that entity number 2 is just a successor to entity 1



Products line exception – if you buy entire products line of first company, you are liable in TORT against Ps injured by products of first company.



This has been used in bankruptcy court – court says this is free and clear of new claims ( new entity buys assets and nevertheless faces tort liability in tort action as successor ( theory is this – if I know that my friendly foreclosure will result in tort issues, put dr in chapter 11 and the buy the assets ( laundered the tort liability 


If you are trying to engineer actions to avoid liability, then you could be in trouble 


If too good to be true, then probably is

Bank being involved in these transfers – bank is the transferee ( cases are mixed but banks have been targeted in these instances = be aware of collusive foreclosures 

BFP is limited to its facts – note that the court said non-collusive, regularly conducted foreclosure


It is common for there to be glitches which may prevent you from relying on BFP

In re Villareal

Cr non-judicially forecloses within 90 days – results in pay off to the cr that is greater than what it otherwise would have gotten.  The court here just said look at 547(b)(5) – would not be a FT because of BFP but maybe it is preferential.  Creditor got more than it otherwise would have gotten.  Transfer within 90 days.  ( Prof thinks this case will be reversed by the 5th Circuit = courts should not be second guessing these things – waste of judicial resources = will likely apply BFP.  

Scenario:  Owed a million, collateral is worth 1.5 million (FMV).  Hold nj foreclosure, sells for 1.5 – this is way below the actual value of the property.  


Then turned around and sold it for way more – court says this is preferential

CUFTA


Triggering creditors – the problem of finding a triggering creditor for section 5


Has to be a creditor who was the target of the fraud – recent case says you don’t need that – Heritage case 


Language of section 4(a) ( does not say needs to be the target of the fraud = “any creditor”

Section 550

Initial transferee or entities AND subsequent transferees

550(b) – 


trustee may not recover under (a)(2) which is subsequent transferees, provides a defense for a subsequent transferee who is a bone fide purchaser – can be entitled to a defense = may be immune from recovery ( does not apply to (a)(1) defendants

WHY ( because initial transferees are in the best position to monitor where the cash came from and what is going on – strict liability to encourage monitoring 

Recent 9th circuit case


Involved a casino ( corp, president of the corp, and the president has gambling debts at the casino.  He now takes corporate funds and issues a check to the casino.  The casino does not realize that this is a rip off of the corp money.  Too bad so sad = initial transferee


Change the facts – cashier’s check, no way to tell where the money came from = too bad so sad = initial transferee


Casino argues that the president is the initial transferee – check was payable to the casino


The flow of funds is critical***


If flagged as initial transferee, then there is almost no way out. 

Exception:  if the transfer is not even avoidable under CUFTA, then you never get to 550.  

First we have avoidance and then we have recovery 

What if we have a messenger service ( is the messenger service an initial transferee

Messenger is a mere conduit – not the initial transferee


Need dominion and control over the funds


If you have “fettered dominion”, you are the initial transferee



But the courts are split – authority here is a mess = no clarity

When it looks to you that the recipient of funds from the estate appears to be the IT, look for an escape hatch – no this D really did not have unfettered dominion and control


If you can characterize your client as a conduit, you are home free. 


Cannot ignore warnings thought – don’t reward deliberate ignorance 

One more remedial question


Apparent conflict between CUFTA and 550


Cases within CA are mixed

Problem:


Dr – transfers a house to a friend; at the time the house is worth 400k.  Dr files bankruptcy.  Goes after the house, now worth 600k.  what can the trustee recover if not the house itself – measure of the value at the time of the transfer or st the time of recovery ( not sure 


CUFTA says times of transfer


Now trustee moves into fed statute – 550 says the value of such property



Congress did not specify that it should be at the time of transfer – so its at the time of judgment.  Fed statute trumps.  


Cases in norcal and socal differ

Benefit for the estate


Trustee may recover for the benefit of the estate. What about if secured creditor has a lien on the property – still for the benefit of the estate


Giving of the lien to the secured party is for the benefit of the estate – benefited the estate and therefore benefits the estate


This is sophistry – but that’s OK


The phrase benefit for the estate will be broadly construed to give the trustee standing to recover these assets 

Corporate Transactions

Corporation is owned by its SH.  The SH do not own the corporations property though.  

Leverage 


Invest 1 million


Company makes 1 million in profit 


This is 100% profit 


Now suppose you invest 100k and borrow 900k – now 1 million profit.  1000% return on investment – using other peoples money – debt magnifies equity 

If highly leveraged, the creditors wont sit around and wait – you cannot defer payments to the holders of debt.  

Corporate Balance Sheets


Assets, liabilities, and equity 


A – L = E

If the company has a positive net worth, then distributions can be made to the SHs.  If the company has a negative net worth, and the company is forbidden from making distributions. 

A transfers to B all of her shares – now B owns 100%.  Equity in the company has not changed at all.  Now suppose that the company buys A’s shares and retires them – B now becomes owner of 100% of the company.  If those shares are given back, then B’s interest goes from 50 to 100.  But the company does not benefit.

Robinson v. Wangemann

Fifth Cir 1935

R sells his shares back to the property – receives a note for those shares

Company was solvent at this time – then went insolvent by the time the note becomes due.  


Court says you are not going to be treated as a creditor – we are going to subordinate the redemption of the shares because the company has not gotten any value from the repurchase of the shares (  does not affect the company’s financial structure. 

Subordination – redemption is not to be treated the same as other creditors

If the company had given money to the SH while it was insolvent – we have a FT


What is the company getting for the shares ( nothing 


Lack of REV – so it would be a constructively fraudulent transfer 

But all he got was notes – so how is it a FT


Look at 548 – any obligation = includes notes


Same with CUFTA – both targets obligations 

So corporate distributions while the company is insolvent are likely FT


Disguised dividends, redemption, insider distributions, etc. 

Solutions to this problem:


The law is in conflict on this issue

Note following Robinson


If redeeming SH gets corporate bonds (the type traded in the market routinely), under the CA Corp Code, supposedly those bonds are good as of the date of issuance and are not subject to attack.


But there are several recent cases in courts saying that this is a state statute and fed bankruptcy court does not have to follow – can recapture the bonds

Other courts have said, if the bonds are in the hands of the original SH – should not be protected.  If the bonds have been negotiated along several different parties, then they are insulated from liability.  = good faith defense, not going to realize that the bonds were issued with share redemption

Prof doubts that the state attempt to overturn Robinson would fly – Model Act


Tries to take earlier date – wont work according to Prof

There has been a lot of litigation regarding holders in due course – whether they should be insulated from attack

Should share redemption agreements be equitable automatically subordinated ( split of authority


The trend is (even though there is a supreme court case – not every tax claim should be automatically subordinated, has to be factual inquiry) that SH should be subordinated behind creditors.  Maybe wont need factual inquiry.   

Under state law – illegal dividends can be recovered by the corp itself without respect to the federal law


Trustee brings this claim – The advantage to having the trustee asserting this claim is factual – almost cut and dry  


Very easy to prevail on SJ.  You will often see share repurchase claims characterized as subordination and FT and state law illegal dividends – all three brought in one proceeding – more likely will squeeze out a reasonable settlement from the D


Trustee wants to scare the heck out of the D


Section 541(a)(1) allows the trustee to bring state law claims – the state law illegal dividends claim

In re Northern Merchandise, Inc. 

US Court of Appeals, 9th Cir (2004)

Lender will use the SHs as the new debtor – SHs execute a loan in favor of the lender


The money from the lender is advanced directly to the corporation

At the same time, the lender takes a SI in the assets of the corporation 


Company’s assets are transferred to a new corporation


This new corporation is the insider’s own creation 


Makes the payment to the lender

After bankruptcy is filed, the trustee goes after the lender – the old company got nothing for this transfer


Looks like there was actual fraud – given the creation of a new company 


But based on CF, the trustee is claiming that there was no REV

Court says there was REV ( collapsed transaction rule


Look in total ( company got the loan from the lender – indirect benefit

Prof thinks this case is very sloppy – should have been analyzed as the company was not the obligor, it was the obligation of the SHs.  The new company pays off the obligation.  


The burden should be on the D to show that the indirect benefit was REV. 

Really a burden of proof issue ( this is an outlier case, this is not what happens ordinarily 

Lets look at this as if it were the SHs own debt


If you are the bank and you are lending money, what do they own? Just the stock in the company


A – L = E


The stock is the E


If you are a lender, you want as much collateral as possible – corporate assets of subsidiary used to collateralize the parent or SH debt ( we will be discussing why this is so dangerous 

Side note:


Security interest in stock vs. security interest in assets


Net value of the assets is greater – so it is better to collateralized by assets for the creditor – much rather a lien in the assets than in the stock 


Point of this is to think about the difference between stock value and asset value 


Stock is almost ALWAYS going to be worth less than the assets – because the stock is net of liabilities – the stock is the equity 

Inter-corporate guarantees 


We will sell brother’s drive cleaning business – couple of corporations will take over


This is a mine-field for malpractice

This is how to do it right:

SHs or parent entity (holding company) ( subsidiary (operating entity)

Now lender wants to extend credit to the sub = lender gives money to the sub, gets back a note and a SI in the sub’s assets

Parent now issues a guaranty – personal guaranty by the SH, otherwise lender will not fund


The parent or SH does not have enough of their own net worth to really make a difference – the real reason to get an insider guaranty is to get preferences


Lenders will deny this – if you have the insiders on the hook, this focuses their attention greatly, when the company goes sour, lender has you on the hook and less of an incentive to loot the company 

The SHs give guarantys and want do they get ( not really anything except that the sub is taken care of ( SH gets profit in the form of dividends 


It is usually that this relationship that after the entire deal collapses, the SHs have not transferred or have not made a FT to the lender ( NO


This is called a downstream guaranty – because the benefit flows downstream to the sub.  This guaranty is supported by REV.


This is the inverse of Northern Merchandise

Exception to this hypo:


Black hole – if the sub is deeply insolvent, then what are the parent entities getting out of this ( NOTHING


The argument here is that the downstream guaranty is not supported by REV

Upstream guaranty


Parent corp, sub with assets – lender gives money to the parent, takes a note from the parent


Probably takes a SI in the stock and of course takes a SI in the sub’s assets, accompanied by a guaranty by the sub – sub guaranty the parent’s obligation


What is the sub getting out of this ( maybe you have show a patch thru of the money, but very often it is much more amorphous ( parent manages the company, etc. 


REV needs to be value and if the sub is on the hook and the sub is not getting dividends, if I am the lender, it is going to be tough to show that the sub got REV in exchange for the guaranty ( this is a red flag for a FT


You have to be thinking about – what if the company fails 

Telefest case – outlier case


Benefit has to be quantifiable – you better be ready to show where the REV was, particularly in an upstream guaranty


Have to make a showing for downstream guarantys


Most upstream should be invalidated unless they can show actual quantifiable benefit 

Cross-stream guaranty

Parent – sub one and sub two 


Sub one is the manufacturing entity


Sub two is the distribution entity

We have a lender that extends credit to sub one – takes back note and SI

Sub two now issues a guaranty ( this is cross stream – sibling corp issuing the guaranty


Where is the REV to sub 2 = courts have struggled with this


They have come up with a variety of indirect benefit theories 



Cross corporate synergy – distributor benefits from more manufacturing 




What was sub 2 going to get out of the relationship – is this enough to offset the guaranty ( kind of in between upstream and downstream as far as being problematic 

There is a split on the case law – some look at what was actually received, others looks for what was almost received – was it a good idea at the time 


Example 1 – sub 2 has to pay a commitment fee as part of its obligation on the guaranty, now the funding collapses, the commitment fee is nonrefundable – several courts have held that the fee is a FT ( no benefit actually came about 


Example 2 – aircraft cases, where in order to incentivize the buyer, aircraft seller agrees to pay for the gasoline expense.  Courts have said that the transaction was a loser, the price of the gas was worth more, but seemed like a good idea at the time.  So there was REV ( weak argument according to the Prof. 

The timing issue on these cross corporate guarantys is tricky


Usually we have a continuing guaranty – all debts owed and hereafter incurred



Guaranty the debts as they arise 


If the guaranty is incurred when everyone is solvent, then several things occur:

(1) might be outside the SOL

(2) even if not outside the SOL, the a CF case going to be dealing with lack of REV and insolvency – the chances of a P showing insolvency is small if the guaranty was incurred like 3 yrs ago. 

The date of “incurrence” is critical.

There is a line of cases that completely alters the incurrence analysis.  It is 2002, we have a cross stream guaranty


Same picture as above 


But this note is secured by sub one’s assets – a/r, inventory


And this note is not a term note ( it is a revolver 


Debtor borrows money, bills and then sells, receivables result in collections, go in lock box, pay down the note, lender advances more money 


Continuing guaranty – the argument is that this revolver that the guaranty obligation is continuously refreshed – all the guaranty can be deemed to have incurred within two years of bankruptcy.  Bankruptcy takes place in 2009.


 If the G is issued by sub two when sub two was insolvent and there is not any rev coming back, then this cross stream G morphs into a FT. ( Evergreen problem of FT in cross stream Gs


Affects solvency analysis, affects REV analysis

Possible solution to the problem:


Section 6 of CUFTA


Look at execution of the date of the guaranty ( targets this exact Evergreen issue 

But this does not work because ( this is a state law enacted in 1982.  548 does not include this language.  It does not echo the language in CUFTA and there are a fair number of judges who think that if Congress wanted to echo this, they would have.  This is an eloquent silence on the part of Congress.  So this issue is still very much alive in 548. ( after acquired insolvency 


So trustee would not plead 544 and CUFTA because of the solution in Section 6. 


So the trustee would just plead 548.

Suppose you are defending one of these cases.  You are worried as a lender that the G will be viewed as a liability that will tilt it toward insolvency


There are some cases in the 7th cir that say when looking at the solvency of the guarantor, don’t look at face value of the guaranty 


Do you book the value of the G on the balance sheet – if so, will be deemed to be insolvent


7th cir has said that just like you value assets at their real value, same thing with contingent liabilities.  If the likelihood of call on the G is low, then it should be discounted. If G is 100 million, probably valued the G at 1 million.  


Xonics case and Covey case – represent the mainstream on this issue 

How do you evaluate the chance of default ( hard to do, have to go back in time


Trial courts get dueling experts and the split the baby


This is the weakness of this defense 

If no G from the sub, sub is still putting assets on the line with SI on behalf of the parent – still may be a FT but not technically a G.


This is called an upstream, non-recourse hypothecation 


Yes the sub is not personally liable but the sub is putting its asset at risk


Hypothecate – not exactly like a pledge

Question:

In a bankruptcy sale of RP, does it get the BFP resumption – probably gets even greater deference.  

There are such things as bad faith bankruptcy filings – could get dismissed


Party is trying to get benefit of automatic stay, even if solvent 

If you are involved in one of these deals, and you are worried about REV – get a fairness opinion


These fairness opinions are basically window dressing – better than nothing

Another problem – if a contingent liability is on the books and you are worried about the chance of call, then state the chance of call


Also, a savings clause  = limited net worth ( the liability of the debtor is X.  However, if the net worth of the dr declines, then then G is limited to 50% of the dr’s net worth at any given time – makes sure the G will never tip the dr into insolvency 


Case law on this is mixed 

Another trick


Dr’s liability is 100 mill, in the event that the G will be viewed as a FT, the debt will shrink as likelihood of FT liability increases. ( liability of the dr shrinks, always less than the FT threshold (threshold is the threshold of insolvency, looking at assets, REV, etc).


Prof thinks this is idiotic – putting FT right in the pleadings 

Another REV issue that comes up, especially in California 


Guarantor – guaranty


Dr – note 


Indemnity – G is getting the right to go after the dr



Dr is obligated to repay the guarantor – indemnity is part of the REV analysis


Problem is – waiver of the right to indemnity – there is a CA statute that authorizes the waiver of indemnity – cuts off that REV, increases the chance that the G will be viewed as a FT


So think through of the consequences of those waivers – don’t think you have to do it (civ code 2856) – not fatal but not irrelevant


Think about if you really need a blanket waiver 

More cross-corporate problems

We have a lender – extends funding to parent corporation


Parent is supposed to give funding to sub – building is supposed to be the result


Building is built but parent never gives money to the sub

They are joint drs on the note – but only parent gets the money

Deal goes bust


Goes after the drs


Lender argues that how would be know that the parent would not follow through – supposed to be a joint borrowing agreement


Court says no – parent ripped off the sub, parent now was part of the FT


Sub is was fraudulent transferor though too – parent ripped off the money, sub never got REV for the obligation on the loan = no REV


Courts may not look at everything as the big picture – separate out the money from the lender, and then what the parent did is separate.  

Police the flow of funds – that would be how to avoid this situation


Don’t trust other people to protect you


Innocent lender gets hammered – if you are the initial transferee you are toast. 

Horror stories from the real world 

SH and a corporation and a tort defendant – tort defendant commits fraud against the corporation 


The D was getting ready to settle with the corp – the SH was a savvy guy and said if we settle and the money goes to the corp, going to incur double tax.  Says to the D – settle with me for 4 million rather than 5 million to the corp.   


Problem with this – this is the company’s cause of action


So if the money goes to the SH directly, same idea – it would be a FT from the corp to the SH, lawyer would be aiding and abetting.  D would be hurt too – release on the obligation would not be supported by REV.


Look for any transfer or payment without corresponding REV


Would have been a FT and even tax fraud – IRS would sue 

Leverage Buy-Outs (LBOs)

These are a lot like a home loan – you buy a house, you borrow money, you put the house up for collateral on the loan.  Next step – you buy an apt building, purchased with borrowed money, use it for collateral on the loan.  The only difference is the apt building spins off cash – use the cash to pay off the loan – the apt would essentially pay for itself

Same idea in LBOs – you buy a company and it pays for itself – but could be a FT

Target company  has assets and Old SHs. New SHs want to acquire the company. New SHs form an acquisition vehicle. Lender provides cash to T in exchange for a note and a S/I on T's assets. T loans the money to the acquisition vehicle, and the acquisition vehicle gives T a note in exchange for the cash. Acquisition vehicle gives the money to the Old SHs, and the Old SHs give their shares to the acquisition vehicle. Then T and acquisition vehicle merge. Looks like series of arms-length Txs. At the end of the day, there is the merged entity w/new SHs and the Lender holding the note and S/I. Old SHs have loan proceeds.  The old target is used as collateral for the loan.  After dust settles, company now has huge debt load--so insolvent on balance sheet basis, and must service the debt. ( this is where the FT lies – upstream of cash to old SH, new SHs step into their place – this is a share repurchase.  The company got nothing for this – financed their own acquisition.  This is not fraud.  The idea is that the new company will start earning money like crazy – earn its way from out of debt.  


In almost all corp finance, the incurring of the obligation there is a connection with the corporate entity to earn more profit, but here it is a parasitic obligation. 


Many times the AV is not a real company 


Question is REV for whom – the assets from old company?  The new SHs are just using OPM – other people’s money

These LBOs started in the early 1980s – big risk takers 

If not characterized as a FT and is successful, people can be successful in this.

Bay Plastics v. BT Commercial Corp.

US Bankruptcy Court (1995)

Milhouse ( Nicole ( BPI

You have the old SHs of Bay Plastics and it has assets – BT provides 4 million to old Bay.  3.5 goes to BPI and that 3.5 goes to the old SHs.  BPI ends up with the stock of Bay – BPI ends up owning Bay.  BT holds note and SI in the assets.  

At this point, don’t have an obvious FT – everyone was fully aware of what was going on, including the lender 

Balance sheet – impact of the transaction of Bay’s balance sheet


Before and after picture

Pre-LBO


6.7 million in A


5.5 million in L


1.1 million in E = positive net worth

Post-LBO


Buy the company for 3.5 million – why if only E of 1.1 – probably because the company was pretty profitable – nothing to do with the balance sheet


7 million in A


2.2 million in goodwill (under the asset column too)


9 million in L


250,000 in E (just barely solvent) – and this number is not accurate – judge laughs at the goodwill figure ( it is the killer


even though it is GAP, judges don’t care – this judge said goodwill you cannot sell – just vapor.  Marks it down to zero.  Now we are in gross insolvency – Section 5 cause of action

Questions:


Why isn’t a selling SH giving value when it gives up its interest in the company (i.e. the shares)?


On one level it looks like there has been a return of value – but really there is just fewer people holding the leash ( shares coming back to the company are not value to the company (company can resell them maybe but nevertheless the equity structure is not value to the company = not a asset)

In the same way, an LBO gives nothing to the company – leash is handed from one company to another ( company is not getting anything of value by virtue of this transfer of control 

Insolvency issues – p. 409


Cannot always trust the balance sheet – have to be based on market value 


What are the receivables really worth – what are assets really worth = have to be based on current market value 

Bidding wars – p. 410

Various groups vying to purchase the company – bidding at very high prices – if company fails, they walk away 


SH says company is for sale – they are entertaining bids 


Someone comes up with the best offer – new SHs holding the acquisition vehicle, holding the target, and a lender holding a SI in the target’s assets – to what extent with the lender extend financing – old SH go home with the money but new company is on the hook for the debt 


Game of chicken – lower bid is better for the target


Higher you go – how much risk will you take


The problem is that nobody knows what the company is really worth 

Steps in the financing – review notes on this 

Historical projections – p.413


Is this fair to the company – coverage ratios (tables of how the company will be post transaction)


Watch out for hockey sticks – saying that the company will be doing really well – profits/income going up


Graphs can be very revealing – shows the court what is going on but important to know where these numbers are coming from – ask this in depos 

Ability to weather temporary financial storms – p.413


A hiccup occurs – people run into court saying that it was not anticipated = prof thinks this is bogus – stuff happens, have to prepare and plan for risk and normal market fluctuations

Non-compete clauses 


Why we should be skeptical of these


Old SH are getting a lot of money – but you are worried about whether the money is supported by REV



So broken down – 7 mill for the shares and 3 mill for non-compete


But often these compete clauses are a sham – the old SHs would not have cash or the mean to compete anyway

Most companies are incorporated in DE – very soft business judgment rule


There is a whole subset of FT law dealing with choice of law – conflict of authority on this


Which law you chose to govern your non-bankruptcy code transactions is very important 

So you sue the insiders – very often they have insurance = D&O carrier


DO says we wont defend you – may have engaged in tortuous conduct


At the same time, the estate has probably sued for issues under the insurance coverage 

Insiders have a bad faith cause of action against insurance company for not defending them


Get this cause of action transferred to you (counsel for the estate) – this could be a huge asset for settlement bait with estate 


Insurance bad faith is a juicy ASSET

Assuming you get this transferred to you, you will need the insiders to cooperate with you.  There is a device called Mary carter settlement ( sliding scale settlement


Got DO carrier – director is the D and trustee is the P


Trustee versus the director of the company – represented by D&O carrier


Enter into settlement for 1 million and director assigns you this and the directors liability will decrease dollar for dollar with every dollar that the trustee recovers from the DO carrier 


encourages director to flip – testify on behalf of the P to nail the D&O carrier – money gets knocked off director’s liability 

More sophisticated example of financing methods 


Earlier we talked about lenders and how much they will lend you in these transaction

New SHs – debtor – 10 mill assets (no liens yet)


Lender lends 7 mill – note and S/I


There is a bidding war – 7 million wont cut it (company needs more money)


So company goes out and sells corporate bonds – buyers of the bonds called subdebt holders or junk ( because these are subordinated, or at best have a jr lien on the assets – but deeply subordinated but with very high interest rates – big risk = if company goes under, your bonds are worthless 

Sometimes you will see the junk bond holders, the company goes under, the trustee ahs to figure out what to do with he junk

You can sue the junk – they were participants in the LBO, they knew wha they were doing by providing mezzanine financing

Or view them as allies – as you know from reading BP, courts are more likely to attack on a leveraged transacton if there is a smell of fraud 

Shintech position – if the subdebt can come into court whining that they got lied to, this will facilitate the attack on the senior lenders – so sometimes junk holders are co-plaintiff


But often it says in the jr lien that they know what they are doing – so they rarely prevail

What if they won’t voluntarily go on your side = Sue them as a D with a credible cause of action that will void their obligation 


Say to them – get completely invalidated or recover something if we recover against the senior lender – enter into a kind of Mary Carter with the subdebt

( One of several co-Ds, settle with one and then flip the D and have the D testify on your behalf

Example of Mary Carter with numbers – see smartboard (plain vanilla 877 situation)


2 million debt to subdebt and a 7 mill debt to senior lender 


assume subdebt has potential liability of 2 mill – stipulates to judgment 


but to the extent that P recovers any money, from the other D, then that goes to pay down the subdebt’s liability 

Remedies against the lender


Avoidance of debt


Avoidance of s/i


Tort liability 


Aiding and abetting theories


Breach of FD and fraud 



Courts hate actual fraud 


Also the problem in 2 and 3 circuit for impare delicto – suing the lender for helping the looters, all the insiders were part of the looting – to the extent this is a tort claim trustee ought to be barred by impare delicto (trustee is successor to the company) (idea of unclean hands – trustee is at equal fault) – this works in 2 an 3 circuits, but not so much in other places – could be that t lacks standing OR affirmative defense by Ds.  To prof, this is bogus – t is operating on behalf of all the creditors not the “poor” pre petition debtor that was “victimized” by the looting insiders 


Trustees tort claim – merely a successor to a pre petition entity


Pre petition and post petition are different in bankruptcy

In an LBO, lender will never give REV – they will always be on the hook

If you are an investor right now, what are you going to do with your cash – nowhere to put it – there is too much cash and no place to put it.  Earlier in the decade, there were aggressive deals to pursue and maybe not the cash ( too much risk.  

What happens to those to sold the trade creditors done the river ( they get off scot free

Courts have interpreted 546(e) very broadly – avoidance powers cannot be sued to recover a settlement payment 


If you funnel the money through a financial institution, the settlement can be viewed as a settlement payment 


Insulated from attack the very people who are responsible for the whole debacle 


Prof does not like this – stupid rule and makes no sense 


Some courts distinguish between public and private companies 

In LBO, money went to old SHs, not debtor – debtor was just a conduit – courts collapse the transaction and say everyone knew what was going on.  


Sometimes they will bifurcate the deal and say from a lenders point of view, this was an arms length transaction.

An LBO is legit if the company makes it, then FT

If the company goes bust within 4 years, going to have FT litigation – gambling with other peoples’ money – the lender and trade creditors 

Review of material

Share repurchase is like a dividend on steroids


You can have these and it is not a FT if the company does not go insolvent

hockey stick projections – made by parties at the time of the deal

shows earnings versus interest – coverage ratio


don’t they see this is a phony projection – they come from investment bankers and lenders who are funding the deal – they are self serving 


investment bankers are not very ethical – they get paid for making the deal happen, don’t care if it is successful – same with lenders 


what about the new SH – what are they thinking ( they are suffering no exposure.  If the company succeeds, then they are rich.  If it fails, then they walk away unscathed.  

Messed up deals are based on messed up incentives 

Also, there is a huge loss of jobs when these transactions occur

Lender cannot invoke 546(e) – this is ironic


The old SHs (the likely most culpable folks) get to use it – they are home free 


The lender, who put out real money, took back a note and SI, and the lender may end up badly hurt


This applies notwithstanding 548

Other fun games with statutory language

Section 8(c) – CUFTA and 550(a)


Uses section 8 and then jumps to 550 to recover 


The argument would be that if this is a CUFTA cause of action, can only void up to the value of the cause of action – 8(c) seems to put a limit on 550 – split of authority in CA on this 

Defenses

548(c) – bfp for v and gave money to the debtor – get a partial defense.  This is different from 550(b).  Applies to everyone even if initial transferees.  

550(b) – this is a complete defense – if you took for full value in good faith, you get a complete defense to recovery.  But you took for less, but still in good faith, then you rely on 548(c).  Only applies to subsequent transferees, not initial.

Good faith is measured on an objective basis – what you knew or should have known


Some cases that say LBO lenders are never in good faith – this may be a little harsh, but it is probably true.  

One type of current acquisition is called a leverage recapitalization – a lot like Robinson case


SH 1 and SH 2 – each ow 50%.  Debtor company.  Lender extends credit to company – takes notes and SI.  Money is upstreamed to SH 1 to retire SHs debt.  This changes the capital structure of the company by using  borrowed money – not an LBO because it is the same party in control – retired 50% of the shares, but the effect is exactly like an LBO

Another situation:  Suppose the following fact pattern

2006 – LBO

2009 – LBO refinanced 

2011 – target company goes bankrupt 


it is very clear that the original LBO is insulated from attack because of the SOL.  No actual fraud so would have to be CF.  The statute ran in 2010.  Cant attack the original LBO under CUFTA.  Instead, argument is that the debtor did not really owe the money in 2009.   The refi was itself a FT, it was the refi of a worthless obligation – not supported by REV


( professor does not think this will fly with they are asserting it.  Would have to show that the debtor was insolvent in 2009 and 2006.  

More problems with disguised leveraged transaction:

Problem with the asset purchases as possible FT


This is happening a lot more because of fire sales

Suppose you have this fact pattern: 


Old SH owning the old corp which owns the assets 


Trade creditors floating around who are unhappy – company is in trouble


New SHs form a new corp and the assets of old corp are sold to new corp


Lender finances the purchase of the assets – money gesso from new corp to old corp and then to old SHs – upstreamed to old SHs


Old company did not retain any of this money – all the money gets upstreamed to the old SH


What happens if a court collapses this transaction? ( just a rip off of old corp – all goes to old SHs



A few courts have said that the asset purchase itself can be attacked as a FT – if lender and new corp knew – then it can be attacked


Right way to do this is to make money payable to old corp – make sure does not get upstreamed – but sometimes this deal wont go unless people turn their eyes away


So if you are structuring the deal, watch out for this trap – you could be a party to a FT even if you think it is arms-length ( malpractice alert


(Old corp is the transferor and everyone else is a fraudulent transferee)

Try to recover from the new corp – they want to get these assets – lender says I have a lien on these assets, and lender is a bfp for value 


New corp is the initial transferee and lender is probably a subsequent transferee


Even if lender is joined as a D – he can say hands off my collateral

Business type issues – practice of law issues

If you are doing chap 11 work and representing the DIP

DIP often sits on claims – the insiders are going to drag their feet

Counsel for the estate may itself be dilatory even thought this would be vreacjing a FD

Creditors committee is supposed to exercise oversight over the debtor 

If you can become counsel for the CC, you can spearhead the oversight over the debtor 


How do you become counsel for the creditors committee

If yu become counsel of CC, and sniff out breaching by the DIP, you got yourself the opportunity to bring suit on behalf of the CC – CC can get standing

How do you get to be counsel for the CC?


Can just happen per chance 


You can smooze a potential contact with a creditor – encourage creditor to get on the committee


All of these creditors then join the committee and bring their lawyers – all the lawyers vy for the position of being the counsel for the CC


Some lawyers do only this for a living – if win, get paid on an hourly basis

But not a very good setup – If you lose, you get nothing, if you win you get paid what you should have gotten. 

Solution is to get contingent fee basis if you think you can recover – but document it carefully 

Code section 328(a) – in your agreement, lay out this section 

Now you have this language in the order of retention – years go by, creditors come in and say it is improvident – you say it was capable of being anticipated, it is conceivable that this could be a massive home run, it is a good idea to retain counsel on a contingent agreement – this will work 

FT is where the real money is – preferences often is less money 

One other problem in prosecuting these actions – a weak kneed committee


Most of the time these people don’t care about the money


Hard to make the CC have some guts and want to prosecute – otherwise they might want to just settle out for a small amount 


Hard to maintain client control over the CC

Other problems:

So now estate has cause of action – DIP wont prosecute, committee wont prosecute 


So what happens to this cause of action, there is an emerging line of cases that the estate can sell these claims to others who will prosecute the claims – mostly in the 9th Cir


Has to have full disclosure – have to give some sort of sweetener to the estate (back end kicker)


There are a few cases that say even where the estate gets nothing, they did get something and therefore it is for the benefit of the estate 



( Ex ante benefit 


Some courts have begun to hold auctions of these claims – selling them to the highest bidder – the D will try to buy the claim and kill it



Morphs into a settlement 

Also seeing the following phenomenon:


Debtor holds an auction for a cause of action – finds a potential bidder and gets approval by the court


In this pre0auction agreement, bidder says I will investigate the claim and then make a bid on this claim for whatever it is worth.  If anyone overbids me, they will be riding on my coattails.  Therefore, judge and debtor, as the stalking horse bidder for this claim, I will get compensated X dollars an hour for my due diligence plsu a piece of any additional overbid – topping fee


Courts are mixed about this 


Encourages competitive bidding and creates a market but mixed authority on this

This device is often used in other forms of asset acquisitions – in M&A


Pumping up the market 

Authority for all of this is section 105


The Wizard of Oz section – necessary to carry out the provisions of this title


Can do whatever the heck I want


But not unlimited, does not give vast powers, but gives the courts a lot of flexibility 


Lawyers develop these techniques and pitch them to the judges – and say we have a duty to maximize estate’s assets so lets adopt these sales procedures under section 105


Unless judge really oversteps, the appellate courts will say that makes sense 

NY Times article – Simmons Mattresses


Private equity groups made repeated leveraged acquisitions – leaching the company of its value and putting it in this huge encumbering debt mode 


Leveraged dividends 


Analogy to mortgage crisis – this is a different situation – different kinds of leverage 


No innocent victims so not really a FT

Until recently, we had the following problem:


Debtor – guarantor (SH)



Creditor who is holding the debtors note and guaranty 


More than 90 days before bankruptcy, dr makes a payment thereby extinguishing the G and this would be a preference 


But whom can you recover this money ( cant the trustee go after the non-insider creditor even though it was more than 90 days before bankruptcy?


This fact pattern expanded the liability of outside creditors for about a year ( Deprizio case

Congress overturned this result but Deprizio is not dead


The bankruptcy courts like Deprizio – clawed money to the estate to help pay lawyer fees and levels the playing field 


So the trustees came up with a theory – pay off six months before bankruptcy, clearly preferential – and only reason why got payment was because the guarantor ordered it = therefore it is a FT.  not on a CF but maybe on an actual fraud theory.  


( Son of Deprizio (in the nature of that case – look at control of guarantor)


so don’t think that case is dead completely – we wont be tested on Deprizio but think about this alternative.  

Strong-arm Powers 


544(a)(1) ( the trustee is deemed to be a hypo judicial lien creditor (JLC);


don’t need a real creditor – assuming that this judicial lien arises at the moment of bankruptcy ( means that creditor holds art 9 security interest and not properly perfect,  can march in and invalidate your lien


not like pref where we are talking about delayed perfection 


this is just no perfection at all – unrecorded lien 



make a post filing search to be sure it was properly recorded – do not rely on Lexis.  Have to use the Sec of States current standard search logic.


544(a)(3) ( with respect to real estate, trustee is deemed to be a hypo BFP for value.  (otherwise no way for T to go away a prior unrecorded deed).  


There are structural differences between art 9 and real estate recording statutes – this is why we have separate rules

Typical race notice statute – unrecorded conveyance is void versus a bfp for value who first records.    

Imagine that the T has these magic powers:

T is deemed to be a BFP for value who has recorded – empowered to avoid the prior unrecorded transfer

These statutes are supposed to do away with secret unrecorded interests in real property

Why is this – how come we are permitting the T to invalidate these unrecorded liens of real property?


On one level it is anti-fraud.  But this is kind of overkill


The failure to record gives the perception of greater wealth than what he really has – the creditors have been misled 


Ripple reliance – reliance can ripple out from big creditors to smaller creditors 

McCannon v. Marston

Third Circuit (1982)

M bought hotel from Dr. M did not record. Dr files bankruptcy. Trustee tries to avoid. Held, there is a difference b/t "knowledge" and "notice"; M was living wide open-this would put a subsequent BFP on inquiry notice. Any subsequent BFP would have asked whether M claimed an ownership interest.

Knowledge is irrelevant if DIP has knowledge then DIP wins.

If DIP is on notice, then DIP loses 

Code did not say without notice – it says without knowledge


But not going to factor out objective notice – i.e. possession


If you are on notice, you are not a BFP

Tenants have to disclaim ownership interest in order to secure your BFP status.  

Lack of knowledge of the T – what if the DIP is the person not the T


DIP knows about the unrecorded conveyance but still gets to say he is a BFP – this works 

If you are in a race jdx, then arguably the prior unrecorded transfer should not be relevant.  

Real estate market is down now – prices are going down


Flocking to bankruptcy 


Look for things like bad legal descriptions – errors in the dr’s name and street address – msindexing – incorrect or missing notarizations = these mortgages are deemed to be unrecorded – happy days for 544(a)(3)


On one level, if you are P, scrutinize the mortgages


On the other hand, if you are representing the lenders – do a pre enforcement check on the documentation.  Fix mistake before it goes to bankruptcy – make sure more than 90 days pass 

Here is a joke:

9tth Cir BAP case


O conveys a TD to A (unrecorded)


TD was mentioned in O’s bankruptcy petition


T uses 544(a)(3) – court says no – you were on notice 


Dissent – says this does not make sense 


If you are the T, the case has been remanded – you are presented with this set of facts – court say the petition itself was notice of the TD


Instead on remand the T claims it is a preference – fine if 544 does not work, then ill use 547.  

Next big glitch ( mortgage electronic 


Used to service the explosion in mortgage issuance – private company


Convenient holding person on behalf of all of these mortgage pools – problem is that there are several courts that have said that MERS does not really have an interest in these loans – so the loans are not really properly recorded at all 


The world of MERS is a mess – varies from state to state and district to district 


Has not been resolved yet – Prof. predicts Congressional interference 

Section 551 = hermit crab doctrine


Imagine you have a dr – owns piece of property worth a million (FMV)


There is TD 1 for 800k.  


There is TD 2 for 300k.  


Turns out TD 1 is improperly recorded, but holder of TD 2 was fully aware – there is knowledge.  Now along comes bankruptcy and a trustee.  Invalidates the senior lien.  The junior creditor is so happy – before he was undersecured.  


Well 551 says if the senior lien is avoided, that senior lien is preserved for the benefit of the estate – the junior lien holder does not get a windfall.  Its allows the trustee to avoid the lien but still preserve it so other third parties don’t get windfalls. ( hermit crab problem – senior lien hole is removed from the shell and trustee takes his place


= often used with 544 – also works with preference and FT – cuts across all of these areas 

Marshalling Doctrine


This is a common law equitable doctrine 


Outside of bankruptcy – you have a dr, has two pools of assets 


Have a senior secured party with a lien on assets 


Second lien on the second pool of assets only



The senior creditor has double source of recovery



Junior has only one source

Party goes into default

Senior SP decides to go after asset pool 2

Junior Cr can compel the senior Cr to foreclose on singly encumbered property before reaching the doubly encumbered property to the prejudice of the junior. (This is Marshaling- equitable rule in states).

There is a split of authority regarding whatever the T invoke marshalling – can it pretend to be the junior creditor – unclear

Next level


Suppose there is a third creditor – number 3 with a lien on asset pool 1.  That junior junior party can block marshalling 

Can the T block marshalling?  As if he were the triply junior creditor ( again the courts are split 
any questions from last time – no, but see email

trust property – in possession of estate but belongs to someone else (beneficiary)


Beneficiary gets all of the assets in the trust – 100% recovery ( this is a good thing 

Code accomplishes this result 


541(a) – refers to legal OR equitable property


a trustee (holder of the trust) only has legal title of the assets in the trust 


the beneficiary has equitable title of the assets 

the legal interests get swept up into the bankruptcy estate – beneficiary does not like this 


the solution is 541(d) – carve out ( the legal interest comes in but the equitable interest is not effected so it protects the beneficiaries.  

What if we don’t have an express, recorded trust?


Case came down the other day


Company involved in property swaps – as part of your job in this company you take money from one party, put in account, then take it out to buy property.  


They would take in money from investors and put in special segregated accounts.  Then take it to use to buy property B.  

Court said no express trusts here – no imposition of a trust by the court


You had this arrangement, could have set up a real trust but you didn’t.  


Courts are reluctant to impose this trust categorization and invoke 541(d).


( Land America case 

Next level ( there is a doctrine called a constructive trust


Varies from state to state –usually a remedy for fraud 


This is a state court, equitable doctrine ( not a real, express trust – also not a imposed trust, it is instead a remedy.


So imagine the following situation:

Pre petition debtor – asset – being held on behalf of the fraud victim


State court would call this a constructive trust – conveyed constructively to fraud victim 


If viewed as a constructive conveyance, then we know it was never recorded – no document = this is really O to A in an unrecorded transaction (sort of a conveyance but not really)


Now the dr files bankruptcy – we have the estate as the hypo BFP for value under 544(a)(3) for that property – debtor’s BFP status would trump the prior unrecorded conveyance

Note – these fraud victims emerge after the bankruptcy filing, but it is possible to have occurred before.  

Solution:  as to property that comes to the estate under (a)(1), (d) provides a limit  


(d) only affects property that comes under (a)(1) not the property that comes in under 541(a)(3)

541(d) does not impair the T’s strong arm powers**

Picture:

We have property held in constructive trust (not express trust) and the trustee in bankruptcy is trying to bring stuff into the estate.  There are windows and doors into the estate. 


This property CANNOT be brought into 541(a)(1) because of 541(d).


So trustee tries to use 541(a)(3) door because there is no block by 541(d). 



This is constantly being litigated – intricacy btw 541(a)(1), (d), (a)(3), 544(a)(3) and 550. 

LandAmerica case – 541(d) did not come into play 

By saying there is a constructive trust, saying it is constructively conveyed.  If the conveyance ha been made prior to bankruptcy – T’s BFP status would trump prior conveyance ( this is how 544(A)(3) comes into play. 

Example:

Debtor is DE corp, does business in CA.  has intangible assets in CA.  there is a constructive trust.  T says he is a JLC, has  lien on these assets.  Several CA court have said NO, you are lien creditor in CA not DE – in order to obtain a judicial lien, you would have to take it to DE.  Cannot use 544(a)(1), therefore 541(a)(3) is unavailable to you and 541(d) does apply.  Prof. was bothered by this( wrote bill and signed by governor recently to change this problem – give judicial lien on assets in CA. 


( this is where the difference between (a)(1) and (a)(3) matter

Tort of constructive fraud may sometimes justify the institution of a constructive trust 

We have talked about 541(a)(3) and avoidance of liens 


Language says the T can bring in recoveries under 550, does not say anything about avoidance powers under 544 or 547


We know there are many instances where T does not even need to invoke 550 – simply avoids a lien or an interest


What if the T never reaches 550, does 541(a)(3) still apply – answer is probably yes – court would likely say that the T COULD HAVE used 550 – so deem it to be a 550 recovery.  

Real world stuff but won’t be tested on

Suppose we have a mortgage broker or loan originator

We have a homeowner (remote debtor)

Piece of real property

Mortgage broker holds a note and TD


Wants to borrow money – borrows from bank – issues its own note – bank takes a security interest in the TD and note (must be perfected under art 9)


Don’t just record an assignment of the mortgage, document as an art 9 deal**


Art 9 because the bundle of paper is personal property not real property – the note and collateral of another obligation is personal property 

Some have been led to be that this type of transaction is immunized by 541(d).  It does not.  The property does not come into the estate via 541(a)(1).

Equitable Subordination – 510(c)

Most common situation – dr is a corporation, SH, and trade creditors


When dr gets into trouble, SH makes an emergency loan to the company.  SH takes back a note and SI in the assets of the corp.  no lender would have extended credit to the company.  When the company does bust, the court will say this loan was just a capital contribution – not really a loan.  Therefore, we are going to bump this note down.  


Used to be automatic, but not automatic. 


Surely going to be subordinated if the company was undercapitalized.  

True equitable subordination, the loan is simply bumped down

Recharacterization is different – call it capital contribution – but in effect they do the same ( get no money either way  


We are talking about insider creditors here 


Possible to not be ES, if you gave money when the company was good – treated as a bona fide creditor 

Non-insider creditors


Courts are not likely to do this – but if you can show egregious misconduct on the part of the creditor, you have a shot 


For example – they commit fraud on the other creditors, etc. 


Sometimes lender is treated as a principal acting on behalf of the debtor – not likely to succeed 

In the real world, it is unusual for a creditor to engage in this misconduct, but this often happens:


Troubled corp, bank is in a powerful position, 


Major supplier gets nervous and makes an inquiry to the bank


Rogue fool loan officer lies to the supplier – says everything is fine


This is a lie.  



Steps in a claims they were lied to ( partial equitable subordination of banks claim with respect to major supplier

Some have claimed ripple reliance – smaller trade creditors were brought in because of larger supplier, so bank should be subordinated as to all


Have no worked – not a winner 

Section 510(a)


Subordination agreement – is enforceable 


An agreement between two creditors about who comes first = A senior claimant may agree to subordinate its claim to induce another person to enter into a desirable Tx w/Dr.

Issue  ( suppose the deal goes into bankruptcy and the court gets ready to award dividends to the various creditor groups


Very often these sub agreements contain what is called a turnover clause


= if a jr creditor gets any money from an estate, will turn over to the senior creditor.  Problem has to do with post petition interest 


rule of explicitness


courts have backed away from this – now reading 510(a) literally = strict enforcement of the sub agreement 

add a sweetener – no limit with what to do with these things 
Last piece of avoidance powers – substantive consolidation

Sub 1 and Sub 2 and a parent entity – these folks are sloppy – commingling 


Everything goes into bankruptcy


Easiest for court to just say its all one big entity


But if you are a creditor of Sub 1, you may think you were dealing with a separate entity


If you consolidate, then one creditor may just screwed over – makes prioritization of claims very difficult – can dilute their recovery

Where we often see this – where there are claims between the entities for FTs


If consolidated, those claims go away – one way to solve the problem 


FT defendants may assert substantive consolidation to moot the claims against them 

How do you prevent this ( police the books, stay on top of things


Post petition = show up and allege and prove that you separately relied on the separate existence of Sub 1 – one way to do this is to just an opinion of counsel of sub 1’s attorneys that sub 1 is a separate entity (pre petition) 

Relying on debtors counsel – creditor may sue

Some bankruptcy courts have said you have no right to rely on debtors’ counsel opinion

Automatic Stay – administration of the estate


How the bankruptcy estate is administered

Petition is filed

Everything comes to a screeching halt – 362(a)


If not followed, you as counsel is in contempt of court 


Even if prosecuting a claim, have to stop – may have to carve out or dismiss a D that has filed for bankruptcy.


If you violate, possible criminal contempt – send lawyers to jail


Could be liable for punitive damages if an individual debtor 

Foreclosure on RP


Dr, piece of real property. Non-judicial foreclosure. Trustee (not bankruptcy trustee) holds auction; sells property to purchaser. Shortly after sell, Dr files bankruptcy petition. But trustee hasn't yet issued a deed to purchaser. New statute says: If trustee issues deed w/in 15 days of date of foreclosure, then deed is deemed issued as of 8:00am on the date that the foreclosure occurred--so deed relates back to foreclosure.

So issuance of the deed doesn't violate the automatic stay.
As soon as you get word of bankruptcy, march into court and get an order to stop the sale

If sale goes down and then files bankruptcy – was this in violation of automatic stay ( NO

If sale happens after bankruptcy but no one knows about it – can you use this statute ( no one knows

Want a trustee to contractual obligate itself to issue the deed within 15 days 

8am is significant because the foreclosure sale is final as of 8am on that day – changes the time of the foreclosure sale to be before the bankruptcy 

Who is the debtor – in a corporate setting it is tough to tell


there are cases involving insurance policies where an insurer has issued a policy to the debtor – is that the debtors property


can stay be invoked on behalf of the insider guarantor – no but what if insider guarantor is critical to the debtor = could there be some injunctive relief under 105 to protect this third party 



( depends on where you are – if in DE, then yes.  In 9th Cir until fairly recently, the answer was no.  But some courts are starting to allow indirect stay to protect an insider guarantor from third party creditor so this insider can focus on rehabilitating the chap 11 debtor  ( need to show that the guarantor is “mission critical”

all of this business about the stay is really about gamesmanship – the creditor is threatening to yank and collect from the guarantor and guarantor threatening to yank the creditor by stretching out the chap 11


( how can we cause the most pain to the other side 

362(b)


contains exceptions to 362(a)

the following is NOT stayed by the filing of a petition:

362(b)(3) – either you continue an existing SI or perfecting an interest within the time period allotted by 547(e)(2)(a).


has been used to justify the trick with the trustee deed (perfecting the title created by the foreclosure sale – arguably B3 applies to this RP foreclosure 

362(b)(21)(b) – no stay if there was order in another bankruptcy case saying for the debtor to not file another bankruptcy petition 

Getting relief from stay

Client will call you up and ask what to do 

Avenue 1 – 362(d)(1) = relief for cause 


You may be able to ask the judge because it is all T-ed up in state court 


State court judge already clued in – ready to go to trial 


Need to make a compelling showing of good cause – have to show that the claim is unusually complicated 

Difficult issue – between CA law and bankruptcy


Pre petition dr – you are P and dr is D

Dr has assets – as the P you get a pre judgment attachment lien on those assets


This lien is recorded with the sec of state – encumbers the assets


Getting ready to proceed to judgment – dr files bankruptcy petition



You are not going to get your judgment lien – don’t get relief under (d)(1)


There is a fair amount of CA law that says if you don’t get your judgment lien after your attachment lien, you are liable for wrongful attachment.  But not because of a non-meritorious claim rather it was because of bankruptcy


Nevertheless, some drs have won in this instance for wrongful attachment 

You can ask the judge to let the case go through judgment to avoid this wrongful attachment issue (most judges wont do this though

“For cause for lack of adequate protection”


using equipment to generate inventory – your collateral is continually declining in value – as a creditor (undersecured) you are getting more and more undersecured each day.  Dr now has to provide me with adequate protection or else I get to foreclosure


what does adequate protection mean ( 361(1)

Three types of adequate protection: These aren't exclusive; any means by which the trustee can assure protection of the claimant's

interest can be tendered as adequate protection; these 3 are just the ones enumerated in the statute.

(1) Cash [361(1)]
(i) If the estate has sufficient income, it can make cash payments to the claimant to reduce the debt and maintain the ration b/t the claim and the property value.

BUT, Dr rarely has free cash to do this.


(a) Litigation will be over what constitutes adequate payment. 

(2) Providing Additional Collateral [361(2)]

(i) If there is unencumbered property in the estate, the trustee can provide adequate protection by granting a lien on additional property or replacing thr existing lien w/a lien on property of greater value.

But to what extent does Dr have free unencumbered assets laying around on which to place the lien?

(3) "Such other relief" of the "indubitable equivalent" [361(3)] 

(i) "Indubitable equivalent"=avoidance power recoveries.

(a) Dr can offer to give Cr % of lien on those proceeds in lieu of a lien. 

(b) Fuzzy standard—so tough for Cr to establish – that is the problem with (d)(1)

So we get to 362(d)(2) – less manipulatible 


Two prongs 

(1) establish that the dr does not have equity

(2) is not necessary for an effective reorganization 

Situation: Cr wants to foreclose on a piece of property in a Ch. 11 proceeding, but the property is underwater (i.e., over-encumbered--value of property < amount of debt).

Only applies in Ch. 11 cases--no reorganization in Ch. 7.


Only would need to show lack of equity


Prof thinks this statute should be amended to apply to Chap 7

Two Requirements: 

a. D has no equity in property; and

(1) Dr's equity = value of property – all encumbrances. 


(i) No equity means value of debt is greater than the value of the property.

i.e., this is equity with respect to the particular piece of property, not equity in Dr. EXA: Dr has piece of equipment with FMV of $700k; debt with respect to that equipment is $1M. There is no equity in this property.


Get an appraisal – split the baby between both appraisals 



(a) Can take into account the assembly value (i.e., turn key value/value as a going concern) ( Might be much higher than item by item liquidation value.



(b) If you argue that there is no equity, cannot later move for an award of fees, interests and costs under 506(b), b/c fees, interests and costs can only go to oversecured Crs. 




Arguing for relief from stay under 362(d)(2) may judicially estop the Cr from claiming fees, costs and interests under 506(b), b/c you're admitting that you are not oversecured.  




If you move from relief from stay and you are wrong, you may affect your ability later to obtain fees, interests and costs. 

b. Property is not necessary for an effective reorganization

(1) If Ch.7 Dr, then de facto the property is not necessary to reorganization. Also, if person says I am in control, I won’t let reorganization happen so not necessary for reorg.


(i) This is true even if the assets in the aggregate are worth more than the assets sold piecemeal.


(ii) This provision is usually used as a bargaining chip 

(a) Dr will challenge relief from stay by arguing assets are necessary to effective reorganization; Leads to lots of litigation over the "feasibility" of Ch.11 reorg.

More issues of relief from the automatic stay:

362(d)(3) – single asset entity

In the last recession, there were a bunch of phony Chap 11 with these entities

Apt building not doing well – they file an 11.  The guarantors have forced the partnership into the 11, make the lender feel some pain – hope to settle with the lender in exchange for relief from stay.  Judges hated this because they knew there would never be a reorg.  Lending industry and supported by the bench came up with 362(d)(3).

If we have a single asset entity, the creditor can get relief from the automatic stay unless within 90 days of bky, dr either files a plan of reorg that has a reasonable possibility of being confirmed OR the dr has started making monthly payments


Quick trigger in single asset real estate cases – special rule

101(52)(b) – defines single property 

problem with this section is defining what is a reasonable possibility of being confirmed


reasonable – basically means “litigate me”

One way as a lender to show it would not be reasonable:

If there is a huge deficiency claim – claim larger than that of all the other creditors, so no possiblity of an effective 11. 

So the point was to end the agony – either have an effective reorg or service the debt 

what we are seeing nowadays – these entities are owned by one big parent 


parent entity files and then all of the other entities file 

do we look at them by entity or entity basis ( or in the aggregate 


no cases on this but trial courts are looking at groups rather than in isolation (sounds like substantive consolidation)

Drs will use the code to gain an advantage once bankruptcy has been filed 

Old student who was an extern.  She was working with a judge and incbharge of relief from stay – noticed that a lot of drs had repeatedly filed bnky.  Had transferred assets to each other.  

Example ( Dr 1 – owns RP with a TD with cr.  Before cr forecloses, dr files bankruptcy petition.  Then cr has to get relief from stay.  Before relief from stay and foreclosure, Dr 2 gets the property.  


Two ways that this happens:

(1) It is the Dr who is playing the game – forming new entities to take title to the land

(2) scammers who scam people in trouble ( the first owner gets in trouble, calls up scam person (foreclosure consultant – presents dr with phony documents, transfers to them, transfers to another entity who then files bankruptcy).

In one month, there were a billion dollars worth of real estate being tied up in these scams.  Armed with these stats – put together task force.  Put together legislation.  

if there is evidence of this scheme, can take action to stop it ( 362(d)(4)


can offer relief from stay if part of a scheme – if involved transfer of real property, multiple bankruptcy filings 


provides for in rem relief ( this order is now entered and binds the property – any bankruptcy within the next two years cannot freeze the foreclosure ( runs with the land (affects other drs who purport to effect the property)

These transfers are post-petition FTs

Another example:

Dr 1 is in bankruptcy – property subject to TD 1 and TD 2

Phony lien in favor of the property – friend of the dr (junior lien)

Jr creditor now files bankruptcy – owns an interest in the property

filing by the junior creditor means that the property is swept up as well – senior creditor is frozen by the automatic stay – this is why there is a reference to other interests in the property

Compare to =

548(a)(1)(a) – FT


one where the dr has actual intent to hinder delay OR DEFRAUD – now jump to 362 – says AND defraud.  There are judges who hate this statute because it gives too much power to the lender so they say there needs to be all three.  

Another phenomenon 


Houses in foreclosure – people just jump into the house, change some locks.  Claim to be adversely possessing the property.  This is happening a lot in San Bernadino and Riverside.  Really dumb claim. 

Automatic stay and what you can do about it

You are a lender and you suspect the dr will be a serial filer.  Troubled dr, throw them into an 11.  throw them into a workout (like a forbearance agreement) – it fails.  Dr files another chap 11, now you go into bankruptcy court – bring in previous waiver of automatic stay from first bankruptcy – can this work, it is enforceable ( some judges allow it and others don’t.  


If you can deal with the forbearance agreement and lob in this waiver language, doesn’t hurt to try ( no real downside ( useful device

Cant do it pre-petition, contractually – probably would not work unless you do the following which is sketchy:


Dr corp – guarantor who is a SH


There is a note to the lender – collaterized guaranty

Here is one trick – in the G it says, I the G who controls the dr, I will not vote to put the dr corp into bankruptcy.  If it does end up in bankruptcy, I will stipulate relief from stay.  If I fail as G, then the lender may seize my stock in the corp (foreclose on the stock)


Bad idea according to Prof – could be a breach of FD

Another device, G goes up from 1 mill to 5 mill – a more attenuated avenue of control but still very dangerous 

Issues that spin off the automatic stay 


If you claim lack of equity and you lose, and then later seek fees – you’re going to be estopped. 

506 ( how you get fees, etc.  


bifurcation – split if undersecured 


what method do you use for valuation ( depends on appraiser and what you are appraising – depends on the nature of the drs affairs 


going concern


whole sale


garage sale  

506(b) – interest and fees and costs


( to the extent that you are oversecured 

Components:

(1) interest – normal interest and default interest 

a. can you get default interest ( courts hate this and likely you wont get default interest

(2) fees – reasonable fees in LA are not reasonable fees in Fresno.  You have a heavy burden to show the reasonableness of your rates 

a. courts are hostile to pre payment fees – loans have been prepaid

b. courts don’t like this – will be classified as unreasonable or calling them liquidated damages 

i. CA statute liquidated damages ( 55 minutes**

c. If you are oversecured, fees for bankruptcy issues are not recoverable(?)

d. Even undersecured creditors may be able to seek fees – may not be worth a whole lot but you can try anyway ( this is how the law is moving it appears 

Big booby trap – 


CA Civil Code Section 1717 = a unilateral fee clause is deemed to be reciprocal.  So if you are a lender or any K creditor and you lose, then the fee clause comes into play on behalf of the dr.    

Case came down in 9th Cir yesterday – residential LL, every lease contains a fee clause.  Tenants sue the LL for basically violating rent control.  Ts win and move for a big fee award and LL has to pay.

If you are oversecured, you know you have a pot of money – but watch out for how the asymmetry can bite you in the butt – fraud case with contract claim example 

506(c) – costs imposed on secured parties


says the T may recover from the collateral the reasonable costs of preserving the collateral 


Ex – dr is in the fruit packing industry, collateral is the fruit – need to maintain electricity, employees, preserve the value

Need to show benefit to the secured party

Can a third party assert this ( No.  but there is still an avenue open to you.  Dicta in a FN – may be an open question

You are lender, you are afraid of 506(c) surcharge, you are afraid you are going to get a lot of value of the collateral taken


The trick that lenders use – extract a waiver of 506(c)


Neither the dr or successors and assigns 


Look to do this – the bankruptcy courts here in LA don’t like this, but courts in DE like this waivers 

Last time we were talking about fees, etc (Section 506)

Prof has been involved in a lot of fee situations and the phenomenon has been that attorneys for creditors tend to overbill and nobody cares.  ( people are not questioning other people’s fee applications


Nobody wants to talk about this – maybe nothing to do about it


People don’t want to challenge others fee apps because they dot want theirs to be challenged


Encourages us to talk to judges about fee apps

Executory Ks – Section 365

This section is very complicated

Not just administrative – this is really about strategy

(1) drafting (how you draft a K, as a non-bankrupt party so as to take advantage of 365 or not be taken advantage of)

(2) if you are going into bankruptcy, how you can strategically use bankruptcy to get out of bad deal 

we are not expected to be experts on 36 – just aware of thee issues and they may show up on the exam but not a lot


exam will be mostly avoidance powers and other things we have discussed in proportion

Language of 365 – T may assume or reject any executory K

Definition of EK


No real overarching definition

Essentially:  If both sides have unperformed duties, the K is executory.  

The T or DIP will make a decision whether to assume the K or one that they want to reject.  ( it is asymmetrical = debtors hold all the cards, the non-debtors don’t have any power

Thinking about assuming/continuing the K

If you are the non-bankrupt party, you likely want nothing to do with the debtor or the estate.  So you as the non-bankrupt, you want to get out from under this.

365(b) ( if there have been a default, the T may not assume that K, unless at the time of assumption the T cures the default.  (gives the non-bankrupt party some protection)

OR provide adequate assurance that the T will promptly cure


At which point is there adequate assurance ( more like a promise of future performance

(b)(1)(b) – has to compensate or provide adequate assurance that they will compensate

(c) – adequate assurance of future performance 

Goal: T/DIP cannot simply assume, has to do some curing or offer cure

(b)(2) – the cure section does NOT apply to certain kinds of defaults (exception to curing)


default that is relating to insolvency


commencement of a petition or the appointment of a trustee 

(these are called ipso facto defaults ( don’t have to cure these defaults)

However,...

(b)(2)(d) – cure does not apply to default that has to do with penalty rate or provision relating to default arising from Dr's failure to perform non-monetary obligations under an executory K

Example – franchise agreement says dealership will never go dark; agreement says:


If you go dark, you pay 1 million dollars


If you go dark, the franchise is terminated

Obligation to not go dark is a non-monetary obligation – not a question of paying money

If you go dark, that’s a penalty provision for a non-dollar default 


B2d says you don’t have to cure penalty provision resulting from non-dollar defaults 

But what about franchise is terminated ( this is NOT a penalty provision, it is a condition of the franchise.  So therefore B2d does NOT apply to this kind of default ( must be cured!!


One problem – it is impossible to cure this!!!  You did go dark, you cannot go back and change history 


So cannot be cured, have to cure in order to assume, therefore the franchise is terminated.  

If you cant cure it, you cannot assume the K. ***

Now what do we do with this information 


As a non-bankrupt, they are loading in non-dollar default clauses into their Ks.  


Not including penalties, but termination clauses – this is a very clever thing to do as a draftsmen.  

2005 amendments – had many anti-consumer sections, a lot of on-bankrupt people were promoting these amendment (including B2d)

Prof asked to work on drafting pending bankruptcy bill (back in the day – discussed above) ( worked on making it less anti-consumer and anti-debtor


= they got shot down

365(c)(1) – T may not assume or assign any EK whether or not the K provides or restricts assignment, if applicable law (state or fed) excuses a party from accepting performance from n entity other than debtor


Ex – personal services K – you are the performer and you decide you don’t want to perform, can you assign it to a third party ( NO


The non-breaching party does not have to accept the substitution

What about, for example, patent law?  There is a fed law that says the non-exclusive patent licensee cannot assign the license.  Exclusive licenses are assignable.

The licensee as the DIP is going to perform.  

Difference btw assumption and assignment


Suppose there is a K between the DIP and the non-bankrupt party


DIP does not want to stay in the business but the K is great.  If the DIP simply wants to stay in the business, then the DIP assumes the agreement.  


If DIP wants to instead transfer the rights to a third party, this is an assignment (third party would pay to undertake that K).  

Have to first have an assumption before an assignment, but can have an assumption without an assignment.  

Lets say the licensee will assume, then cure under 365, everything is great.  And the licensor says No, look at the language of 365(c).  Cannot assume or assign if applicable law excuses non-debtor from acceptablr third party performance.  Even if licensee is not going to assign, just assume, still canot do this – fed patent law says no substitute perfomance ( even though there is no substitute (same company but yet that is deemed to be as heinous as substituted performance


= cases are split here

9th cir – has read the statute literally ( hypothetically test 


This K cannot be assumed

Other circuits have adopted the actual test


If the dr will assign to another party, wont accept that – but if same dr this is OK. 

SC has not solved this yet.  Prof predicts that the SC will say Or means Or – in an opinion by Justice Scalia.  ( Catapult came down long time ago and Congress has not changed so even an assumption wont be allowed.  

This is dumb, and the consequences are horrendous


If you are the licensor – this is great


But if you are the licensee – get threatened with termination, DIP will have to sweeten the deal 

Another problem is this:


You have your licensee/DIP holding an IP license.  Here is your licensor and we have a secured party who is holding the dr’s note and SI in the IP.  As a secured party, if the DIP ultimately goes under you want to foreclosure on that property and deal with it as your own.  But bc of Catapult, you’re terribly vulnerable to evaporation of your collateral.   So secured parties are entering into side agreements with the licensor right from the get go and the secured parties say I will cure any default of the dr and make sure you are taken care of, in return don’t terminate the license – waiver by the licensor


= these are called cure agreements ( has not been litigated yet but Prof thinks this works 

365(c)(2) – K to make a loan cannot be assumed 


there is conflicting authority if the lender consents 

Some say this is not allowed even if lender consents 

Prepackaged bankruptcies


About ten years ago, Prof asked some judges that why didn’t pre packs run afoul to (c)(2).  Judge just said, they have nothing to do with (c)(2).


These pre packs make the judges look great so they like them

365(d) – timing


often the DIP dithers – DIP is waiting to negotiate 


but there are time limits

Chap 7 – 60 days

Chap 11

(d)(2) ( during the 11, you can stretch but the judge will eventually lose patience 

(d)(3) and (d)(4) ( deal with RP, LLs want to be able to collect 

365(e) – an EK may not be terminated by a default after the commencement of the case if it is an ipso facto default


Ex – you have a case filed, the dr who defaulted post petition – question is now whether the non-bankrupt party can terminate the agreement = YES, except where it is an ipso facto default (financial condition or something)

Exception (e)(2)


Paragraph 1 does not apply if applicable law says you don't have to accept performance from a 3rd party.

If we have a personal services K, and a post petition default, even ipso facto, the non- bankrupt party can nevertheless terminate it.

Limited partnerships


Seeing a lot of litigation here

Under the UPA or state version, it says if a partner becomes bankrupt that can result in the dissolution of the partnership – this is applicable law


Therefore, you could read (e)(1) and (2) to mean that if a partner files a bankruptcy and it is a default, then the other partners can kick out that partner

Again, split on this issue**

Some say the partnership law is overridden by bankruptcy law 

Other thing that is interesting – note the structure of B2 and E1


 They are different – d drops out of E ( non-dollar issue is not relevant apparently in post petition default (weird)

Suppose now that assumption is now permitted.  365(f) says:


Notwithstanding the provision in the K that forbids assignment , the T may assign this K.  This means that if there is an advantageous agreement, the estate can transfer to someone else for money.  

365(k) – assignment by the T assumed under this section relieves T from any liability


This is a giant change from applicable state law – every assignment is accompanied by a novation

Suppose we have a K situation – obligor is in K situation with obligee


Each parties own performance


The obligor now decides that he wants out – wants to transfer rights 


Now we transfer these rights to the assignee – at CL, the third party had no say in this event but at the same time since the obligee has no say, the obligor is still liable on the underlying agreement. 


The only exception at CL is if the obligee agrees to accept the assignee in lieu of the obligor’s original performance = called a novation (new deal) and original King party is released

Well 365(k) does not as a matter of law – de jure novation and release 

365(n) – if the T rejects an EK under which the dr is a licensor, the licensee may elect to preserve the license.  


IP is a defined term in the code (101), does not include trademarks – it is clear that a trademark licensee is NOT protected if the TM licensor goes bankrupt ( odd thing

Flow chart of how this all works – summarizing 365

1. is it executory?

a. If no, then out of 365

b. If yes, then ( is the agreement burdensome

If burdensome, the estate will reject it.

If not burdensome, then the estate will want to assume it.  


Assumption

(1) 365(c) – is this a personal services agreement or financial accommodation agreement or something that cannot be assumed or assigned 

a. Yes – cannot be assumed under non-bankruptcy law (applicable state law)

b. No – can be assumed 

Curing

What things have to be cured

(1) ipso facto default? 

a. Yes – no cure is needed

b. No – cure is needed 

Timing of the decision by the estate


If chap 7 – 60 days


If chap 11 – more flexible 

Possible post petition default 

(1) Is there a PP default?

a. If ipso facto, then no termination

b. If not ipso facto, then agreement can be terminated by non-dr 

If no PP default, this gets us to assignment

Then novation provision

Courts seem to bend over backwards to permit the estate to cherrypick these EKs ( this is the overarching point here 

Leasing 

Start with review of first year property stuff and then discuss how 365(k) is so startling 


This stuff is on the bar so good for us to review

LL issues lease to master tenant (T1)


They are in privity of K


The leasehold is an estate/interest in land so they are also in privity of estate (T is holding an estate created by the LL)

T1 assigns to T2 = assignor and assignee


Bc the estate has been transferred in its entirely, LL is now in privity of estate with the assignee, but not in privity of K.  K is still btw LL and T1.


LL could now go after both Ts 


T1 and T2 are not in privity of K either, not an ongoing obligation – indemnity based relationship 

T1 has no reversionary interest in this estate but what if T1 transfers less than his whole estate 


LL ( T1 (lease for 20 yrs)


Privity of both estate and K


T1 then transfers a portion of the time to T2 – sub lease of 3 yrs (not remaining period of time)


T1 retains a reversionary interest 


This creates privity of K and estate between T1 and T2


No privity between T2 and LL

If transferred for the remaining time – then not a sublease – it is an assignment of that portion of land ( a partial assignment is not a sublease


If the master tenant has the right to come back onto the land, then it is a sublease.  If not, probably an assignment.

T1 subleases to T2 – this means they are both in privity of K and estate


T2 then assumes T1’s contract.  This now creates privity of K btw T2 and LL – even without consent of the LL.  LL is the third party beneficiary of the agreement btw T1 and T2 – this is why there is privity of K btw LL and T2.

You can have an assignment with an assumption


Puts T2 and LL in both privity of estate and K – why even do this?


These privities involve different obligations – assignment alone would not carry full obligations, but privity of K engendered by the assumption would make T2 liable for all covenants in the master lease.  Privity of estate just carries with it obligations that run with the land.  

Now we are talking about assuming sub-leasees


Sublease btw T1 and T2 – prvity of K and estate


T2 – assumes master lease – now in privity of K with LL


An assuming sub-leasee wont be liable on the real covenants unless the master lease says that real covenants are included in the K.  So not by privity of estate but by good drafting (incorporation by reference)

How does T1 get out of this mess

(1) novation – releases T1 

(2) accident – where the LL subsequently alters the agreement with the subleasee or assignee 

a. i.e. changes the terms, the rent, etc. 

b. this side agreement alters the obligations of T1 – he is absolved

i. suretyship defense 

Seeing this – you can see why 365(K) is so shocking


this provides a novation by operation of law – turns all of this CL stuff on its head

T can reject the lease under 365(a)


Either expressly rejects or by failing to act

Problem with this especially in shopping centers:


LL and master T, may have sub-Ts.  


T1 builds a shopping center – gets funding from bank – creates a leasehold TD


Because of 365 however is terminated when T goes into bankruptcy.  If the lease is rejected, it is terminated – then the interest of the T vanishes and there is no collateral for the note.  Lender is left unsecured.  


A lot of cases in Socal where the lender has been left with nothing – there would be cure agreement to secure themselves if T went bust – cure agreement btw LL and lender 


But recently a lot of agreements don’t have this – new wave of litigation in current situation 

SNDA (subordination non disturbance and attornment clause) – this clause in the lease says that even if the master T goes bust and the lender has to take over and assign the property, the subT will agree to pay rent to the assignee. 


Keeps in place the subTs – enforceable in bankruptcy court


This keeps the shopping center alive 



If you have no anchor T and no subTs, then you have a wasteland. 

What if the leasor is bankrupt – if the LL is not bankrupt but master T goes bust, if master lease is still in existence, then LL cannot get rid of it.  If the LL goes bankrupt, there is a tricky problem:


365(h) which seems to say Ts stay in place, if LL goes bankrupt 


363(f) talks about sales free and clear – LL goes bust, and the LL in its Chap 11 wants to sell the shopping center free and clear and shed all the leases – seems to say LLs can do this


(5) – money satisfaction – condemnation proceeding  

363(f)(5) – the way it has been interpreted is minority position – allow a sale by a bankrupt leasor 

Majority is 365(h) – cannot reject lease and Ts get to stay

Shopping center leasing


Dr who assumes has to either cure or provide adequate assurances under 365(b)


Bankrupt party who assumes has to cure or provide assurances but how?



Special provisions – 365(b)(3) for shopping centers

What is a shopping center


(a) Shared parking


(b) Architectural style


(c) Etc.
If a shopping center, need adequate assurance of


(i) Source of rent and other consideration due under the lease;



Easy to manipulate


(ii)
Where there is a proposed assignment, that the financial condition and operating performance of the proposed assignee and its Grs are similar to that of Dr and its Grs. [365(b)(3)(A)]


(iii) % rent due under lease doesn't decline substantially [365(b)(3)(B)];


(iv) No breach of any terms of the lease or any other lease involved w/ the shopping center [365(b)(3)(C)]; use clauses


(v) No disruption of tenant mix/balance in shopping center [365(b)(3)(D)]

Easy to manipulate

Increased value in lease – bankruptcy court will not enforce this kickers on behalf of the LL (would see this in a good market – not now where all the rents have fallen)

Limits on what a LL can recover from bankrupt dr ( not going to discuss

Issues regarding preferences in LL/T cases


T and LL – T makes preferential payments to LL


T in bankruptcy seeks to assume the lease – LL preferences liability is mooted 




T was going to pay all arrearages anyways


But the problem with this analysis is that what if this is a chap 7 and what if it the transfer had not been made ( b5 analysis


This assumption agreement occurs long after the petition has been fled, so the assumption ought not be relevant to the LL’s preference liability – but 9th cir jurisprudence is to the contrary

Tousa case


Potentially a 1 billion dollar preferential transfer


Facts:  parent entity and a whole bunch of operating subs – all real homebuilders.  Parent is in a dispute with old lenders who have an unsecured claim against the parent.  They are suing the parent.  In order to save the parent entity, they cook up a deal.  New lenders will advance money to the parent and parent will pay off the old lenders in return for which all the subs are going to execute notes in favor of the old lenders and secure those notes with SI in the assets of all the entities.  

Is this obviously a FT – where the subs are providing value in order to pay off the parent’s debt?  Yes.  Upstream from subs to parents.  No REV for the subs.  Parents had no money to pay this off.  

The court went over the fee income motivation of the folks running the show


Lead loan officer of the lenders – she was getting a lot of bonuses from this – this was somewhat rational even if unethical, but no one seemed to be minding the store – how could this have happened?


Corporate governance – directors may not have a vested interest in the company, kind of don’t care what the officers are doing 


But directors are supposed to exercise oversight – they don’t have a direct daily operating effect on the company like officers and employees


Maybe the problem is because directors are not really equipped to oversee what is going on – they meet infrequently, don’t read financial statements that closely, not their full time job, just golfing buddies.  

Ought to have access to bonus compensation/pay issues – maybe keep them under seal


Having this ammo would be useful for trial

Court said that the lenders were not acting in good faith

Consulting firm provides a REV insolvency opinion – their opinion stated on its face that they did not cross check any of the data.  

Judge says cannot waiver 548, but prof thinks he may be wrong – clear opinion rejecting savings clause 


Judge saw the savings clause as a huge red flag, even though maybe they should not be hurt for trying by clever drafting 

Courts grants avoidance plus the value of the assets – the decline in value was awarded to the estate but this may not be allowed under 550 in addition to the avoidance 

Plus the disgorgement of all fees to professionals – this is the judge going beyond his jdx


Attorneys need to find a way to advise client of the risks but not be so direct to lose them as a client because they know you are sandbagging them 

Chapter 11

As you know, most chap 11s are a farce.  But in the early days, don’t know if going to be a farce or not.  

Process of an 11


Often takes a couple of years


A lot of game planning that goes on 


Can also have a ripple effect

DIP as trustee


Section 1107(a) ( DIP has all powers as a trustee.  Dr = trustee


Sometimes, however, you can have a trustee in an 11 – 1104(a) 



But you are either talking about a liquidating 11 or a flop into a 7 if you have a trustee  


Section 1108 – gives DIP the power to operate the business


Section 1102 – authorization for creditors committee


Section 1103 – what the committee can and cannot do 

Power to prosecute claim on behalf of estate?


Emerging consensus is that they can if there is cause

Being counsel for the CC gives you incentive to do a good job – getting paid is a good thing 

US Trustees Office – get fees paid out of the estate, branch of the dept of j, supposed to investigate fraud and chap 11 but they don’t – they are overwhelmed 


But CCs can contact the US TOs and convince them that there is something wrong, they can use their powers to leverage the situation 


Increases your credibility 

Counsel for the estate


Your job is a fiduciary for the debtors, the court, etc.  the problem is, who is really running the show – the DIP’s insiders. It is a very tricky process.  


Have to find the middle line – being credible to the court and also being loyal to the DIP and its insiders.  

First day problems in a chap 11


Estate has to have access to cash at all times


If you are a lender, you don’t want a dr to have unfettered use to your cash – there is a tension there



Courts need to balance the use of the cash in the early days of a chap 11 

Atypical situation 


Has to do with rent – real estate situation

Dr with a piece of real property.  A bunch of tenants.  There is a lender with a TD in the RP.  Ts are generating rents.  CC 2938 allows for an assign.ent of rents – belongs to the lender as a security interest

Section 552(b)(2) = rents are subject to the SI ( this is an exception

The general rule is 552(a) = property acquired by the estate after the commencement of the case, the lien does not extend to part of the security interest.  

Another exception – 552(b)(1)


Proceeds exception 


Dr and inventory – secured party has a pre-petition SI in the inventory.  This inventory generates post-petition AR and cash – under 552(b)(1) the lien in the inventory extends to that post-petition property only because it is proceeds


How do you know if assets are proceeds or not?  Difficult to trace the proceeds through.  You have the phenomenon known as fading perfection.  


This cash is in danger of evaporating – don’t have the protection of B2 – makes SP very vulnerable = this is the problem

Solution is in 363

Cash Collateral = cash or cash equivalent that is subject to an interest held by someone other than the estate. [363(a)]

In other words, the cash that results from these sells by Dr = proceeds.

All post-petition cash

Trustee/DIP can operate business of Dr, enter transaction in the ordinary course, and use estate property in the ordinary course of business w/o notice or hearing. [363(c)(1)]

EXCEPTION: Trustee may not use, sell or lease cash collateral unless [363(c)(2)]: (a) Each entity that has an interest in such cash collateral consent; or

(b) The court authorizes such use/sale/lease

In other words, DIP can operate the business, but can't use cash collateral w/o everyone agreeing or the court approves the use of cash collateral in the absence of an agreement – have to separate out cash collateral


Court will authorize the use of cash collateral in the absence of an agreement only to the extent that there is adequate protection to the other entities w/interest in the cash collateral [363(e)]

+  Adequate protection will usually come in the form of Dr agreeing to make periodic payments.

What if client wants you to break law, can you withdraw – how do you withdraw without breaking AC privilege?

Assume you have gotten permission to use cash collateral – in that event 363(e) kicks in


How to provide adequate protection?



Not a lot of sweeteners available – some courts wont let these fly, others may allow



Courts in CA are pretty hostile to these sweeteners



Can get authorization from court without a stipulation – but will need sweeteners offered to the lender 

Generally the lender will have to be offered something for a stipulation


Problem – Secured party owed money from Dr. Dr has asset. Cr has S/I in asset (all pre-petition).  Post-petition, Dr incurs additional debt, generates new assets. When entering into the cash collateral stipulation, the secured party will want the old debt to be secured by the new assets and have the additional debt be secured by a S/I in the old assets. ( cross collateralization 

(i) This doesn't fly in CA courts (it is a clear preference) 

(ii) But Schechter disagrees – this solves the problem of tracing so it is useful.

Lists of goodies – what DIP can offer lender

Notions of waiver of 506(c)


( we talked abut this before, the surcharge of the collateral.  DIP waives third party ability to invoke 506(c).  Molten metal case – said it was binding 
Cash Collateral Stipulations (cont.)

Local cash collateral stipulation order – illustrates the goodies that a DIP can give a lender in exchange for cash collateral stip

Judges don’t like to hand-cuff the debtor – wont let creditors control the conduct of the chap 11

release of pre-petition tort lawsuits – hot issue, often see it in plans of re-orgs, 9th circuit does not like this

waivers of avoidance – rarely will fly in 9th circuit 

automatic relief from the automatic stay – also wont work

waiver of procedural requirement – again, cant imagine this would happen but can see waiver for perfection of replacement liens

courts will allow for substituted collateral of third parties – substituted collateral 

waivers of the right of dr to move for court order – wont fly

provisions that grant a lien in excess of the dollar amount – no

pay down of pre-petition principal – maybe

findings of fact on matters extraneous to the approval process – no 

giving future profits to a secured party for adequate protection – stupid idea but there is some authority for this

problem of commingling 


keep an eye on the DIP – cannot be trusted

also, we have talked about the lock-box


problem:  youre a lender, there is a DIP, DIP has a bank account for the deposit of the cash collateral from the account drs,  the account drs pay their debts bc they want to keep the supplier happy.  But once the company is in bankruptcy, Ads pay and say paid in full, even though only 75 or 80%.  Goes in the lockbox.  Gets cashed. Is the notation payment in full binding on the DIP?  And everyone else?  


The practical solution, you as the lender need to be sure that weird checks don’t get cashed.  ( if not really paid in full, then send the check back and get paid in full.  

Another problem:


Dr promises to make payments to you; how are those allocated, to interest or principle? Solution: Lay it out in the cash collateral stipulation/court order.

Hot issue:


Securitization of accounts receivable (no case law on this but will be a hot issue everywhere as securitization schemes start to unwind)

Cash collateral – if you are a lender, you end up in a terrible mess.  Goal is to set up a structure in advance of bankruptcy – pre petition

Pre petition dr – has Ar from account drs.  ( set up a bankruptcy remote entity, sometimes called a BRE or special purpose entity or SPE or a drop down sub.  

BRE is sold the AR.  There is a sale.  A lender makes a big loan to the BRE.  This money goes to the pre-petition dr.  in exchange for the AR.  The lender takes a note in the BRE and a SI in the AR. 

Now the pre petition dr goes into bankruptcy.  The Ads continue making payments to the BRE – which is NOT in bankruptcy.  Its only creditor is the lender.  

The BRE has recourse against the dr in case the AR are no good.  Although this is denominated as a sale, isn’t it more like a loan to the old entity.  There is a transfer of the receivables but if the receivables are not good, then more like a loan.  Aren’t the assets really just assets of the borrower?


Some courts said they will not view this as a sale – if so, then the BRE will be disregarded and DIP will own the receivables.  

Critical vendor orders


Kmart case – Prof thinks this is a minority position (7th Cir)


When a big company goes bust, needs inventory right now.  Now you have a critical vendor, like Dell and your critical vendor is Intel.  If Intel wanders into bankruptcy and says look, I wont ship goods to you unless I get the following sweeteners.  Assumption agreements, warranties, indemnifications, etc.  


If the vendor is mission critical, the court really doesn’t have much choice.  Who is the court to say no?


The DE courts here are right according to Prof.  

9th cir has not dealt with this issue much – major companies don’t file here 

Section 364(a) – big of a joke


T is authorized to operate the business of the dr – unsecured creditors would not ship goods without some kind of protection

364(b) – if you don’t pay me, would be an administrative expense ( Ill ship you new goods on an unsecured basis, but if you don’t pay it will get special priority.  This isn’t so bad, except if the company really takes a dive.  This is a nice thing but not overwhelmingly powerful as a means of obtaining credit.

364(c) – court may authorize priority over administrative expense or secured by a lien or secured by a junior lien ( this is OK, ship goods and then take a junior lien on existing property = chances are not a lot of equity there

Solution – nuclear bomb


364(d) – priming lien

Dr owes 800k.  RP worth 1 million.  Not an outrageous loan.  Now dr is in bankruptcy, needs more money.  Bank 1 says no.  dr has negotiations with SP 2 under 364 (d).  Dr is now going to borrow 200k.  and is going to give SP 2 a new senior TD.  Old TD 1 becomes TD 2.  Now, old bank is junior to the new lender.  There is no equity in the real estate.  If things so real bad, old lender may really get hit but nevertheless (d) allows for exactly this ( priming lien


No consent needed by the old senior lender


The goal here is to really think about as the senior lender 

Another problem:

Law firm represents bank 1 in a number of transactions – drafts a lot of the agreements 


Now suddenly DIP lender wants to hire the firm in connection with dr D.  Bank 1 is the original lender to dr D, another firm represented the bank in connection with that transaction.  Bank 1 used the standard documentation of the firm.   Now the firm wants to represent the DIP lender who wants to prime bank 1


Can you do this on an ethical basis ( would think NO, but the court said yes.  

Bank1 made the argument that because firm drafted the agreement, the firm knows where the bodies are buried – this is confidential. 


Judge said no, this is fair – not like there are confidences in connection with this representation.  Just adverse to old clients, not new client.  

Drs potential avoidance power claims


Dr going in bankruptcy.  There is some collateral – lender – in exchange for providing DIP financing, wants avoidance claims assigned to the ender as extra collateral


Cases are mixed, some courts have said yes.   


Courts have to encourage DIP lending – will bend over backwards to make these things work

DIP financing lender may sometimes be given administrative priority


What is you are counsel to the estate or the committee


The entire 11 craters and now the DIP lender comes in and scoops up all the chips – you don’t get your fees paid, you work for nothing as a lawyer.


Solution: ADM carve out, need to protect yourself against a DIP who offers unfettered protection to a DIP lender.  

Can lawyers get SI in certain funds?


Generally the answer is yes.  

Cant get your retainer all up front so you never have to disgorge receipts – this wont work

506

We talked about waivers under 506.  506(c) – the preservation of the collateral is a big issue

FN 5 – Hartford case

Remember, surcharge means that if the efforts of the estate preserved the collateral for the benefit of the lender, then the estate can ask for a little something extra for compensation for the preservation.


Hartford: Dr files bankruptcy. WC carrier provides coverage, which keeps workers at work, thereby enhancing the value of the secured party's collateral (otherwise, everyone walks off, and the collateral is worthless). Carrier unilaterally applies to the court for a surcharge on the collateral under 506(c). Held, only the trustee/estate can petition for surcharges under 506(c).


This provides an opportunity for the secured party to try to extract a waiver of 506(c) by Dr, if court approves.

Footnote 5 of Hartford leaves open the possibility that Dr can sell COA to a 3rd party.
This case does not deal when you provide value, T or the DIP wont act – can you wander into court and ask permission to seek surcharge – FN 5 leaves this open

All the circuits seem to be falling in line with allowing committee to come in – probably wont go to SC if all circuits are in agreement.  

Deprizio doctrine – handout on this


2005 amds basically came along and killed Deprizio.  Now a case has revived the issue.  

Deprizio = G and dr, often times related (SH and corp).  Lender. Dr owes a debt to a lender.  Within a year of bankruptcy, Dr makes a big payment to the lender.  Lender is not an insider but the G would be.  Under 547(b)(4)(b), there is a 1 yr reachback.  So it is clear that the dr could recover from the insider.  

7th circuit held that if we have a preference as to the insider then under 550(a)(1), the T can recover from the initial transferee.  No BFP defense.  So the big paydown to the lender was recoverable from the lender.  


Prof felt that this was exactly what the code intended.  Would the lender have gotten paid but for the G?  The G was the only way the lender got paid.  

The lending community was not thrilled about this.  Wanted Gs to include Deprizio waivers in the guaranty.  Most courts held these waivers to be valid – severed the key link in the analysis – no transfer for the benefit of a creditor.  But the problem was that these waivers to some extent adversely impacted the REV issue in a FT context.  


So lowers preference liability but exacerbates FT

Lending community also sponsored legislative = 550(c)


When this bill came out, Profs job was to review pending state and fed legislation.  Prof said this does not work – says just recover NOT avoidance.


T just needs to avoid extra collateral – not recover (one specific problem).  Can recover payments but not extra collateral.  

So courts said Deprizio still exists as to avoidance so then Congress enacted 550(i) ? in 2005. So that got rid of Deprizio.

But Deprizio is actually still around – insider says I am not a creditor so I cannot be held liable as a preference recipient 

This court said Deprizio waivers are void as against PP.  And this entity is still a credit despite the waiver (  The reasons why insiders are liable is because they are creditors.  Bc ultimately they could pay off the lender – well then anyone could be a creditor bc they could ultimately pay off the note.  Prof has problem with the court’s def of creditor.  If they had just said waivers are no good, then that’s a stronger analysis. 


So Prof has problems with this case but its interesting at least.

Sales free and clear

In re PW, LLC

9th Circuit 2008 (BAP)

This case is creating havoc.

Facts:

Piece of RP in Burbank.  DB/T holds a lien on the RP.

Credit bids -  


Bank decides how to foreclose – judicial or non-judicial.  

Goal of a judicial foreclosure – point is to obtain a deficiency judgment about the dr.  In a non-judicial foreclosure, there is no more lawsuit or liability.  

Focus on non-judicial foreclosure where there is a credit bidding situation:

RP worth 1 mill.  Assume there is just one lien for 1.2 mill.  Hold a foreclosure sale.  The secured party/T opens up the bidding.  One bids 800k.  Lender then bids 900k.  Someone else bids 950k.  Secured party bids 1mill.  Very few people in the real world would overbid.  The secured party could bid in 1 mill just to buy the property, leaving 200k unpaid ( partial credit bid, cr bids just enough of the debt to buy the property – bids in part of the outstanding amount of the note.  Use the note to purchase the property.   


The 200k would be unsecured 

In non-judicial foreclosure, the cr cannot seek a deficiency – the foreclsoure is the end of the line 

If partial credit bid, sale in bankruptcy court, the partial credit bid would be an unsecured claim for the balance.  

Full credit bid – cr shows up and bids the full amount of the debt 


Tear up the note and take the property

It is idiotic to submit a full credit bid unless you know exactly what you are doing**


Suppose prop is only worth 1 mill.  Submit a 1.2mill bid.  After the sale, you gain entry into the property.  You see that the property is filled with meth chemicals.  What is the property worth now?  300k ish.  Now youre screwed.  

Ok, back to the facts of the case:

Clear Channel is way undersecured – junior ghost lien.

Court permits the sale of the property to go forward and said the sale was free and clear of CC’s lien?

Issue:  is that right?


This was a consensual sale.  Can the bankruptcy court confirm this sale and extinguish the junior lien?

We had always thought that this was how the world worked.  Junior lien holder gets wiped out.  

Judge in this case says lien-stripping is not allowed.  

End up with distressed dr, and the secured cr gets a receiver (state court remedy)

Then parties tried to negotiate  Chap 11 – pre packaged bankruptcy


Doesn’t work out, cr gets ready to foreclosure, dr files a chap 11 (probably liquidating 11)

T is tasked with assembling the 18 parcels in this real property – into one development (assembly value – value is greater than the sum of its parts, cohesive piece of property)

Knows lender will get a relief from stay, so they need to act fast bc of 362(d)(3).  Parties then negotiate the following deal:


Auction to the highest bidder


Lender is going to act as a stalking horse

Stalking horse bidder – lender will enter into an agreement to purchase knowing that there may be overbids.  Have to be able to pay the ante if no one overbids you.  

This device isn’t restricted to this kind of sale.  Any kind of a sale in bankruptcy benefits from the SH procedure.  

Goal here is to use the lender as the SH so that everyone can assemble the parcels and enhance the estate’s total recovery.

p. 650

Agreed on a strike price of 41 million, basically the entire debt.  DB also agreed to pay a carve out – admin carve out.  Setting aside some of the proceeds for the professionals.  Carve out was a big deal – with no carve out, then profs don’t get paid.  

Court then authorized sale.  CC said no.  March 20 order – deadline for submitting bids.  The only other bid is a non-conforming (not good enough) bid of 25 mill.  So the full credit bid was way over the actual value of the property.  

Sale is confirmed, CC gets nothing.  CC now appeals.  

p. 651


Mootness issue:

Background – once you buy property, don’t want anyone appealing and complaining later and then your title is messed up.  Finality is the goal.  363(m) was supposed to give you finality – the put up or shut up rule.


If a cr is aggrieved by a sale order, then m says then post a bond and get a stay.  


CC did no get a stay bc it was too expensive.  The problem with this was too bad.  


But the judge here says NO, its not too bad.  It does mean the sale is final, but the confirmation order authorized both the sale and lien stripping.  


363(f)  - free and clear terms, one of the essential terms 



this part of the opinion is really suspect 

congress said get a stay or shut up – that’s what Congress intended

so assuming we don’t have mootness.  Not moot and court can adjudicate.

Move on to 363(f) – can lien-stripping take place 

p. 654 – statement about CA law is WRONG


363(f)(1) absolutely applies here.  


In a foreclosure sale, the junior lien holders get wiped out anyway.  

What is meant by aggregate value of all liens ( economic value or face value 


Court says it is valued based on the amount of the claim.  But 506 says it is the economic value . 

p. 657


paragraph 1 –


two errors

(1) equal to amount of the encumbrances is not ok but less than by 1 dollar is ok – makes no sense

(2) there actually was a sale that was greater than the economic value of all the liens

rest of analysis

Court concludes a lien is an interest.  This is right

p. 659-661


concludes that there are rare instances where a lien holder would get the amount of the debt – uses weird examples

p. 661


363(f)(3) becomes superfluous in certain situations – yes but this is kind of a small point

p. 663


last sentence of first paragraph – weird that judge did not mention foreclosure sales.  

Cramdowns – we will talk about this later

So after this case, what do you do 


Get relief from the automatic stay


Go through the whole procedure of a Chap 11 plan simply in order to have the plan sell the property – lien strip under a plan instead of lien stripping under 363

Note 1 following the case – 


Prof disagrees with the estate not have incentive – the market decides not the dr


If we give an incentive to the senior secured party, we are going to end up with the best possible price.

Prof thinks this is going to be a hot issue – judges want a way to look around CC (this case)

  Some final points following PW case:

Suppose we have a suite of assets – dr owns this product line 

P who was injured by a pre-petition injury – dr sells the product line to a new owner and builds new products that are identical


P shows up – I was injured by product by old dr.  in the absence of bankruptcy, the new owner may be liable in tort (CA and NJ cases hold the successor entity liable).

If Dr goes bust – 363 sale, judge blesses it free and clear.  What then ( still cases holding that the sale is free and clear, sometimes products liability can ride through.    

Point: if you buy assets in a bankruptcy, watch out for the ride-through of product liability claims generated by pre-petition products.  

363(f)(3) – according to judge in PW, if sale price is greater than the face value of all the liens, it can be free ad clear.  But no one would ever bid this much, over face value. According to prof, the whole point of free and clear is to get rid of the underwatered liens.  

Mechanism to shed – lien strip (specific to Chap 13) AND foreclosure seems to be another mechanism (yet the judge never talks about the foreclosure law)

This case is just authority in the 9th cir but he is highly respected, so maybe other circuits will go along with him.  

Liquidating damages clause – dr generally would not use this so not really an option

Chapter 11 process:

Voting:

Piece of property worth 1 mill, secured party is owed 1.3 mill.  Deficiency claim of 300k.  all other creditors combined are owed 100k.  as we will see, under the voting rules, the chances are good that this deficiency claim (unsecured) will overwhelm the crs claim.  The secured party will control the 11 and say they will not vote on the plan.


The feasibility of a plan is often tested at the relief from stay portion of the bankruptcy.  

Voting rules:

1126(c) – 2/3 in amount have to accept it and one half in terms of number

Assume we have ten trade creditors owed 10k a piece.  And there is a secured creditor.  This makes up one class.  So over half of the number of claims would agree to the plan.  But 2/3 of the amount would not.  300 versus 100.

A claimant can have more the one claim.  

Exclusivity


Who gets to propound the plan ( the dr gets the first shot 


Then opens up the door for creditors plan – almost never advantageous to the dr.


So key question when exclusivity end



205 amds to bankruptcy greatly restricted open-ended exclusivity.  

1121 governs exclusivity

So assume dr has propounded a plan and has solicited consents from the crs – under 1125(b), no one is allowed to solicit consents to a plan unless the court approve the solicitation – that’s fine, court needs to vet the solicitation, but at what point in time does lobbying by the crs become a counter-solicitation?


Be careful in the materials you send out if you are proposing a plan – canot speak as freely as in lets say a proxy fight. 

Dr has to develop a disclosure statement that goes along with the plan


Bc of all the litigation, the DS mostly echoes the plan

You as a plan opponent can challenge the DS if it does not properly disclose information in the plan or covers up information in the plan

Once the plan goes out and is voted, there is res judicata and mootness.  The vigilance needs to come at the front end of the disclosure process.  

In connection with disclosure statement, the SEC rules on disclosure do not aply to Chap 11


So people will buy a shell and put it in a chap 11 proceedings and buy up a bunch of notes.  Then put together chap 11 plans seeking folks to invest in the chap 11 dr – public offering but not covered by SEC


Problem is no one is around to tip the judge about what is going on

Claims trading

Here is the situation:

Dr, there are claims against the dr, held by different crs.  The trade crs are very unhappy.  Not getting paid, they don’t have the wallet to stick through the entire chap 11.  

Can make money by aggregating the claims – controlling lots of the claims.  If one claims trader buys claims, can control a class – leverage 


Impact on whether the 11 succeeds or fails 

These are sometimes called vulture trading – but good bc cashes out trade creditors, and aggregates the claims in the hands of knowledgeable people.  


But don’t want trade creditors to think that some mega rich corporate guy buying up the claims – probably form a shell corporation (free market economy)


Some courts might not allow this – kind of the wild west right now


Also, if you are a competitor of the dr – probably cannot buy up claims – this would be bad faith 


Lender buying up claims – not bad faith, this is ok


Vote claims at face value OR purchase price – consensus is voting at face value – not held to purchase price (some courts might make you disclose).  


Aggregation of claims – do you replace all crs and become one cr – most courts say it is the number of claimants ( for purposes of voting


Also see purchase of voting rights but not the claims, again this is unclear 

Another thing – buy up claims and make a stink – miserable pain in the neck in the hope that someone will buy you out 

1129 – heart of the plan

1129(a): has to comply with chap 11; plan has to be in good faith; any payment has to be approved by the court; with respect to each impaired class – each holder of a claim in the class has to accept the plan OR will receive value that is not less than the value that the holder would have received in a chap 7


suppose we have an impaired class (party whose rights were altered)


they have to accept otherwise they have to get the value of a 7


goal is so there is not a complete rip-off

1129(a)(8): with respect to every class, have to have the class that accepted the plan or has to be not impaired.  Basically every class has to accept (2/3 and 1/2 rule)

Impairment – if your rights are untouched by the 11, then you are not impaired. 

1129(a)(10):  if impaired, at least one class of claims that is impaired has to accept the plan…how does this relate to (a)(8)?  We will get to this later.  

EXCEPTION [1129(b)(1)]: Cramdown

The court can confirm the plan even if 1129(a)(8) is not satisfied if the plan does not discriminate unfairly and is fair and equitable with respect to each impaired class that has not accepted the plan. If this exception applies, must still comply with 1129(a)(10).

Knocks 1129(a)(8)

How do you get an impaired consenting class ( a sweetheart class


A class of impaired crs that will do what you want it to do


Assume the following:


Dr, big secured party.  Unsecured def claim gets to vote (300k).  Trade crs for 100k.  ded claim overwhelms the trade crs.  If you can offer the trade crs special treatment, they will vote for the plan and you end up with 1 impaired consenting class. 
Everything come down to claims classifications – gerrymandering 

1122 – says that a plan may place a claim in a particular class only if the claim is substantially similar to the other claims in the class 


what this doesn’t say is whether you MUST aggregate claims that are substantially similar.  Some courts have allowed disaggregation of similar claims if there is a valid business justification.  

Impairment of Classes

Remember the rule we talked about – under 1124(b)(2) we have to have at least one impaired class that votes for the plan


Easy to find one impaired class 

There was a case in the 9th cir – dr could not get a plan together, it flopped, so the senior secured cr put together a plan (after exclusivity) and it looked like this:


All the unsecured crs are going to get peanuts


Equitable holders will get knocked out


But one class will make out better than he would have been – the senior secured cr ( would get paid full and in cash, rather than paid out over time



Argued that their rights have been changed therefore the class is impaired – this plan altered the crs rights because they were IMPROVED, Congress did not say make worse off.  


So the court found that this was an impaired class, this was the one consenting class, and the plan went through – cramdown against everyone else. 


J&J Anaheim case is what this case is called.

Treatment of Secured Parties


Suppose you are a SP and you don’t consent to the plan but the cr has a consenting class, so there will be a cramdown – they are stuck.  


If you think about it, possible that the 11 will flop into a chap 7 – so shouldn’t there be a risk premium because this is a sub-prime dr



Current trend – if you are a lender victimized by a cramdown, and you are stuck, lenders are not getting a full default rate.

Other plans called negative amortization plans


Suppose we have a dr and we have collateral – SP has SI in the collateral, Dr owes the note (DIP in the 11)


Dr cannot even award to make current interest payments on the note, so we take a portion of those payments and add them back to the principle and pay it back over time – inverse of what you would expect in a normal loan where you pay off interest and principle so that is amortizes.  Here the principle is getting bigger.


So if we have a oversecured secured cr, this plan is OK, courts have held.    


But how do we know how much the collateral is really worth – basically playing with the secured party’s money.  SP is now having to front the cash flow problem caused by this deferral.   

Seeing a lot of these lately because there are many cash flow problems with drs.  

Under 1129(a)(3), dr has to be in good faith

Synthetic Device – new device

Start out with P and D in a dispute.  Ordinary business dispute.  D creates new sub.  And it has some assets, whatever those are.  You also have this new sub.  New sub owes some obligation to the D – some debt.  D is not only a SH but a cr.  Take new sub and put it in a chap 11.  New sub and D come up with joint plan under chap 11 – includes very broad releases of cr’s claims against the plan’s proponents, including the P’s claim – P has a claim against the D, and could have a claim against the new sub.  Involuntarily the P gets dragged in and these claims release the P’s claims against the D.  


This would never fly in the 9th cir but it would in the 2nd and 3rd 

This is a phony 11 simply in order to engender these kinds of releases.  9th reads 540(e) very literally – meaning you cannot release a non-dr when you are releasing the dr.  

P here would have to move quickly to dismiss the 11 as a bad faith filing 

Cramdown – 1129(b)

Paragraph 8 drops out – just need one consenting class

1129(b)(2)(B)(ii):


plan is faired equitable wit respect to class of unsecured claims, if the holder of any interest is junior to that unpaid class, that class should NOT get anything on account of that plan.

Absolute priority rule:


But if we cannot give the equity holders anything, then the company will die.  Killing the golden goose.  

Exceptions to this rule:

If the equity holders put new value into the dr, then it is OK to give them something but what if you just propound a plan that say we ill give 1 mill to the estate and we get all of the stock.  And if you one the crs to agree to that.  


SC dealt with this in 203 North LaSalle Street Partnership– whether this is a distribution on account of those claims.  


Suppose we have an exclusive new value plan – the court says even though we could have new value of equity holders, nevertheless the exclusive opportunity to buy the new shares is property is given to them on account of their status as equity holders.  This has to violate b2b2.  


p. 799-801 in the book 

Court never quite holds it but they are saying that you would never know the actual price of these shares – need to take them to market and see  ( market valuation has to be tested to determine the equity holders offer.  But then they don’t fully decide the issue – dicta 


Seems like going forward if we want to give the equity holders an interest in the equity, then we are going to have some sort of an auction.  Have multiple competing plans or an auction of the shares of the new company.  

Leap frog carve-outs – the gifting doctrine 

This is a way to get around the APR – suppose we have a plan that has three groups of crs.  SP with def claim, unsecured, and equity.  SP wants to kill the DIP.  Unsecured wants the DIP to be OK bc they are going to get some stock.  EH don’t have cash, cannot contribute anything.  But the UC, want to keep the equity folks involved.  Stock will go to the UC, then:

Unsecured crs will gift some of the stock to the equity holders


If this is part of the plan, this is illegal under absolute priority rule.  But if it is a gift, then its OK.


This is intellectually dishonest – because this clearly was negotiated in the plan negotiations 


Prof has seen some  instances where this  is done secretly and he thinks this is bad idea – if you’re going to do it, don’t conceal it – doesn’t smell right 

Jdx Issues

28 USC 1334

(a) bankruptcy jdx is originally and exclusivity in the DISTRICT COURTS (article 3 judges

(b) Dcs shall have original but not exclusive jdx of all proceedings arising in title 11

(c) (1) Cant abstain from chap 11 itself, but maybe can abstain related issues – it is discretionary (would be asking the bankruptcy court on behalf of the DC (2) may  be able to get mandatory abstention 

28 USC 157(a)

DCs can refer cases to bankruptcy judges ( solemn mockery 


Bankruptcy courts exercising the jdx of the DCs


General order of reference 

Case ( arising under ( arising in ( related 


Different levels of allowing jdx as it relates to dr

Powers of bankruptcy court 

157(b) – may hear and determine all cases under title 11 and all CORE proceedings 



core is defined in 157(b)(2) – list of core proceedings 

as a cr you may not be thrilled about your case being in bankruptcy court

157(c) – DC will not likely second guess the bankruptcy court – really hard to get DC to determine the issue here, bankruptcy court will just determine 

(d) – DC may withdraw any case in its proceedings 


this can be useful

second sentence – useful trick


if resolution requires other laws of the US affecting interstate commerce, then sets up mandatory withdraw motion – so some clever litigants use this to get out of the bankruptcy court and into the DC

157(e) – bankruptcy may conduct the jury trial with the express consent of all the parties 


if you want a jury, you may get out of bankruptcy court for that part

courts are split whether trustee has a separate right to clam jury trial, aside from the dr

Final Exam 


wont be tested on jdx stuff


chap 11 only to the extent we covered


coverage will mirror the coverge in class 

Next time we will talk about the exam 
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