BANKRUPTCY 
(Prof. Schechter – Fall 2004)

I. TRUSTEE'S AVOIDING POWERS

The bankruptcy estate consists of all of the property described in § 541 (discussed later in this outline).  However, in some cases, the trustee may exercise its avoiding powers to bring property back into the estate that had been previously transferred by the debtor or to avoid an obligation incurred by the debtor prior to filing bankruptcy.
A. Preferential Transfers [§ 547(b)]
The bankruptcy trustee has the power to avoid pre-petition preferential transfers.  Use of this power constitutes one method the trustee may enlarge the bankruptcy estate.

1. Elements of Preference 

A voidable preference occurs when there is a transfer of the debtor’s interest in property made to or for the benefit of a creditor, for or on account of an antecedent debt of the debtor, when the debtor is insolvent, within 90 days of the bankruptcy filing (or one year if the creditor is an insider), and that results in the creditor receiving more than it would have in a Chapter 7 liquidation.
a) Transfer of Debtor's Interest in Property [§ 547(b)"(0)"]
A threshold requirement under § 547 is that a transfer was made of the debtor's interest in property.  Thus, if no transfer was made, or if the transfer was not of the debtor's interest in property, there is no preference liability and trustee's case in chief fails.  Note that the funds of person or entity other than the debtor that pay a creditor of the debtor is not constitute a preference when there is no diminution of the debtor's estate.
(1) Earmarking Doctrine

Under this doctrine, the debtor uses funds from a new creditor to pay an old creditor.  At the end of the transaction, the debtor owes the same amount of money, just to a different creditor.  If structured properly, this will not be a preference because the new creditor's money—not the debtor's—is used to pay the old creditor.  Thus, it is not a transfer of the debtor's interest in property.

(a) Payment Directly From New to Old Creditor

When the payment from the new creditor is made directly to the old creditor, there is clearly no preference because the money used for the payment was never the debtor's, i.e., it was never in the debtor's possession.
(b) Payment Made to Debtor with Instructions and Limitations on Use 

When the new creditor gives the payment to the debtor, who then is responsible for paying the old creditor, there may be a problem.  If the new creditor gives the debtor the money with a specific agreement that the money can only be used to pay the old creditor, there is probably no preference problem (however, it is best if the money is deposited into a separate bank account and not commingled with the debtor's other accounts).  

(c) Payment Made to Debtor with No Instructions or Commingled 

However, when the new creditor gives the money to the debtor and there are no specific limitations on the use of the money, or if the money is commingled with the debtor's other cash accounts, the money has not been properly "earmarked" and may be a preference if later paid to the old creditor.  The idea is that the money has become a part of the debtor's estate and payment to the old creditor diminishes the estate, so it is a transfer of the debtor's interest in property. 
b) To or for the Benefit of a Creditor [§ 547(b)(1)]
The recipient or beneficiary of the transfer must be the debtor's creditor.

(1) Indirect Preference
Note that a transfer may be preferential to as to a creditor even if another entity actually received the property transferred, e.g., a payment to a lender will relieve a guarantor's liability, and because the guarantor has a contingent claim against the debtor for reimbursement, the payment to the lender in for the benefit of a creditor (the guarantor).  Remember, if you can find an insider creditor that received a transfer, or benefited from a transfer, the preference period id extended to one year (discussed below).

(a) Transfer to Creditor Benefiting Insider Guarantor—Deprizio 

In Deprizio, the court held that a payment to a creditor that reduces the contingent liability of a guarantor is a transfer for the benefit of an insider creditor.  Remember the guarantor is a creditor of the debtor because the guarantor possesses a contingent claim for reimbursement against the debtor.  Consequently, a transfer to a creditor that also reduces the debtors contingent liability to an insider guarantor is a transfer for the benefit of an insider and the preference period is extended to one year—even though the recipient of the payment (the bank) is not an insider.
(i) Limit on Recovery

Recovery of preferences (as well as fraudulent transfers) is discussed in detail below, but keep in mind that when the recipient of the preference is not an insider, the trustee can not recover any preferences from the non-insider that occurred more than 90 days prior to the bankruptcy filing.
(ii) Solution—Deprizio Waiver
The solution to this problem, it to obtain a Deprizio waiver from the insider guarantor.  In such a case, the insider guarantor has not contingent claim against the debtor and is therefore not a creditor of the debtor.  Consequently, a transfer to the lender that reduces the guarantor's liability is not a transfer made by the debtor for the benefit of an insider creditor—the insider is not a creditor of the debtor.

(b) Transfers Benefiting Co-Obligors 

A co-obligor may have a contingent claim for reimbursement against other co-obligors.  Thus, a payment to a creditor that reduces a co-obligor's liability (and thus the reimbursement claim against other co-obligors) may be a transfer for the benefit of the co-obligors.  If the co-obligors are insiders, this may extend the preference period.  This is very similar to the insider guarantor problem above.
c) Antecedent Debt [§ 547(b)(2)]
The transfer must be for or on account of an antecedent debt—a debt that was incurred before the transfer was made.  If the transfer was made contemporaneous with the debt, it is not a preference.  Note that if the debt was incurred and the transfer was mad eon the same day, they are likely contemporaneous.

(1) Definition of "Made"

The definition of "made" is important to many aspects of the preference analysis.  The definition is discussed in detail below.

d) Made While Debtor Insolvent [§ 547(b)(3)]

The transfer must have been made while the debtor was insolvent.  This is generally determined by whether the aggregate value of the  debtor's assets exceed its debts.

(1) Presumption of Insolvency [§ 547(f)]
The code provides that the debtor is presumed to be insolvent for the 90 days immediately prior to filing bankruptcy.  This presumption is rebuttable.
e) Preference Period—Within 90 Days of Bankruptcy            [§ 547(b)(4)]

To be preferential, the transfer must have been made within 90 days of the filing bankruptcy.

(1) Insider Creditor Extends Preference Period

If the creditor receiving a transfer (or the benefit of a transfer) is an insider, the preference period is extended to one year.

(a) Note—the presumption of insolvency is limited to 90 days

Note that even when the preference period id extended to one year because the creditor is an insider, the presumption of insolvency is limited to 90 days.  Thus, the trustee would have to prove that the debtor was insolvent if seeking to avoid any transfer made more than 90 days prior to the bankruptcy filing.  
f) Creditor Received More [§ 547(b)(5)]

The final requirement is that the creditor received more than it would have received if: (i) the case were a Chapter 7; (ii) the transfer had not been made; (iii) the creditor received payment of such debt to the extent provided by the provisions of the Code.

(1) Hypothetical Chapter 7

Under this requirement, the transfer is preferential only if the transfer results in the creditor receiving more than it would have in a Chapter 7 case.

(2) Secured Creditors

When a secured party is fully secured, a payment will not be preferential because in a Chapter 7, the creditor would be paid in full.  However, keep in mind that an under secured creditor may receive preferential payments if such payments exceed what the creditor would receive in a Chapter 7.

2. Defenses to Preference Liability [§ 547(c)]

The following defenses are available and if successful, while protect the recipient of a preference.

a) Substantially Contemporaneous Exchange [§ 547(c)(1)]
To the extent that a transfer was a substantially contemporaneous exchange for new value, it is not avoidable.  This defense has two elements: (i) the debtor and creditor must have intended the exchange to be contemporaneous; and (ii) the transfer must have actually been substantially contemporaneous.
(1) Intent to be Contemporaneous Exchange
The debtor and creditor must have intended the exchange to be contemporaneous.

(2) Actually is Substantially Contemporaneous 

The exchange for new value must have actually been substantially contemporaneous.  This is determined by a case-by-case analysis, but 16 days has been held to be sufficiently contemporaneous.

(3) "New Value" Defined

§ 547(a) defines new value as money or money's worth in goods, serviced, or new credit, or release of property previously transferred. 
b) Transfer in Ordinary Course [§ 547(c)(2)]

A transfer is not voidable to the extent that is was made (i) in the ordinary course of business of the debtor and the transferee, (ii) according to ordinary business terms, and (iii) for the purpose of repaying a debt that the debtor incurred in the ordinary course of business between the debtor and transferee.

(1) Ordinary Between Debtor and Transferee

To determine whether a transfer was ordinary between the debtor and the transferee, compare the transfers during the preference period with transfers before the preference period.

(2) According to Ordinary Business Terms
This is an objective standard.  The shorter the relationship, the more the court will require the transfer be very objectively ordinary.  If the relationship has existed for a long period of time, the relationship itself may define the "ordinary business terms."
(3) Repaying a Debt that was Incurred in the Ordinary Course of Business of the Debtor and Transferee

To qualify for this defense, they transfer must have been made on account of a debt incurred in the ordinary course of business of the debtor and transferee.  Thus, a loan by a person or entity that does not ordinary make loans is not in the ordinary course of that business and this defense would likely not apply.

(a) Late Payments

Courts are split on this issue, but generally hold that a late  payment is not made in the ordinary course of business.  However, if the debtor consistently make late payments, it may be in the ordinary course.  

(b) Long and Short Term Debt Qualify
Payments on both long term and short term debt may qualify for the ordinary course defense.

c) Purchase Money Security Interest—Enabling Loan             [§ 547(c)(3)]

A purchase money security interest securing new value extended to the debtor for the purpose of acquiring certain property described in the security agreement and actually purchases by the debtor with the funds furnished by the creditor is protected from avoidance.
(1) Tracing Required

For this exception to apply, the debtor must actually use the new value (usually money) received from the creditor to purchase the collateral.

(2) Perfection Within 20 Days of Possession

The secured party must perfect his purchase money security interest no later than 20 days after the debtor takes possession of the collateral.  Failure to perfect within 20 days of possession will expose the transaction to avoidance. 

(a) State Law Relation Back Not Valid
Remember that a state law that provides for the relation back of perfection is preempted by this defense.  Otherwise, states could make their own laws that allow for almost infinite relations back—more than the 20 days allowed under this defense.

d) Subsequent Advance of New Value [§ 547(c)(4]

A transfer is not avoidable to the extent that, subsequent to the transfer, the creditor extended new (pre-petition) value that is not secured by a valid security interest and that has not been repaid by any other valid transfer.  The purpose of this defense is to encourage creditors to continue extending credit and doing business with debtors.  Keep in mind that this defense requires the advance of new value to be subsequent to the preference. 
(1) New Value Must Remain Unpaid

Many courts require the new value to remain unpaid in order to use it to off set a preference.  Otherwise, the creditor would have received payment and also would get a credit against preference liability amounting to a double payment.  

(a) Payment by Guarantor Allowed

If the guarantor make a payment or transfer on account of the new value sent by the creditor, the debtor can still use this defense because the transfer was not by the debtor.
(b) IRFM View—Carry Preferences Forward
However, other courts will all subsequent advances of new value to offset any prior preference (although not immediately prior).  In this case, the creditor can carry forward the preference until they are exhausted by advances of new value. 
e) Security Interest in Inventory and Receivables [§ 547(c)(5)]

A transfer that creates a perfected security interest in the debtor's inventory, receivables, or proceeds of inventory or receivables is voidable only to the extent that the creditor's position has improved, to the prejudice of the estate, during the preference period.
(1) Improvement in Position Test

The test to determine whether the creditor has improved its position during the preference period is as follows: (i) determine the creditor's deficiency at the beginning of the preference period (day 90 or day 365 for insider); (ii) then determine the creditor's deficiency on the day of the bankruptcy filing; (iii) transfers during the preference period are avoidable to the extent the creditor has been improved, i.e., its deficiency has been reduced, from the first day of the preference period to the day of the bankruptcy filing.  If, however, on the day of filing the creditor has not been improved, transfers during the preference period are not avoidable.
(2) Note—After Acquired Property Clause

This defense is most commonly used when the creditor has a security agreement with the debtor that includes inventory and receivable now in debtor's possession, and that the debtor subsequently acquires (after acquired property clause).  Because the security agreement has been signed and a financing statement filed, as soon as the debtor obtains the subsequent inventory or receivables there is an instant transfer of a perfected security interest to the creditor.
(3) Note—Must Harm Estate

Note that the secured creditors improvement, if any, must be to the prejudice of unsecured creditors in order to be avoidable.  If for some reason the secured creditor's improvement did not harm unsecured creditors, it would not voidable.

3. Special Rules for Preference Analysis 

To dates are very important in the preference analysis (i) the date the transfer was "made", and (ii) the date of perfection.
a) When Transfer is "Made" [§ 547(e)(2)]

A transfer is "made" when it takes effect  between the transferor and transferee(date of attachment), if it is perfected within 10 days. [§ 547(e)(2)(A)]  If the transfer is not perfected within 10 days of taking effect, the transfer is "made" on the date it became perfected. [§ 547(e)(2)(B)]
(1) When Transfer "Takes Effect" [UCC § 9203]
The Code does not define when a transfer "takes effect" between the transferor and transferee.  So, we must look to state law.  Under the UCC, a security interest is enforceable against a debtor when it attaches.  Attachment under the UCC requires the following:

(a) Value Given by Creditor to Debtor

(b) Debtor Has Rights in Collateral or Power to Transfer Rights to the Creditor
(c) There is a Security Agreement Describing the Collateral or Collateral is in Creditor's Possession
b) When Perfection Occurs [§ 547(e)(1)]
The requirements for perfection differ depending on whether the collateral is real property or other property.

(1) Perfection of Interest in Real Property                     [§ 547(e)(1)(A)]
Under the Code, perfection of real property occurs when a SBFP cannot acquire a superior interest (i.e., when you can beat a SBFP).  This will be determined by state law and will likely depend on the state's recording statute.  So, properly recording (or another form of constructive notice) will be considered perfection because a subsequent purchaser would have notice.

(2) Perfection of Interest in Other Property                    [§ 547(e)(1)(B)]
Under the Code, an interest in property other than real property is perfected when a subsequent judicial lien creditor cannot acquire a superior interest (i.e., when you can beat a SJLC).  Again this is an issue of state law.
(a) Can Beat SJLC When "State Law Perfected" [UCC § 9317]
Under the UCC a perfected interest will beat a SJLC.  Thus, if the UCC perfection requirements are met, an interest is "state law perfected" and can beat a SJLC, which means that the interest is "perfected" for purposes of Bankruptcy Code § 547(e)(1)(B).
(i) Requirements of State Law Perfection [UCC § 9308]
Under the UCC, an interest is perfected when two requirements are met: (i) attachment has occurred; and (ii) a perfection step is taken

(a) Attachment 

The first requirement is that attachment has occurred pursuant to UCC § 9203.
(b) Perfection Step

Next, a perfection step must be taken, which is usually the filing of a UCC-1.

(b) Summary of Perfection Analysis

So, an interest is perfected under Bankruptcy Code § 547(e)(1)(B) when it can beat a SJLC, which is determined by state law.  Under state law, a SLJC can be beat by a perfected interest ("state law perfected").  Under state law, an interest is perfected when it has attached and a perfection step has occurred.
547 Perfection When Beat SJLC)( UCC Says Beat SJCL When State Law Perfected(UCC Says State Law Perfected When Attachment and Perfection Step
c) Transfer Cannot be Made Before Debtor Has Rights in Goods [§ 547(e)(3)]
A transfer cannot be made until the debtor has acquired rights in the property transferred.  

(1) "Rights in Goods" is Defined by State Law             [UCC § 2501]

Under state law (the UCC), a buyer receives rights in goods when such goods are identified as goods to which the contract refers.
(a) Existing Goods

If the goods already exist, the buyer receives rights in the goods when the contract is made if the goods are identified.

(b) Future Goods

A buyer receives rights in future goods when the goods are shipped, marked, or other designated by the seller as the goods to which the contract refers. 

(2) After Acquired Property Clause Context
This issue is likely to arise in the context of an after acquired property clause.  There, the secured party has a security interest in property or inventory that the debtor subsequently acquires.  However, the transfer of such security interest cannot be made at the time the security agreement is executed if the debtor does not have sufficient rights in the property.  The transfer is can only be made when the debtor does acquire sufficient rights in the property.  In reality the same result is reached without this code section because attachment cannot occur until the debtor has sufficient rights in the property.
d) When Transfer Occurs if Debtor Pays by Check

There is a split of whether the date of delivery of the check is when the transfer was "made," or whether the transfer is "made" when the check clears the bank.  Often, for purposes of § 547(b) the date of clearing is used and for purposes of § 547(c) the date of delivery is used.

B. Fraudulent Transfers

In addition to preferential transfers (including obligations incurred), the trustee may also avoid fraudulent transfers.  Under the Bankruptcy Code, the trustee may avoid fraudulent transfers under § 548 or under § 544 (using the state's fraudulent transfer statute).

1. Avoiding Under § 548

Under § 548 of the Bankruptcy Code, the trustee may avoid a transfer of the debtor's interest in property or an obligation incurred by the debtor if (i) the transfer was made or obligation incurred was within one year of the bankruptcy filing, and (ii) the trustee can show actual fraud or constructive fraud (lack of reasonably equivalent value and insolvency, undercapitalization, or not able to pay).
a) Transfer Within One Year [§ 548(a)(1)]
A transfer is a voluntary or involuntary dispossession of property or an interest in property.  A transfer is made under this section when it is sufficiently perfected to preclude a SBFP from acquiring a superior interest.  To be avoidable, the transfer must have occurred with one year prior to the bankruptcy filing.

b) "Fraudulent" 

A transfer may be fraudulent when there is an actual intent to defraud a creditor or in the case of constructive fraud.
(1) Actual Fraud (intent to hinder, delay, or defraud)  [§ 548(a)(1)(A)]
A transfer of the debtor's property is fraudulent id there is an actual intent to hinder, delay, or defraud creditors.
(a) Badges of Fraud

Consider the "badges of fraud" when determining whether actual fraud exists.

· Inadequate or no consideration;

· Transferee is relative or close friend;

· Debtor continues to use the property;

· Conveyance during financial problems; and

· Asset conveyed to corp. that debtor controls

(2) Constructive Fraud [§ 548(a)(1)(B)]
A transfer is also considered fraudulent when the transfer is made for less than reasonably equivalent value and either (i) the debtor was insolvent or rendered insolvent, (ii) the transfer left the debtor undercapitalized, or (iii) the debtor intends to incur debts that it will be unable to pay as they mature.
(a) Lack of Reasonably Equivalent Value

For constructive fraud, the debtor must receive less than reasonably equivalent value in return for the transfer.

(i) Indirect Benefit as Reasonably Equivalent Value

Note, that if a transfer benefits only a nondebtor, it will not be considered REV as to the debtor.  However, a transaction that ultimately benefits the debtor (even if indirectly) may be considered REV, i.e., if a subsidiary corporation receives a benefit it may actually benefit all other subsidiaries it each depends on the other.
(b) Insolvency, Undercapitalization, or Unable to Pay
In additional to lack of REV, the prove constructive fraud, the trustee must also show that that any of the following: (i) that the debtor was insolvent at the time of the transfer or that the transfer rendered the debtor insolvent; (ii) that the transfer resulted in the debtor being left with unreasonably small capital; or (iii) that the debtor intends to incur debt that it is unable to repay.
c) Partial Defense—Good Faith Transferee

A good faith transferee for value is entitled to retain, or to receive a lien on, any property conveyed to him, to the extent value was given by the transferee to the debtor.  This defense is limited to § 548—if the transfer is avoidable under any other provision, the defense does not apply.

2. Avoiding Under § 544(b)—California Uniform Fraudulent Transfer Act (CUFTA)

Bankruptcy Code § 544(b) also allows the trustee to use the state's fraudulent transfer laws to avoid a transfer that an actual unsecured creditor could.  In California, CUFTA allows the avoidance of certain transfers as discussed below.  If the trustee satisfies the standing requirements, he may invoke CUFTA instead of § 548.  
a) CUFTA § 3439.04—Transfers Avoidable by Present or Future Creditors
Under this section, a transfer may be avoided by a creditor who's claim arose either before or after the alleged fraudulent transfer, if the creditor (or in our case the trustee) can show actual fraud or constructive fraud.

(1) Actual Fraud—CUFTA § 3439.04(a)(1)

A transfer is avoidable if it was made with the intent to hinder, delay, or defraud any creditor of the debtor.

(a) Badges of Fraud—CUFTA § 3439.04(b)

CUFTA codifies the badges of fraud which may be considered when determining actual fraud.  The list, however, is not exhaustive.

(2) Constructive Fraud—CUFTA § 3430.04(a)(2)

Fraud may also be established under this section by showing constructive fraud.  Constructive fraud is shown by a lack of reasonably equivalent value and either (i) the transfer results in the debtor being undercapitalized, or (ii) the debtor intended to incur, or believe (or should have) that it would incur debts beyond its ability to pay as they became due.
(a) Lack of Reasonably Equivalent Value

To prove constructive fraud, the debtor must have received less than a reasonably equivalent value for the transfer made or obligation incurred.
(b) Undercapitalized or Unable to Pay Obligations

The transfer must have rendered the debtor undercapitalized or the debtor must have intended to incur debts that it knew (or should have known) that it would be unable to repay.

(i) Distinguish—Insolvency Not Sufficient

Note that unlike the federal fraudulent transfer statute (§ 548) and unlike the other CUFTA section, the fact that the debtor was insolvent or was rendered insolvent by the transfer is not sufficient to establish constructive fraud under this section.

b) CUFTA § 3439.05—Transfers Avoidable by Present Creditors Only (easier standard)
Under this section, CUFTA also allows a creditor whose claim arose before the alleged fraudulent transfer to avoid a transfer when the debtor received less than equivalent value and the transfer made (or obligation incurred) rendered the debtor insolvent.  This is easier to satisfy than the CUFTA section above because policy favors protecting creditors that existed before the fraudulent transfer was made (they are harmed more).

(1) Lack of Reasonably Equivalent Value

Again, the debtor must not receive a reasonably equivalent value for the transfer made or obligation incurred.

(2) Insolvent or Rendered Insolvent

The transfer made or obligation incurred must have rendered the debtor insolvent or been made while the debtor was insolvent.

c) Statute of Limitation—CUFTA § 3439.09

The most common reason for using CUFTA pursuant to § 544(b) instead of just using § 548 is the statute of limitation.  Where as § 548 is limited to transfers within one year, CUFTA is not.  
(1) Statute of Limitation for Actual Fraud
When actual fraud occurred, the statute of limitation if 4 years from when the transfer was made or obligation incurred, or one year from the time when the fraud could have reasonable been discovered, whichever is later.

(a) Seven Year Limit

Be aware that there is a seven year limit on bringing an action under CUFTA, even if based on actual fraud.
(2) Statute of Limitation for Constructive Fraud
The statute of limitation for constructive fraud under §§ 3439.04(a)(2) or 3439.05 is 4 years from the when the transfer was made or obligation was incurred.
3. Examples of Fraudulent Transfers

The following are common examples of fraudulent transfer problems.  Keep in mind that it is possible that some of the examples below are preferential as well as fraudulent, but the discussions below are limited to avoidance as a fraudulent transfer
a) Foreclosure Sales
Because a foreclosure sale of the debtor's property constitutes a transfer, it can result in the fraudulent transfer if it occurs when the debtor is insolvent or if it renders the debtor insolvent, and the proceeds from the foreclosure sale are less than reasonably equivalent value for the home.
(1) Reasonably Equivalent Value Presumed 

If the foreclosure sale is not collusive (actually fraudulent) and the state's foreclosure laws were complied with, the sale price received at a foreclosure sale is conclusively presumed to be reasonable equivalent value.

b) Leveraged Buyout
The next common example is a leveraged buyout.  In a leveraged buy out situation, a target corporation takes out a loan (often secured by its own assets).  The loan proceeds are then given to the purchaser of the target corporation and that entity gives the money to the old shareholders.  The old shareholders then transfer their shares to the purchaser.  The purchaser now owns the target corporation and the target corporation financed its own purchase.
Target Corp. Gets Loan ( $ Given to Purchasers( $ Given to Old Shareholders of Target Corp( Old Shareholders Transfer Stock to New Shareholder( Result is Purchaser Gets Target Corp and Target Corp. Financed the Deal
(1) Collapsing the Transaction

The transaction above will often be collapsed by the court to simply the following:  target corp. took out loan and gave the proceeds to its existing shareholders.  This makes the fraudulent transfer problem clear—the target corp. does not get REV for taking out the loan.  In fact, the target corp. gets nothing except new shareholders.

(a) Innocent Old Shareholders

Note that if the old shareholders are innocent and did not know about the LBO, the court may not collapse the transaction.
(2) Leveraged Stock Repurchase (recapitalization) 

The same REV problem comes up when a corporation obtains a loan and then uses the proceeds to repurchase its own stock from shareholders.  The corporation has not received REV because there is no value in a corporation owning its own stock.  The only party benefited would be another shareholder because the repurchase makes his stock worth more.

(3) Junk Bonds

Another variation of the LBO, is when the target corp. sells junk bonds to raise money because the bank would not fund 100% of the purchase price (probably because of insufficient assets).  The junk bonds are unsecured and subordinate to the bank.  Thus, they are very risky.  However, they may not be a fraudulent transfer because bonds are often protected by the court because they can be sold over the open market.  On the other hand, if the proceeds from the bond issuance went to someone other than the corporation, there is likely no REV.  This is not a clear area. 

(4) Leveraged Asset Purchase

Here is another variation of the LBO.  In this case, the target corporation is not acquired, only its assets are.  The new corporation (with new shareholders) executes a note and security interest with the bank.  The new corporation does not have any assets for collateral now, but the security agreement has an AAPC.  The old corporation sells the assets to the new corporation and at that moment, the assets become security for the bank's loan.  This structure may work because the old corporation received REV.  However, I the REV is immediately upstreamed to the shareholders there may be a fraudulent transfer problem—especially if the new corporation knew of the intent to upstream.  
(5) Need Other Elements of Fraudulent Transfer
Remember, to prove constructive fraud, the trustee must also show either (i) that the transaction was made when the debtor (in this case the target corp.) was insolvent or that the transaction rendered it insolvent, (ii) left the debtor undercapitalized, or (iii) that the debtor intended to incur debt that it could not pay.  Also, the transaction must have occurred within one year of the bankruptcy filing (or within 4 years under CUFTA).
(6) Note—Using a Brokerage May Insulate the Old Shareholders--§ 546(e)

One way to protect the old shareholders may be to have them deposit their share with a broker and then have the payment for the shares be made to the broker.  Putting a broker between the old and new shareholders may protect the new shareholders because a payment to or from a broker (or bank) is not avoidable.  

c) Stock Repurchases 

Another common problem is when a corporation repurchases its own stock from a shareholder.  To do this, the corporation often gives the shareholders a note in exchange for the shares.  In such a case, the corporation does not get REV for the not (which constitutes an obligation incurred) and the note is likely a fraudulent transaction.  The court will not accept the argument that the debtor was solvent at the time the note was issued.  
(1) Leveraged Stock Repurchase

As discussed above, if the debtor leverages its assets to get a loan to repurchase stock, the obligation (and security interest) are likely avoidable because the proceeds of the loan whet directly to the old shareholder.

(a) Issue Bonds or Use a Broker

To avoid this problem, the corporation may issue unsecured bonds to the shareholder (which are generally not avoidable) or may conduct the transaction through a broker. 
(2) Viewed as Equity Payment
The problem with stock repurchases and leveraged stock repurchases it that the court views them simply as a shareholder being paid his equity interest in the corporation, which is always last in priority.  Creditors should not be compensated less because a shareholder has been made what the court considers an equity distribution.

(3) Stock Repurchase May Be Fraudulent and Preferential Transfer

When dealing with a cash stock repurchase within statute of limitation, consider fraudulent transfer (can't be a preference because shareholder was not a creditor).  When dealing with the corporation giving the shareholder a note or security interest, consider fraudulent transfer.  When the corporation has made payments to the shareholder with one year, consider whether the payments are preferential.  

(4) Note—Equitable Subordination

Note that even if the transaction survives avoidance, it is likely that the court will equitably subordinate the old shareholder's claim as discussed later.

d) Dividend to Parent (upstreaming)
If a corporation takes out a loan and uses the proceeds to pay a dividend to its parent (or other shareholders), the dividend may be a fraudulent transfer because there is no REV—the money went to the shareholders and the debtor did not benefit.
e) Guaranties 

It is also possible that a guaranty issued by the debtor is a fraudulent transfer.  Of course, all of the elements of a fraudulent transfer must be shown.

(1) Statute of Limitation

As with any fraudulent transfer, to be avoidable, the guaranty must have been made within the time allowed by the statute (i.e., 1 year or 4 years).

(2) Lack of Reasonably Equivalent Value

Also, there must be a lack of REV, which will likely be easy to show.  However, the bank (beneficiary of the guaranty) may argue that the debtor gave the guaranty because it is in some way of value to the debtor.  Basically, the bank may make a synergy argument that establishes REV as to the guarantor.  Depending on the kind of guaranty, REV may be easy or hard to prove.
(a) Upstream Guaranty—subsidiary guaranties obligation of the parent (most difficult to show REV)
In this case, the subsidiary issues a guaranty of the parent's obligation.  This is the most difficult guaranty situation to show REV.  What is the subsidiary getting in return for the guaranty?

(b) Downstream Guaranty—parent guaranties obligation of subsidiary (easiest to show REV)

In this case, the parent guaranties the obligation of the subsidiary.  It is easier to show REV here because if the subsidiary get the loan it has the potential to make more money and then the parent will have more money.  If the subsidiary is extremely insolvent already, there may be no REV.

(c) Cross Stream Guaranty—one subsidiary guaranties the obligation of another subsidiary (difficult but not impossible to show REV)
In this case, one subsidiary issues a guaranty of the obligation of another subsidiary.  It is possible to prove REV here, but not easy.  You have to consider the relationship between the two subsidiaries—will one getting the loan help the other (the guarantor)?

(i) Synergy Argument

Here you must argue that both subsidiaries depend on each other so that the loan to one is REV for the guaranty issued by the other.

(a) Fairness Opinion

A subsidiary should obtain a fairness opinion before issuing a guaranty for a parent or other subsidiary.  This is an attempt to document REV by a third party.  Mostly these fairness opinions are garbage. 
(ii) Deprizio Waiver 

Because a subsidiary is an insider (as is a parent), the bank may ask for a Deprizio waiver in these situations.  If a waiver is given, it will be much harder to prove REV.
(3) Debtor Insolvent or Rendered Insolvent 

This is another big issue when dealing with the avoidance of guaranties.  Remember the one of the constructive fraud requirements is that the transfer (guaranty) was made while the debtor was insolvent or rendered the debtor insolvent (the trustee can also show that the transfer rendered the debtor undercapitalized, or that the debtor intended to incur debts that it could not repay).  Depending on the amount of the guaranty, the guaranty itself may satisfy this requirement.  How the liability on the guaranty is valued s very important.

(a) Determining Amount of Liability on Guaranty

To determine the amount of liability a guarantor has on a guaranty, multiply the total face amount of the guaranty by the percentage of likelihood that it will be called.  For example, a guaranty of a $1,000,000 loan, when the likelihood of call (default by principal obligor) is 50% is $500,000.  To determine the likelihood of call, look at the solvency and reliability of the principal obligor.

(b) Limited Net Worth Guaranty

A limited net worth guaranty is a guaranty that limits the guarantor's liability to that of its net worth.  The goal is to make the guaranty so that it cannot render the debtor insolvent.  This may work.
(c) Guarantor's Liability on Revolving Loan

On a revolving loan, the guarantor's liability is "incurred" when the principal obligor draws on the loan, not as of the date the guaranty is executed.

(i) CUFTA—Date of Execution Governs 

Note that under CUFTA, the date of execution of the guaranty governs.  A guaranty is "incurred" when executed.

(4) "Son of Deprizio" Problem

Remember, that when the debtor pays a bank for the benefit of an insider guarantor, the payment to the bank is not a recoverable preference from the bank if it occurred between 90 days and one year of filing.  However, if the debtor drains its cash before bankruptcy to pay the bank, you may be able to show actual fraud and recover from the bank on a fraudulent transfer theory.
C. The Strong Arm Clause [§ 544(a)]
The Code grants to the trustee, at the commencement of the case, the hypothetical status and the rights and powers of (i) a judicial lien creditor, (ii) a creditor with an unsatisfied execution, and (iii) a bona fide purchaser of real property.  Consequently, the trustee is able to avoid any transfer of the debtor's property that any of these entities—regardless of whether one really exists—could avoid, without any regard to any knowledge of the trustee or any creditor.

1. Judicial Lien Creditor [§ 544(a)(1)]
He trustee is accorded the rights and powers of a hypothetical creditor who furnishes credit to the debtor at the time that the bankruptcy case is commenced, and who simultaneously acquires a judicial lien on as much of the debtor's property as is permitted under state law.

a) Result—Defeats Unperfected Lien

The result, and policy, of this rule is that secret (unperfected) liens are defeated.  An unperfected creditor who is defeated by the trustee under this provision will be left merely with an unsecured claim.

b) Exception—State Relation Back Statute

However, if the state has a statute that provide for the relation back of perfection and the creditor is able to perfect within the time allowed by the statute (which would relate back to a time before the bankruptcy filing), the creditor may not be defeated by the trustee.
2. Creditor with Unsatisfied Execution [§ 544(a)(2)]
The trustee also is granted the rights and powers of a hypothetical creditor who extends credit to the debtor at the time of that the bankruptcy is filed, and who acquires, at that time, an unsatisfied execution concerning the indebtedness.

3. Bona Fide Purchaser of Real Property [§ 544(a)(3)]
In addition, the trustee is given the rights ad powers of a hypothetical bona fide purchaser who has perfected the transfer of real property from the debtor at the time of the bankruptcy filing.  Thus, the trustee may avoid a transfer that would be voidable by such a bona fide purchaser.
a) Actual Knowledge Irrelevant 

Whit this provision, as with all of the strong arm provisions, the actual knowledge of the trustee is irrelevant.  So, actual knowledge cannot be used to impeach the trustee's BFP status.
b) Exception—Constructive Notice


A trustee may not avoid an unrecorded transfer of real property if, under state law, he is charged with constructive notice of the rights of another entity.

II. RECOVERY OF PROPERTY 

After determining that a transfer is avoidable as preferential or fraudulent, the next issue is to what extent and from whom is it recoverable.  Bankruptcy Code §§ 550 and 551 answer this question.
A. What May Be Recovered [§ 550(a)]

After avoiding a transfer, the trustee is entitled to recover either the property transferred or, if the court orders, its value.

B. From Whom May the Trustee Recover [§§ 550(a)(1), (2)]

The trustee may recover from (i) the initial transferee, (ii) the entity whom the initial transfer was designed to benefit, or (iii) any future transferee after the first transfer.

1. Exception—Good Faith Subsequent Transferees [§ 550(b)]

The trustee may not recover from a future transferee who (i) did not know that the transfer was voidable, (ii) took the transfer in good faith, and (ii) gave value in exchange.  Also, all subsequent good faith transferees of such transferee is protected.

2. Exception—"Deprizio" Fixed [§ 550(c)]
As mentioned before, if a transfer was made to a lender that benefited an insider guarantor, the preference period was extended to one year.  Thus, the bank would be liable for any transfer within one year of filing when an insider guaranteed the loan.  To fix this, the Code was amended to provide that when a transfer made between 90 days and one year prior to filing, and made for the benefit of an insider, is avoided, it may not be recovered under § 550(a) from a transferee that is not an insider.
C. Automatic Preservation of Avoided Transfer [§ 551]

Any transfer avoided as preferential, fraudulent, or under the trustee's strong arm power, or any lien avoided, is preserved for the benefit of the estate.  
III. PROPERTY OF THE ESTATE

As of the commencement of the case, an estate is created.  Such estate consists of the following.

A. All Legal and Equitable Interests of Debtor [§ 541(a)(1)]

The estate includes all of the debtor's legal and equitable interests in property at the time the petition is filed.

1. Limitation—Estate limited to Debtor's Interest

The estate's interest in property is no greater than the debtor's interest when the bankruptcy is filed.

B. Property Recovered by the Trustee [§ 541(a)(3), (4)]
An interest in property that the trustee recovers or preserves for the benefit of the estate (e.g., where the trustee has avoided a fraudulent or preferential transfer of the debtor's interest in property) are included in property of the estate.

IV. EQUITABLE SUBORDINATION 

The court has the equitable power to subordinate all or part of an allowed secured or unsecured claim to another allowed claim, or to subordinate all or part of an allowed interest to another allowed interest pursuant to § 510.

A. Equitable Subordination of Insider Claims [§ 510(c)]
Often, bankruptcy courts will equitably subordinate the claims of shareholders or former shareholders.
1. Stock Repurchase

If the insider claimant was given a note during the course of a stock repurchase, his claim will almost certainly be subordinated to other creditors.  The court views such a claim as simply a distribution of the shareholders equity interest, which is always subordinate to creditors.

2. Loans by the Insider

Whether the court will subordinate a claim by an insider based on a loan from the insider to the corporation depends on the circumstances of the loan.

a) Corporation Undercapitalized 

If the corporation was undercapitalized from the beginning and the shareholder loaned the corporation money instead of making an equity contribution, the court will subordinate the shareholder's claim.

b) Angel Financing 
However, if the shareholder's loan was made at a time the corporation was simply having financial trouble, some courts will not subordinate the shareholder's claim.

(1) Test—reasonable creditor

Some courts will consider whether a reasonable creditor would have loan the debtor money under the circumstances.  If so, the insider will not be subordinated.

B. Equitable Subordination of Non-Insider Claims [§ 510(c)]
Non-insider claims can also be equitably subordinated.

1. Lender Can Become Insider

First, if a lender exercises an extreme amount of control over the debtor, it may become an insider and have its claims equitably subordinated likely any other insider would.

2. Non-Insider's Misconduct

More often, however, a non-insider's claim is equitably subordinated because of misconduct.  To be equitably subordinated, the creditor must have (i) engaged in inequitable conduct, (ii) the misconduct must have harmed other creditor or created an unfair advantage for the creditor, and (iii) subordination must not be inconsistent with other sections of the code.

a) Partial Equitable Subordination

In the case of misconduct, the creditors claim will be subordinated to the extent of the harm cause to the other creditor(s).  This may be total, but it may also be partial.  

C. Subordination Pursuant to Agreement [§ 510(a)]

A claim in bankruptcy may be subordinated to another claim pursuant to a subordination contract that is enforceable outside of bankruptcy. 

1. "Standstill Clause" and "Turnover Clause"

Often, subordination agreements in contracts will also have a standstill clause, which requires the creditor to "stand still" and not execute or foreclose on security that is also pledged to the big bank, and a turnover clause, which required the subordinated creditor to turn over all money received from the debtors estate to the big bank.

V. SUBSTANTIAL CONSOLIDATION
If two debtors have the same asset pool because they have commingled assets to the point that it is impossible to determine which assets belong to which debtor, the court may simply consolidate the debtors and use proceeds from the liquidation to pay each creditor on a pro rata basis.  This is a problem, however, when the debtors do not share the same creditors.  Creditor from the more solvent debtor are upset because the consolidation results in them being paid less.  However, when left no alternative, the court will consolidate.

VI. AUTOMATIC STAY

The automatic say under Bankruptcy Code § 362 protect the debtor and property of the debtor immediately upon filing the petition.  It is designed to provide for an orderly administration of the bankruptcy estate.
A. Acts Enjoined 

The automatic stay essentially prevents creditor from initiating or continuing any action against the debtor or property of the debtor.  There are some exceptions, such as the initiation or continuation of criminal proceedings, child support proceedings, etc.

B. Generally Only Debtor Protected

Generally only the debtor itself is protected by the automatic stay.  However, some courts have exercised their equitable power and extended the automatic stay to protect the debtor's principals when necessary to the administration of the case.
C. Relief From Stay [§ 362(d)]

There are certain times when creditors can obtain relief from the automatic stay and proceed against the debtor or property of the estate as if the bankruptcy was not filed.

1. For Cause—Lack of Adequate Protection [§ 362(d)(1)]

The first ground for relief is for cause, including a lack of adequate protection.  A lack of an equity cushion is a lack of adequate protection.  Also, look to see if collateral is depreciating and payments are not being made or are not sufficient to cover depreciation.

a) "Adequate Protection" Defined [§ 361]
The debtor can provide a creditor with adequate protection to avoid the creditor being able to get relief from stay.  The following qualify as adequate protection.

(1) Cash Payments for Depreciation 

(2) Providing Additional Replacement Lien in Amount of Depreciation 

(3) Other Relief

(a) Assignment of Preference or Fraudulent Transfer Cause of Action

The trustee may assign preference or fraudulent transfer causes of action to a creditor as adequate protection.

(i) Recovery Problem—"to or for benefit of the estate"
However, there is a recovery problem because only the "trustee" can recover "for the benefit of the estate."  So, make sure the estate will benefit somewhat by the recovery.  If the court really only lets the trustee recover there will be a problem.  
b) Other "Cause"
Although lack of adequate protection is most common, other cause may be the debtor's bad faith, the need to prosecute a matter in a nonbankrutpcy forum (because of the other court's expertise), etc.

(1) Note—liquidating a claim in a nonbankruptcy forum

Note that even if the court grants relief to liquidate a claim in a nonbankruptcy forum, the creditor will likely be stayed from enforcing a judgment and will simply have to file a claim in the liquidated amount.
2. Acts Against Property [§ 362(d)(2)]

Relief from stay to act against property will be granted (other than for cause) when (i) there is no equity in the property, and (ii) the property is not necessary to an effective reorganization.

a) No Equity

Equity for purposes of this section is the difference between the property and all encumbrances against it.

b) Not Necessary for an Effective Reorganization 

Property will be deemed not necessary for an effective reorganization upon a finding that the debtor does not have a reasonable possibility of successfully reorganizing.

(1) Note—How Creditor Shows No Effective Reorganization—Inability to Confirm Plan 

First, know that the debtor is given the benefit of the doubt early in the case and the court will be reluctant to believe a creditor's argument that reorganization is not likely.  However, a creditor may be able to make a sufficient showing—especially if the creditor can show that it will not vote in favor of the plan and without its vote the plan cannot be confirmed (see plan confirmation section below).

3. Single Asset Real Estate [§ 362(d)(3)]

Relief will be granted in a single asset real estate case if a plan is not filed within 90 days.

D. Oversecured Creditor Entitled to Costs [§ 506(b)]

An oversecured creditor will be able to recover costs, attorney fees, and interest that are permitted under the agreement between the debtor and the creditor.
E. Creditors Try To Prevent Bankruptcy Filing—"Palace Coup Covenants"
Sometimes a creditor will ask a shareholder (who is also often a guarantor) to agree to not have a corporation file bankruptcy.  This will generally not work because it requires the shareholder to breach his fiduciary duty to the corporation (if he is in control) and it will likely result in the creditor being equitably subordinated.
1. Creditor Holds Stock in Escrow

One way to try to make this work is to hold the corporation's stock in an escrow account and agree that if the corporation files bankruptcy, the stock goes to the creditor.  This may not prevent bankruptcy, but at least the creditor will be in charge.

F. Waiver of Automatic Stay

Generally, the debtor's waiver of the automatic stay will not be enforceable when the debtor subsequently files bankruptcy.

1. Waived in Pervious Bankruptcy

However, if the debtor agrees in its current bankruptcy case to waive any subsequent automatic stay, such waiver will likely be enforceable.
VII. EXECUTORY CONTRACTS AND UNEXPIRED LEASES
A. Definition 
1. Executory Contract
To determine whether a contract is executory, many courts look to see if there is substantial performance left to be done by both the debtor and nondebtor.

2. Unexpired Lease
Under § 365, an unexpired lease must be a true lease, rather than one intended as a secured transaction.

B. Assumption or Rejection
An executory contract or unexpired lease of the debtor may be assumed or rejected by the trustee with approval of the court.

1. Pre-Bankruptcy Termination
The trustee cannot assume a contract or lease that has been legally terminated prior to the commencement of the case, with no right to cure.

2. Assumption of Contracts and Leases in Default [§ 365(b)(1)]
The trustee may assume an executory contract or a lease that is in default only if the following requirements are me  

a) Cure [§ 365(b)(1)(A)]

The trustee must cure the default or provide adequate assurance that the default will be cured promptly.

(1) Exceptions—no need to cure
Certain defaults do not have to be cured prior to assumption.  There defaults include the following.

(a) Certain Ipso Facto Default Provisions            [§ 365(b)(2)(A)–(C)]

When a contract provides that filing bankruptcy, being insolvent, the appointment of a trustee, or the seizure of property by a bankruptcy trustee constitutes a default, such default need not be cured prior to assumption.

(b) Penalty Rate and Provision [§ 365(b)(2)(D)]

The debtor may cure the default at the nondefault rate and without having to perform nonmonetary obligations under the contract.  This makes sense because nonmonetary obligations that constitute breach can often not be cured, e.g., a breach by "going dark" cannot later be cured, so the trustee is not required to cure.

(i) Ninth Circuit Interpretation
The Ninth Circuit reads this statute different and has held that the trustee does not have to satisfy a penalty rate or penalty provision arising from a nondollar default.  The result is that the "going dark" clause above must be cured (because it is not a penalty rate or penalty provision).  However, because it is impossible to cure, a contract in nondollar default will not be assumable.  
b) Compensation [§ 365(b)(1)(B)]
The trustee must either compensate, or provide adequate assurance of prompt redress to, the nondebtor party for any monetary loss caused by default.

c) Adequate Assurance of Future Performance                         [§ 365(b)(1)(C)]

The trustee must furnish adequate assurance of future performance of the executory contract or unexpired lease.

(1) Shopping Center Lease [§ 365(b)(3)]
The Code is more specific regarding the elements of "adequate assurance of future performance" when dealing with the lease of real property in a shopping center.

(a) "Shopping Center" Defined

Just look at the circumstances to determine whether a "shopping center" exists.  Consider factors such as a master landlord, common areas (especially parking), contiguity of stores, fixed times when stores are open, and joint advertising.

(b) "Adequate Assurance" Defined                      [§ 365(b)(3)(A)-(D)]
With respect to a shopping center lease, adequate assurance includes the following.

(i) The Source of Rent

(ii) The Continuation (no decrease) of Percentage Rent

(iii) Assumption or Assignment Subject to All Lease Provisions
(iv) Assumption or Assignment will Maintain Tenant Mix

3. Executory Contracts Not Assumable or Assignable

Some executory contracts may not be assumable or assignable.

a) Personal Service Contract [§ 365(c)(1)]
Where applicable nonbankruptcy law excuses the nondebtor party from accepting performance from, or furnishing performance to, an entity other that the debtor, the contract or lease may not be assumed or assigned by the trustee unless the nondebtor party consents.
(1) Hypothetical Assignment Test

Courts that follow this rule hold that if the trustee could not hypothetically assign an executory contract, the contract may not be assumed by the trustee.  This seems to be the plain language of the rule.  Under this view, whether the trustee intends to assign the contract is irrelevant.

(2) Actual Assignment Test

Other courts hold that if the trustee does not intend to actually assign the contract, it should not be prevented from simply assuming it.  Under this view, a nonassignable contract is assumable.

b) Contracts to Loan Money or Issue Securities [§ 365(c)(2)]
The trustee may not assume or assign a contract to make a loan or to grant debt financing or financial accommodations or to issue a security to the debtor..
(1) Note—Prepackaged Chapter 11

Note that in a prepackaged Chapter 11, the debtor assumes contracts that are designed to give the debtor loans.  The courts look the other way because they like the prepackaged cases.
(2) Note—Incidental Credit and Merchant Agreements

Note that an incidental extension of credit and merchant credit card agreements, although involving some agreement to extend credit, do not constitute a financial accommodation agreement and can be assumed.

4. Post-Petition Modification by Ipso Facto Clause                                   [§ 365(e)(1)(A-(C)]

An executory contract or unexpired lease cannot be modified after the bankruptcy filling pursuant to an ipso facto clause related to the debtor's solvency, because the bankruptcy was filed, because a bankruptcy trustee was appointed, or because property has been seized by the trustee.  

C. Assignment

An executory contract or unexpired lease may be assigned by the trustee.

1. Requirements for Assignment [§ 365(f)]
The following requirements must be met for the trustee to assign.  

a) Valid Assumption

First, the trustee must have properly assumed the executory contract or unexpired lease.

b) Adequate Assurance of Assignee's Future Performance

The trustee must provide adequate assurance of the assignee's future performance.  

2. Assignment Terminates Trustee's Liability [§ 365(k)]
Once an executory contract or unexpired lease has been assigned, the trustee, and the estate, is relieved of liability on the contract even without any release.  This is different than a typical assignment situation because it that case, the assignor remains liable.

3. Restrictions on Assignment Ineffective 
Note that a provision in the contract that prohibits assignment is unenforceable and such contract may be assigned in a bankruptcy proceeding. 

D. Rejection

Note that the rejection of an executory contract or unexpired lease constitutes a breach and the nondebtor party has an unsecured claim for the damages.

1. Cap on Damages

In some cases, the damages recoverable by the nondebtor party are caped.  For example, a landlord's damages are caped.

2. Rejection of Intellectual Property Contract
If the debtor is the licensor of intellectual property rights and rejects such license, the licensee may either accept the rejection or may retain its contractual rights (and obligations).

a) "Intellectual Property" Defined

Note that the term intellectual property, for purposes of this section, does not include trademarks.

VIII. OPERATING THE BUSINESS

When a business files Chapter 11 bankruptcy, the business must continue to operate.  This raises a few issues, such as who will operate the debtor's business, what the significance of a pre-petition security interest is, and how the debtor will finance its business operations.

A. Debtor Continues to Operate Business [§ 1108]
Generally, the debtor will continue to operate its business as a debtor in possession (DIP).

1. DIP Has All Rights of a Trustee [§ 1107]
The DIP is essentially a trustee and has all of the rights and powers of a trustee.

2. Chapter 11 Trustee may be Appointed

Note that a Chapter 11 trustee may be appointed for cause.

B. Sources of Cash

The debtor in possession has a number of sources of cash available.  

1. Post-Petition Rent—not a source [§ 552(b)(2)]
Keep in mind that post-petition rent will not be an available source of cash because rent—even rent due and paid post-petition—belongs to the creditor that has a security interest in the property.

2. Post-Petition Inventory [§ 552(b)(1)]
A pre-petition security interest in inventory and receivables does not attach to post-petition inventory and receivables.  Thus, post-petition inventory and receivables can be used by the debtor to secure post-petition financing.

a) Fading Collateral

It may become difficult to determine what inventory and receivables are subject to a pre-petition lien, and which are not.  So, it may be a good idea to keep pre-petition receivables and proceeds from the sale of pre-petition inventory in a separate account.
3. Cash Collateral
Pre-petition inventory that is sold and turned into cash is considered cash collateral.  Cash collateral cannot be used by the debtor in possession because it is collateral.  However, the debtor may bring a motion for authority to use cash collateral.

a) Motion for Authority to Use Cash Collateral [§ 363(c)(9)]

The debtor in possession may bring a motion for the authority to use cash collateral.  The court may grant the motion and authorize the use of the cash, but generally the debtor and creditor reach an agreement because both are scared of what may happen at the hearing.

(1) Adequate Protection
If the secured creditor is provided adequate protection, the court may authorize the use of cash collateral even when the creditor objects to its use.

(2) Disclosure of Contents of Stipulation for Use of Cash Collateral

The terms of a stipulation authorizing the use of cash collateral must be disclosed to the court.  Some districts even have a local form for this purpose.  The terms must be disclosed because the court want s to make sure that neither the creditor nor the estate are too disadvantaged.

(a) Common Sweeteners 

Often, the debtor will waive claims (preference and fraudulent transfer claims), grant the creditor a lien on any recovery of property, offer a lien on other property, etc. in exchange for the creditor agreeing to the use of cash collateral.
(3) Keep Cash Collateral Separate 

It is very important to keep cash collateral separate from other post-petition cash.  It is a good idea to maintain a separate account for cash collateral.

4. Post-Petition Financing 

When the debtor's has no remaining available credit, it is often necessary to get additional financing.  This is called post-petition financing.  Post-petition financing can be obtained using the following method.  Note that the debtor must start at number 1.  If that type of financing is not available, the debtor may move on to number 2, then 3, as so on.  
a) Unsecured Debt in Ordinary Course [§ 364(a)]

The debtor in possession (or trustee) may obtain unsecured credit in the ordinary course of business, which will be allowed as an administrative expense.

b) Unsecured Debt Not in Ordinary Course (hearing required) [§ 364(b)]

After a hearing, the court may allow the debtor in possess to obtain unsecured credit not in the ordinary course, which will be allowed as an administrative expense.

c) If Unable to Obtain Unsecured Credit Above
If the debtor cannot obtain unsecured credit as allowed above, the court may allow (after a hearing) the debtor to obtain credit as follows:

(1) Unsecured Debt With Priority Over Administrative Expenses (hearing required) [§ 364(c)(1)]

If the debtor cannot obtain unsecured debt as allowed above, it may obtain unsecured debt that will be given priority over administrative expenses.

(2) Debt Secured by Property Not Otherwise Encumbered (hearing required) [§ 364(c)(2)]
The court may allow the debtor to obtain credit that is secured by a lien on property of the estate not otherwise encumbered.
(3) Debt Secured by a Junior Lien on Property Already Encumbered (hearing required) [§ 364(c)(3)]
The court may allow the debtor to obtain credit that is secured by a junior lien on property that is already encumbered.
d) Priming Lien—Debt Secured by a SENIOR Lien on Property Already Encumbered (hearing required) [§ 364(d)]
As a last resort, the court may allow the debtor to obtain credit that is secured by a senior lien on property already encumbered.  This will subordinate existing creditors.
(1) Other Sources Unavailable [§ 364(d(A)]

(2) Subordinated Creditor must be Adequately Protected [§ 364(d(B)]
C. Selling or Assigning Causes of Action

The debtor (trustee) will often assign or sell causes of action (preference and fraudulent transfer actions) to generate cash, as a sweetener, or as adequate protection.  However, this raises a few issues.

1. Standing to Bring the Action

First, the third party may not have standing to assert the actions.  For example, §§ 547 and 548 say the "the trustee" may avoid.  So, an assignee or purchaser may not have standing.

a) Distinguish—debtor refuses to bring action

However, when the debtor refuses to bring an action against an insider, some courts will allow the creditor's committee to bring the action.

2. Ability to Recover
As mentioned previously, even if the third party has standing to assert the action, it may not be able to recover.  Under § 550, the "trustee" may recover "for the benefit of the estate."  So, a third party may not be able to recover.

a) Solution—give estate a percent

To solve this problem, provide that the estate will share in any recovery.
D. Selling Property of the Estate
1. Sale of Property in Ordinary Course

The debtor may sell assets of the business in the ordinary course of business.

E. Sale Not in Ordinary Course [§ 363(b)(1)]

After notice and hearing, the debtor may sell assets not in the ordinary course of business.

1. Sale Free and Clear [§ 363(f)]
The debtor may sell assets free and clear of liens if the selling price exceeds the amount of liens on the property.

a) Product Line Liability

Generally the sale of a product line is not free and clear of product liability claims.  However, it may be free and clear if sold in bankruptcy.  This issue is unresolved.
2. Stalking Horse
Because assets are sold at an auction, the debtor may, to get the best price, have a buyer that is willing to do due diligence make a realistic bid on the assets.  Hopefully, other bidders will rely on the stocking horse bid.  If not, the stalking horse will get the assets.

a) Break Up Fee

If a staking horse is used, the debtor may obtain authority to pay the staking horse a "break up" fee for the due diligence that the staking horse did.  

IX. CHAPTER 11 PLAN

The debtor's goal is to offer a plan that is confirmed.  Whether the debtor's plan gets confirmed can be a function of how the debtor classifies claims.  At a certain point in the case, creditors have the right to propose a plan also.
A. Period of Exclusivity
During the period of exclusivity, only the debtor may circulate a plan and solicit votes in favor of it.  The debtor may filed a motion to extend the period of exclusivity and creditors may file a motion to terminate exclusivity.  The court will consider whether the debtor is making real progress toward confirmation in making its decision.

B. Classification and Voting of Claims
Generally, unsecured claims are in a single class.  The debtor is not allowed to gerrymander unsecured claims just for the purpose of creating a consenting class of unsecured creditors.

1. Gerrymandering Unsecured Claims 

While not usually permissible, if the debtor can show a legitimate business reason for treating unsecured claims differently, the court may allow multiple unsecured classes.  

a) Essential Venders

The best way to do this is to put venders that are "mission critical" in a separate class.  These must be venders that the debtor's business could not operate without.

2. "Impaired Class" Defined

An impaired class of claims is a class of claims that have simply been altered in any way.  If any original term is changed, the claim is impaired.  This is even true of the change benefits the creditor by, for example, repaying the creditor sooner that would have occurred outside of bankruptcy.
3. "Consenting Class" Defined

A class of claims has consented to the plan when at least ½ of the creditors and 2/3 of the amount of the claims consents.

a) Creating a Consenting Class

A consenting class may be created by gerrymandering claims.  For example, the largest unsecured creditor is often a secured creditor with a large deficiency claim.  This creditor will generally not consent to the plan so the debtor will try to segregate that claim from others so that the others can qualify as a consenting class.

(1) Secured Creditor as Consenting Class

Although the secured party opposes confirmation, sometimes it is in favor of it.  In that case, debtor may alter the secured creditor in order to make it "impaired."  However, the "impairment" may be beneficial to the creditor and may result in the creditor being paid sooner than normal.  In such a case, the "impaired" secured party will consent to the plan, which will be sufficient under § 1129(b).
(2) Relation to Relief from Stay

If the secured creditor's deficiency claim is large enough, the creditor will claim that the debtor will never get 2/3 of the amount of unsecured claims because the secured creditor will not vote in favor of the plan (and the claim is such that 2/3 is impossible to obtain otherwise).  The secured creditor will argue that an effective reorganization is therefore impossible and relief should be granted.  This is why the debtor ill try to gerrymander.
C. Confirmation

The ultimate goal is to get the plan confirmed.  There are two different ways to obtain confirmation.

1. Confirmation Under § 1129(a)

Confirmation under this section requires a number of things.  The most important are as follows.

a) § 1129(a)(8)

This section requires that every "impaired" class consent to the plan.

b) § 1129(a)(10)
This section requires that is one class is impaired, that at least one impaired class consent to the plan.  As will be shown, this is often achievable and is what is used for confirmation.

2. Confirmation Under § 1129(b)

Plans are more often confirmed under this section because only one consenting class is required.  The section provides that if all requirements of § 1129(a) are met except section (8) (all impaired classes consent), the court shall confirm the plan on motion from a party as long as it does not discriminate unfairly and is fair and equitable to impaired non-consenting classes.
a) Only One Consenting Class Needed

The result is that only one consenting class is need as required by § 1129(a)(10).  Because this is a much easier requirement to meet, this section is used more often.

b) Fair and Equitable

Keep in mind that the plan must still be fair and equitable to the class that did not consent.

c) Absolute Priority Rule

One of the consequences of confirmation under the "cram down" statute is that the absolute priority rule is triggered.  This rule provides that one class must be paid in full before any subordinate class is paid anything.  This is most significant when considering whether the shareholders of the debtor can be reissued shares of the debtor.
(1) Shareholders Cannot Get New Shares

The absolute priority rule prevents the shareholders from being reissued shares because creditors are not being fully repaid.

(a) New Value Exception

As a result, the new value exception was crated that allowed shareholders to obtain new shares of the debtor in exchange for some new value.  This was later struck down because the Supreme Court said that the only reason the shareholders are able to give new value for shares is as a result of their status as old shareholders.  
