BANKRUPTCY OUTLINE

I. Basic Concepts

a. Duties of the trustee (including debtor in possession)

i. Avoid prepetition transfers in an attempt to bring money back into the estate

1. Preferences

2. Fraudulent transfers

ii. Avoid claims against the estate

iii. Enforce the stay

iv. Prosecute and defend law suits

v. Esp for Ch 11 – reorganize the debtor: the goal of reorganization is to create a consensual plan to make the debtor survive

1. Discount the claims of the creditors

2. Stock swaps for cancellation of debts

3. DIP is policed by the creditors committee

a. Usually composed of the most highly motivated creditors who are owed the most money.

4. Reject executory contracts
5. Obtain credit and financing

b. Administrative insolvency occurs when the estate is so broke that it cannot even pay the atty fees

II. §547

a. See flow sheet

b. Marshalling

i. An over secured creditor is secured in two groups of assets, a1 and a2. He is secured in a1 and only partially secured in a2. A second creditor is secured only in a2 and is undersecured. C1 could, theoretically, take against a2 first, leaving C2 completely unsecured. This is prevented by marshalling in which C1 is required to exhaust a1 and then take from a2 if not fully compensated from a1.

c. After-acquired property clause

i. Security interest encompasses future assets

d. Hypos:

i. Gap between attachment and perfection: It takes more than 10 days to file a UCC-1 and hence e1(b) does not apply. Under e2(b) – a transfer is perfected when perfection occurs after 10 days.
1. There is an antecedent debt because the transfer of the security interest from the debtor to the creditor (for the benefit of the creditor) is made for the debt incurred previously (more than 10 d)

2. There is a potential preference because if the bell rings after  perfection, the transfer of the security may be a preference.

3. Note that there are two transfers in this case

a. 1) The loan by the bank to the debtor

b. 2) The transfer of the security interest to the bank by the debtor.

ii. UCC is filed within 10 days. Loan and s/I occur on the same day
1. UCC filed within 10 days

2. Under 547(e)(2)(a) date of perfection is the date that the transfer takes effect

3. Here the loan and the s/a were on the same day 

4. Therefore, s/a was not for an antecedent debt
5. Fails under 547 (b)(2)

iii. UCC is filed before a debt is incurred 

1. Debt and security agreement issue on  the same day: 

a. Case depends on the fact that perfection does not occur until there is attachment – this takes place under §9203

b. UCC filed. Subsequently, loan, note. S/I  created on the same day. Issue: When the loan and the security interest occur on the same day, with a previously filed UCC, there is no antecedent debt and the cause fails under b(2).

2. Security agreement  follows debt:

a. There are two transfers involved

i. Creditor -> debtor (loan)

ii. Debtor -> creditor (security agreement/interest)

b. Transfer of interest to the trustee is the transfer from the debtor to the creditor
c. Because the transfer from the debtor to the creditor took place after the loan, this was for an antecedent debt and (b)(2) is satisfied

iv. After acquired property clause:

1. Scenario:

a. Loan, s/a with apc, UCC-1 => all on same day creditor is undersecured at all times

b. Bell

c. Debtor gets inventory covered by apc

d. Bcy

2. Analysis

a. The original assets under the s/a filed before the bell are not preferences because they are outside the 90 day period (assuming no insider)

b. Under §9308 – the security interest is perfected when it attaches, under §9203 it attaches when the debtor has rights in the collateral, under §2501 this occurs when the goods are shipped, marked, etc

c. Hence, attachment to the new goods occurs within the 90 day preference period and under §9308 perfection occurred immediately upon attachment

d. §547(e)(2)(a) is satisfied, because perfection occurred immediately (within 10 days) and then 547(b)(2) is satisfied because the transfer (s/I in the new inventory) was for an antecedent debt

e. Priority date:
i. For the original assets, the priority date is the date of the UCC filing

ii. For the apc the priority date, is the date that they were perfected.

f. May also use §547(e)(3) – a transfer is not made until the debtor has acquired rights in the property.

v. Real estate transaction
1. Facts:

a. Creditor gives a loan and debtor executes t/d on same day

b. Bell

c. Creditor records t/d within 10 days

d. BCY

2. 547(e)(2)(a) looks to (e)(1)(a) for real estate

a. You are federally perfected when a bfp4v cannot beat you as the creditor

i. The moment of perfection for state law purposes is the recording of the TD

3. Transfer is made within the 90 day period and is avoidable

vi. Real estate with delayed perfection
1. Facts

a. Loan and t/d which is not recorded

b. Bell

c. T/D recorded, but is more than 10 d after the loan

d. BCY

2. Use 547(e)(2)(b) – transfer is made at the time of perfection

3. Perfection occurs within the 90 day period

4. Transaction may be avoided

vii. Real estate transaction with constructive notice
1. Facts

a. Cannot be a bfp so (e)(1)(a) not satisfied and cannot be avoided

viii. Real estate with foreclosure –assume that the property is overencumbered

1. Facts

a. Note, loan, t/d that is properly recorded

b. Bell

c. Foreclosure where the creditor sells the property pursuant to the t/d

d. Bcy

2. Fails under (b)(5) because the creditor is not better off

3. If the bank were to buy the property at the njf and then fix it up and sell it for more than what they paid for it, even though they got more than they would have in a chapter 7, it is still not a preference, because the courts have held that anything which occurs later in a bcy is not part of the initial consideration owing to the estate.

e. Earmarking

i. Debtor owes on an old debt and seeks new sources of funding that will directly pay off the old debt.

ii. This is  not a preference because it does not reduce the value of the debtor’s estate – rather the transfer is from the new creditor’s property.

iii. It does not change the basic facts if the debtor receives money from the new source, deposits in his own account and then pays the old creditor.

1. Where the debtor does not have dominion and control of the funding, it does not reduce his estate.

a. However, if the new money was commingled with the debtor’s existing funds,  could argue that he had control over the funds and subsequent payment would be a preference.

iv. Third party Guarantors and transfers  for the benefit of
1. When the creditor is undersecured
a. If the debtor pays off the creditor, so that the guarantor is no longer liable on the gurantee, trustee may now argue that the payment was for the benefit of the guarantor because he no longer has to make good on the idemnification of the undersecured creditor

2. When the creditor is adequately secured, or over secured

a. If debtor pays off creditor, it is no longer for the benefit of the guarantor. Because the creditor could have collected on the s/a and the guarantor was never at risk. Hence, such a payment is not a preference for the benefit of the guarantor. 

v. Hypos 

1. P 333 Problem 2

a. Debtor and buyer of assets.

b. Debtor sells 150K to buyer for 50K and assumption of obligations to pay old creditor 100K

i. Is old creditor a preference?

c. May be argued both ways, but professor favors view that debtor’s property is being transmutted into cash for the benefit of the old creditor

d. Alternate view is that the debtor is just swapping one creditor for the other and there is no net change in the bankruptcy estate. 

e. In classic earmarking, one creditor pays off the other and there is no net loss to the estate.

f. In this problem , there is a loss of assets because the buyer is not a creditor – he is taking assets to pay off the old creditor and it can be argued that the estate is in a worse position. It is the old creditor that is benefited and may avoidable as a potential preference

2. P 336 Problem 1

f. Defenses 

i. 547c3

1. See flow sheet

2. Relation back clauses – Fink
a. Note that Calif (UCC 9317(3)) for a pmsi filed within 20 days after the debtor receives delivery of the collateral – the pmsi takes priority over another lienor between the time of attachment and the time of filing.

i. Note that the time of delivery and the time of attachment may be different

1. Hypo: 8/1 there is a loan and an s/a

2. 9/1 debtor gets rights in the collateral (attachment)

3. 10/1 debtor gets possession of the collateral

4. 11/1 UCC-1 is filed

5. The date of perfection is 9/1 which the date of attachment if the applicable law says that you have 30 days to perfect after you get possession of the goods.

ii. This is c/w 547 c3Bwhich requires that the PMSI must be perfected within 20 days

b. In Fink applicable statute set the time at 30 days

ii. 547©(1)

1. Hypo:

a. Undersecured creditor with s/I for 700K on a 1M note

b. Debtor now pays 1M for cancellation of the s/a

c. Under 547(a) “new value” includes by a transferee of property previously transferred to such transferee in a transaction that is neither void or voidable under applicable law

i. The security agreement is neither void nor voidable

d. Because the creditor got paid 1M for 700K of secured assets, he does better than he would have done under Chapter 7 and the payment is a preference in the amount of 300K, which is in excess of the s/I

e. The trustee may avoid 300K

f. If the secured party got 1M and did not release the lien the result is the same => the trustee would seek to avoid the 300K in excess of that in the security agreement

2. Problem 2 P 336 a two party PMSI with an apc clause

a. Facts

i. 4/1 s/a and UCC

ii. 4/7 debtor buys and takes possession of equipment

iii. 6/20 bcy (bell ?)

b. 547 (b) analysis

i. Under UCC 9, s/I was perfected when there was attachment which was on 4/7. Under 547(e)(3) perfection occurs when there is attachment so perfection was on 4/7

ii. This transaction is a preference

c. Defenses to avoidance

i. 547 c (1): There is an apc and the question arises of whether this was a contemporaneous or substantially contemporaneous transfer

ii. 547 c (3) PMSI – Satisfied – May not be avoided

1. Secures  new value (goods)

2. s/a contains description of goods as collateral

3. Given by or on behalf of the secured party

4. Given to enable the debtor to acquire the property

5. Used by debtor to acquire the property

6. (B) Perfected on or before 20 days after receives possession

a. Here, because of prior UCC, was perfected at the time attachment 

3. Alternate to (2) above

a. Facts

i. 4/1 loan with s/a and apc

ii. 4/10 debtor enters into K with seller of goods

iii. 4/12 bell (not in fact pattern, must be calculated)

iv. 4/15 debtor receives goods

v. 5/2 secured party files UCC-1

vi. 7/12 bcy

b. Analysis

i. 547(b) analysis

1. When does the transfer occur?

a. If the K is for goods that already exist, attachment is 4/10

b. If K is for goods that do not exist, then attachment is 4/15

c. Under 547e, perfected on 5/2 and this is when the transfer was made
2. The transfer of the security interest was subsequent to the debt b(2) is satisfied

3. Because bell rings on 4/12 and UCC was 5/2 this is within assumption of insolvency and there is an avoidable preference

ii. Defenses

1. C(3)(A) – all elements are satisfied but
2. C(3)(B) requires that the transfer be perfected on or before 20 days after the debtor receives possession

a. If possession is 4/10 then there is no defense to avoidance

b. If possession is 4/15, then perfection occurred within 20 d and there is a defense

iii. 547 c2 Ordinary Course of Business

1. The transfer must be a payment in the ordinary course of business of the debtor and the transferee

a. Must be in the ordinary course of business for both debtor and transferee

2. Made in the ordinary course of payment

a. Both the method and the timing of the payment are important

i. Variations that are suspect

1. Change in timing of payment – either early or later than usual

2. Change in method – paying in cash rather than by check

b. Courts are liberal in this regard and tend to err on the side of the creditor

i. This is so because any change in the debtor’s performance may be a reaction to pressure being exerted by the creditor. 

c. Such transfer must be made according to what is standard in the industry

i. If the parties have always done business in an odd way, the defense will not apply, because the transfer must be examined under objective industry standard
ii. Expert requirement: Your own manager may testify as to what industry standard is.


1. The evidence must be admitted but may not be believed 

iv. 547 c (4)

1. Hypo

a. Facts

i. 2/1 Creditor ships 100K worth of goods

ii. Bell

iii. Debtor pays for goods

iv. Creditor ships 70K of additional goods

b. Analysis

i. The 100K payment is a preference, but the creditor is entitled to a 70K offset

2. Hypo

a. Facts

i. 2/1 100K shipment

ii. 4/1 bell

iii. 4/5 Preferential payment

iv. 4/15 Shipment of 70 K of new goods, but now the creditor wants a PMSI in the new goods.

1. Debtor holds the goods and transfers an s/I in the new goods (2 party PMSI)

v. 5/3 Creditor files a UCC-1 as to PMSI

vi. 7/1 BCY

b. Analysis

i. First look at c(3) a security interest created in favor of the creditor

1. Was perfected with 20 days

2. PMSI is validated so this transaction  can be avoided
ii. This violates 547 c 4(b) because here the debtor, ion exchange for the new value made an otherwise unavoidable  transfer to (or the benefit of) the creditor

1. Policy: If 547 c 4B were not included, it would allow creditors to “double dip” => once under 547 c3 and again under 547 c4

2. Creditor may not use the 70K as an offset against the preferential payment of 4/5

3. Hypo  ??????

a. Facts

i. Same as (2) above but now UCC-1 is on 5/8

b. Analysis

i. 547 c (3) does not apply, because perfection is more than 20 days after the debtor receives the goods

ii. Now the creditor is without any defense and both the preferential payment and the subsequent shipment of goods may be avoided.

4. Hypo – Payments and C 4 (b)

a. Facts

i. 2/1 Creditor ships 100K of new goods

ii. Bell

iii. 4/5 100 K preference payment

iv. 4/15 Creditor ships 70K of new goods

v. 4/20 debtor pays 70K (assume cash) for new goods

vi. 7/1 bcy

b. Analysis

i. Assume that the 4/20 payment is unavoidable (valid)

ii. The creditor cannot use the new value against the liability because he has received an unavoidable payment (547 c(4)(B))

iii. Note that the second payment was made on 4/20 – if it had been made  on 4/15, could argue that it was not for an antecedent debt and we would not have to invoke 547b analysis

1. The interest must be substantially contemporaneous but not actually contemporaneous.

iv. What defenses available?

1. Not c3 because this deals with security interests, of which there are none here

2. C1 – is a 5 day lag contemporaneous ?

3. C2 – ordinary course of business ?

a. Does this insulate the 70K payment? If it is unavoidable under C2, then it cannot be unavoidable under c4.

4. If the payment for the second shipment had not been made in full, the difference could have been used under c4 as an offset of the preference.

5. Barnhill p 360: Payment by check does not occur until the day that the check is honored
a. Facts

i. 3/29 old debt is incurred

ii. 4/5 debtor delivers a check in payment of the antecedent debt

iii. 4/10 check is honored

b. Analysis

i. C1 does not apply because the preference is not substantially contemporaneous because of the delay to when the check was honored

c. Assume:

i. 4/8 Creditor ships 70K of new value (goods) on an unsecured basis

ii. Under 547 c4 there is no defense because the shipment occurred before rather than after payment for the prior shipment (because of the date that the check was honored)

1. New goods should not be shipped until checks are honored
d. Controversy

i. Some courts have said that Barnhill controls the date for 547(b) but not 547 (c). Prof asks if this is intellectually dishonest
v. 547 c(5)

1. Interests in inventory and accounts receivable are not preferences except to the extent that changes in the aggregate reduce the deficiency to the prejudice of other [unsecured] creditors.

a. Tricks to avoid:

i. Wait to have the debtor file until they are 90 days from a highpoint in inventory as opposed to a lowpoint. This will “artificially” increase the average and reduce potential for preference on gains in the deficiency.

2. Hypo:

a. Facts

i. Debtor is shaky

ii. Secured creditor is bank how has s/I on assets

iii. Guarantor of debtor

iv. Bank gets debtor to order more inventory (assets) from unsecured creditors

1. It does this by pressuring guarantor

b. Analysis: The average of the assets is what is important, but here the assets were obtained to the detriment of the unsecured trade creditors and the increase in the inventory that reduces the bank’s deficit is preferential.

3. Hypo:

a. Debt is 1M and s/I is 1.3 M on the 90th day and 1.6 M on date of filing

i. There is no preference because debtor was already oversecured
b. Assume: debt is 1M and collateral is 700K. Collateral increases to 1.2M on day of filing. Liability is now for 300K because that is the reduction in the deficiency.

i. Note that the excess 200K is returned to the estate (automatically)

4. Hypo – No prejudice to other creditors

a. Collateral is oil which increases in value during the 90 days period and reduces a creditor’s deficiency.

b. Analysis: Because there is no prejudice to other creditors this is not a preference to the secured creditor, it happened as a result of market forces.

c. Assume: 90th day inventory consisted of pregnant farm animals with an increase in the herd on the date of filing

i. Analysis: Could argue that the increase in collateral was to the detriment of other creditors such as vets and feed suppliers (trade creditors) who has to extend unsecured credit to the debtor to allow the increase in the worth of the assets.

5. Hypo: Multiple security interests ??? P 33-34

III. Letters of Credit

a. Documentary letters of credit: Creditor gets the issuing bank to issue a DLC so that once the exporter loads the goods the exporter takes the bill of lading to the issuing bank and is paid off on the DLC

i. This mechanism is used routinely and the risk of the transaction is placed on the bank issuing the DLC

ii. This is different than a standby letter of credit
b. Powerine
i. Standby letter of credit issued from the bank to the creditor saying that if Powerine does not pay, then the bank will pay.

ii. These letters were set to expire in 4/84

iii. Lower courts find for creditor on two different basis:

1. Contemporaneous exchange under © (1)

2. This is not a preference because creditor would have gotten paid anyway and therefore fails under b(5)

iv. The fact that payment is not coming from the debtor, but rather from the bank, makes a difference

IV. Recovery - §550

a. Preferential transfers for the benefit of an insider can be recovered from either the guarantor or from the initial transferee

i. Deprezio: Bank is the initial transferee. The transfer from the debtor to the bank was for the benefit of the guarantor who was relieved from having to make good on his guarantee. The preference occurs because the debtor wants to keep his insider guarantor happy.

1. Central Message: Secured Creditors (banks) do not get a defense even though they conducted themselves in good faith when dealing with the debtor.

a. Policy: The secured creditor bargained for this arrangement when they gave the loan to the debtor.

2. Guarantor is treated as a creditor because he has contingent liability.

3. Under §550 – the bank is the initial transferee under §550 (a)(1). Note that §550(b)(1) does not apply since this comes into effect only for subsequent transferees that come into play under §550(a)(2).

ii. Deprezzio  :

1. The guarantor waives all claims against the debtor

a. The consideration in the arrangement is that the g still gets benefit from the situation because the bank gives the loan to the debtor.

b. Is the only real effect of a Deprezzio waiver to just shorten the preference period?
b. Williams: Wording of 550© is that you cannot recover from the noninsider. It does not sat that you cannot recover or avoid the noninsider.

c. Assignment of causes of action

i. Trustee may sell causes of action to 3rd parties. Question arises in regard to money earned by the third part on prosecution of those causes of action.

1. Arguments:

a. For the Estate: §550(a) states that the trustee may recover for the benefit of the estate and therefore any action is for the benefit of the estate and therefore the trustee can recover from subsequent litigation

i. This interpretation would effectively end such sales

b. Against the estate: The trustee has already recovered for the benefit of the estate when he sold the cause of action, and the estate is not entitled to any additional recovery.

V. §551 Automatic Preservation of Avoided Transfer
a. Avoidance of a claim retains what was avoided for the estate – junior claimants do not move into more “senior” positions

i. Hypo:

1. Sp1 and sp2 and TD to sp1 was unrecorded 

a. Sp2 was aware of  sp1

i. Outside of bcy, sp2 would still be subordinate to sp1

b. Sp2 was not aware of sp1

i. Outside of bcy, sp2 would win because there is no constructive notice of the presence of sp1

ii. Using §543(a)(3) when the trustee avoids sp1’s lien because it was unrecorded (bfp4v) – sp2 does not change in position

2. Policy: The purpose of 551 is to keep the priorities the same as they would have been out of bcy {how does this compare with 9317?}

VI. Fraudulent Transfers
a. §548: The trustee  himself has standing to prosecute actual or constructive fraud

b. CUFTA: §544 applies – language is that the trustee may avoid any transfer or interest of the debtor in property or any obligation incurred by the debtor that is avoidable under applicable law by a creditor holding an unsecured claim.

c. 3429.04(a)(2)(B) varies slightly from §548 (a)(B)(ii)(III) in that the federal statute is more objective in that CUFTA says believed or should have believed and therefore is more subjective.

d. Check .08e(2) => Note that In re BFP applies only in foreclosures

e. Statute of limitations under CUFTA

i. 4 years for actual fraud (.04a)

ii. 4 years for constructive fraud (.04a) and (.05)

iii. 1 year more for delayed discovery but in no case more than 7 years

f. Cases

i. Robinson v Wangman
1. Facts: Repurchase of stock paid over time. Corporation initially had the money to pay for the stock at once, but selling shareholder and board opted to pay it out over time. Company eventually goes bankrupt and executrix wants to share with other unsecured creditors. 

a. Held: Executrix is subordinate to other unsecured creditors

i. Equity creditors should not be put on par with trade creditors

2. Notes (413) There is never fair consideration when a company makes a distribution to shareholders because the corporation receives nothing that creditors could levy on.

a. From a creditor’s viewpoint, distributions clearly reduce or deplete the estate of the debtor.

b. Note the exception for investment grade bonds that are valid debt instruments of a corporation

3. Because this case was not w/I a year, today it would have to fall under CUFTA – the cause of action would be based on the obligation incurred by the state.

4. Under 548 the question of solvency of the corporation is on the date that the transfer was made not on the date that it was incurred. This is consistent with the notes on p 414 following the case.

5. Hypo: Two shareholder s1 and s2 each with 50 of 100 shares in debtor. Debtor repurchases 50 shares from s1 and makes them treasury stock. D then default to creditor and creditor jets a lien and becomes a jlc. The repurchased treasury shares are not assets against which a lien can be taken because they are not value to the company.

6. A shareholder is not a creditor – so repurchase of stock is not a preference
a. Hypo (1): Shareholder sells shares to company w/i year of bcy and gets cash. There is no preference but there is a fraudulent transfer under 548 because the company did not receive REV for the repurchase
b. Hypo (2): Shareholder sells shares w/i  one year of bcy and gets a  note – then gets paid on the note. This is preference because the shareholder has beome a creditor by taking the note.
c. Hypo: Shareholder gets note when the company is solvent and s/i for shares and then company goes bcy many years later. Could argue that the payment was made when the s/i issued and this is a fully secured creditor.
i. Prof says he does not know if this is the same situation as Robinson or whether the former shareholder should be treated like any other fully secured creditor.
ii. Wells Fargo v Desert View
1. Money from from refinance agreement of subsidiary is upstreamed to parent.
a. There is no REV to the subsidiary for taking the loan
b. The loan makes the subsidiary insolvent

c. Because this is >1 year from the time of the transactions, must use CUFTA

d. Use .05 prong because this is the only part of CUFTA that deals with insolvency of the debtor.

e. Parent and sub are not the same (unless they are alter egos) and a benefit to one is not necessarily a benefit to the other.

i. However, there may be benefit to the parent, which is of indirect benefit,  to the subsidiary.

g. Leveraged asset (re)acquisitions

i. Assets of old corp are used to fund purchase by new corp, the money from the purchase of old corp’s assets goes to the shareholders of old corp who may or may not use the funds to pay off the creditors of old corp

1. New corp is highly leveraged

2. Do the shareholders of new corp face fraudulent transfer actions if the shareholders of oldcorp did not use the funds to pay off creditors?

a. New corp shareholders are “clean” because there was REV given. 

i. If the shareholders of newcorp knew of the plan to upstream the funds then there is a possibility of constructive fraud. In LBO – trade creditors find themselves in a deeply subordinated position (when the company was solvent, the trade creditors could sue, but the LBO takes that away and inserts a secured creditor in front of them)

1. May fix by handling through an agent or escrow account to pay of the creditors of oldcorp before the shareholders get paid

a. As to tort creditors new corp assumes the tort liability of old corp when new corp acquires the stock, but not just the assets old corp

2. More appropriate to do this through (court approved) bcy sale in which the old stockholders would get exoneration of their guarantees and the proceeds of the asset sale went to the trade creditors of old corp.

b. In leveraged recapitalization, new corp gets both the assets as well as the liabilities of oldcorp. In leveraged asset buyout, newcorp gets just the assets.

VII. Strong Arm Statutes §544

a. The trustee, at the moment of bcy, is in the position of a hypothetical judicial lien creditor (jlc) – hence the trustee is deemed to be a creditor who extends credit and is a jlc

i. As to unperfected (or improperly perfected) creditors at the time of filling of the bcy petition – the trustee assumes the position of a jlc, and as such seeks to subordinated (under 9317a2) all unperfected (or improperly perfected lien creditors)

1. The unperfected creditor then becomes an unsecured creditor

2. What the trustee is really trying to do is avoid the improperly perfected creditor by subordinating him so badly that he becomes an unsecured trade creditor

b. As related to real property

i. Recording statutes 

1. Common law: first in time is first in right
a. Common law
i. O(A unrecorded

ii. O( B recorded 

iii. A wins because O no longer has anything to convey to V 

b. Race: Unrecorded conveyance is void against a subsequent purchaser who first records.

c.  Notice: Unrecorded conveyance is void against a subsequent bfp4V – the subsequent purchaser does not have to record 

d. Race-Notice: An unrecorded conveyance is void against a subsequent bfp4V who first records.

ii. §544a(3) works in all 3 jurisdictions – a bona fide purchaser [for value is assumed] against whom applicable law [applies to all recording systems] permits such transfer to be perfected

1. Required in addition to 544(a)(1) because a jlc is obtained by judgment as opposed to a purchaser who takes voluntarily (see §101)

2. McCannon v Marston
a. Facts

i. Drake ( McCannon (Unrecorded but notorious)

ii. O ( B b is the trustee

b. Theory: As a bfp, the trustee may avoid McCannon’s (A’s) interest.

c. Issue: §544(a) includes term without regard to any knowledge of the trustee and McCannon was in notorious possession which would have constituted constructive notice to a subsequent bfp

3. What is important is the knowledge of the trustee as bfp – not what the notice requirements are. 

iii. Marshalling

1. An equity doctrine in which a junior creditor can compel a double-funded senior creditor to look first to the singly encumbered asset pool.

a. This may be contracted around

i. Sp1 may require a waiver of marshalling that if the debtor want to engage sp2, then sp2 has to take subsequent to sp1’s right to choose which ever asset pool they want.

b. A negative pledge clause which requires that you cannot encumber your assets in favor of any other lender.

c. Party invoking marshalling cannot do it to injure another junior jlc

iv. Hypo: 

1. Trustee becomes a jlc

a. Trustee can compel sp1 to look first to its singly encumbered asset – under 544a(1) the trustee steps into the shoes of a junior jlc.

b. Also – because marshalling cannot be invoked to injure another junior jlc – the trustee may block marshalling by another junior jlc because the trustee could claim that he will be hurt by the other junior jlc’s marshalling action

v. Blisle v Plunkett: 

1. Facts

a. Lessor executes a master lease in favor of tenant WOF, who then creates a lease in favor of T2 (Plunkett)

i. This is an assignment because it is a transfer of the entire leasehold

1. Plunkett deals with everyone as if he is the exclusive holder of the subleases

2. On bcy filing there is a legal as opposed to an equitable asset because Plunkett has a legal asset in the leasehold but does not have an equitable interest in the property.

2. Issue: 541(d) vs 541(a)(3)

a. 541(d) applies only to sections a1 and a2 of 541(a) – not to a(3). Therefore, any interest in property which is recovered under 550 [550 applies to 544,547,548] is not limited by the operation of 541(d). 

i. Note that 541(d) starts with “Property which the debtor holds as of the commencement of the case” – as opposed to recovered (a3).

ii. Hence, 541(d) has no effect on property recovered (as opposed to that which is already in the estate as of the time of commencement) under 541(a)(3) [which in turn is dependent on 550 and the sections to which it applies]

vi. Doctrine of Ostensible Title

1. O ( A (unrecorded)

2. O ( B (B is a bfp4v)

3. B prevails because A’s failure to record misleads B to think that A has title

a. When B is the trustee, B is vindicating the rights of creditors who are unaware of O ( A.

b. If there is a lender who loans to A and takes back a note based on the leasehold, then the lender is protected under 543a(3) if the lease is recorded)

i. Question: Since Plunkett was already in possession and there is no question of recovery, is 550 necessary? This is a question of avoidance
vii. Subordination, nondisturbance and attornment clause

1. May be required by tenants in their leases that they have no interest in the building. If one of these is missing, then the lender is on constructive notice that someone may have a senior interest in the building.

VIII. Equitable Subordination §510
a. Shareholder loans – claims usually subordinated

b. Insider shareholder loans (Robinson) usually subordinated

c. Applications

i. Undercapitalized corporation that took loans from the shareholders and disguised it as equity investments

1. At the inception of the company, company took loans from its shareholders and disguised them as debt instruments (bonds) then at the time of bcy, the shareholders will try to claim on the bonds that were issued to them. Courts will subordinate these debt instruments
a. This would allow shareholders to be paid in advance of the trade creditors

b. The situation would be made worse if later on the shareholders take security interest back from the company in exchange for loans – this is more complex than just holding an unsecured debt in the form of bonds

ii. Corporation starts out OK but later tries to rescue through an infusion of cash by the shareholders (Angel Financing, rescue financing). The debt/equity ratio increases. Court will subordinate these debts
1. Test is whether a comparable 3rd party lender would have made the same loan and on the same terms as the shareholders did

2. In this situation, all other creditors are treated the same, regardless of whether they gave credit before or after the rescue financing

3. Equitable subordination preserves the fiction that this is debt, but subordinates it to other claimants.

d. Courts will examine the debt equity ratio in deciding whether to subordinate such debts

e. Banks who step in to control the operation of a corporation may be recharacterized as insiders (Scenario depends, in part, of the trustee’s ability to “flip” the shareholder guarantors to provide information regarding how much control the bank is actually extending over the operations of the corporation. Very uncommon to be able to subordinate a bank. The purpose of trying to assert this cause of action is to get the bank to settle for fear of being subordinated.

i. Potential problems

1. Extension of 547 preference actions to one year

2. Subordination of claims

3. Potential exposure to claims by tort creditors because the bank is now seen as the corporation’s principal 


f. Policy: Why punish (by subordination) shareholders who are simply trying to rescue their company with cash infusion – since the money that they infuse is usually used to pay off existing creditors.

i. Could argue that the shareholders are willing to loan money to the company when no one else would

g. Subordination agreements §510(a)

i. Such K agreements are enforceable to the extent that they would be under nonbcy law

1. Hypo:

a. Senior creditor and junk bond holders with subordination agreement that anything recovered by the bond holders has to be turned over to s/p until s/p has received what it wants.

b. If there is a 510 problem and senior s/p is subordinated to other parties, it is held in many jurisdictions that the subordination agreement is still valid

ii. Standstill clauses

1. A debtor in trouble with an existing s/p lender. A new lender now comes in to provide financing.

a. New lender may require a “standstill” clause (form of subordination agreement) that requires former lender to subrogate (or stand still) in the event of bcy 

i. Hence old lender is subrogated to new lender

ii. Policy: Old lender will accept this because corporation is in trouble and if there is no new financing, corporation may fail and old lender will get very little.

h. Partial Equitable Subordination
i. Applies when there is misconduct by the bank toward other creditors

1. Fact pattern

a. Assume 3 parties

i. Bank (s/p)

ii. Big trade creditor

iii. Little trade creditor

b. BTC comes to bank and inquires about how corporation is doing – Bank (s/p) says that corporation is doing fine

c. Ripple reliance: LTC relies on the actions of BTC.

i. If LTC sees that BTC is continuing to do business with corporation then LTC will continue because they are relying on the actions of BTC (who has been defrauded by the bank)

2. In partial equitable subordination, we shunt money to the victim(s) of the fraud because of one party’s misconduct

a. As opposed to (total) equitable subordination in which the claims of one party are completely subordinated to another.

IX. Substantive Consolidation
a. Assume two debtors whose assets are commingled with common creditors. Lump the two debtors together and treat as one debtor
b. Two debtors with inextricably  commingled affairs with different creditors. Again lump the creditors together

i. May be unfair to the creditors, especially when there are different degrees of insolvency

c. If the two entities are lumped together, there is no problem with fraudulent transfers (esp side stream – Rubin) because now the court treats the two debtors as one entity.

X. AUTOMATIC STAY  § 362(d)

a.  (a)(1) Filing of bcy petition stays the commencement and continuation of all [acts]

i. It is debatable whether the mere maintenance of such a claim violates this portion as long as nothing is done to further the action such as proceeding with discovery, etc. 

1. Semantic difference between continuance (used in statute) and maintenance
b. (a)(1) as applicable to other parties

i. For shareholder guarantors there is a question of whether filing of bcy protects them as well

1. §524(e) Discharge of the debt of a debtor does not affect the liability of any other entity on such debt

a. But §105(a) gives the court the power to do things necessary to carry out the actions

ii. Insurance policies and whether claimants are covered. Depends on whether the applicable state has a statute which says that the proceeds of the insurance policy are not the property of the debtor. This would allow a tort plaintiff to proceed against the insurance policy (with or without bcy)

c. Obtaining Relief From Automatic Stay §362(d)
i. 362(d)(1)
ii. For Cause
1. Assume a prebcy attachment lien obtained by a creditor to freeze the assets of a debtor. If the P has an attachment lien, and then files a judgment lien, the date of the judgment lien relates back to the date of the attachment lien. An attachment lien without a judgment lien is inchoate  (not fully developed)

a. Just before going to judgment, the debtor now files bcy

b. P claims to be a secured creditor

c. If there is no remedy, then the creditor with the attachment lien becomes an unsecured creditor
i. The debtor has “foiled” the creditor’s attempt to collect

d. A stay would allow the creditor to proceed with the judgment

i. This does not apply to secured creditors – it only applies to unsecured or “inchoate” creditors

iii. Adequate Protection
1. Property which is secured asset may depreciate in value during the stay or may force the creditor to take a lien on other assets (this is not likely since the debtor probably has few if any unsecured assets)

a. Debtor may assign the proceeds of preference claims to the creditor for adequate protection.

i. Difficult to evaluate the claims

ii. Must square with requirements of §550(a) that the trustee’s recovery must be for the benefit of the estate (not the creditor)

b. Factual discussions that are very case dependent

iv. 362(d)(2)
1. Chapter 7: - Court will allow the undersecured creditor to take possession of the property and sell it

a. (A) Property is undersecured (td is for more than the worth of the property => hence the debtor does not have equity in the property since the debt is for more than the value of the property

i. To determine the value of the property

1. Real property: Look at comparables

2. Inventory: Look at assets and ask about value wrst book value, wholesale value, retail value, etc.

a. Will depend on the status of the debtor. If they are not operating, then the value of the assets is liquidation value
b. If the debtor is still doing some business (this is not Chapter 11) then the value of the assets is between retail and wholesale value

b. (B) No reorganization in Chapter 7 so the property is not required 

2. Chapter 11: 

a. Debtor has inventory and receivables with an sp who has s/I in the inventory and receivables, but the value of the receivables is questionable. Creditor will want to take the inventory, but debtor will say that if creditor does so, then he cannot operate. 

i. Are the assets necessary to the reorganization of the debtor or are they peripheral. Two part inquiry

1. Is there a real chance for reorganization?
a. Usually arises early in C11 actions and is a pivot point for discussion

b. Unless the s/p can make a definite showing, the courts will usually side with the debtor

2. The debtor must show that reorganization is a legal impossibility
a. C11 claims may be attempt by guarantor to control the s/p. By using a prolonged C11 the s/p does not collect. But if an agreement is reached such that the g is released, then the C11 is converted to C7 and the s/p collects something 

v. 362(d)(3) Single Asset Real Estate (Quick Trigger Relief)

1. Defined as §101(51B) – single property or project which generates substantially all of the gross income of the debtor and on which no substantial business is being conducted by a debtor other than the business of operating the real property and activities incident thereto.

2. Requires the debtor to file a plan of reorganization within 90 days of the filing of the bcy. The plan must

a. Have a reasonable possibility of being confirmed within a reasonable time or
b. The debtor has started monthly payments to each creditor whose claim is secured by such real estate

vi. Drafting of agreements

1. K agreements that waive automatic stay if the debtor files bcy are not enforceable.

2. Take the stock that the sh g holds in the debtor corporation and put it in an escrow account so that if the debtor does file bcy (which they previously had K’d not to do) then the stock goes to the s/p (bank) . The bank (with the stock previously held by the g) now assumes control of the corporation and can rescind the bcy petition

a. Palace Coup provisions

vii. Repeated C11 Filings

1. Person with a house and td. Bank files for relief from stay so that they can njf. Individual may have sold house which has been resold many times

XI. EXECUTORY CONTRACTS §365
a. §365(a) Subject to the court’s approval, the trustee may assume or reject any executory contract or unexpired lease of the debtor

i. Both parties have to perform, does not apply to contracts on which there is simply payment due
b. §365(b)

i. (1) If there has been a default in the executory contract or lease unless at the time of assumption of the contract or lease, the trustee

1. Cures, or provides adequate assurance that the trustee will promptly cure such default

2. Compensates, or provides adequate assurance that the trustee will promptly compensate for actual pecuniary loss resulting from the default and
3. Provides adequate assurance of future performance under the K

ii. (2) (b)(1) does not apply to breaches of certain types (ipso facto defaults) and hence these ipso fact defaults do not have to be cured.

1. (A) A clause in the K that relates to insolvency or financial condition of the debtor

2. (B) The filling of bcy proceedings

3. (D) Satisfaction of a penalty rate or provision relating to default from nonperformance of a nonmonetary obligation
iii. §365(b)(3) Shopping Centers

1. Adequate assurance regarding clauses in shopping center leases

a. Unanswered questions

i. What is a shopping center

1. Street with stores owned by same landlord or must it have a central theme?

iv. §365© The trustee may not assume or assign K or L, whether or not the K/L prohibits or restricts such assumption if
1. Applicable law excuses the other party from accepting performance from a party other then the debtor and the other party does not consent to the assignment

a. Two possible interpretations

i. Statutory (hypothetical) The statute bars a debtor in possession from assuming an executory contract without the nondebtor’s consent, where applicable law precludes assignment of the K to a third party.

1. Hypothetical because this construction posits that a DIP may not assume over the nondebtor’s objection if applicable law would bar assignment to a hypothetical third party, even where the debtor in possession has no intention of assigning the K in question to such a third party.

ii. Actual test: The statute bars assumption by the debtor in possession only where the reorganization in questions results in the nondebtor actually having to accept performance by a third party
1. As to a DIP, the statute should be construed to prohibit assumption and assignment, as opposed to assumption or assignment.

b. Catapult: Held – side with the hypothetical (statutory) interpretation if you are a licensee and go into (c11) bcy, you can no longer use the license if the licensor does not consent. This applies whether or not the language of the K prevents it
i. Nonexclusive patent license and a licensor/licensee

1. Federal law says that (outside of bcy) the licensor does not have to accept the license being transferred (because it is important to the licensor who has the license)

ii. If the debtor cannot assume, and the K is critical to the operation, then they will not be able to continue in business in a Chapter 11

c. Contracting around §365©(1)

i. Typical situation is one in which a lender takes back a s/I in the license. In the K for the license, include a term that if the licensee goes bcy, then the licensor would create a new license in the name of the creditor

1. This takes the debtor out of the loop and avoid the problem with §365©.

d. Offensive use of §365© for getting out of personal services K’s

i. Hypo: Performer with an onerous K with a studio declares C11. 

ii. Because of the automatic stay of executory K’s performance is stopped. C/w result in Catapult,  the performer could not assume the K in bcy without permission of the studio.

2. §365c2

a. K to make a loan, extend other debt financing or financial accommodations to or for the benefit of  the debtor.

i. Applicability to credit cards is debated

1. Debtor is a retailer who has a credit card agreement with a bank that is a recourse agreement in which the bank has recourse against the merchant if the customer does not pay his bill

v. §365(d)

1. §365(d)(1) If the trustee does not accept or reject the executory K within 60 days, the K is deemed to have been rejected, although the time period can be extended under certain circumstances.

2. §365 (d)(3) Special Provision
a. If the debtor is a commercial lesee, he must continue to perform until the lease is either assumed or rejected

i. The time for performance is not greater than 60 days

1. This does not say that performance is limited to 60 days

vi. §365(e) Limitations on post petition termination solely on account of ipso facto clauses

1. An executory K may not be terminated or modified after the commencement of the case because of a provision in the K that is conditioned on:

a. The financial condition or insolvency of the debtor at any time before the closing of the case
b. The commencement of the case (eg filing of bcy)
c. The appointment of or the taking of possession by a trustee

vii. §365(f)

1. Regardless of what the K says – the trustee may assign the K (or unexpired lease)  if 

a. The trustee assumes the K or lease and
b. Adequate reassurance of future performance on the K is provided to the third party, whether or not there has been a default on the K

2. Effect – by filing bcy – the debtor gets to assign the K (if not inconsistent with [c]) and the nondebtor has no say in the matter. 

a. Unlike © - applicable law is not important here because the statute states notwithstanding applicable law that prohibits (as opposes to excuses)

viii. §365(k) Novation
1. Assignment of the K relieves the trustee – this terminates the estate’s liability

ix. §365(n) Intellectual Property

1. Does not include trademarks
2. The bcy of the licensor does not immediately terminate the license

XII. CHAPTER 11
a. §1107 Rights, powers, and duties of the DIP

i. The DIP has all the rights and duties of a trustee

b. §1108 

i. The trustee (or the DIP) may operate the debtor’s business

1. If the trustee (DIP) is abusive, then a real trustee may be appointed for cause

2. But, if the DIP is doing badly (because of poor judgment, etc), then there is no way to have a trustee appointed

c. §1123 Plan for Reorganization Under Chapter 11

i. §1123(b)(3) – A plan may provide for settlement or adjustment of any claim or interest belonging to the debtor or the estate

1. This creates liquidating trusts that prosecute the claims for the benefit of the estate

a. The liquidating trust is where the claims [that are recovered or avoided] are placed

b. §546a1a – time limit on causes of action under §544, 547, 548 => 2 years after the filing

d. §1102(a)(b) Creditor’s and equity security holder’s committees

i. As soon as practicable after filing C11 – the trustee shall appoint

1. A committee of unsecured creditors
2. May appoint additional committees of [all] creditors or of equity security holders

ii. On request of a party in interest court may order trustee to appoint additional committees

iii. The committee of unsecured creditors consists of those with the 

1. Seven largest unsecured claims  against the debtor

e. § 1103 Powers and Duties of the Committee

i. (a) May select atty, accountants, or other agents

1. The atty for the creditor’s committee is one of the key players in C11.

a. His fee depends, in part, on what “bad things” the DIP is doing

ii. (c) (1)Consult with trustee or DIP regarding the administration of the case

iii. (c) (2)Investigate assets of the DIP and the desirability of continuing the business’

1. The purpose of the committee is to be a watchdog of what the DIP is doing

a. The people on the committee may be unsophisticated and by the time they realize what is happening, many of the assets of the company may be gone

iv. (c) (4)Request the appointment of a real trustee
v. (c) (5) Perform other services in the interest of those that are represented

1. Issue: Does the committee have standing to prosecute causes of action themselves

a. Most circuits will allow this to prevent the C11 from becoming a C7

XIII. OPERATIONAL ISSUES  The debtor’s need for cash

i. §552 Postpetition Effect of Security Interests

1. §552(a) Property acquired by the debtor or the estate after filing is not subject to any lien resulting from any security interest entered into by the debtor before the filing

2. §552(b)(1) BUT if the debtor and the secured party entered into an agreement before filling that extended to property acquired before filing and to proceeds from such property, then the s/I extends to the proceeds of such property ( Any new proceeds are not part of the collateral package unless you can directly trace them to prepetition collateral

a. Because commingling occurs – such tracing is very difficult and the assets are referred to as fading perfection (in this sense, perfection really means collateral)

i. The inventory lender gets hurt in C11 situations like this because he is not able to trace what happened to the prepetition collateral

3. §552(b)(2) If the security interest was in rents, then any such payments extend to the security agreement after the filing

ii. §363 Use, Sale, or Lease of Property 

1. §363(a) Definition: Cash, negotiable interests etc., whenever acquired in which the estate and an entity other than the estate have an interest
2. §363(b)(1) Sales in bcy out of the ordinary course of business

a. Typically applies to the sale of an asset group that is not deemed essential to continuation of business under the Chapter 11

i. Requires a hearing and approval by the court

ii. Value of the assets will be different than they would have been outside of the bcy context

iii. May require a stalking horse bidder that does extensive due diligence and is prepared to bid some amount for the assets

1. Another company may be willing to bid more than the sh because the sh has already done diligence on what the assets are worth

2. If the stalking horse bidder is outbid, they may get a breakup fee which is a percentage of the overbid that is usually paid for by the overbidder

a. This has a chilling effect on the overbid

3. §363(c) (1) If the debtor is authorized to operate, and unless the court orders otherwise, the trustee may enter into transactions in the ordinary course of business and may use the property of the estate in the ordinary course of business
4. §363(c) (2) The trustee may not use or sell cash collateral  unless

a. Each entity that has an interest in the cash collateral consents or
b. The court authorizes it  

5. §363(c) (4) The trustee must segregate and account for any cash collateral in the trustee’s possession, custody, or control

6. §363(e) – An entity that has an interest in property that is used, leased, sold etc by the trustee – the court may prohibit such use or sale as necessary to provide adequate protection of such interest.

7. §363(f) – When there is an oversecured creditor the court may order sale of the assets if the court approves and of the sale is at a price greater than the value of the lien. 

iii. §506(c) Charges by the Trustee Against the Creditor

1. The trustee may recover, from the property secured, the costs of preserving and disposing of such property to the extent of any benefit to the holder of such secured claim

a. Trustee is holding peaches and has to pay to preserve them => would be a claim under §506(c) against the party secured by the peaches.

b. Waivers against such “sweeteners” are usually held valid

c. This is a really a form of post-petition preference 

2. Hartford: Issue: Can anyone other than the trustee pursue a course of action against the sp for the benefit of the estate.

a. Employees and expenses incurred for the benefit of the secured party

b. Trustee does not got after the sp for the benefit of the estate to pay for the employee expenses

c. A 3rd party does not have standing to independently pursue a cause of action against sp. Only the trustee has standing to pursue such a cause of action.

i. But, there may be a derivative right for the creditor’s committee to pursue such a claim, so it is not completely prohibited.

ii. Also raises the question of whether the trustee can assign the claims

iv. Sweeteners

1. Release of §506(c)

2. Release of liability for creditor’s prepetition torts

3. Waivers of avoidance actions under §541 and §544

4. Automatic relief from automatic stay (not usually allowed)

v. Lock Box

1. A special account that allows the DIP to separate cash collateral from regular accounts receivable, etc. This avoids the problem of commingling.

a. Allows the court to determine how much of the proceeds are from prepetition inventory

vi. Obtaining PostPetition Credit

1. §503(b)(1) Administrative Expenses
a. After filing, administrative expenses are allowed – these include the actual and necessary costs of preserving the estate, including wages, salaries, etc.

2. § 364(a)(1)

a. The trustee may obtain unsecured credit and incur unsecured debt, in the ordinary course of business as allowed under §503(b)(1) as an administrative expense.

3. §364(c) If the trustee cannot obtain unsecured credit (pursuant to 503(b)(1)) – then the court jay authorize the incurring of debt

a. with priority over any or all administrative expenses
b. secured by a lien on property of the estate that is not otherwise subject to a lien (unlikely) or

c. secured by a junior lien if already secured

4. The provision of §364(c) allows a priming lender to gain senior lien holder status when the debtor cannot get the existing lien holder to come up with more financing. 

a. §364(d) Requires that there be adequate protection for the once senior lien holder who has been subjugated

b. The senior lien holder cannot contract around the debto’s ability to get a senior priming lien
i. This is at the discretion of the judge

ii. Somewhat does away with the operation if the free market place

c. Stalking horse – a priming lender who prepares a subsequent lien for the DIP that allows them to go back to sp1 in search of more financing

i. May have a sweetener for sp1 to provide additional funding in lieu of having to get a priming lien => this is called an equity kicker which must be approved by the court

ii. There are exculpatory clauses in the DIP lender K which remove the DIP lender and its attys for wrongdoing, etc.

iii.  DIP atty may have inside information on the operation of the sp1 since they may have been involved in those arrangements previously 

XIV. Chapter 11 Process
a. §1126 Acceptance of Reorganization Plan

i. §1126(c) A class of claims, has accepted the plan if 

1. 2/3 in amount and 

2. 1/2 in number

ii. A large undersecured creditor may invoke 363(d)(2) for a relief from stay by saying that since they have a “majority” vote in the unsecured claim, that they will not vote for acceptance of the plan and therefore the assets are not required for reorganization under Chapter 11 and there should be relief from the automatic stay

§ 510c. The court may (a) under equitable principles, subordinate all or part of an allowed claim to all or part of another allowed claim (b) order a lien, securing such a subordinated claim, transferred to the estate
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