Bankruptcy Outline

I. CHAPTER 11

a. Illegal for a company to waive rights of CH 11 protection in general
i. Ex:  S/H guarantees a company’s loan.  The creditor then inserts a term that if the company files for bankruptcy, the debt or interest the G’tor owes balloons.
1. This may act as a covenant not to file = illegal
2. Also may be a breach of FD
3. Creditor may be deemed to have FD’s as well
ii. Ex:  Companies articles of Incorp. State that if it defaults, lender can appoint directors to the board.  These directors will then not vote for bankruptcy
1. Could also be a breach of FD
II. RECOVERY OF PREFERENCES

a. Voidable Transfers § 547(b):  To void a possible pre-bankruptcy preferential transfer, a trustee must show:
i. That the transfer was to or for the benefit of a creditor
1. Transfer (pretty exhaustive see §101(54))
a. Creation of a lien

b. Retention of title as a security interest;

c. Foreclosure of a debtor's equity of redemption; or

d. Each mode, direct or indirect, absolute or conditional, voluntary or involuntary, of disposing of or parting with--property; or an interest in property

2. To or For the benefit of a creditor

a. Creditor = any entity that has a claim against the debtor

i. G’tors 

b. To a Creditor:

i. Ex:  cash given to the creditor

c. For the benefit of a Creditor:

i. Paying down of a creditor’s claim = indemnity claim against G’tor goes down = thus also for the benefit of the G’tor

ii. For or On account of an antecedent debt owed by the debtor before such transfer was made
1. Simultaneous exchange, then this condition is not satisfied
iii. Made while the Debtor was insolvent
1. Debtor is presumed insolvent within the 90 day period preceding the filing of the bankruptcy petition

a. But presumption can be rebutted

2. Insolvent = Debts > Assets

iv. Made on or within 3 months before the date of filing of the bankruptcy petition, or within 1 year if the creditor was an insider
1. For security interest transfers, the transfer date is the perfection date

2. For transfers/payments made by the debtor to a creditor in the form of a check, the transfer date is the date the check is cashed, not handed to the creditor.  For 547c though it is date of check delivery

3. Insiders

a. §101(31):  list includes… (not exhaustive)

b. If a corporation makes a preferential payment to a 3rd party (bank) where the shareholders of the corp have personally guaranteed the loan, the shareholders are considered “insider” creditors since it can be argued that the payment was for their benefit too.  Here, 1-year rule applies.

v. And the creditor received more than he would have under a Hypo Chapter 7 bankruptcy liquidation

1. Does the preferential payment make the under-secured creditor better off than in a hypothetical liquidation?
a. What did the C got v. What C would get from a Chapter 7 Liquidation?

i. Over-secured creditor’s are never made better off by payments

1. Would have been paid in full either way

b. Powerine (391):  Trade creditor shipped goods and had a gty from a 3rd party bank.  Debtor pays in full within the window.

i. In a Hypo chapter 7 C would have been paid in full on the gty by the bank but would not have been paid in full by the D because they were not secured.

1. Focus is on payments from the D to a C in a Ch 7 not on payments to the C from any source

vi. Made §547(e) 2 (A) A transfer is made:  at the time such transfer takes effect between the transferor and the transferee, if transfer is Federally Perfected within 30 days after
1. An S/I Takes Effect when it attaches 

a. Attaches = when it becomes enforceable UCC-9 §92003(a)

i. Becomes enforceable when UCC-9 §9203(b):  

1. Value is given

2. Debtor has rights in the collateral

a. Debtor Owns the collateral

b. §2501 Goods:  ID’d, shipped, or designated

3. Signed a security agreement

2. Federally Perfected:
a. Personal Property:  if you can beat a JLC

i. State Law [UCC-9 §9317]:  can beat a JLC if state perfected
ii. State Perfected [UCC-9 §9308]:

1. Attached

2. Taken the perfection steps (filed a UCC-1)

vii. Made §547(e) 2 (B): or at the time such transfer is perfected, if such transfer is perfected after such 30 days
b. 550(a) - to the extent (amt of) the transfer is avoided, the trustee may recover for the benefit of the estate the prop transferred or the value of such property from the initial transferee of such transfer or the entity for who's benefit it was made.

III. PERSONAL PROPERTY EXAMPLES

a. Example 1 (351): On May 1, D was indebted to C on an unsecured loan made the previous year.  On May 1, D paid C cash equal to the amt due.  At the time of payment, D had other unpaid debts exceeding his assets - so he is insolvent.  On July 15, D files ch 7 bankruptcy.
i. Is this a preference?  Can the trustee avoid this transfer?

1. Transfer?

a. Yes a payment of cash

2. To or for benefit of a creditor

a. Yes, payment to the creditor

3. Antecedent debt?

a. Yes, Debt was incurred before the transfer

4. Insolvent?

a. Yes, the debtor was insolvent - we were told that.

b. But if we weren't, under section (f) there is a presumption of insolvency 90 days precceding the petition, April 15, 90

5. < 90 days?

a. Yes, preference window runs from 4/15 to 7/15

b. 5/1 is in the window

6. Did the payment did make the creditor better off?

a. Real amount > Hypo Ch 7 amount?

b. Yes, got paid in full

ii. 547is met, transfer can be avoided

1. Recovery proceeds under §550(a)

b. Example 2 (351): Bank made a secure loan of 10K on Sept 1, 2000 to debtor and secured the loan w/ the value of the business assets, which was worth more than the loan.  Bank perfected their security interest.  One year later, debtor paid back loan to bank.  Debtor filed for bankruptcy on Nov. 1, 2001.
i. Facts

1. 9/1/05:  Debt incurred; s/a made; perfected
2. 8/1/06:  Bell rings

3. 9/1/06:  paid in full

4. 11/1/06:  BCY

ii. Can the transfer to the bank be avoided by the trustee? Under 547 (b):

1. Transfer?

a. Yes a payment of cash

2. To or for benefit of a creditor

a. Yes, payment to the creditor

3. Antecedent debt?

a. Yes, Debt was incurred before the transfer

4. Insolvent?

a. Yes, presumed the debtor was insolvent

5. < 90 days?

a. Yes, in the window

6. Did the payment did make the creditor better off?

a. Real amount > Hypo Ch 7 amount?

b. No.  Creditor is over-secured so would be paid in full regardless

iii. Thus, not a preference

1. The big issue is how you value the assets

a. Under-secured?

i. Opposite result

b. What if creditor is under secured at the time of payment, but over secured at the time of bankruptcy?

i. Conflicting opinions on this issue.

c. HYPO: On 7/25 - loan to debtor (creates debt), and security agreement executed.  On 8/1, presumption of insolvency begins (90 days b/f bankruptcy).  On 8/3 UCC-1 is filed.  On 9/1 bankruptcy is filed.  The security interest is greater than the debt.  There is no "payment" here, but there is a transfer in the form of a lien.  The issue is when the transfer took place - is it when the security agreement was executed, or is it when the UCC-1 was filed?
i. Facts

1. 7/25 gets a loan; signs a s/a

2. 8/1 bell rings

3. 8/3 Creditor files a UCC-1

4. 9/1 BCY

ii. Preference?

1. Is a transfer to the creditor

iii. But, when was the transfer made?  

1. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

a. Takes effect when it attaches

b. Attaches when it becomes enforceable

c. Becomes enforceable when

i. Value is given

ii. Own the collateral

iii. Sign a S/A

1. ALL happened on 7/25

2. Thus, took effect 7/25

2. Federally Perfected?  8/3

a. Personal Property:  if you can beat a JLC

i. State Law [UCC-9 §9317]:  can beat a JLC if state perfected

ii. State Perfected [UCC-9 §9308]:

1. Attached: 7/25

2. Taken the perfection steps (filed a UCC-1):  8/3

iv. Made?  7/25

1. Took effect 7/25

2. If perfected w/ in 30 days?  Yes 8/3

v. Thus transfer was made 7/25

1. Outside the window

2. No preference

d. New Facts

i. 7/25 gets a loan; signs a s/a

ii. 8/1 bell rings

iii. 8/26 Creditor files a UCC-1

iv. 9/1 BCY

1. Preference?

a. Made? 

i. Took effect 7/25

ii. If perfected w/ in 30 days?  No, perfected on 8/26

b. Therefore under §547e2B, transfer is made on date of perfection = 8/26

c. Now, 8/26 is within the window
e. More New Facts

i. 6/1 fills out a UCC-1 during the application process

ii. 8/1 bell rings

iii. 8/3 deal is finalized; loan. s/a

iv. 11/1 BCY

v. When was the transfer made?  

1. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

a. Takes effect when it attaches

b. Attaches when it becomes enforceable

c. Becomes enforceable when

i. Value is given

ii. Own the collateral

iii. Sign a S/A

1. ALL happened on 8/3

2. Thus, took effect 8/3

2. Federally Perfected?  8/3

a. Personal Property:  if you can beat a JLC

i. State Law [UCC-9 §9317]:  can beat a JLC if state perfected

ii. State Perfected [UCC-9 §9308]:

1. Attached: 8/3

2. Taken the perfection steps (filed a UCC-1):  6/1

3. Made on an antecedent debt?

a. NO

b. Transfer made and debt occurred at the same time

c. Thus, not a preference

f. Still More New Facts

i. 6/1 fills out a UCC-1 during the application process

ii. 8/1 bell rings

iii. 8/3 deal is finalized; loan

iv. 8/4 s/a signed

v. 11/1 BCY

vi. When was the transfer made?  

1. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

a. Takes effect when it attaches

b. Attaches when it becomes enforceable

c. Becomes enforceable when

i. Value is given

ii. Own the collateral

iii. Sign a S/A

1. ALL happened on 8/4

2. Thus, took effect 8/4

2. Federally Perfected?  8/4

a. Personal Property:  if you can beat a JLC

i. State Law [UCC-9 §9317]:  can beat a JLC if state perfected

ii. State Perfected [UCC-9 §9308]:

1. Attached: 8/4

2. Taken the perfection steps (filed a UCC-1):  6/1

3. Made on an antecedent debt?

a. YES

b. Transfer made 8/4 and debt occurred 8/3

c. Thus, a preference

g. Last of the New Facts

i. 8/1 bell rings

ii. 8/3 deal is finalized; loan; s/a signed

iii. 9/13 UCC-1 filed

iv. 11/1 BCY

v. When was the transfer made?  

1. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

a. Takes effect when it attaches

b. Attaches when it becomes enforceable

c. Becomes enforceable when

i. Value is given

ii. Own the collateral

iii. Sign a S/A

1. ALL happened on 8/3

2. Thus, took effect 8/3

2. Federally Perfected?  9/13 §547b2B

3. Made on an antecedent debt?

a. YES

b. Transfer made 9/13 and debt occurred 8/3

c. Thus, a preference

h. After Acquired Property Clauses (AAPC)

i. Definition:  “debtor grants a S/I in all inventory, A/R, and all equipment now owned an here after acquired”

ii. Example 1 w/ an AACP

1. 6/1 loan, S/A with a AACP

2. 8/1 bell rings

3. 8/15 debtor gets more collateral

4. 11/1 BCY

5. When was the transfer made?  

a. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

i. Takes effect when it attaches

ii. Attaches when it becomes enforceable

iii. Becomes enforceable when

1. Value is given 6/1

2. Has rights in the collateral?

a. Not until 8/15

3. Sign a S/A 6/1

b. Federally Perfected?  8/15 §547b2B

c. Made on an antecedent debt?

i. YES

ii. Transfer made 8/15 and debt occurred 6/1

iii. Thus, a preference

iii. Example 2 w/ an AACP

1. 6/1 loan, S/A with a AACP, UCC-1

2. 7/31 goods are shipped

3. 8/1 bell rings

4. 8/15 goods arrive

5. 11/1 BCY

6. When was the transfer made?  

a. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

i. Takes effect when it attaches

ii. Attaches when it becomes enforceable

iii. Becomes enforceable when

1. Value is given 6/1

2. Has rights in the collateral?

a. 7/31 good are shipped

3. Sign a S/A 6/1

b. Federally Perfected?  7/31 §547b2B

c. Made?

i. Transfer made 7/31 outside of window

ii. No preference

iv. Example 3 w/ an AACP

1. 8/2 loan, S/A on old equipment; AACP

2. 8/9 gets more equipment

3. 8/10 bell rings

4. 9/5 UCC-1

5. 11/10 BCY

6. Two Transfers

a. New equipment?

i. Made:  when it takes effect, if federally perfected within 30 days 

1. Takes effect when it attaches

2. Attaches when it becomes enforceable

3. Becomes enforceable when

a. Value is given 8/2

b. Has rights in the collateral 8/9

c. Sign a S/A 8/2

b. Federally Perfected?  8/9 (P within 30 days)

c. Made? 8/9

i. Transfer made outside of window

ii. No preference

d. Old equipment?

i. Made:  when it takes effect, if federally perfected within 30 days 

1. Takes effect when it attaches

2. Attaches when it becomes enforceable

3. Becomes enforceable when

a. Value is given 8/2

b. Has rights in the collateral 8/2

c. Sign a S/A 8/2

e. Federally Perfected?  9/5 (P after 30 days)

f. Made? 9/5

i. Transfer inside of window

ii. On account of antecedent debt (8/2) made 9/5

iii. Preference

i. REAL PROPERTY

i. §547e1: real property is perfected if you can beat a BFP4V
1. Can beat a BFP4V if properly recorded under state law

ii. Example

1. 2/25 loan and a TD

2. 3/1 Bell rings

3. 4/1 TD is recorded

4. 6/1 BCY

a. Made?  4/1 because rec more than 30 days after granting TD

b. 4/1 is inside the window

c. Might be a preference

iii. Inquiry Notice Example

1. 2/25 loan and a TD

2. 2/26 bank puts a “Sold” sign on the property 

3. 3/1 bell rings

4. 4/1 rec TD

5. 6/1 BCY

a. Made?

i. Maybe on 2.26 even if not recorded, BFP would be on notice thus invalidating his status

iv. Re-Fi Example

1. 1/1 TD is rec

2. 7/1 Re-Fi, new TD is not rec

3. 8/1 Bell rings

4. 9/1 new TD is rec

5. 11/1 BCY

a. Looks like a preference

b. §547e1A:  maybe BFP would see the OG TD, thus would be on notice

c. Equitable Subrogation:  new creditor might be able to step into shoes of old creditor

IV. The Ear Marking Doctrine (as a defense to §547)

a. §547 allows trustee to avoid transfers of property from the debtor’s estate

i. But, what happens when debtor’s creditors are paid from funds provided by 3rd parties?

b. Problem 1 (352):

i. G guaranteed D’s obligation to C.  G could seek reimbursement from D for any payments made on its behalf but gave no S/I in D’s assets to secure such reimbursement.  D defaults.  G pays on its behalf.  Can D avoid this transfer?

1. Held, not a transfer D’s property.  No recovery

ii. What if G received a S/I in D’s assets in exchange for his payment to C?

1. This might be recovered by the estate

2. A transfer of D’s property to a creditor on account of an antecedent debt?

c. Problem 2 (352):

i. D owes C1, C2, and C3 $10K each.  D obtains a loan from Bank to pay off these debts.  Bank then makes direct payments to C1, C2, and C3.  Is there a preference?

1. Tough call

2. Money never touches debtor’s hands so is it really a transfer of D’s property?

a. If Debtor is simply a conduit and has no control over the money, then the transfer is cannot be avoided

b. If Creditor has "ear marked" the money to be paid only to that old creditor, then the transfer is not preferential

3. On the other hand, did D control the funds?

a. This is a difficult issue to determine who is in control of the money - it is a very factual inquiry and no clear rules.

4. Is D’s position even changed?

d. Problem 3 (352):

1. D gets a loan from Bank for $30K to pay debts to C1, C2, and C3.  Bank pays D.  D then pays the three creditors.

a. Now, this is for sure a transfer of D’s property

b. Earmarking defense would not apply

V. DEFENSES TO §547

a. C1 Practically Contemporaneous Exchange

i. §547 (c)(1): trustee can NOT avoid transfer if:

1. Transfer was intended by the debtor and the creditor to be a contemporaneous exchange of new value given to the debtor, and 

2. It was in fact a substantially contemporaneous exchange
ii. §547 a (2) “New value” means 

1. Money or 

2. Money’s worth in goods, services, or

3. New credit, or 

4. Release by a transferee of property previously transferred to such transferee in a transaction that is neither void nor voidable by the debtor or the trustee under any applicable law, including proceeds of such property, but does not include an obligation substituted for an existing obligation;

a. I.e. a lien, or a S/I in property

iii. Rational

1. If a creditor gives money or property to the debtor with the agreement that debtor will grant creditor a security interest in debtor’s property, this security interest grant can not be voided as a preferential transfer even if there is a short delay of several days until the security interest is formally executed.

2. This is obvious and makes sense because encumbrance of debtor’s estate with a mortgage simultaneous to a deal is not a preferential transfer to pay off an antecedent debt.

iv. Intention of the Parties

1. HYPO: Bank loans unsecured money to debtor thinking debtor was financially sound, then later that day learns that he was not and demands repayment, but debtor offered to secure the loan and presents them a mortgage on his property, executed that same day.  Even though exchange was substantially contemporaneous, it was not intended to be contemporaneous when originally made.

v. New Value Ex:

1. Powerine (391):  D paid off a debt to a C thus reducing a 3rd party bank’s exposure on its gty.  Thus the D’s indemnity obligation to the bank was also reduced.  But, this is not new value.

a. If the bank released a dollar for dollar amount in its S/I in D’s collateral on account of D’s payment to C, D would have received new value.  Even if the new value came from the bank and not the C.

vi. Example 1 (356)

1. Bank makes an unsecured loan to D on 4/1 in the AM.  Bank thought D was financially sound.  Later Bank learns that D might be insolvent.  Bank talks with D and then demands repayment.  D offers to secure the loan with an interest in RP.  Bank agrees and the TD is executed on 4/1 in the PM and recorded on 4/2.  D files BCY on 6/1.

2. Facts:

a. 3/1 Bell rings

b. 4/1, AM debt incurred

c. 4/1, PM TD granted

d. 4/2 TD res

e. 6/1 BCY

3. When was the transfer made?  

a. Made:  when it takes effect, if federally perfected within 30 days (§547e2A)

i. Takes effect when it attaches

1. TD is delivered PM of 4/1

4. Federally Perfected? PM of 4/1

1. RP is perfected when you can beat a JLC

2. P w/in 30 days therefore perfected on PM of 4/1

5. Made on an antecedent debt?

a. YES.  Debt occurred in AM, transfer made in PM

6. Substantially Contemporaneous?

a. Intent to be SC?

i. NO

ii. Even is actually SC

b. Intended to be secure the whole time, then it’s SC

b. C3 Enabling Loans
i. §547c3: trustee can not avoid transfer that creates a security interest in property acquired by debtor: 
1. To the extent that such security interest secures "new value" that was 

2. Given at or after the signing of a SA that contains a description of the property as collateral, 

3. Given by or on behalf of secured party, 

4. Given to enable debtor to acquire such property, and 

5. In fact is used by debtor to acquire such property, and

6. That is perfected on or b/f 30 days after the debtor receives possession of such property

ii. Example:

1. 3/1 bell rings

2. 4/1 loan; s/a; UCC-1

3. 4/7 Debtor buys equipment

4. 6/1 BCY

a. So the debt incurred on 4/1

b. When was the transfer made?  When did it take effect?

i. Attaches on 4/7

ii. Perfected on 4//7

c. Thus antecedent

5. 547c3? Yes - This defense saves loans given to debtors in order to enable them to acquire property.

a. To the extent that such security interest secures "new value" (= money)

b. Given to enable debtor to acquire such property, and 

c. Is perfected on or b/f 30 days after the debtor receives possession of such property?  Yes

iii. Example:

1. 3/1 bell rings

2. 4/1 loan; s/a

3. 4/5 Debtor orders equipment; seller ships

4. 4/10 Debtor gets equipment

5. 5/9 Creditor files a UCC-1

6. 6/1 BCY

a. Made?

i. Attaches 4/5

ii. Perfected > 30 days after

iii. Thus made 5/9

b. Looks like a preference

c. But, §547c3.  Was perfected w/ in 30 days of possession

d. Might be a good defense

iv. Purchase Money Security Interest: (PMSI)

1. Two party PMSI.

a. Seller sells goods to buyer.

b. Buyer gives note to seller for the sales price, giving seller a security interest in the purchased goods 

2. Three party PMSI:

a. Buyer, seller, and 3rd party lender that lends money to buyer to purchase the goods.

b. The goods are sold from the seller to the buyer and the buyer uses the money given to him from the lender to purchase the goods.

c. The buyer gives a note to the lender giving the lender a security interest in the goods purchased.

3. C3 protects S/I like these given to Banks by Debtors

4. Note:  PMSI defense might get messed up if collateral is mixed

a. Usually only works if S/I is in only the goods provided by the creditor

c. C2 Ordinary Course Payments

i. §547c2: transfer can not be avoided if transfer was:

1. A payment of a debt incurred by the debtor in the "ordinary course of business" of the debtor and the transferee, 

2. Made in the ordinary course of business of the debtor and transferee, and/OR

3. Made according to ordinary business terms

ii. Notes:

1. Needs to be a history of business btwn the debtor and the creditor to establish an ordinary course in order for A to be satisfied.  

2. Payment must be made in the ordinary manner as the parties normally conduct their business together - deviations are suspect, but the standard that courts use is pretty lenient

a. Ex: always paid late.  On time payments might not fit the defense

3. Normal industry standards

a. Ex: always on time w/ payments.  The got late.  Maybe still OK if late payments were w/in normal industry standards

iii. Powerine (391):  T/C shipped oil to D.  T/C had a gty from 3P bank.  3 months later, D pays cash in full.
1. Not a payment in ordinary course

2. Or according to ordinary industry terms

3. Thus, no C2 defense

d. C4 Subsequent Advance Rule / Off-set for losers rule

i. §547c4: Off-set defense/subsequent value defense:

1. Transfer to or for the befit of a creditor is not avoidable

2. To the extent that, after the transfer the creditor gave new value to or for the benefit of the debtor that was:

a. C4A:  Not secured by an otherwise unavoidable security interest

i. Usually talks about subsequent secured shipments

b. C4B:  On account of which new value the debtor did not make an otherwise unavoidable transfer to or for the benefit of such creditor.

i. Usually deals with payments

ii. If you get a preference, and you later give money or goods back to the debtor, you can offset the new value given to the debtor against your preference liability.

1. But this new value given to the debtor cannot be secured.

2. If the new value is validly secured, cannot offset against pre-existing liability

a. No double dipping

iii. In Summary

1. Ship new goods, valid S/I, No offset

2. Ship new goods, invalid S/I, Can offset against preference liability

iv. HYPO:

1. 2/1 - goods shipped to debtor worth $100K.

2. 4/1 - bell rings

3. 4/5 - debtor gets a $100K preference (pays off the debt)

4. 4/15 - more goods shipped to debtor worth $70K w/ a perfected S/A

5. C4 defense:

a. The $70K of new value given offsets the $100K preferential transfer.

b. The creditor is liable here, but only for $30K.

v. HYPOS:

1. 2/1 - goods shipped.

2. 4/1 - 90 days b/f bankruptcy

3. 4/5 - $100K preference

4. 4/15 - new goods shipped worth $70K, S/A in goods

5. 5/3 - UCC-1 filed as to new goods

a. Lien in new goods is transferred to the creditor

b. Debt incurred on 4/15

c. Made?

i. Takes effect

1. Value given on 4/15

2. Rights in property 4/15

3. S/A on 4/15

4. Perfected on 5/3 w/ in 30 days of taking effect

5. Therefore, made on 4/15

ii. Not a Preference, not made on account of an antecedent debt

d. §547c4B:

i. Thus a valid S/I

ii. Cannot offset

6. New fact:  5/18 - UCC-1 as to new goods

a. Now, more than 30 days between attachment and perfection step

i. Debt incurred 4/15, Made on 5/18

ii. Therefore, Now a preference because it’s now made on account of an antecedent debt

iii. S/I on new goods is not valid, is voidable

iv. Unsecured new value, after a preference, CAN use as an offset

1. Preference liability is only $30K

vi. Interesting Hypo

1. 2/1 old debt incurred for $100K

2. 4/1 Bell rings

3. 4/5 preference of 100K

4. 4/15 creditor ships new goods worth 70K

5. 6/1 Debtor’s president pays 70K to the creditor for the new goods

6. 7/1 Bankruptcy

7. What result

a. C4B:  Trustee may not avoid the transfer to or for benefit of the creditor, to the extent that, after such transfer, such creditor gave new value to or for the benefit of the debtor.  On account of which new value the debtor did not make an otherwise unavoidable transfer to or for the benefit of the creditor

i. Payment of 70K to the creditor, can the creditor get an offset for the 4/15 shipment even though they already got paid?

1. Sounds like a double dip, but most courts have held it’s OK

b. Is there a preference on 6/1?

i. 547b trustee may avoid any transfer of an interest of a debtor
1. Is the president using his own money?

a. If so, not the debtor’s property being transferred

b. Might be a valid payment, not a preference

c. Can the shipment of new goods be used as an offset for old preference liability?

i. Does not say if you got paid cannot use as an offset

ii. Says debtor in C4B, if it came from someone not the debtor (i.e. the President), creditor can use new value to offset liability even though he got paid already

iii. Can argue the opposite result

e. Payment by check

i. For 547B date of honor controls, not date of delivery

a. Example 1

i. 3/29 old debt is incurred (goods shipped)

ii. 4/5 delivery of check from debtor to creditor for 100K

iii. 4/7 Bell rings

iv. 4/10 check is honored

b. Barnhill, date of delivery is harder to know than date of honor, not a transfer until check is honored / actually paid

i. If date of delivery controlled could argue C1, substantially contemporaneous transfer, applies

c. Real issue:  if the date of delivery were the considered payment, then there would be no preference here b/c payment would have been b/f 90 b/f bankruptcy.

i. But if we use the date that the check is honored, then this is a preference. 

ii. For 547b purposes, payment would be on 4/10 and this would be a preference.

ii. For 547C (especially C4) date of delivery controls, not date of honor

a. Example 2

i. 3/29 old debt is incurred

ii. 4/1 Bell rings

iii. 4/5 delivery of check from debtor to creditor for 100K

iv. 4/8 creditor ships 70K in new goods

v. 5/1 check is honored

b. For C4 to be used, Transfer of new value from creditor to debtor has to be after the date of the preference

i. If date of honor controls, shipment of new goods occurs before the preference and C4 does no apply

c. In reality, Creditor ships goods because he got a check, don’t want to screw him over by not allowing him to use C4 to offset

i. Thus, for c4 purposes, we consider payment to be the delivery of the check on 4/5.  New value is shipped out on 4/8.  This subsequent shipment therefore satisfies c4 and can be used as an off-set to the 100K payment

f. C5 Inventory Creditors
i. Example

1. 1/1 $1000K loan made, S/A signed, AAPC in A/R and INV, UCC-1 filed

2. 3/1 Bell rings

3. 3/10 Debtor sells INV1 worth 700K (creditor becomes under-secured)

4. 3/15 Debtor gets INV2 of 300K

a. Less under-secured S/I attached when debtor gets rights under the AAPC see §547e2

5. 3/20 Debtor sells INV2 worth 300K (back to being under-secured)

6. 4/1 Debtor gets INV3 of 300K

a. AAPC

7. 6/1 Bankruptcy

8. Under 547b, what happens?

a. 3/10 under-secured

b. 3/15, new property is a 300K preference

i. Made on 3/15

ii. On account of an antecedent debt

iii. Lien to or for benefit of creditor

iv. Presumably insolvent, made w/in 90 days of BCY

v. And made the creditor better off by making them less under-secured

c. 3/20 don’t care under 547b, not a transfer to a creditor

d. 4/1 again, all elements of a preference are met

i. Thus, total preference of 600k even with no net change in the creditors situation

ii. Does not make sense

iii. Thus we have 547c5

ii. Statute: The trustee may not avoid under this section A transfer

1. That creates a perfected security interest in inventory or a receivables or the proceeds of either

a. Transfer in an interest in inventory, receivables or proceeds are not preferential

b. Terms are defined in 547a

c. Except to the extent that, the sum of all interests in the collateral given to the secured party reduced, as of the date of the filing of the petition, the deficiency

2. See if the change in inventory reduced the deficiency during the 90 days before BCY

a. Look at collateral 90 days back

b. Look at collateral at the filing date

c. If this increase in collateral caused a decrease in deficiency, that is the preference liability

3. Example

a. Debtor owes 1000K to creditor with a S/A

b. 90 days back debtor had collateral of 300K, thus deficiency is 700K

c. On day of filing debtor has collateral of 900K, thus deficiency is 100K

d. Preference liability is 700-100=600K

4. What about a change in the value of the collateral assets alone?

a. Ex: creditor has a S/I in a vat of oil.  Amount of oil in vat stays the same throughout but value goes up

i. Argue, same oil, therefore no transfer w/ in the 90 period before BCY

1. Thus 547c4 does not apply

ii. Or argue that the increase in value from market forces is not to the prejudice of other creditors

5. Policy

a. If a lender is grossly under-secured he wants debtor to get more collateral

i. Pressure is placed on S/H’s to get more collateral

ii. This is done at the expense of unsecured trade creditors

iii. Thus it is a recoverable preference by the trustee

iii. Lots of Examples

1. 90th day out: D=10 C=6 F=4

2. Date of BCY: D=10 C=9 F=1

3. Preference: 3

4. 90th day out: D=10 C=6 F=4

5. Date of BCY: D=10 C=11 F=0

6. Preference: 4, only to the extent that fish was reduced

7. 90th day out: D=10 C=6 F=4

8. Date of BCY: D=7 C=6 F=1

9. Preference: None, no increase in collateral to decrease the F

10. 90th day out: D=10 C=16 F=0

11. Date of BCY: D=7 C=16 F=0

12. Preference: None, no change in collateral, also over-secured 547b5 does not apply

13. 90th day out: D=10 C=16 F=0

14. Date of BCY: D=10 C=18 F=0

15. Preference: None, no change in F

16. 90th day out: D=10 C=7 F=3

17. Date of BCY: D=12 C=8 F=4

18. Preference: None, no change decrease in the F

iv. Mixed Collateral

1. 90th day out: D=100 a/r=60 Equip=30 F=10

2. Date of BCY: D=100 a/r=90 Equip=0 F=10

3. Preference: None, increase in a/r did not decrease the F

4. 90th day out: D=100 a/r=60 Equip=30 F=10

5. Date of BCY: D=100 a/r=30 Equip=60 F=10

6. Preference: None, c5 only applies with an increase in a/r

7. Increase in the equipment is preferential and no offset for the decrease in the a/r

a. No routine turn over of equipment like there is with a/r

8. But, if proceeds of a/r can be shown to buy the equipment, then no preference

VI. FRAUDULENT TRANSFERS
a. Standing

i. §550(a) allows trustees to recover property fraudulently transferred under §548(a)

ii. §1107(a) allows DIP’s to do so as well

b. §548a Fraudulent Transfers and Obligations 
i. Trustee can avoid any transfer or an interest of the debtor in property, OR any obligation incurred by the debtor, that was made or incurred on or w/in 2 years b/f the date of bankruptcy, if debtor voluntarily or involuntarily

1. Actual fraud 

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

2. Constructive fraud 

a. Debtor received less than reasonably equivalent value (REV) in exchange for such transfer, AND debtor had to be either:

i. Insolvent on the date of transfer, 

ii. Left w/ reasonably small capital, or 

iii. Intended or believed to incur debts beyond debtors ability to pay.

1. Seems like a subjective standard

2. If debtor never thought the transaction would lead to an inability to service the debt, then not a FT

b. In sum

i. Lack of REV and 1/3

1. Insolvency

2. Illiquidity

3. Under-capitalization

c. Standing

i. §544(b): allows trustees to avoid transfers or obligations voidable under applicable law by a creditor 

1. This is the doorway w/ which a trustee can apply CUFTA and put himself in the shoes of an actual creditor

2. Note, §544(b) does not mention the DIP

a. DIP’s can be conflicted, thus courts have allowed ceditor’s committees standing to recover such transfers for the estate when the DIP refuse to act

d. CUFTA:  CA Uniform Fraudulent Transfer Act

i. Unlike §548, under CUFTA there is no 2 year limitation

1. §3439.09

a. For actual fraud

i. Action must be brought w/ in 4 years after the transfer was made or the obligation was incurred OR

ii. If later, within 1 year after the transfer or obligation was or could reasonably have been discovered by the claimant.

iii. But, all claims are extinguished if no action is brought within 7 years after the transfer was made or the obligation was incurred

b. Constructive Fraud

i. 4 years flat

ii. §4 Actual Fraud Cause of Action

1. A transfer made or an obligation incurred by a debtor is fraudulent as to a creditor, whether the creditor's claim arose before or after the transfer was made or the obligation was incurred, if the debtor made the transfer or incurred the obligation as follows:

a. ANY creditor, subsequent OR antecedent

2. With actual intent to hinder, delay, OR defraud any creditor of the debtor

a. Any 1/3 is good

3. Badges of Fraud: In determining actual intent, consideration may be given, among other factors, to any or all of the following:
a. Whether the transfer or obligation was to an insider.

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

c. Whether the transfer or obligation was disclosed or concealed.

d. Whether before the transfer was made or obligation was incurred, the debtor had been sued or threatened with suit.

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

f. Whether the debtor absconded.

g. Whether the value of the consideration received by the debtor was reasonably equivalent to the value of the asset transferred or the amount of the obligation incurred.

h. Whether the debtor was insolvent or became insolvent shortly after the transfer was made or the obligation was incurred.

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

j. Whether the debtor transferred the essential assets of the business to a lienholder who transferred the assets to an insider of the debtor.

i. Friendly Foreclosure

1. S/H’s of an old Crop forms a new Corp to buy foreclosed assets at a discount free and clear

4. OR Without receiving a reasonably equivalent value in exchange for the transfer or obligation, AND
a. Lack of REV

5. The debtor either Engaged or was about to engage in a business or a transaction for which the remaining assets of the debtor were unreasonably small in relation to the business or transaction OR
a. Unreasonable small Capital

6. Intended to incur, or believed or reasonably should have believed that he or she would incur, debts beyond his or her ability to pay as they became due.

a. OR Cash Flow Crunch

i. Looks like an objective standard
1. Unlike §548
iii. §5 Cause of Action

1. A transfer made or obligation incurred by a debtor is Constructively fraudulent as to a creditor whose claim arose before the transfer was made or the obligation was incurred if the debtor made the transfer or incurred the obligation 

a. As a trustee, Need to find an antecedent creditor to who would have had standing to prosecute this claim

i. Need a claim that arose before the transfer and after the BCY

1. But does not need to be the same claim or same debt just the same creditor

ii. Issue is whether the claim of the creditor arose b/f the fraudulent transfer/obligation of the debtor.

2. Without receiving REV in exchange for the transfer or obligation AND 

a. Lack of REV AND

3. The debtor was insolvent at that time OR the debtor became insolvent as a result of the transfer or obligation.

a. Insolvency
e. Note on REV
i. A real property foreclosure is an involuntary transfer and may result in sales for less than fair market value

1. Held, whatever you get in a foreclosure sale is REV and thus is not a fraudulent transfer as long as the foreclosure procedures are followed correctly

a. But, does not protect “friendly foreclosures” or “deeds in lieu of a foreclosure”

2. Non-Compete clauses in exchange for cash are often fraudulent.  Too much in exchange for little real value

f. Notes on Insolvency

i. Must look at each entity’s balance sheets

1. Made Insolvent?

a. Courts often look for the magnitude of liability discounted by the chance of call

2. Look out for inflated goodwill on the balance sheets

g. Note on Antecedent Creditors

i. Harder to get standing for a §5 creditor.

1. But easier to show

a. Insolvency can be shown w/ a balance sheet

ii. Easier to get standing for Subsequent Creditors

1. But harder to show a §4 claim

a. Fact intensive to show Cash flow crunch or unreasonable small capital

h. § 550. Liability of transferee of avoided transfer (applies for Pref’s and FT’s)

i. The trustee may recover, for the benefit of the estate

1. The property transferred, or, if the court so orders, 

2. The value of such property, 

ii. From—

1. The initial transferee of such transfer OR

2. The entity for whose benefit such transfer was made (indirect transfers to peaopl like g’tors); OR

3. Subsequent transferees

a. However, The trustee may not recover from subsequent transferees who are

i. A BFP4V

i. Timing Issue Conflict

i. §550 does not say when value is to be determined
ii. §8 CUFTA:  value is to be determined at time of transfer
1. Ex:  Home worth 500 is transferred in 2001.  BCY 2004, home worth 1000.  Trial in 2007 home worth 2000.  
2. Held value is at time of transfer i.e. 500K.
j. Corp. Distributions as FT’s

i. FT (§548, §544 w/ CUFTA)

1. Transfer for lack of REV; insolvency, illiquidity or under-capitalization

ii. State Law Corp. Cause of action

1. Trustee gets claim from the Corp. w/ §541(a)(1)

iii. Robinson (423):  2 S/H’s own 50% of the Corp.  One S/H sells his shares back to the Corp in exchange for a 50K note.  Later Corp goes under and S/H wants to recover on the note.
1. Many ways to get this claim in court

a. S/H could sue on the note

b. Corp can object to the claim for lack of consideration

c. Trustee could try to invalidate as a FT (lack of REV and insolvency)

i. Look at dates, payment date probably controls

d. Trustee could try to use equitable subordination

i. Bump this creditor down to S/H status §510(c)

2. Held, a FT under §548

a. Lack of REV

i. Shares back to the company are not worth anything

1. Only person who got a benefit was the other S/H because now he owned 100%

ii. Thus Corp got no benefit in return for the note

b. Insolvency

3. Notes

a. Can exchange shares for bonds

b. Savings Clause in the note: “note is not payable if payment would be a FT”

i. Only pay on the note if there are profits

ii. Held, not a transfer of assets, but the invalidation of an obligation under 548(a)

k. REV Problems

i. Northern (427):  S/H gets a 150K loan secured by the assets of the Corp.  S/H then loans the 150K to the Corp.  
1. Lack of REV?

a. Held no

b. Collapsed transaction doctrine

i. In reality Corp got 150K in exchange for a S/I (dollar for dollar)

ii. Thus no lack of REV

c. Burden is usually on D to show an indirect benefit to the Corp.

ii. Upstream Gty’s

1. Bank loans to a Parent Corp and Sub gty’s the loan

a. Almost a per se FT

b. Sub gets no REV for it’s gty

2. Always go after the gty first

a. Any S/I can then be in trouble because it is no longer supporting a valid Gty

iii. Downstream Gty’s

1. Bank loans to a Sub and Parent Gty’s the loan

a. Harder to show as an FT

b. Parent gets REV often in the form of dividends from the Sub

iv. Cross Corporate Gty’s

1. Bank loans to Sub1 and Sub2 Gty’s the loan

a. Tough call either way

b. Bank needs to show and quantify the REV

c. Often argues synergy

i. Beware of Waiver’s of indemnity

1. Almost certainly no REV

2. Joint Borrowing Agreements

a. Bank loans money jointly to Parent and Sub, both jointly execute a note, and money all goes to the parent.

i. Sub’s trustee goes after the lender in BCY arguing lack of REV

1. Tries to invalidate the note and any S/I’s

ii. Held, they can recover even if bank did not know about the rip off

1. Lender is the initial transferee, no BFP defense under 550(b)(1) for a 550(a)(1) defendant

l. Date Problems

i. Revolvers (revolving credit lines)

1. Notes are executed on a certain day, but debt is refreshed as it is drawn on

a. Date of Gty is often deemed the date of the most recent draw

2. Updates the statute of limitations

a. More likely to be insolvent and lack REV at later dates

3. CUFTA §6(e)(2)

a.  An obligation is incurred:

i. If evidenced by a writing, when the writing executed by the obligor is delivered to or for the benefit of the obligee.

ii. Therefore, CUFTA uses date of execution, not date of last draw

4. §548

a. No such language.

b. Therefore often use date of last draw, date of refresh, etc…

m. LBO’s as FT’s

i. Remedies against the Lender

1. Note has lack of REV

a. Money was up streamed to S/H’s thus Corp. got no benefit

2. Note is invalid

a. Unreasonably small interest rate, not executed properly

3. S/I is invalid

a. Cannot have a lien without a valid underlying obligation (note)

4. Payments to Lender

a. Recoverable as improper gifts, or payments on an invalid loan

5. Aiding and Abetting breach of FD

ii. Claims against S/H’s

1. Illegal dividends

a. 546e defense

i. If S/H’s use a broker as an intermediary, then protected form liability, payment is just a settlement of a stock trade

2. Breach of FD

a. Yet protected by the business judgment rule

b. Possibly protected by “in pari delicto:”

i. No fault of S/H’s because both the Corp and S/H’s were at equal fault

iii. Claims against Sub-Debt

1. FT’s

a. Lack of REV, cash is up-streamed to S/H’s

i. Thus Payments and Bonds themselves are also invalid

iv. Bay Plastics (434):  antecedent creditor had a claim prior to BCY on bay plastics.  Thus only needed to show lack of REV that made the Corp. insolvent.
1. Lack of REV

a. Corp. got nothing, money up-streamed to old S/H’s

2. Made insolvent

a. Look to the balance sheet.  Goodwill was inflated

VII. STRONG ARM CLAUSE

a. Rational

i. Gives the trustee powers special powers to give them access to non-bankruptcy avoidance powers

b. §544(a)(1):  Hypo JLC

i. Imagines a creditor who gets a judicial lien on the date of BCY.

1. Can then avoid any unperfected Jr. liens

2. Ex:  On 1/1/08, A secured creditor lends 100K to the debtor but does not file a UCC-1.  Debtor files BCY on 2/2/08.  Trustee becomes a Sr. JLC and can void the entire S/I.

c. §544(a)(3):  Hypo BFP4V

i. Imagines that the creditor becomes a BFP4V who records on the date of BCY

1. An unrecorded conveyance is void v. a SBFP4V who first records

a. But, even if unrecorded, may not be able to void the interest if the occupant is in clear and open possession (inquiry notice)

d. §551 Hermit Crab Clause

i. Sr. liens that are avoided by the trustee are deemed to be preserved

1. Thus, Jr. liens are not bumped up in priority

a. Ex:  D owns RP worth 1000K.  C1 has a note and TD1 on property for 800K.  C2 has a note and a TD2 on the same property for 300K and knows all about C1.  D files BCY and avoids TD1.  What result?

i. C2 does not get the benefit of a fully secured note

ii. Thus, only has a S/I of 200K.

iii. If C1’s lien were secret, C2 could move up in priority

e. Marshalling

i. A Jr. C can compel a Sr. C to foreclose on a singularly encumbered property before reaching the doubly secured property to the prejudice of the Jr. C.

VIII. Equitable Subordination

a. Court can subordinate claims due to inequitable or dishonest conduct by a creditor

i. §510c:

1. Court may subordinate all or part of an allowed claim to all or part of another allowed claim. 

2. The subordinated creditor gets "bumped down", and may end up w/ nothing.  (appears that 510c trumps 510a)

b. Equitable Subordination is appropriate if creditor:

i. Has engaged in inequitable conduct

ii. The misconduct has resulted in injury to the creditors of the bankrupt or conferred an unfair advantage on the claimant, and

iii. The subordination is not inconsistent w/ the provisions of the Code

c. General categories of conduct recognized as sufficient to satisfy the inequitable conduct:

i. Fraud, illegality or breach of fiduciary duties

ii. Under capitalization

iii. Claimants use of the debtor as a mere instrumentality or alter ego

d. More factors to look for?

i. Was the company undercapitalized to begin with?

1. Were loans disguised as equity

ii. Would a bank loan under similar circumstances?

1. Did the insider give better terms than a bank would?

2. Insider loans to a distressed company will almost always be subordinated

3. Or even re-classified as equity
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