I. INTRODUCTION
A. Bankruptcy encourages risk-taking (by making way out available for Ds)…
1. Discourages “grabbing” by Cs
a. As company (still w/ survival potential) begins to fail, Cs prematurely kill company to ensure payment (smell blood in water)…
b. … AND, insiders (people running company) want to protect themselves from impending catastrophe (incentive to steal, OR “asset engineering in anticipation of insolvency”)
2. Preserves going concern value of entity/assets
a. When Cs “grab”, value of each part of entity suffers…
b. … AND, thus, value of entity as a whole suffers even more
B. Bankruptcy timeline…
1. When D-entity starts to fail, bankruptcy petition (“magic wall”) is filed  2 types…
a. Voluntary petition
b. Involuntary petition (powerful weapon for petitioning C(s)… BUT, premature/incorrect filing could make liable to D for damages)
2. 2 major kinds of business petitions…
a. Ch. 7 – liquidation (“I quit”)
b. Ch. 11 – reorganization (tweak things a little, write off some debt, sell some assets, reemerge)
i. Most Ds should file Ch. 7… BUT, file Ch. 11 instead…
ii. … AND, majority of Ch. 11s fail (conversion from Ch. 11 to Ch. 7)
3. 2 reasons why Ds file Ch. 11…
a. Good reason  “D’s euphoria” (false hope/good faith mistake that everything will be OK, merely going through rough patch)
b. Real/strategic reason  D knows it can’t reorganize, BUT wants to make process more drawn-out/expensive for Cs
i. Filing Ch. 11 scares Cs (esp. leading lenders), who are more likely to settle/cut deal…
ii. … AND, judges must be sympathetic  presumptions in favor of D (even though majority of Ch. 11s fail, D MAY survive)
4. Trustee (in Ch. 7) vs. D-in-possession (“DIP”) (in Ch. 11)…
a. In Ch. 7 filing, trustee (3rd party) is chosen from panel  goals of preserving estate, augmenting assets, winding up business (paid w/ % of assets)
b. In Ch. 11 filing, D (as DIP) remains in charge, has powers of/acts in lieu of trustee  same goals as trustee (to get Cs paid)… BUT, w/ additional goal of reorganizing business
i. Appointing trustee in Ch. 11 (instead of DIP) is problematic/ expensive (mainly in cases of malfeasance/misconduct)…
ii. … AND, trustee does NOT know how to run business (like DIP does) in order to reorganize

II. PREFERENCES
A. 5 prerequisites for trustee to avoid a transfer as being preferential (§ 547(b))…
1. § 547(b)(1)  to OR for the benefit of C
a. Assume C supplies goods to D-corp., and forces shareholder (“SH”) to execute personal guaranty  SH now is secondarily liable for D-corp.’s debt, AND has contingent right of reimbursement against D-corp.…
b. … thus, if D pays off debt to C, then this is a transfer to C (direct preference)…
c. … AND, also a transfer for the benefit of guarantor-SH, who is also a C of D (indirect preference)
i. If preferential as to guarantor, then guarantor would pay (to trustee) the amount that D paid to C…
ii. … AND, guarantor’s right of reimbursement against D (which had been extinguished by D’s payment to C) is now reinstated
2. § 547(b)(2)  for an antecedent debt (debt owed by D before payment made, NOT a contemporaneous exchange)
3. § 547(b)(3)  made while D was insolvent (balance sheet test  debt greater than value of assets)
a. D is presumed to be insolvent during 90 days before bankruptcy (§ 547(g))…
b. … BUT, C MAY rebut this presumption by proving that D was solvent (difficult, but NOT impossible)
4. § 547(b)(4)  made after “bell” rings (when “preference window” opens)
a. If C is non-insider, then “bell” rings 90 days before filing of bankruptcy
b. If C is insider (i.e. guarantor-SH), then “bell” rings 1 yr. before filing of bankruptcy
i. Insiders use inside information to get paid before other Cs…
ii. … thus, longer time period for insiders
5. § 547(b)(5)  made C “better off” than C would have been in hypothetical Ch. 7
a. Hypothetical liquidation test  assume transfer had NOT been made AND, instead, D had filed Ch. 7… C then would have received dividend (payment made out of D’s estate)…
b. … thus, if transfer was greater than the dividend that D would have received (in hypothetical Ch. 7), then C was made “better off”…
c. … BUT, if transfer was NOT greater than the dividend, then C was NOT made “better off” (“no harm, no foul”)
i. If C is oversecured (value of collateral greater than debt) –OR– fully secured at time of bankruptcy, then likely was NOT made “better off”  D likely would have been paid in full in hypothetical Ch. 7
ii. If C is undersecured (debt greater than value of collateral) at time of bankruptcy, then likely was made “better off”  D likely would NOT have been paid in full in hypothetical Ch. 7
1. In Falcon Products, C was oversecured when transfer made  debt of $800K paid down to $500K (via $300K transfer), collateral of $1M…
2. … then, at time of bankruptcy, C was still oversecured  debt of $900K (more $$ borrowed, interest accrues), collateral of $1M…
3. … BUT, if $300K transfer had NOT been made, then C would have been undersecured  debt of $1.2M (instead of $900K), collateral of $1M…
4. … thus, even though C was oversecured at all times, transfer is nonetheless preferential  C would have been undersecured in hypothetical Ch. 7
6. If trustee can prove case-in-chief (§ 547(b)(1)-(5)), then transfer IS preferential  trustee can recover transferred $$ from C for the benefit of D’s estate (to the extent that transfer is avoided) (§ 550(a)) 
B. Creation of lien (right to seize and sell property in order to satisfy an obligation) IS a transfer…
1. 2 kinds of liens…
a. Nonconsensual (involuntary) liens
i. In CA, if C can prove valid claim on D’s debt (probability, liquidated sum, contract/business claim), then C MAY impose prejudgment attachment lien on D’s assets…
ii. … thus, after C obtains writ of attachment and files w/ county, lien will attach (preventing D from squandering assets during litigation)…
iii. … BUT, if D files for bankruptcy within 90 days thereof, then lien MAY be preferential
b. Consensual (voluntary) liens  either on personal property OR real property
2. Security interest (“SI”) – lien on personal property (governed by UCC Art. IX)
a. SI is evidenced by security agreement, granting lien on D’s personal property to C…
b. … then, C perfects SI by filing financing statement (“UCC-1”) w/ Sect. of State (gives notice to 3rd parties)
3. Deed of trust (“TD”)/mortgage – lien on real property (governed by state law)
a. D as trustor (mortgagor), C as beneficiary (mortgagee)…
b. … C records TD (serves same function as UCC-1)
C. Whether debt IS antecedent (as per § 547(b)(2))  depends on when transfer is “made”
1. Transfer is “made” when it “takes effect”, but ONLY if “federally perfected” within 30 days…
a. If “federally perfected” within 30 days, then date that transfer was “made” relates back (to when it “takes effect”) (§ 547(e)(2)(A))
b. If NOT “federally perfected” within 30 days, then date that transfer was “made” IS the date of delayed perfection (§ 547(e)(2)(B))
2. When transfer “takes effect”…
a. If real property, then transfer “takes effect” at moment of delivery (of TD)
i. Most courts hold that TD “takes effect” when funding made (b/c lien does NOT exist w/o promissory note)…
ii. … BUT, other courts hold that TD “takes effect” when executed
b. If personal property, then transfer “takes effect” at moment of attachment (to collateral)  SI attaches to collateral (thereby becoming enforceable against D) ONLY after 3 conditions occur (UCC § 9203(b)(1)-(3))…
i. Value (i.e. $$) given (by C to D)
ii. D has rights (i.e. owns) in collateral
iii. D executes (i.e. signs) security agreement


3. When transfer was “federally perfected”…
a. If real property, then transfer is “federally perfected” when, under state law, C can beat out a (hypothetical) subsequent bona fide purchaser for value (“BFP4V”) (§ 547(e)(1)(A))
i. As per CA’s race-notice recording statute (CC § 1214), an unrecorded conveyance is void against a subsequent BFP4V who records first (good faith purchaser w/ NO knowledge AND NO actual/constructive notice of prior unrecorded conveyance)…
ii. … as such, C can beat out subsequent BFP4V  when TD is properly recorded…
iii. … thus, once TD is properly recorded, then C can beat out a subsequent BFP4V… AND, once C can beat out a subsequent BFP4V, then C is “federally perfected”
b. If personal property, then transfer is “federally perfected” when, under state law, C can beat out a (hypothetical) subsequent judicial lien creditor (“JLC”) (§ 547(e)(1)(B))
i. As per UCC § 9317(a), C can beat out a subsequent JLC when C’s SI is perfected for state law purposes (“state-law perfected”)…
ii. … AND, as per UCC § 9308(a), SI is “state-law perfected” upon both attachment (recall 3 conditions) AND “perfection step” (filing of UCC-1)…
1. Attachment is ONLY the creation of SI…
2. … BUT, perfection is the giving of notice (of SI) to 3rd parties
iii. … thus, once C is state-law perfected, then C can beat out a subsequent JLC… AND, once C can beat out a subsequent JLC, then C is “federally perfected”
iv. UCC Art. IX allows for filing of UCC-1 before loan is made (even if loan negotiations later fall through)  thus, C should file UCC-1 A.S.A.P. (needlessly delaying perfection, i.e. waiting for serial #, increases likelihood that debt is antecedent… AND, consequently, that SI is preferential)
1. If transfer “takes effect” before “bell” rings, AND is “federally perfected” within 30 days thereof  NOT preferential, even if perfection occurs after “bell” rings
2. If transfer “takes effect” before “bell” rings, BUT is “federally perfected” after 30 days  MAYBE preferential if delayed perfection occurs after “bell” rings
v. Potentially different dates  when debt incurred, when security agreement executed, when “bell” rings, AND when perfected
1. If date that debt is incurred AND date that transfer is “made” are the same, then debt is contemporaneous, NOT antecedent (AND, thus, transfer is NOT preferential)…
2. … BUT, even if debt IS antecedent, transfer is NOT preferential so long as both debt is incurred AND transfer is “made” before “bell” rings
4. After-acquired property (“AAP”) clause in security agreement  lien on all property “now owned or hereafter acquired”
a. Under AAP clause, property that is subject to lien is constantly changing…
b. … as such, analysis of whether debt is antecedent (AND, whether transfer is preferential) must proceed on item-by-item/transaction-by-transaction basis
i. On June 1st, C makes loan to D, D executes security agreement (w/ AAP clause), UCC-1 is filed… then, on August 1st, “bell” rings… then, on August 15th, D acquires new property (additional collateral)…
ii. … June 1st property (original property) is NOT preferential  debt incurred on June 1st AND transfer “made” on June 1st (“takes effect” AND “federally perfected” on June 1st)
iii. … BUT, August 15th property (AAP) IS preferential  debt incurred on June 1st AND transfer “made” on August 15th
1. 3 conditions (as per UCC § 9203(b)) must occur before attachment, which is when transfer “takes effect”… thus, b/c D did NOT acquire rights (as per UCC § 9203(b)(2)) in AAP-collateral until August 15th, this is when transfer “takes effect”…
2. … AND, C is NOT “federally perfected” until attachment AND “perfection step”… thus, even though “perfection step” (i.e. UCC-1 filing) occurred on June 1st, attachment did NOT occur until August 15th…
3. … thus, all in all, transfer is NOT “made” until D acquires rights (restated in § 547(e)(3))


c. As per § 547(e)(3)/UCC § 2501, D MAY acquire rights in property when property is shipped, NOT when property arrives (if agreed to by parties)…
i. … thus, if D’s AAP was shipped on July 31st (BUT arrived on August 15th), then D (arguably) acquired rights to AAP on July 31st… AND, thus, “takes effect” (attachment) AND “federally perfected” (attachment + “perfection step”) on July 31st…
ii. … AND, thus, b/c transfer “made” (on July 31st) before “bell” rings (on August 1st), SI on AAP is NOT preferential (even though debt IS still antecedent)
d. Potential effect of delayed perfection  original property IS preferential, BUT AAP is NOT preferential
i. On August 2nd, C makes loan to D, D executes security agreement (w/ AAP clause), D owns equipment1 (original property)… on August 9th, D acquires equipment2 (AAP)… on August 10, “bell” rings… on September 5th, UCC-1 filed…
ii. … original property IS preferential  “takes effect” (attachment) on August 2nd, BUT “federally perfected” (“perfection step”) 30+ days later on September 5th…
iii. … BUT, AAP is NOT preferential  “takes effect” on August 9th, AND “federally perfected” within 30 days thereof
D. Foreclosure…
1. 2 kinds of foreclosure in CA…
a. Judicial foreclosure (“JF”)  complaint filed, court-supervised sale ordered, D’s deficiency liability (debt MINUS sale price) determined
b. Non-judicial foreclosure (“NJF”)  file notice of default (NO lawsuit), file notice of sale, conduct private auction (open to public, but NOT court-supervised)
i. JFs fairly uncommon b/c CA generally protects D from deficiency liability…
ii. … thus, JFs generally NOT worth the hassle  NJFs quicker, easier AND cheaper


2. If TD is properly recorded, then foreclosure right before bankruptcy would likely NOT be preferential b/c foreclosure did NOT make C “better off”  NO economic difference b/w selling home in foreclosure sale vs. having TD on home in bankruptcy…
a. … BUT, if TD is NOT properly recorded, then court MAY hold foreclosure right before bankruptcy as being preferential b/c C did NOT have valid lien (would NOT have taken $$ in bankruptcy)…
b. … AND, b/c NJF is NOT judicially-supervised, unrecorded TD MAY not be noticed
3. Bifurcation (§ 506(a)) – undersecured C holds secured claim in amount of value of collateral AND unsecured claim in amount of deficiency
a. If C conducts JF and obtains deficiency judgment, then deficiency judgment becomes unsecured claim in bankruptcy…
b. … AND, collecting deficiency judgment right before bankruptcy would likely be preferential b/c it made C “better off”  deficiency judgment alters C’s economic status (whereas, foreclosure does NOT)
E. Judgment lien…
1. After plaintiff (C) obtains judgment against defendant (D), C files judgment, obtains and records abstract (under state law)  judgment lien arises (encumbering D’s property)
a. On March 1st, C obtains judgment against D… on March 15th, “bell” rings… on March 20th, C files judgment, obtains and records abstract, judgment lien arises…
b. … b/c judgment obtained on March 1st and judgment lien arises on March 20th, debt IS antecedent… AND, judgment lien IS preferential
2. Obtaining judgment ONLY half the battle  C must move quickly to file and obtain judgment lien (failure to do so MAY be malpractice for C’s counsel)
a. Do title search(es) before judgment entered  better able to quickly obtain judgment lien
b. Judgment-debtor exam (discovery in aid of judgment)  ask D about properties
F. Refi loan…
1. On January 1st, old TD recorded on D’s property… on July 1st, refi loan made (new lender replaces old lender, old obligation extinguished in favor of new obligation), new TD executed, but NOT recorded… on August 1st, “bell” rings… on September 1st, new TD recorded…
2. … as per delayed perfection, new TD IS preferential  unless, 1 of 2 theories successfully asserted…
a. Theory #1 (generally does NOT work)  new lender is “federally perfected” when able to beat out a subsequent BFP4V… AND, b/c old TD was still of record, any subsequent BFP4V would have been put on notice (though, notice of old TD, NOT new TD)… thus, new TD was “federally perfected” at all times (NOT delayed)
b. Theory #2 (mixed results, though trending against)  equitable subrogation
i. New lender paid off old lender… SO, new lender “claims under” the rights of (jumps into shoes of) old lender…
ii. … BUT, still MAY not defeat rights of trustee (who is, in essence, a subsequent BFP4V)
G. “Earmarking”…
1. Transfer, in order to be preferential, must be of D’s property… thus, if D owes debt to C1, C2 may transfer $$ directly to C1 to pay off D’s debt (such that D now owes debt to C2)…
a. Some courts hold that transfer of $$ to C1 is NOT preferential  $$ was NOT D’s property b/c never in D’s control (merely a swap of debts b/w C1 and C2)
b. Other courts hold that transfer of $$ to C1 IS preferential  functional equivalent to C2 loaning $$ to D ($$ as D’s property), and D then making transfer of $$ to C1
i. Thus, if $$ passes through D’s hands (even momentarily), then transfer IS preferential…
ii. … BUT, if structured differently, may NOT be preferential
2. “Inverse earmarking”  guarantor issues guaranty in favor of C… guarantor pays C (NOT preferential b/c NOT transfer of D’s property), thus guarantor’s right of reimbursement against D is no longer contingent… guarantor then takes lien on D’s assets (as collateral for D’s reimbursement obligation)…
a. Guarantor’s lien IS preferential as to guarantor (b/c transfer was to guarantor)…
b. … AND, also preferential as to C (for the benefit of C b/c guarantor’s lien allowed for guarantor to pay off C)…


c. … thus, trustee MAY avoid guarantor’s lien… AND, if value of collateral has depreciated (from time of guarantor’s lien to time of bankruptcy), then trustee MAY recover difference
i. “Bell” rings at different times (as per § 547(b)(4)) for insiders (1 yr. before filing of bankruptcy) AND non-insiders (90 days)…
ii. … thus, if transfer (of guarantor’s lien) occurs 91 days before bankruptcy, then NOT preferential as to C (likely NOT an insider)… BUT, YES preferential as to guarantor (likely an insider)
d. Under “earmarking”, D argues lack of involvement in transfer (mere swap b/w Cs)… whereas, under “inverse earmarking”, D induces swap via transfer of collateral to guarantor
i. C MAY prevent “inverse earmarking” via negative pledge/ encumberance clause  forbidding D from granting lien on assets to anyone other than C
ii. Negative pledge/encumberance clause MAY range from forbidding lien on specific asset of D’s to forbidding lien on any of D’s assets

III. AFFIRMATIVE DEFENSES TO PREFERENCES
A. § 547(c)  trustee may NOT avoid transfer to the extent that/insofar as (burden on C, as per § 547(g))…
B. § 547(c)(1)  transfer is intended to be contemporaneous –AND– in fact substantially contemporaneous
1. Transfer MAY be preferential if for an antecedent debt (as per § 547(b)(2))…
2. … BUT, if parties intended for contemporaneous exchange, then OK if debt is slightly antecedent  most courts will NOT extend beyond 10 days (though, MAY be shorter/longer depending on circumstances)
a. Assume C makes unsecured loan to D, then discovers falsity in D’s credit report, which D remedies later that day by granting TD on D’s real property (to secure loan)… if D files for bankruptcy within 90 days, then TD IS preferential  NO § 547(c)(1) defense
i. YES in fact substantially contemporaneous…
ii. … BUT, NOT intended to be contemporaneous (originally unsecured, then amended after the fact)
b. Existence of AAP clause MAY poison § 547(c)(1) defense  NOT intended to be contemporaneous (even if acquiring of AAP IS in fact substantially contemporaneous)


C. § 547(c)(2)  transfer is payment of debt in ordinary course of business
1. Avoidance of preferential transfers intended to target Cs who pressure D in exchange for special treatment, NOT Cs who are being paid off in the same way that they had always been paid off
2. 2 prongs (in addition to payment itself)…
a. Debt incurred in the ordinary course of business of parties (i.e. D always buys product from C) –AND–
b. Method of payment according to ordinary business affairs/terms, whether ordinary among industry (i.e. trade usage) OR ordinary among specific parties (i.e. course of dealing)
i. D always pays C w/ cash, even though all others in industry pay w/ check  YES ordinary course of business
ii. D usually pays C on time, BUT payment in question happens to be late… AND, late payments generally OK among industry  YES ordinary course of business
1. Nature of debt must be very unusual to NOT satisfy 1st prong  LBO, restructuring, and refinancing debts have all been deemed to be incurred in ordinary course of business (b/c ordinary businesspeople engage in such transactions, whether or NOT D has)
2. Majority of litigation re: § 547(c)(2) deals w/ 2nd prong  MAY be helpful to hire industry expert (NO guarantee that bankruptcy judge will believe non-expert)
D. § 547(c)(3)  enabling loan exception
1. Special protections for C that loans $$ to D to enable D to acquire assets (NOT ordinary business loans)…
a. D purchases $1M asset from C-vendor, puts $100K down, executes $900K note to C-vendor secured by SI on asset  C-vendor takes 2-party purchase-money SI (“2-party PMSI”)
b. D purchases $1M asset from vendor, puts $100K down… C-lender executes $900K note to D (who gives $$ to vendor) secured by SI on D’s asset  C-lender takes 3-party purchase-money SI (“3-party PMSI”)
2. $$ loaned (“new value”) must be…
a. Given in conjunction w/ security agreement describing collateral –AND–
b. Given by secured party (vendor w/ 2-party PMSI OR lender w/ 3-party PMSI) –AND–
c. To enable D to acquire collateral (for that exact purpose) –AND–
d. Used by D to acquire collateral (NO commingling of funds) –AND–
i. In 3-party PMSI, lender should make sure that $$ is used by D for exact purpose by putting $$ in special bank account…
ii. … OR, by making check jointly payable to D AND vendor
e. Lien perfected within 30 days after D receives possession of collateral
i. D MAY have acquired rights in collateral (i.e. when shipped, as per UCC § 2501) before possession of collateral…
ii. … thus, PMSI MAY be “federally perfected” (after “bell” rings) 30+ days after transfer “takes effect” (thereby making transfer for antecedent debt, AND more likely preferential)…
iii. … BUT, so long as PMSI is perfected within 30 days of possession, then NOT avoidable as per § 547(c)(3) defense (potential grace period)
E. § 547(c)(4)  subsequent advance rule
1. Offset for Cs  encourages Cs to continue doing business w/ troubled Ds
a. Cs continue to ship, knowing of offset potential from preference liability…
b. … as opposed to starving D for credit (requiring payment for old before shipping new)
i. On February 1st, C ships $100K in shoes to D… on April 1st, “bell” rings… on April 5th, D pays $100K for shoes… on April 15th, C ships $70K in socks to D…
ii. … D’s $100K payment to C IS preferential (C has preference liability of $100K)… BUT, C can offset $70K as per subsequent advance of new value…
iii. … thus, C has net liability of $30K ($100K MINUS $70K)
2. Caveat (§ 547(c)(4)(A))  does NOT apply if subsequent advance is secured by a valid SI…
a. If C shipped socks (subsequent advance of new value), BUT w/ PMSI on socks, then NO offset for C…
b. … otherwise, C would have $70K offset AND $70K in secured debt  total value of $140K (double benefit)…
c. … BUT, so long as C perfected PMSI within 30 days of D taking possession of socks (collateral), then PMSI is saved by § 547(c)(3) defense (NO offset, BUT still secured debt)
i. If C did NOT perfect PMSI until 30+ days after D received possession of collateral, then NO § 547(c)(3) defense…
ii. … BUT, YES § 547(c)(4) defense  b/c PMSI is NOT valid (as per § 547(c)(3)), essentially unsecured debt (which MAY be used to offset preference liability)
3. Caveat (§ 547(c)(4)(B))  does NOT apply if D makes valid payment for subsequent advance…
a. If D pays for socks, then may NOT be preferential as per ordinary course of business (§ 547(c)(2))…
b. … BUT, C could NOT then offset preference liability from paid-for goods
i. Courts are mixed when non-D/3rd party (i.e. parent corp.) makes payment for C’s subsequent advance to D  language of § 547(c)(4)(B) ONLY refers to when D (NOT 3rd party) makes payment…
ii. … thus, some courts allow C double benefit  keep payment AND use to offset preference liability
4. Payment by check  NOT the same as payment by cash (date of delivery MAY be difficult to determine)
a. Sup. Ct. has held (Barnhill) that, for § 547(b) purposes, the date of honor of check is the date that transfer of $$ is “made”…
b. … BUT, for § 547(c)(4) purposes, the date of delivery of check controls whether subsequent advance has occurred
i. On March 29th, C ships $100K in shoes to D… on April 1st, “bell” rings… on April 5th, D delivers $100K check to C… on April 8th, C ships $70K in socks to D… on May 1st, D’s $100K check is honored…
ii. … b/c transfer (of $100K from D to C) was “made” on May 1st, YES for antecedent debt (debt incurred on March 29th)… AND, YES preferential…
iii. … BUT, b/c check delivered on April 5th, AND shipment of socks on April 8th, then § 547(c)(4) defense available (b/c shipment of socks a subsequent advance)
1. Good policy b/c C encouraged to give new value to pre-bankrupt D…
2. … BUT, intellectually dishonest b/c (so-called) subsequent advance comes before (NOT after) transfer is “made”


F. § 547(c)(5)  protection of inventory/AR lenders
1. Background  D (manufacturing plant) has suppliers (supplying raw materials)… D processes raw materials, creates inventory… D sells inventory to customers (account Ds)… customers buy on credit, give D promise to pay (accounts receivable (“AR”))… AR collected, $$ goes to D…
a. … BUT, D must pay suppliers (AND employees, other bills, etc.) before it collects AR  always a gap in time…
b. … thus, D borrows $$ from lender in exchange for note AND SI (w/ AAP clause) in D’s inventory/AR…
c. … thus, as per § 547(b), SI would be preferential as to D’s inventory created and AR collected within 90 days of bankruptcy
2. General rule of § 547(c)(5)  inventory/AR (AND proceeds thereof) are insulated from preference liability (may NOT be avoided)
a. On January 1st, C makes $1M loan to D, D executes security agreement w/ AAP clause (inventory/AR as collateral), UCC-1 is filed… on March 1st, “bell” rings… on March 10th, D sells item1 for $700K (proceeds commingled in D’s account, used to pay bills)  C is grossly undersecured (owed $1M, BUT $300K in collateral)…
b. … then, on March 15th, D gets item2 worth $300K (D less undersecured, collateral up to $600K)… on March 20th, D sells item2 for $300K (again, proceeds dissipated)… on April 1st, D gets item3 worth $400K…
i. Analysis under § 547(b) proceeds on item-by-item basis  SI IS preferential as to item2 AND item3 b/c each made C “better off” (upon item2 and item3 becoming part of collateral package, C was made less undersecured)…
ii. … as such, C would face potential preference liability of $700K (as per natural turnover of inventory)…
iii. … BUT, § 547(c)(5) acts as absolute defense
3. Exception to § 547(c)(5)  2-point test (debt-minus-collateral on 90th day before bankruptcy vs. debt-minus-collateral on date of bankruptcy)
a. Increase in collateral package (over course of 90 days) creates decrease in deficiency  to C’s advantage AND to D’s disadvantage
i. Assume debt is $1M on 90th day before bankruptcy, remains constant… assume collateral (inventory/AR) is worth $600K on 90th day before bankruptcy, increases in value to $900K on date of bankruptcy…
ii. … C’s deficiency posture on 90th day before bankruptcy is $400K ($1M MINUS $600K), AND C’s deficiency posture on date of bankruptcy is $100K ($1M MINUS $900K)…
iii. … thus, C’s preference liability is $300K (how much deficiency decreased)
1. Look at aggregate sum of all transfers of inventory/AR (NOT item-by-item)…
2. … AND, ignore intermediate fluctuations during 90 days
b. Already established that C has been made “better off” by transfer (as per § 547(b)(5))… BUT, now determining whether C has been made “better off” over course of 90 days…
i. If NO, then general rule of § 547(c)(5) applies  NO preference liability
ii. If YES, then exception to § 547(c)(5) applies  YES preference liability (to extent of decrease in deficiency)
c. If NO increase in collateral, then general rule of § 547(c)(5) applies…
i. Assume collateral (inventory/AR) is worth $600K on 90th day before bankruptcy, remains constant… assume debt is $1M on 90th day before bankruptcy, paid down to $700K on date of bankruptcy  paydown of debt IS preferential (possible § 547(c)(2) defense)…
ii. … BUT, even though C’s deficiency posture has decreased (from $400K to $100K), this was NOT caused by increase in collateral… thus, NO preference liability (may NOT be avoided)
d. If YES increase in collateral, but it does NOT cause decrease in deficiency, then general rule of § 547(c)(5) applies…
i. Assume, on 90th day before bankruptcy, debt is $10M, collateral is $16M… assume, on date of bankruptcy, debt is $10M, collateral is $18M  even though collateral increased, C was oversecured at all times (thus, NO deficiency to have been decreased)
ii. Qmect  on 90th day before bankruptcy, debt of $12M, collateral of $9M (deficiency posture of $3M)… on date of bankruptcy, debt of $14M (increased by fees/interest), collateral of $10M (deficiency posture of $4M)…
1. “Soft costs” (i.e. fees, interest) increase debt as means of shielding increase in collateral…
2. ... thus, even though collateral increased, debt also increased… AND, at faster rate (YES deficiency, but NOT decreased)
4. Real world effect of § 547(c)(5)  Cs monitor status of debt and collateral (b/c as debt increases AND collateral decreases, C becomes undersecured)
a. Good for C to have insider-SH (of D-corp.) as guarantor  w/o guaranty, insider-SH has NO liability to C… BUT, w/ guaranty (collateralized by insider-SH’s house), insider-SH will favor C over other (unsecured) Cs
b. If D can get more inventory/supplies from suppliers, then collateral package increases (while debt remains constant)… AND, if C-lender stands behind D (“vendor support program”), then suppliers more likely to give D more inventory/supplies…
i. … thus, C-lender is NO longer in deficiency posture, BUT in sufficiency posture  though, now, C-lender would have preference liability (as per exception to § 547(c)(5))…
ii. … BUT, if C-lender can get D to avoid filing bankruptcy for 90+ days, then NOT preferential (“manipulating the 2-point test”)…
1. … though, if C is shown to be an insider, then subject to 1-yr. reach-back (instead of 90 days)…
2. … AND, if discovered, C could face all sorts of liability  tort, breach of fiduciary duty, wrongful conduct, control (principal-agent)
5. Valuation of collateral…
a. Assume, on 90th day before bankruptcy, debt is $10M, collateral is $6M (D possibly salvageable)… then, disaster occurs (i.e. Northridge earthquake, 9/11)…
b. … now, on date of bankruptcy, debt is still $10M, collateral is $7M… BUT, due to intervening events, D is now unsalvageable…
i. D would argue for going concern (face) value of collateral  C owes preference liability of $1M (as per decrease in deficiency posture from $4M to $3M)
ii. C would argue for liquidation (real) value of collateral  even though going concern value of collateral has increased, D is NO longer a viable entity (AND, as such, customers will flake out on AR obligations)


6. “… to the prejudice of other [Cs] holding unsecured claims…” (NOT superfluous language)  value that has gone into inventory/AR (causing increase thereof, AND subsequent decrease in deficiency) must have been “derived” from other Cs
a. Oil as collateral/inventory  increase in value caused by market forces… thus, NO prejudice to other Cs
b. Hogs as collateral/inventory  if hogs are pregnant/give birth during 90 days, then collateral has increased in value… AND, this increase would NOT have happened w/o other Cs (i.e. feeding, vaccinating hogs)… thus, YES prejudice to other Cs
c. Cheese as collateral/inventory  cheese increases in value as it ripens (due to bacteria)… thus, generally NO prejudice to other Cs
7. Mixed collateral  “blanket lien” on equipment AND inventory/AR
a. Assume debt is $1M on 90th day before bankruptcy, remains constant… assume inventory/AR is worth $600K on 90th day before bankruptcy, increases in value to $900K  appears preferential (as per exception to § 547(c)(5))…
i. … BUT, if equipment is worth $300K on 90th day before bankruptcy, AND decreases in value to $0  NO change in deficiency ($100K at all times)…
ii. … thus, even though there is increase in inventory/AR (“such security interest”), there is corresponding decrease in other collateral (equipment)… AND, as such, NO decrease in “all security interests” (equipment AND inventory/AR)… so, NO preference liability (as per general rule of § 547(c)(5))
b. Assume debt is $1M at all times… assume inventory/AR is worth $600K on 90th day before bankruptcy, decreases in value to $300K… assume equipment is worth $300K on 90th day before bankruptcy, increases in value to $600K  NO change in deficiency ($100K at all times)…
i. … thus, inventory/AR is NOT preferential (NO increase in value)…
ii. … BUT, equipment IS preferential (at least, barring another § 547(c) defense)  preference liability of $300K
1. § 547(c)(5) is written ONLY for inventory/AR  equipment does NOT fluctuate the same way…
2. … thus, equipment is NOT entitled to special protection (again, view collateral on item-by-item basis)
c. Assume AR decreases b/c $$ is taken from to purchase equipment  MAY trace proceeds to invoke § 547(c)(5) (proceeds of AR transmuted into equipment)
i. Lockbox  payments from customers go into special joint bank account (over which C has some control), instead of going to D (to avoid commingling/tracing problems)
1. D sells inventory to customers, customers pay AR  collections/ $$ goes into lockbox…
2. … C (w/ SI in D’s AR) then sweeps/collects from lockbox  D’s loan obligations reduced accordingly
ii. Revolving credit facility (“revolver”)  as C sweeps lockbox (to pay off D’s debt), C readvances new $$ to D (D’s debt fluctuates, while collateral remains constant)
1. Most commercial finance done under “revolver” (as opposed to term loan, i.e. __ yrs.)
2. Increase in collateral MAY lead to preference liability (as per exception to § 547(c)(5))… BUT, this is a risk that Cs are willing to take (as opposed to being undersecured/in deficiency posture)

IV. LETTERS OF CREDIT
A. 2 kinds of letters of credit (“LCs”)…
1. Documentary (commercial) LC  issuing bank (“IB”), who has working relationship w/ buyer, issues LC in favor of seller… seller sends good to buyer… IB pays seller
a. Seller is uncertain whether buyer will pay for goods promptly (esp. long-distance/international transactions)…
b. … thus, IB takes credit risk instead of seller  IB seeks payment from buyer (seller already paid)
2. Standby LC  similar to documentary LC (more likely w/ domestic transaction)… except that, upon seller sending goods to buyer, buyer pays seller… BUT, if buyer does NOT pay, then seller provides notice of default, makes demand to IB (IB pays seller)
a. Standby LC looks like a guaranty (buyer as D-corp., seller as C, IB as SH)… BUT, NOT a guaranty (semantic distinction b/c, at one point, banks could NOT issue guaranties)…
b. … rather, an independent (albeit contingent) obligation of IB (NOT buyer’s obligation)…
c. … AND, IB has reimbursement agreement w/ buyer (usually secured)
B. In Powerine, D purchases oil from C… IB issues standby LC to C (if D does NOT pay C, then IB will pay C and seek reimbursement from D)… standby LC set to expire in 04/84 (NOT open-ended)… D pays C, then files for bankruptcy within 90 days  preferential?
1. § 547(b)(1)-(4) are all satisfied… BUT, § 547(b)(5) at issue (whether C made “better off”)  in hypothetical Ch. 7, C would have been paid w/ dividend (out of D’s estate)…
2. … AND, b/c C was unsecured, such a dividend would have been very little  C’s collateral (IB’s standby LC) NOT part of D’s estate…
3. … thus, C made “better off” (YES preferential)… AND, b/c standby LC is now expired, C may NOT go after IB
a. C has partial defense b/c, upon D’s payment to C, IB’s reimbursement claim against D was released  a contemporaneous exchange for new value (as per § 547(c)(1)), even though new value to D came from IB (NOT C)…
b. … BUT, b/c IB’s standby LC was undersecured, NOT all preference liability released  ONLY difference b/w D’s payment (to C) AND D’s new value received (by IB’s release)
4. If C had used documentary LC (instead of standby LC), then NOT preferential b/c IB would make payment (NOT D’s property) and seek reimbursement  thus, after Powerine, Cs use documentary LCs
C. LC expires by its terms… BUT, guaranty does NOT  guarantor’s right of reimbursement either does OR does NOT become contingent
1. C would want language in guaranty stating that if C is liable for preference (AND, thus, must return D’s payment to trustee), then C MAY go after guarantor for reimbursement  revival of guaranty…
2. … though, if C releases lien on guarantor’s assets prior to preference liability, then C would still have right of reimbursement against guarantor… BUT, it would be unsecured (NOT collateralized)…
3. … thus, best for C to wait 90+ days after D’s payment to release lien on guarantor’s assets (agreed to in advance)
a. If D does file for bankruptcy within 90 days, then C loses D’s payment… BUT, guarantor (again, likely insider-SH) will lose assets to C…
b. … thus, D postponing bankruptcy for 90+ days is to benefit of both C AND guarantor  unless…

V. FRAUDULENT TRANSFERS
A. Trustee may avoid any transfer OR obligation made/incurred within 2 yrs. of bankruptcy – whether voluntary OR involuntary – w/ either (§ 548(a))…
1. Actual fraud  D possesses actual intent to “hinder, delay or defraud” any C (regardless of 3rd party-transferee’s intent)
2. Constructive fraud  D received less than reasonably equivalent value (“REV”) –AND– was/became insolvent (again, balance sheet test)
a. Cs have expectation that D will NOT give away assets right before bankruptcy (D must be just before D is generous)…
b. … thus, even if D has pure heart (NOT actual fraud), D receiving less than REV (YES constructive fraud) is treated the same way
B. Trustee has 2 major avenues to prosecute fraudulent transfer…
1. § 548  ONLY a 2-yr. SoL
2. State law  longer SoL (ranges b/w 4-7 yrs.)
a. § 544(b)  if there is an actual (identified) unsecured C, who exists at time of fraudulent transfer AND at time of bankruptcy, AND who could have avoided said fraudulent transfer, then trustee is empowered to use applicable state law (steps into shoes of “triggering C”)…
b. … thus, if fraudulent transfer is 2+ yrs. before bankruptcy, then trustee can fall back on CUFTA (CA’s version of Uniform Fraudulent Transfer Act)
C. DIP (in Ch. 11) has same powers as trustee to avoid fraudulent transfers… BUT, b/c DIP was involved in fraudulent transfer, would rather hide existence of fraudulent transfer claim (sit on hands for 2+ yrs.)
1. U.S. Trustee’s Office is supposed to investigate Ch. 11 fraud… BUT, lacks resources (deal more w/ consumer fraud than corporate fraud)
2. DIP counsel is supposed to represent estate… BUT, inherently conflicted b/c paid by DIP (owes fiduciary duties to DIP, Cs AND court)…
a. If DIP counsel stands up against DIP, then will NOT be hired…
b. … BUT, if DIP counsel falls in line w/ (dishonest) DIP, then will lose credibility w/ courts/judges
3. Creditors’ committees appointed by court… BUT, unclear if able to bring claims on behalf of estate (must seek court order)
D. “In pare delicto” (equal fault)…
1. Trustee prosecuting fraudulent transfer claim MAY also bring tort claims (i.e. breach of fiduciary duty, aiding and abetting)…
2. … BUT, tort defendants MAY claim that D acted in concert  prevent trustee, as D’s successor, from asserting tort claims (essentially rewarding tortfeasors for taking advantage of D)
a. “In pare delicto” NOT a defense against fraudulent transfer claim in bankruptcy…
b. … BUT, MAY be defense against ancillary tort claims
i. Skepticism in CA  trustee viewed acting on behalf of Cs, NOT D)…
ii. … BUT, elsewhere, MAY be affirmative defense for tort defendants (OR, standing issue for trustee)
E. CUFTA…
1. CUFTA § 4(a)  claim may be brought by antecedent C (claim arose before fraudulent transfer) OR subsequent C (claim arose after fraudulent transfer)
a. CUFTA § 4(a)(1)  actual fraud
i. Recall that, as per § 544(b), trustee MAY step into shoes of a “triggering C” to avoid fraudulent transfer…
ii. … AND, “triggering C” need NOT be the target of actual fraud  fraudulent as to “a creditor” if targeting “any [other] creditor”
b. CUFTA § 4(a)(2)  constructive fraud (lack of REV –AND– “unreasonably small capital” OR “cash flow crunch”)
c. CUFTA § 4(b)  “badges of fraud” for identifying actual fraud (i.e. vicarious/imputed intent of insider/3rd party upon D)
2. CUFTA § 5  constructive fraud claim (lack of REV –AND– insolvency) may be brought by antecedent C ONLY
a. CUFTA § 5 constructive fraud easier to establish than CUFTA § 4 constructive fraud  insolvency determined by balance sheet… whereas, vague terms like “unreasonably small capital”/“cash flow crunch” require expert testimony (which trustee can’t afford)…
b. … thus, antecedent Cs (CUFTA § 5) get easier remedy than subsequent Cs (CUFTA § 4)  fraudulent transfer already a fact when subsequent C extended credit to D… SO, subsequent C assumed risk (even though subsequent C may NOT have been aware of fraudulent transfer)
i. If C’s antecedent debt is paid off, then C extends subsequent debt, courts are mixed  some consider C to be antecedent C (as per prior relationship), allow CUFTA § 5 constructive fraud claim…
ii. … whereas, others consider C to be subsequent C, limit to CUFTA § 4 constructive fraud claim
3. CUFTA § 8(a)  CUFTA § 4(a)(1) does NOT avoid (actual) fraudulent transfer if transferee took in good faith –AND– for REV
a. Assume D-corp. AND sibling-corp. (Ponzi scheme)  investor loans $5M to sibling-corp.… later, receives $5M + $250K interest from D-corp. (unbeknownst to investor b/c $$ disguised as coming from sibling-corp.)…
b. … 5 yrs. later, D-corp. files for bankruptcy  constructive fraud SoL has run (2 yrs. under § 548, 4 yrs. under CUFTA), but NOT actual fraud SoL (7 yrs.)
i. Ponzi scheme intended to hinder/delay/defraud Cs…
ii. … BUT, b/c investor gave value (REV) under belief that D-corp. acting normal (in good faith), protected by CUFTA § 8(a)
1. CUFTA § 8(d)/§ 548(c) similar to CUFTA § 8(a), except NOT limited to actual fraud, AND refers to “value given” to D…
2. … AND, here, investor gave value to sibling-corp., NOT to D-corp.… thus, NOT protected by CUFTA § 8(d)
F. Collusive foreclosures…
1. BFP  “… a fair and proper price, or [REV], for foreclosed property, is the price in fact received at the foreclosure sale, so long as all requirements of the State’s foreclosure law have been complied with.”
a. Before BFP, sale price at NJFs were far below market value (natural consequence of foreclosure)…
b. … thus, in 1990s, wave of lawsuits re: below-market foreclosures as (constructive) fraudulent transfers  transfer for less than REV AND D insolvent…
i. … until BFP  now, foreclosure sale price IS REV (waste of time to undo/redo NJFs, esp. since D can’t salvage property)…
ii. … BUT, often MAY find non-compliance w/ state law (esp. in CA)
2. In Villareal, oversecured C foreclosures ($4M property, $100K debt)  C submits credit bid of (“bids in”) $1M… D files for bankruptcy within 90 days…
a. NOT fraudulent transfer as per BFP…
b. … BUT, YES preferential b/c C made “better off” (would have ONLY received $100K in hypothetical Ch. 7)…
c. … though, Schechter predicts reversal…
i. Granted, C would then sell property (purchased for $1M) in arms-length transaction for $4M (pocket $3M)…


ii. … BUT, Villareal enables D to file bankruptcy within 90 days of foreclosure  incentivizes bankruptcy filing (even if D NOT bankrupt, BUT merely challenging foreclosure) AND allows for second-guessing of foreclosures (courts want foreclosures to be final)
d. Reasons why property MAY be sold for far below market value…
i. NO market (if many foreclosures ongoing)
ii. Poor advertising
iii. Collusive behavior
iv. NO inspection of property allowed
3. BFP applies to non-collusive, regularly-conducted NJFs (presumption of sale price as REV)  should BFP also apply to…
a. JFs?  probably YES
b. UCC Art. IX foreclosures?  MAYBE
i. Arguable whether BFP was crafted w/ real property in mind  real property foreclosure involves more process (i.e. advertising)…
ii. … whereas, UCC Art. IX foreclosure more C-friendly
c. Deed in lieu of foreclosure?  probably NOT
i. When D defaults, C (holding TD on property) MAY – instead of foreclosing – simply take deed in lieu to property and walk away (by giving up deed, D avoids stain of foreclosure on credit report)…
ii. … BUT, b/c NO foreclosure sale occurs, there is NO test of market value…
1. … AND, if TD2 on property, then C taking deed in lieu would likely take property subject to TD2…
2. … whereas, foreclosure would extinguish TD2
4. “Friendly” foreclosures…
a. D owns assets, C-bank holds note/SI on assets… D owes $$ to unsecured Cs  SO, D’s insiders form new company (“NewCo”)…
b. … D defaults, C-bank forecloses  NewCo is highest bidder (sale poorly advertised and/or no other bidders)…
c. … now, C-bank has new SI on NewCo’s assets… AND, NewCo has little-to-no unsecured debt  meanwhile, unsecured Cs left w/ empty D (all assets sold to NewCo, likely for very little)
i. Likely a fraudulent transfer  either under actual fraud (as per intent to hinder/delay/defraud unsecured Cs)…
ii. … OR, under constructive fraud (as per lack of REV AND D insolvent)…
1. … thus, trustee can sue everybody, AND spin-off claims (i.e. breach of fiduicary duty, aiding and abetting)…
2. … though, courts are mixed re: whether C-bank is liable as fraudulent transferee  D’s assets sold to NewCo… BUT, $$ paid to D goes directly to C-bank
d. Product line exception (to product liability)  if entity2 (NewCo) purchases entire product line from entity1 (D), AND plaintiff is injured by defective product made by D, then plaintiff MAY bring product liability claim against NewCo (as “successor” to D), so long as product line is identical (nature of product NOT substantially changed)
G. § 550  trustee’s power to recover (after fraudulent transfer AND avoidance)…
1. § 550(a)(1)  initial transferee (OR, entity for whose benefit transfer made)
2. § 550(a)(2)  subsequent transferee
3. § 550(b)  NO recovery from good faith subsequent transferee (inquiry notice standard of good faith  either knew OR should have known, NO reward for deliberate ignorance)
a. Thus, even if a BFP, initial transferee is strictly liable (NO § 550(b) defense)  in best position to monitor where $$ came from (OR, at least, in better position than subsequent transferee)
i. Assume president of D-corp. owes gambling debt to casino, issues check w/ D-corp.’s $$  casino liable as initial transferee (even though casino does NOT know that president is ripping off D-corp.)…
ii. … BUT, if president had put D-corp.’s $$ into own bank account first, then casino NOT liable  president as initial transferee, casino as good faith subsequent transferee (YES § 550(b) defense)
b. Initial transferee has dominion/control over $$  NOT a mere conduit/ messenger (thus, if recipient of D’s funds appears to be initial transferee, look for some escape hatch/limitation)
i. Attorney disbursing $$ out of client trust account  NOT initial transferee (acting as fiduciary to client)
ii. Telecommunications company receives $$ from D, required by statute to give portion to non-profit  YES initial transferee (despite statutory requirement, still had dominion/control over $$… though, Schechter disagrees)
4. § 550(a) states that trustee may recover “for the benefit of the estate”  broadly construed…
a. Assume, in Ch. 11, C (as DIP lender) loans $$ to estate, takes lien on trustee’s recovery  recovery arguably NOT “for the benefit of the estate” if going to C…
b. … BUT, estate does “benefit” by getting $$ from C  thus, if recovery “benefitted” the estate, then it IS “for the benefit of the estate”
5. Conflict b/w § 550(a) and CUFTA § 8(c)…
a. Assume D sells house to friend, then files for bankruptcy (fraudulent transfer)  at time of transfer, house worth $600K… BUT, by the time fraudulent transfer is avoided (as per § 544(b)/CUFTA), house is worth $400K…
b. … thus, if trustee can’t recover the house itself, then which value does trustee recover?
i. CUFTA § 8(c) states value “at the time of the transfer” (subject to equitable adjustment), which would be $600K…
ii. … BUT, § 550(a) ONLY states value “of such property” (silent re: timing)  interpreted to mean value at the time of judgment (b/c “… time of the transfer” deliberately missing), which would be $400K
1. Courts are mixed (CA cases in conflict)  b/c property values generally dropping, trustee would argue for CUFTA § 8(c) (at time of transfer, when value was higher)…
2. … whereas, D’s friend (fraudulent transferee) would argue for § 550(a) (at time of judgment, when value was lower)
H. Corporate transactions…
1. D-corp. owned by SHs  D-corp. has property (assets) AND debts (liabilities)
a. Debts (owed to Cs) generally take preference  SHs ONLY entitled to share of profits (if any)
b. Corp. balance sheet  assets MINUS liabilities = equity…
i. If assets greater than liabilities  positive net worth/surplus (distributions MAY be made to SHs)
ii. If assets less than liabilities  negative net worth/insolvency (NO distributions)


c. Leverage  using other people’s $$ (debt) to magnify effect of equity investment
i. Assume SH invests $1M into D-corp.… D-corp. makes $1M profit  100% return on investment
ii. Assume SH invests $100K into D-corp., borrows $900K… D-corp. makes $1M profit  1000% return on investment
1. During recession, company w/ high leverage struggles  can’t defer payments to debt holders…
2. … whereas, company w/ NO leverage is more resilient  equity holders forgo distributions
2. Redemption (repurchase of shares) as fraudulent transfer…
a. In Robinson v. Wangemann, SH sells shares back to D-corp., takes back note  note is rolled-over/renewed as D-corp. goes through changes… until D-corp. files for bankruptcy…
i. When SH is bought out, NO change in D-corp.’s equity  ONLY change in D-corp.’s capital structure (identity of SHs)…
ii. … thus, D-corp. has NOT received REV from SH in exchange for redemption  note as liability on D-corp.’s balance sheet
b. … however, D-corp. was solvent at time of redemption…
i. If SH had received $$ for shares, then NOT (constructive) fraudulent transfer…
ii. … BUT, SH received note for shares (an obligation, NOT a transfer)… AND, § 548/CUFTA covers obligations as well as transfers
c. … thus, YES (constructive) fraudulent transfer  subordination of SH’s redemption claim to unsecured Cs’ claims (SH did NOT cash in note when $$ available, now will NOT get any $$)… though, claim could have been avoided instead
i. Courts are mixed re: whether subordination of SH’s redemption claim should be automatic OR upon inquiry/finding of inequitable conduct
ii. CA follows Robinson (Cal. Corp. Code § 166)  look to date of distribution (by D-corp. to redeeming SH), NOT date of redemption note…
1. … BUT, if D-corp. issues corporate bonds to redeeming SH, then look to date of issuance  though, federal bankruptcy judges may NOT follow CA law...
2. … AND, if redeeming SH (as initial transferee) passes on corporate bonds, then subsequent transferee MAY have § 550(b) defense
3. Illegal dividends as fraudulent transfer…
a. Under state law, D-corp. has power to recapture illegal dividends… AND, as per § 541(a)(1), estate is comprised of all of D’s claims…
b. … thus, trustee has 3 potential claims against SH (maximizes settlement value)…
i. Fraudulent transfer (likely constructive)
ii. Subordination
iii. Illegal dividend (under state law)
4. “Collapsed transaction rule”…
a. In Northern, C-lender loans $$ to D-corp., which is in trouble… later, C-lender loans $$ to D-corp.’s SHs  C-lender takes note (from SHs), advances $$ directly to D-corp., takes SI on D-corp.’s assets…
b. … after D files for bankruptcy, trustee goes after C-lender  SI on D-corp.’s assets as (constructive) fraudulent transfer b/c D-corp. did NOT receive REV ($$ loaned to SHs, NOT to D-corp.)…
c. … BUT, D-corp. did receive REV via indirect benefit  D-corp.’s assets secure SHs’ obligation… BUT, $$ advanced directly to D-corp.
i. Normally, burden on defendant (i.e. C-lender) to show that indirect benefit was substitute for REV (affirmative defense)… AND, normally, indirect benefit NOT so easily traceable
ii. C-lender (loaning $$ to D-corp.) has 2 sources of collateral  stock/equity (owned by SH) AND assets (owned by D-corp.)
1. Stock/equity is inevitably less than assets (as per balance sheet)… thus, C-lender would prefer SI on assets…
2. … AND, SH MAY grant SI on D-corp.’s assets (NOT always a good idea, BUT OK in Northern)
I. Cross-corporate guaranties…
1. “Downstream guaranty” (parent/SH issuing guaranty for sub/D-corp.)  likely NOT fraudulent transfer
a. C-lender loans $$ to D-corp., takes note/SI on D-corp.’s assets  C-lender also wants guaranty from SH for 2 reasons…
i. Good reason  additional credit support (SH standing behind D-corp.’s debt, will provide extra payment in event of default)
ii. Real reason  preference (as per personal liability, SH will favor C-lender over other Cs, esp. if collateralized… AND, SH will NOT steal from D-corp. b/c ONLY serves to exacerbate own exposure)
b. If D-corp. AND/OR SH file for bankruptcy, then trustee MAY go after C-lender for fraudulent transfer(s)… BUT…
i. NOT fraudulent transfer as to D-corp.  D-corp. received REV ($$) in exchange for SI
ii. NOT fraudulent transfer as to SH  SH receives REV via indirect benefit from enhancement of D-corp.’s value (C-lender’s $$ used to make profit/dividends)…
1. … though, if D-corp. were deeply insolvent at time of transfer, then NO such indirect benefit to SH (in exchange for SH’s liability from guaranty)…
2. … AND, thus, “downstream guaranty” IS fraudulent transfer (“black hole exception”)
2. “Upstream guaranty” (sub/D-corp. issuing guaranty for parent/SH)  likely YES fraudulent transfer
a. C-lender loans $$ to SH, takes note/SI on SH’s stock/equity, AND D-corp. issues guaranty  D-corp. does NOT receive REV (D-corp. does NOT get dividend from SH, ONLY other way around)…
b. … unless, pass-through of $$ from SH to D-corp. (as per Northern)…
c. … OR, some other indirect benefit which is tangible/quantifiable  management expertise of parent MAY be value, but NOT necessarily REV
i. If guaranty IS fraudulent transfer, then guaranty is extinguished  if collateralized, then such collateral is freed…
ii. … AND, any payments made are recapturable
3. “Cross-stream guaranty” (sub issuing guaranty for other sub)  MAYBE fraudulent transfer?
a. Cross-corporate synergy  indirect benefit theory for “cross-stream guaranty”…
i. Parent-corp. owns sub1 (manufacturing) AND sub2 (distribution)  C-lender loans $$ to sub1, takes note/SI on sub1’s assets, AND sub2 issues guaranty…
ii. … if sub1 is able to manufacture more goods, then sub2 is able to distribute more goods  questionable whether this indirect benefit is sufficient REV (in exchange for sub2’s liability from guaranty)
b. Courts are mixed  some courts look to actual benefit received sub2 received (whether benefit actually came into existence)… whereas, other courts look to potential benefit that sub2 was likely to receive (even though NOT received)
i. Sub2 pays non-refundable commitment fee (in addition to guaranty)  YES fraudulent transfer (NO actual benefit/REV if $$ never comes)
ii. Aircraft manufacturer pays for buyer’s gas to incentivize buyer to later lease aircrafts  NOT fraudulent transfer (even though buyer never leases aircrafts, YES potential benefit/REV b/c seemed good at the time)
c. “Cross-stream guaranties” are usually continuing guaranties  guaranty on all debts now owed OR hereafter incurred
i. Assume sub2 issues “cross-stream guaranty” in 2002… AND, sub1’s note is a “revolver”  sub2 files for bankruptcy in 2009…
ii. … as per “revolver”, guaranty MAY have been continually refreshed  even though guaranty executed in 2002 (outside of SoL), “revolver” was likely last refreshed within SoL (while sub2 insolvent)…
iii. … thus, “cross-stream guaranty” MAY be fraudulent transfer (Evergreen)  sub2 MAY have received REV in 2002, but NOT in 2009
1. CUFTA § 6(e)(2) states that obligation in writing is incurred when writing is executed  guaranty NOT refreshed (2002 controls)…
2. … BUT, NO such language in § 548(d) (an “eloquent silence”)  guaranty IS refreshed (within 2-yr. SoL)…
3. … thus, if trustee proceeds under § 544(b), then MAY be affected by CUFTA § 6(e)(2)  beneficial for trustee to plead ONLY § 548 (NOT § 544(b) AND § 548)
4. Factoring cross-corporate guaranty into insolvency analysis…
a. Assume C-lender loans $100M to parent… sub issues “upstream guaranty”… after sub files for bankruptcy, trustee goes after C-lender for fraudulent transfer  unlikely that sub received REV… BUT, assuming lack of REV, is sub insolvent?
i. If $100M contingent liability is on sub’s balance sheet, then YES insolvent…
ii. … BUT, if ONLY 1% chance of default by parent (primary obligor), then ONLY 1% chance of call upon sub (secondary obligor)  contingent liability listed on sub’s balance sheet as ONLY $1M (likely NOT insolvent)
1. Arguable whether contingent liability should even be on balance sheet…
2. … BUT, as per Xonics/Covey (7th Circuit), contingent liability should NOT be on balance sheet at face value, unless contingency certain to occur  rather, should be booked at real value (consideration that guarantor-sub MAY never have to pay)
b. To prevent fraudulent transfer liability (by showing that guarantor-sub was NOT insolvent), C-lender must discount sub’s balance sheet by probability of parent’s chance of default (as liabilities decrease, equity increases)  BUT, how is parent’s chance of default quantified?
i. Dueling experts  court splits the difference
ii. Self-serving document  if parent IS extraordinarily solvent, then chance of default is minimal
iii. Savings clause/limited net worth guaranty  regardless of $$ amount of guaranty, guarantor’s liability limited to __% of guarantor’s net worth (such that guaranty never tips guarantor into insolvency)
1. Courts are mixed re: limited net worth guaranties (NOT very favorable, but MAY be worth it)…
2. … AND, though shrinking guarantor’s liability is NOT appealing to lenders, it is better than facing fraudulent transfer liability
5. Fairness opinions…
a. Corporations exist that will issue independent REV analysis  synergy/ indirect benefit IS sufficient REV…
b. … though NOT entirely credible (data received from parent NOT cross-checked/verified), MAY persuade trier(s) of fact
6. Disguised guaranties…
a. C-lender loans $$ to parent, takes note from parent AND SI on sub’s assets  NOT a guaranty, BUT a fraudulent transfer (“upstream non-recourse hypothecation”)… like Northern, BUT w/o pass-through of $$ from parent to sub
b. Beneficial for C-lender to hold SI on parent’s AND sub’s assets  liens viewed on entity-by-entity basis… AND, often times, disputes re: which entity owns what assets (“shell game”)
J. Waiver of indemnity/subrogation by guarantor (CC § 2856)…
1. Guarantor has contingent right of reimbursement against D (indemnity)  if guarantor must pay off D’s debt (to C), then guarantor MAY step into C’s shoes (subrogation) to collect from D
2. Guarantor’s waiver of indemnity/subrogation solves real estate finance issues (C able to collect deficiency from guarantor after NJF)… BUT, confuses bankruptcy issues…
a. Guarantor’s contingent right of reimbursement against D is a source of REV…
b. … thus, waiver of indemnity/subrogation cuts off this source of REV, increasing possibility of fraudulent transfer  in cross-stream guaranty, cross-corporate synergy AND contingent right of reimbursement are both sources of REV (better to have both, esp. the latter)
K. Fraudulent transfers where least expected…
1. C-lender loans $$ to parent AND sub as per joint borrowing agreement ($$ loaned to parent, who is to provide some $$ to sub)… BUT, parent never gives $$ to sub, AND sub files for bankruptcy  YES fraudulent transfer
a. As per joint borrowing agreement, sub had an obligation to C-lender (SI)… BUT, never received $$, SO never received REV…
b. … thus, C-lender (as potential fraudulent transferee) must make sure that $$ is used for exact purpose (police flow of $$, deposit into joint account)  court MAY bifurcate transaction if parent rips off sub (beyond C-lender’s control)
2. Tort defendant settles lawsuit w/ D-corp. (plaintiff) for $5M… if $5M goes to D-corp., then subject to double taxation… thus, instead, D-corp.’s SH willing to settle w/ tort defendant for $4M (tort defendant saves $1M, SH avoids double taxation)  YES fraudulent transfer
a. Tort claim belongs to D-corp., NOT SH… thus, D-corp. received NO REV for its release of tort defendant’s liability (IRS as “triggering” C)…
b. … though, if D-corp. were massively solvent, then potential fraudulent transfer liability MAY be worth the risk (though, still tax fraud)


L. Leveraged buy-out (“LBO”)…
1. LBO similar to purchase of apartment building  buy corp. w/ borrowed $$, putting corp. up as collateral… as corp. becomes successful, it spins off $$ (like rent from apartment building)… thus, potential for corp. to pay for itself (pay off debt w/ profit)…
2. … BUT, LBOs are (presumptively) fraudulent transfers  merely a swap of SHs
a. Assume old SHs own “target corp.”  new SHs want to buy “target corp.”, form acquisition vehicle (“AV”), “target corp.” becomes sub of AV… C-lender loans $$ to “target corp.”, “target corp.” gives $$ to AV… AV gives $$ to old SHs in exchange for their stock in “target corp.”… “target corp.” and AV merge (“new target”)…
b. … thus, at the end of the transaction  old SHs own $$… new SHs own “new target”… C-lender holds note/SI in assets of “new target”…
c. … thus, assets of “new target” are heavily encumbered, much to the chagrin of its unsecured Cs (who were formerly unsecured Cs of “target corp.”)… AND, b/c $$ generated from encumbering of assets went solely to buy out old SHs, “target corp.”/“new target” did NOT receive REV
i. Granted, “target corp.”/“new target” is now under new management, SO expected to make $$…
ii. … BUT, if/when that does NOT happen, trustee will go after C-lender as fraudulent transferee (new management is NOT sufficient REV to offset million$ in debt)
3. In Bay Plastics, BT (C-lender) loans $4M to Bay Plastics (“target corp.”), $3.5M of which goes to BPI (AV) via corporate note (disguised gift)… BPI gives this $3.5M to Bay Plastics’ old SHs in exchange for Bay Plastics’ stock… BT holds note/SI in Bay Plastics’ assets (Bay Plastics AND BPI merge, maintain “Bay Plastics” name)  YES fraudulent transfer
a. Other way to accomplish LBO  BT instead loans $$ directly to BPI (which has NO assets at the time), takes note/SI w/ AAP clause (w/ Bay Plastics’ assets as AAP)
b. Balance sheet analysis  is Bay Plastics (in)solvent?…
i. Pre-LBO  $6.7M in assets, $5.5M in liabilities, $1.1M in equity (YES solvent)
1. Why pay $3.5M for Bay Plastics (if equity ONLY $1.1M)?  assets listed on balance sheet at book value (market value MAY be appreciating)…
2. … AND, worth of company NOT limited to equity on balance sheet (corp. itself as annual source of income)
ii. Post-LBO  $7M in assets, $9M in liabilities, NO equity (NOT solvent)
1. As per $2.25M in goodwill (cost of assets in excess of book value), Bay Plastics actually (barely) solvent  $250K in equity…
2. … BUT, even though goodwill is a generally accepted accounting principle, it is ignored by bankruptcy judges  goodwill NOT an asset (can’t be sold)
iii. Here, parties accept balance sheet… BUT, normally, expert testimony required re: value of assets/liabilities (expensive for trustee)
c. Nothing at risk for purchaser (new SHs/AV) at LBO…
i. If Bay Plastics succeeds, then purchaser has bought for NO $$ down
ii. If Bay Plastics fails, then purchaser walks away (ONLY corp. is liable for debt)
4. Historical projections  after LBO, corp. takes on huge debt… BUT, expected to earn its way out of debt based on “past performance” (which MAY not sustain in long-term)
a. Historical projections come from lender/investment bankers (who are funding/putting together LBO)  conflicted sources (self-serving)…
i. Lender compensated on contingent basis (bonuses based on business booked)…
ii. … AND, bankers earn fee income (whether LBO succeeds OR fails)
b. Historical projections usually in tabular data (annual income systematically greater than annual interest)…
i. … BUT, if converted into graph (of income vs. interest), then looks more dramatic/absurd (“hockey sticks”)  if NOT willfully false, then at least willfully blind-to-risk…
ii. … LBO handicaps corp. w/ debt (NO $$ reserves)  can’t simply hope that everything will be fine (anticipate recessions, adversities, etc.)
5. Non-compete clause/compensation as part of LBO…
a. Unlikely corp. receives REV when paying million$ to buy out old SHs… SO, MAY structure $10M LBO as $7M for shares (NO REV) AND $3M for non-compete (elimination of potential competitor as one source of REV)…
b. … BUT, likely a sham  old SHs unlikely to compete if selling a corp. that still has value (likely retired, anyway)
6. Recovery after LBO (as fraudulent transfer)…
a. … from new SHs  likely nothing
i. Some courts measure new SHs’ compensation as value of shares at the time of LBO…
ii. … whereas, other courts measure shares by ultimate value (which, if corp. fails, would be $0)
b. … from D-corp.’s insiders  breach of fiduciary duty to D-corp.
i. Stronger claim in CA than in DE (as per business judgment rule), which is where most corps. are incorporated
ii. If D&O insurance does NOT defend insiders in claim for breach of fiduciary duty, then insiders MAY have bad faith claim against D&O insurance… AND, such a claim IS transferable to trustee/ estate (settlement bait for insiders)
1. If trustee enters into sliding scale/Mary Carter agreement w/ insiders, then insiders stipulate to value of breach of fiduciary duty claim…
2. … then, insiders would transfer bad faith claim against D&O insurance to trustee  every $ recovered against D&O insurance is used to offset/decrease insiders’ liability (insiders become allies of trustee)
c. … from LBO lender  everything…
i. Note is avoided  obligation incurred by D-corp. w/ NO REV
ii. SI is avoided  transfer/lien w/ NO REV 
iii. Payments on note are avoided AND recovered  transfers w/ NO REV
1. LBO lender essentially an unsecured C…
2. … BUT, likely worse, b/c previously-encumbered assets will likely be made available first to other unsecured Cs (who were victimized by LBO)
d. … from old SHs  likely nothing
i. Trustee may NOT avoid a settlement payment (§ 546(e))… AND, so long as $$ from LBO is funneled through a brokerage/financial institution, then it IS a settlement payment (AND, thus, insulated from attack)…
ii. … BUT, old SHs NOT insulated from potential actual fraud claim (if C-lender lied to re: LBO nature of loan)
7. LBO lenders…
a. When corp. markets its availability (old SHs want out), bidding war ensures  corp.’s insiders often win bidding war (have inside info re: corp.’s prospects)…
i. … BUT, final LBO price MAY be more than (conservative) lender willing to put forth…
ii. … SO, LBO lender MAY make up difference by issuing corporate (“junk”) bonds to “sub-debtors”  deeply subordinated, BUT pay high interest
b. If corp. fails, then “junk” bonds are worthless  trustee has 2 options…
i. View “sub-debtors” as allies/co-plaintiffs  testify as to being misled by LBO lender (though, often contractually agreed to have done due diligence)
ii. View “sub-debtors” as defendants  sue “sub-debtors” as participants in LBO (“mezzanine financing”), potentially facilitate sliding scale/Mary Carter agreement (if “sub-debtors” won’t voluntarily testify against LBO lender)
8. Defenses for LBO lenders…
a. § 550(b) is a complete defense, but ONLY applies to (good faith) subsequent transferee…
b. … whereas, § 548(c) is a partial defense (lien on D’s assets for BFP4V for value given), AND applies to all good faith transferees (even initial)
i. Again, good faith is measured objectively (NOT subjectively)  either knew OR should have known…
ii. … BUT, some cases state that LBO lenders are never in good faith  if NOT aware, then did NOT do due diligence
9. Leveraged recapitalization…
a. D-corp. owned by SH1 and SH2… C-lender loans $$ to D-corp., takes note/SI… $$ upstreamed to SH1 (to retire SH1’s shares)  change in D-corp.’s capital structure…
b. … but, NOT a LBO b/c old SH (SH2) is still in power  nonetheless, a fraudulent transfer (D-corp. incurring debt AND pledging assets w/ NO REV)


10. Recall SoL for constructive fraud (2 yrs. under § 548, 4 yrs. under CUFTA)  if 4+ yrs. since LBO, then LBO (likely) did NOT render corp. insolvent
a. Assume LBO occurs outside of SoL… BUT, LBO is refinanced (new LBO lender replaces old LBO lender) within SoL  trustee argues that original LBO would have been a fraudulent transfer if NOT for refinancing… thus, refinancing itself was a fraudulent transfer…
b. … thus, trustee would have to show that original LBO would have been avoided, AND that refinancing was merely to insulate original LBO from attack (artificially extending D-corp.’s life)
M. Asset purchases…
1. Old corp. (owned by old SHs) owns assets, new corp. (formed by new SHs) wants to buy assets  C-lender funds purchase…
2. … thus, $$ goes to new corp., then to old corp. in exchange for assets  C-lender takes SI on new corp.’s assets
a. Again, C-lender must make sure that $$ is used accordingly  representations/warranties that $$ from asset purchase goes to D-corp. for benefit of unsecured (trade) Cs, NOT upstreamed to old SHs…
b. … if so, then C-lender has defense (as good faith subsequent transferee)… BUT, new corp. is initial transferee  C-lender’s SI impaired if assets recovered by estate (would have to argue for trustee to NOT take assets from new corp.)
N. Fraudulent transfers in Ch. 11…
1. DIP MAY sit on fraudulent transfer claims (benefitted from fraudulent transfer, SO incentive to hide)  DIP breaching fiduciary duty by hiding claims, BUT DIP counsel MAY be flexible in allowing this (paid by DIP)
a. Creditors’ committee oversees DIP  creditors’ committee counsel paid by estate (administrative claim)…
b. … BUT, what if estate can’t pay creditors’ committee counsel?  2 options…
i. Retainer (though, MAY not get paid in the end, SO essentially working for less than scale)
ii. Well-document contingent fee agreement…
1. Contingent fee agreements are considered “reasonable” (§ 328(a))… but, NOT if “improvident in light of developments not capable of being anticipated at the time of the fixing of such terms and conditions”…
2. … thus, in contingent fee agreement, acknowledge range of possible anticipated outcomes  court may NOT then second-guess reasonableness
c. Creditors’ committee counsel obligated to present settlement offers… AND, creditors’ committee MAY be satisfied w/ bad offer…
i. Willing to take less now (than chance of getting more later)…
ii. … OR, want to avoid having to reverse tax write-off of debt (settlement recovery as reported income)
2. If neither trustee/DIP nor creditors’ committee will/may prosecute claim, then court MAY authorize purchase-and-sale of claim to assignee (who will then prosecute claim)…
a. … BUT, such assignee would NOT be prosecuting/recovering “for the benefit of the estate” (as per § 550(a))  thus, must give estate some percentage of recovery (unless, court willing to accept purchase price of claim as “benefit”)
b. Court MAY allow auction of claim…
i. D-corp. MAY enter into pre-auction agreement w/ “stalking horse” bidder  investigate claim, determine value (“makes the market”), AND bid in accordance (“strike price”)…
1. … thus, if anyone outbids “stalking horse” bidder, then doing so based on “stalking horse” bidder’s due diligence…
2. … AND, thus, “stalking horse” bidder entitled to topping/break-up fee (as compensation for investigation)… though, NOT too high (MAY chill bidding)
ii. … though, problematic if defendant bids/purchases claim (buying claim ONLY to kill claim, tantamount to settlement)
3. “All writs act” (§ 105(a))  bankruptcy courts/judges essentially MAY do anything, so long as following Bankruptcy Code (NO judicially-crafted exceptions)… thus, beneficial for counsel to suggest ideas/gap-fillers
O. Deprizio…
1. SH as guarantor for D-corp. (issues guaranty in favor of C-lender’s note)  D-corp. pays off debt to C 90+ days before filing for bankruptcy (exonerating guarantor-SH)…
2. … BUT, preferential as per § 547(b)(4)  for the benefit of guarantor-SH (who, as insider, is subject to 1-yr. reach-back)…


3. … AND, § 550(a)(1) allows trustee to recover from initial transferee (C-lender)  even though C-lender is NOT an insider…
a. Deprizio good for courts  non-insider (C) ONLY paid b/c of actions of insider (guarantor-SH)… AND, $$ to estate means $$ to pay counsel…
b. … BUT, bad for lending industry  guaranties include Deprizio waiver (guarantor waives indemnity against D)… thus, b/c guarantor is NO longer a “C” of D-corp., 90+-day payment is NOT for the benefit of a insider-“C” (most courts held Deprizio waiver valid)…
c. … BUT, indemnity is a source of REV (lost w/ Deprizio waiver)  thus, as potential preference liability decreases, potential fraudulent transfer liability increases
i. Deprizio reversed by § 547(i)  preferential transfer b/w 90 days and 1 yr. is avoided ONLY as to insider-C…
ii. … BUT, guarantor-insiders still use Deprizio waivers to avoid own preference liability… though, as per USA Detergents, Deprizio waivers are now void as against public policy…
1. Guarantors are still Cs (even w/ Deprizio waiver) b/c could ultimately buy C-lender’s note  direct indemnity waived, BUT indirect indemnity still exists…
2. … though, by this logic, anybody is a C (b/c anybody could buy C-lender’s note)
P. Substantive consolidation…
1. If parent, sub1 and sub2 extensively commingle affairs, then MAY be easiest for court to merge entities (make into single corp.)  heavy burden on party asserting substantive consolidation
a. MAY be benificial to some Cs  Cs of sub2 benefit if sub2 has NO assets (b/c of commingling w/ sub1)…
b. … BUT, MAY be problematic to other Cs  Cs of sub1 MAY have relied on the belief that sub1 was a separate entity (substantive consolidation dilutes pool of assets available to Cs of sub1)…
c. … AND, fraudulent transfer claims b/w entities disappear  MAY plead substantive consolidation as means to moot such claims
2. Ways for Cs to fight off substantive consolidation…
a. Pre-petition  access to books/records of all entities (police/audit assets)


b. Post-petition  allege/prove reliance on separate existence of separate entities
i. If able to obtain pre-petition opinion from sub1’s counsel (stating that sub1 IS a separate entity), then entities MAY be estopped from pleading substantive consolidation…
ii. … BUT, courts MAY not recognize reliance on sub1’s counsel (since sub1’s counsel was NOT reliable in the first place)

VI. STRONG-ARM POWERS
A. § 544(a)(1)  for personal property, trustee is a hypothetical JLC (w/ hypothetical judicial lien arising at moment of bankruptcy)… thus, if C holds SI that is NOT properly perfected, then trustee MAY invalidate SI
1. NO room for error w/ perfection  must be filed in correct state of incorporation, w/ correct entity name, consistent w/ description of collateral in security agreement (trustee will search for glitches)
a. Post-closing search  if Sect. of State website search does NOT pull up UCC-1, then SI is NOT perfected
b. Different “perfection steps” for different types of collateral  one filing MAY not suffice
2. Certain types of personal property are NOT subject to judicial lien (i.e. federal copyright/patent/trademark law)  trustee has NO powers under § 544(a)(1)
B. § 544(a)(3)  for real property, trustee is a hypothetical BFP4V (having hypothetically recorded at moment of bankruptcy)… thus, if C holds TD that is NOT properly recorded, then trustee MAY invalidate TD
1. § 544(a)(1) AND § 544(a)(3) are both necessary b/c of differences b/w UCC Art. IX and state recording statutes  UCC § 9317 does NOT refer to BFP4Vs… AND, state recording statutes (generally) do NOT refer to JLCs
a. Assume O conveys property to A, which is NOT recorded… then, B obtains a judicial lien against O…
b. … B could NOT attack O’s unrecorded prior conveyance to A (b/c B is a JLC, NOT a BFP4V)
2. Mistakes in TD, if serious enough, MAY render TD unrecorded  depends on state (CA is liberal/lenient)…
a. Bad legal descriptions
b. Errors in D’s name
c. Errors in street addresses
d. Misindexing
e. Improper/missing notarization/acknowledgment
i. Again, trustee will search for such glitches…
ii. … thus, C-lender should conduct pre-enforcement check of documentation  if mistake found, then must re-document 90 days before bankruptcy… AND, may ONLY re-document w/ “work-out”/consideration (i.e. 6-week forbearance)
C. Purpose of § 544(a)  do away w/ secret, unrecorded interests in D’s property (anti-fraud)
1. If NO § 544(a), then D could simply deed away all property pre-bankruptcy in unrecorded transactions…
2. … BUT, arguably overkill  NO limit on trustee’s power (MAY avoid unrecorded interests regardless of injury caused by failure to record)
a. Failure to record creates false appearance of D’s ownership/wealth… BUT, NOT all Cs check records before extending credit…
b. … however, “ripple reliance” from major Cs (who check records AND are directly misled) MAY influence minor Cs (who do NOT check records, BUT are indirectly misled by major Cs’ reliance)
D. “Knowledge” vs. “Notice” (for § 544(a)(3))…
1. In McCannon v. Marston, woman owns condo in D’s building, but does NOT record (NO actual notice)… after D files for bankruptcy, trustee goes after woman’s unrecorded conveyance…
a. … BUT, woman’s possession of condo constitutes constructive notice  thus, DIP may NOT avoid
b. Trustee must diligently inspect for tenants on D’s property  obtain estoppel certificates (tenants disclaiming ownership interest to protect trustee’s status as hypothetical BFP4V)
2. In Ch. 11, DIP will have subjective “knowledge” of a prior unrecorded conveyance… BUT, may NOT have objective “notice”
a. O conveys property to A, AND A is in possession… O, as DIP in Ch. 11, becomes hypothetical BFP4V  DIP may NOT avoid A’s interest (DIP has “knowledge” AND “notice”)
b. O conveys property to A, BUT A is NOT in possession… O, as DIP in Ch. 11, becomes hypothetical BFP4V  DIP MAY avoid A’s interest (DIP has “knowledge”, but NO “notice”)
i. If C’s unrecorded TD is mentioned in D’s bankruptcy petition, then this would constitute constructive notice (trustee/DIP may NOT avoid)…
ii. … BUT, b/c TD would be deemed recorded on day on bankruptcy (thus, recorded within 90 days of bankruptcy), then TD IS preferential
3. MERS (Mortgage Electronic Registration Service) acts as “holding person” on behalf of mortgage pools  as loans repeatedly assigned/transferred, records need NOT be changed (MERS remains on record as nominee)
a. If/when trustee attacks MERS transaction under § 544(a)(3), some judges agree  MERS does NOT have interest in loans (C-lenders NOT being reasonable w/ Ds, esp. considering foreclosure crisis)…
b. … BUT, C-lenders NOT being reasonable b/c have NO choice  can’t write down/modify loans (MAY render banks insolvent, AND bondholders hold veto power)
E. § 551  transfer avoided is “preserved for the benefit of the estate but only with respect to property of the estate”…
1. Assume property worth $1M, TD1 on property is worth $800K (NOT recorded), TD2 worth $300K  trustee avoids TD1…
a. … then, trustee (like hermit crab) occupies “shell” of TD1  NO windfall for holder of TD2 (remains undersecured)…
b. … though, under state law, if holder of TD2 were NOT aware of TD1, then TD2 would take priority over TD1
2. § 551 used in conjunction w/…
a. Strong-arms powers (§ 544(a)(1) AND § 544(a)(3))
b. Preferential avoidance
c. Fraudulent transfer avoidance
F. Marshaling (common law equitable doctrine)…
1. D owns 2 parcels of real property (RP1 and RP2)  C1 holds TD on RP1, AND TD1 on RP2… C2 holds TD2 on RP2…
a. C2 is singly-funded  one source of recovery (TD2 on RP2)
b. C1 is doubly-funded  two sources of recovery (TD on RP1 AND TD1 on RP2)
c. RP1 is singly-encumbered (ONLY C1’s TD)
d. RP2 is doubly-encumbered (C1’s TD1 AND C2’s TD2)


2. As per marshaling, a singly-funded junior C may compel a doubly-funded senior C to first pursue singly-encumbered asset, leaving doubly-encumbered asset for remainder of debt  thus, court will require C1 to go after RP1 first, then RP2 (if still owed $$)
a. Courts are mixed re: whether trustee can invoke marshaling (on C2’s behalf)…
b. … AND, whether trustee can block marshaling (i.e. if C3 held TD2 on RP1, then would want C1 to go after RP2 first)
G. Trusts…
1. If D is trustee of express trust  Cs entitled to D’s general assets, AND beneficiaries (of express trust) entitled to trust assets…
a. Bankruptcy estate is comprised of all of D’s legal AND equitable interests (§ 541(a)(1))… AND, D holds legal title to trust assets (beneficiaries hold equitable title)…
b. … BUT, carve-out protecting D’s trust beneficiaries (§ 541(d))  NOT property to which D holds legal, but NOT equitable, title
2. “1031 facilitators”…
a. Investors put million$ into own segregated accounts (organized under IRC § 1031) to be used for purchase of property  when “1031 facilitator” files for bankruptcy, investors argue that § 541(d) should apply…
b. … BUT, “1031 facilitator” holds legal AND equitable title  NOT a trust, merely a restricted account (investors could have set up a trust, BUT chose NOT to)…
c. … as such, courts are reluctant to invoke § 541(d) merely b/c something looks like a trust (investors in “1031 facilitator” as unsecured Cs)
3. Constructive trust  remedy (usually) imposed in favor of fraud victim, presupposing that tortfeasor is holding property on behalf of fraud victim
a. As opposed to resulting trust  parties intended to create trust, BUT failed to formally do so
i. Constructive trust is solely remedial  if victim gives $$ to tortfeasor to buy property for victim, BUT tortfeasor buys property for himself, then court MAY trace $$ back into tortfeasor’s hands (creation of trust is NOT tortfeasor’s intent)…
ii. … whereas, w/ resulting trust, creation of trust is admitted intent of both parties


b. D’s property going to victim in constructive trust  a “constructive conveyance” (NOT recorded)…
i. Trustee, as hypothetical BFP4V, wants to avoid victim’s interest in property as a prior unrecorded conveyance (as per § 544(a)(3))…
ii. … BUT, victim claims to be beneficiary to (constructive) trust (as per § 541(d))…
iii. … BUT, § 541(a)(3) states that bankruptcy estate is also comprised of recoveries under § 550… AND, § 550 allows for “recovery” of interests avoided § 544…
1. “Recovery” need NOT always follow avoidance  if trustee avoids a lien (non-possessory), then nothing to “recover”…
2. … BUT, § 550 is viewed ONLY as ancillary/remedial statute  likely applies whether or NOT any “recovery” is necessary
iv. … AND, § 541(a)(1) IS limited by § 541(d)… BUT, § 541(a)(3) is NOT limited by § 541(d)
v. … thus, if trustee is attempting to bring property held in constructive trust into estate  2 “doors”…
1. § 541(a)(1) “door” is NOT open  blocked by § 541(d) (NO trust property)
2. § 541(a)(3) “door” IS open  NOT blocked by § 541(d)
4. Mortgages under § 541…
a. D holds note/TD (“package of paper”) on some remote entity’s property… C-lender loans $$ to D, takes SI on “package of paper”  looks like a real property transaction, BUT actually a personal property transaction…
i. C must NOT record (ONLY) assignment of TD…
ii. … BUT, also must perfect SI under UCC Art. IX
b. D sells bundle of mortgages (multiple “packages of paper”) to investors… investors purchase bundle w/ recourse against D (if mortgages fail, then D pays deficiencies)  a disguised secured transaction (NOT an outright sale)
i. Again, must be perfected under UCC Art. IX…
ii. … AND, if NOT perfected, then trustee, as hypothetical JLC (as per § 544(a)(1)), MAY avoid “sale”  bundle comes to estate under § 541(a)(3) (NOT under § 541(a)(1), so NOT blocked by § 541(d))



VII. SUBORDINATION
A. Equitable subordination…
1. § 510(c)  court MAY equitably subordinate all OR part of an allowed claim (to all OR part of other claims)
a. Assume insider-SH loans $$ to D-corp. as emergency/rescue loan (D-corp. in need of $$, NO lender would make such loan), takes note/SI  NOT a loan, BUT a capital contribution (in exchange for SH’s equity share)…
b. … thus, insider-SH’s claim under emergency/rescue loan is equitably subordinated to claims of unsecured (trade) Cs…
c. … OR, MAY be recharacterized as equity  either way, insider-SH comes after unsecured (trade) Cs (AND, likely won’t get paid)
2. Equitable subordination of non-insiders NOT likely… BUT, possible if able to show egregious misconduct by non-insider  fraud to other Cs, fraud to D, exertion of control over D (i.e. principal-agent relationship), take-over of D’s board of directors…
a. Very unusual for powerful lender to engage in pervasive enough conduct to warrant total equitable subordination…
b. … BUT, assume major supplier of D-corp. inquires to C-lender re: D-corp.’s solvency  rogue loan officer lies to major supplier (wants to influence major supplier to send more supplies to D-corp. b/c C-lender is undersecured)…
i. Court MAY equitably subordinate C-lender’s claim ONLY to claim of major supplier (partial equitable subordination)…
ii. … BUT, NO total equitable subordination to claims of minor suppliers that were influenced by major supplier’s reliance (recall “ripple reliance”)
1. Minor suppliers did NOT inquire to C-lender  thus, were NOT misled by C-lender…
2. … BUT, foreseeable to C-lender that misleading major supplier would influence minor suppliers as well
B. Subordination agreements (§ 510(a))…
1. D goes to C-lender for additional funding, already owing C-lender $10M (C-lender won’t/can’t loan more $$)… SO, D goes to emergency lender, who is willing to loan $1M… BUT, emergency lender does NOT want to be junior to C-lender  C-lender contractually subordinates to emergency lender
a. C-lender MAY be unable to loan more $$  if insufficient borrowing base, then can’t go “out of formula”…
b. … BUT, C-lender MAY be willing to subordinate  better alternative than D filing for bankruptcy (AND, collateral subsequently dropping in value)
2. Subordination agreement MAY contain turn-over clause  if newly-senior C obtains any $$, then must first “turn over” to newly-junior C
a. Ordinary payments will be “turned over” to newly-junior C… BUT, newly-junior C also wants post-petition interest (which newly-senior C would NOT have received but for subordination agreement)
b. Courts used to NOT enforce subordination agreements w/ Draconian turn-over clauses, unless explicitly set out (“rule of explicitness”)… BUT, now, courts will enforce subordination agreements to same extent as “applicable nonbankruptcy law” (negotiating power for newly-junior C)

VIII. AUTOMATIC STAY
A. § 362(a)  once bankruptcy petition filed, every proceeding against D (commencement AND continuation) stops…
1. Counsel subject to discipline (i.e. sanction, civil/criminal contempt) if NOT stopping upon bankruptcy filing  do NOT assume that proceeding is immune from attack (trustee/DIP will come after C, potential for punitive damages)…
2. … rather, go to bankruptcy court and seek permission/relief from automatic stay… AND, notify state court (MAY have to dismiss action against D w/o prejudice)
B. In CA, special statute protects foreclosures prior to bankruptcy/automatic stay…
1. If foreclosure trustee issues “trustee’s deed” within 15 days of foreclosure, then foreclosure relates back  deemed to have occurred at 8:00 a.m. on date of foreclosure, regardless of when it actually occurred (b/c NO bankruptcy filings before 8:00 a.m.)…
a. … thus, if D files for bankruptcy immediately after foreclosure (even if on same day as foreclosure), then issuance of “trustee’s deed” within 15 days of foreclosure will prevent property from going back to estate  title in limbo until “trustee’s deed” issued…
b. … BUT, if NOT within 15 days, then pre-petition foreclosure is nullified as (inadvertent) violation of automatic stay  property goes back to estate, then C goes to bankruptcy court to foreclose again b/c estate has NO equity in property (essentially a giant paper shuffle)


2. 2 CA bankruptcy courts have held that this special statute trumps automatic stay (still arguable whether preempted by Bankruptcy Code)… BUT, safer options for C (having foreclosed before bankruptcy)…
a. Obtain ex parte/shortened time order from bankruptcy court (authorizing issuance of “trustee’s deed”)
b. Obtain stipulation from estate
c. Hire foreclosure trustee that will contractually agree to issue “trustee’s deed” within 15 days, regardless of intervening bankruptcy (MAY cost extra)
i. Foreclosure trustee MAY be fearful of issuing “trustee’s deed” after bankruptcy (even though a ministerial act)…
ii. … BUT, in CA, foreclosure trustee can be freely substituted  if foreclosure trustee will NOT issue, then find another foreclosure trustee who will
3. If bankruptcy filing occurs, AND C is notified, then C may NOT proceed w/ foreclosure (must stop immediately)… BUT, unclear if post-petition foreclosure withstands if C NOT aware of bankruptcy filing
C. Automatic stay is against D… BUT, who IS D?
1. Guarantor-SH is NOT D… BUT, an insider of D  MAY be essential to health/survival of DIP in Ch. 11 (“mission critical”)
2. Language of § 362(a) does NOT invoke automatic stay for insider(s)… BUT, bankruptcy court MAY issue injunctive relief (as per § 105(a)) to protect insider(s) from Cs
a. § 524(e) states that discharge of D does NOT affect liability of any others… AND, in 9th Circuit, if related 3rd party is NOT protected by discharge of D, then NOT protected by injunctive relief…
b. … BUT, if injunctive relief IS issued, then must be narrowly-tailored (credible threat for settlement w/ Cs)
D. Notable exceptions to automatic stay…
1. § 362(b)(3)  “federal perfection” (as per § 547(e)(2)(A))
2. § 362(b)(21)  foreclosure against real property if D files serial bankruptcy petitions (order from prior bankruptcy prohibiting D from filing for bankruptcy again)


E. Relief from automatic stay…
1. § 362(d)(1)  relief for cause
a. D files for bankruptcy on eve of trial (i.e. discovery completed, judge clued in)…
i. If P can make compelling showing of “good cause” (i.e. claim unusually complicated, unlike other claims), then bankruptcy court MAY allow state court claim to proceed (despite pending bankruptcy)...
ii. … BUT, bankruptcy court would want authority to second-guess judgment/enforceability (strict control of remedies)
b. Problems w/ prejudgment attachment lien…
i. If/when P obtains/records prejudgment attachment lien (encumbering D’s assets), goal is for judgment lien to relate back to date of prejudgment attachment lien…
ii. … BUT, if D files for bankruptcy before judgment, AND P does NOT obtain relief for cause, then some CA courts hold P liable for wrongful attachment (tort claim)  prejudgment attachment lien does NOT materialize to judgment lien (though, NOT b/c of lack of merit, BUT b/c of D’s bankruptcy filing)…
iii. … thus, P MAY seek relief for cause ONLY to avoid wrongful attachment claim  few courts have allowed
c. Relief for cause includes “lack of adequate protection”…
i. Assume undersecured C has SI on D’s equipment, which is declining in value (to C’s detriment) as D generates more inventory…
ii. … thus, as alternative to foreclosure (on SI), C seeks “adequate protection”  3 options (§ 361(1)-(3))…
1. Trustee makes $$ payments (though, estate likely has NO $$… AND, if NOT spelled out in court order, then unclear whether payments go to principal OR interest)
2. Substitute lien (though, estate likely has NO unencumbered assets)
3. Some other relief that is “indubitable equivalent” (i.e. lien on trustee’s avoidance powers/recoveries)


2. § 362(d)(2)  action/foreclosure against property if D does NOT have equity in property –AND– property NOT necessary to an “effective reorganization”
a. § 362(d)(2) is a 2-prong test… BUT, 2nd prong applies ONLY to Ch. 11  most courts will NOT apply 2nd prong to Ch. 7 (some courts reinterpret 2nd prong as “orderly liquidation” instead of “effective reorganization”)
i. If D is a printing plant, then printing press IS necessary to an “effective reorganization” (printing plant can’t run w/o printing press)…
ii. … thus, even if D has NO equity in printing press (i.e. lien held by undersecured C), C may NOT foreclose…
1. In printing plant, entire suite of assets is dependent on assembly/ turn-key value  value of assets depends on suite…
2. … thus, if C could foreclose on printing press, then all other assets in printing plant would drop in value (to detriment of other Cs)
iii. … though, if C can show that there is NO hope for reorganization, then 2nd prong satisfied  property NOT necessary to an “effective reorganization” b/c there will be NO such reorganization
1. Courts do NOT like to predict that Ch. 11 will fail…
2. … AND, if D counterargues that Ch. 11 will succeed (i.e. presents business model), then court will likely favor D
b. As per 1st prong (lack of equity), C and D will present dueling appraisals  court splits the difference
i. If C argues for lack of equity (claims to be undersecured), BUT court determines that there IS equity, then C (as oversecured) will argue for interest/fees/costs (as per § 506(b))… BUT, potential estoppel defense for D  C admitted to being undersecured when moving for relief (D MAY plead uncertainty as defense to D’s estoppel defense)
ii. Lack of equity also relevant to § 362(d)(1)  more likely to obtain relief for cause if D has NO equity in property
c. If C seeks relief under § 362(d)(2), then D MAY attack underlying claim as preferential/fraudulent transfer  if potential to trigger avoidance claim, then MAY be better for C to NOT seek relief


3. § 362(d)(3)  single asset real estate exception
a. Single asset real estate  small entity w/ single parcel generating income
i. Special purpose entity (“SPE”) (i.e. corp./limited partnership) owns apartment building  SHs (OR, limited partners) issue guaranties in favor of C-lender (holding TD on apartment building)…
ii. … SPE files Ch. 11… BUT, C-lender unable to obtain relief from automatic stay under § 362(d)(2)
b. In single asset real estate bankruptcies, C entitled to relief… unless, within 90 days of bankruptcy…
i. D files plan of reorganization w/ “reasonable probability of being confirmed within reasonable time” (AND, NO such probability if C-lender’s deficiency claim is larger than all unsecured Cs’ claims) 
–OR–
ii. D makes monthly payments (unlikely)
4. § 362(d)(4)  scheme involving transfer of ownership/interest in real property OR multiple bankruptcy filings effecting property
a. D1 owns real property subject to TD… just as C is about to foreclose, D1 files for bankruptcy… then, C obtains relief from automatic stay… BUT, D1 has transferred real property to D2… process repeats (bankruptcy, then relief, then new D)  2 ways this happens…
i. D1 forms entitites (i.e. “D2”) to take title
ii. Scammers (“foreclosure consultants”) form entities to take title…
1. … then, scammer MAY kick D1 off property  rent property to tenants w/o paying off TD (“rent skimming”)…
2. … AND, tenants clueless as to what is really going on (see scammer as landlord, taking month-to-month tenancies)
b. D owns real property subject to TD1 (held by C1)… D issues fake TD2 to C2 (associate of D)… D files for bankruptcy, C obtains relief from automatic stay… BUT, then, C2 files for bankruptcy (new automatic stay)  this scheme is also covered by § 362(d)(4)…
i. … BUT, some judges do NOT grant such relief  giving too much power to C1 (esp. w/ current economic climate)…
ii. … AND, language of § 362(d)(4) calls for D acting to “delay, hinder and defraud” C (all 3, NOT any of the 3 as per actual fraud)  b/c D’s actions done publicly, NOT necessarily defrauding C
c. If judge grants relief under § 362(d)(4), then court order recorded as if a lien  any bankruptcy within 2 yrs. purporting to affect said property does NOT prevent foreclosure, regardless of identity of D (in rem relief)
F. Waiver of automatic stay (?)…
1. C-lender suspects that D will become filer of serial bankruptcy petitions  MAY force D to file Ch. 11, “work-out” forbearance agreement w/ judge’s approval (bankruptcy dismissed)… AND, as part of agreement, D waives right to assert automatic stay (ex ante/in advance) in future bankruptcy (if/when “work-out” fails)…
a. Waiver MAY be enforced (though, NOT likely in CA)  automatic stay is for protection of other Cs (should NOT be waived unilaterally by single C)… AND, waiver is by D, NOT DIP (NOT the same)…
b. … BUT, even if NOT enforced, MAY be relevant in obtaining relief for cause (as per § 362(d)(1)) OR res judicata/collateral estoppel
2. “Palace coup covenant” (potential waiver of automatic stay w/o judicial approval)  C-lender loans $$ to D-corp., takes note from D-corp., collateralized guaranty from SH… SH agrees NOT to vote to put D-corp. into bankruptcy, AND, if bankruptcy proceeds despite SH’s best efforts, then SH will stipulate to relief from automatic stay…
a. … thus, if SH fails to live up to stipulation, then C-lender MAY obtain “springing lien” on SH’s stock in D-corp.  C-lender can take control of D-corp., force stipulation to relief from automatic stay…
b. … BUT, if NOT in D-corp.’s best interests to stipulate, then potential for breach of fiduciary duty  thus, dangerous for C-lender to be in control of D-corp. (at least, equitable subordination)
G. Issues spinning off of automatic stay…
1. Valuation of property critical to relief  again, if C is undersecured, then claim subject to bifurcation (as per § 506(a))…
a. 3 major techniques for valuation…
i. Liquidation value  lowest possible (distressed/“fire” sale)
ii. Wholesale value  above liquidation value, but NOT retail (i.e. inventory)
iii. Going concern value  value if sold by willing seller to willing buyer
b. Valuation technique used depends on nature of D’s business model  if NO hope for reorganization, then liquidation value more likely… BUT, if D expected to emerge from Ch. 11, then going concern value more likely
2. § 506(b)  if C is oversecured, then entitled to interest AND fees/costs (to extent that C is oversecured)…
a. Loan agreement provides for contract interest (ordinary rate) AND default interest (increase in case of default)…
i. Conservative lenders want default interest as reward for prudent loan-to-value ratio and/or charging low contract interest (since there is still equity in collateral)…
ii. … BUT, courts dislike default interest (eating up equity in property b/c unpaid interest folded back into principal)  MAY be able to get default interest at 1-3% above contract interest (anything greater is likely unreasonable)
b. Unlikely to recover all attorney’s fees  NO fees are uniformly “reasonable”
c. Unlikely to recover pre-payment fees  unreasonable per se in CA
i. C-lender expects $$ loaned to be “working” (earning interest over time)… thus, if D prepays (i.e. refi), then C-lender must reposition $$ elsewhere to replace lost income/interest…
ii. … BUT, pre-payment fees are deemed synonymous w/ liquidated damages  NO relation b/w harm suffered AND size of penalty (i.e. “If not delivered by [date], then must pay [$$]”)… unless, self-serving recitals in agreement (re: difficulty in determining damages, estimations made, reasons why)…
iii. … though, generally difficult for C-lender to justify pre-payment fees  C-lender MAY re-lend $$ elsewhere (decrease in income/ interest likely NOT big)
d. Draft fee clauses broadly b/c courts will generally interpret narrowly (i.e. fees incurred in bankruptcy litigation used to NOT be recoverable, BUT law is changing)…
i. … BUT, be aware of caveat (CC § 1717)  unilateral fee clause in contract (i.e. “… secured party will recover fees…”) will be read as reciprocal fee clause (i.e. “… prevailing party will recover fees…”)…
ii. … thus, potential for assymetrical recovery…
1. Often times, C-lender that wins litigation has NO chance of collecting fees from D… BUT, if C-lender loses litigation, then will certainly have resources to pay D’s fees…
2. … AND, if fee clause is drafted broadly, then MAY swallow up related actions (i.e. fraud/tort claim as affirmative defense to contract claim)
e. Again, creditors’ committee counsel is paid by estate (administrative claim)…
i. … BUT, potential for administratively-insolvent estate (if all $$ goes to secured Cs)…
ii. … thus, creditors’ committee counsel MAY submit interim fee application  get paid over the course of bankruptcy (rather than risk getting NO $$ at the very end)
3. § 506(c)  trustee MAY recover reasonable necessary expense of preserving collateral for benefit of secured party (surcharge on collateral)
a. 3rd party-professionals MAY be paid out of collateral if their efforts enabled estate to preserve collateral
i. § 506(c) does NOT provide for independent standing for 3rd party-professionals to make claim for surcharge…
ii. … BUT, if trustee/DIP refuses to surchage collateral, then 3rd party-professional MAY be able to seek court permission to assert derivative right (door left open in case law)… OR, trustee/DIP MAY stipulate as such
b. DIP lender (in Ch. 11) MAY extract waiver of § 506(c) in advance (less likely in CA than in DE)…
i. Often enforceable against successor-trustee (replacing DIP)…
ii. … BUT, courts are mixed re: whether enforceable against 3rd party-professional (if too late, then 3rd party-professional MAY end up NOT getting paid for preservation of collateral)

IX. EXECUTORY CONTRACTS
A. § 365(a)  trustee/DIP MAY assume OR reject any executory contract
1. Contract is executory if both parties have unperformed duties
a. If C ships oil to D, then NOT executory contract (C has performed, SO all that is left is D’s payment)…
b. … BUT, if C is to continue shipping oil to D, then YES executory contract
i. Advantageous for estate to “cherry-pick”  assume good (lucrative) deals, reject bad (burdensome) deals…
ii. … thus, mismanaged entity (bankrupt D) obtains special privilege NOT available to properly-managed entity (non-bankrupt C)
2. Non-bankrupt C does have some protections  estate may NOT assume executory contract, unless (§ 365(b)(1)(A)-(C))…
a. Estate cures default(s) (i.e. pay $$, buy/ship goods), OR provides adequate assurance thereof (i.e. promise of future performance) –AND–
b. Estate compensates for actual loss resulting from default(s), OR provides adequate assurance thereof –AND–
c. Estate provides adequate assurance of future performance under said executory contract
3. § 365(b)(2)  non-$$ defaults need NOT be cured…
a. Most contracts state that D is “in default” if D files bankruptcy, has negative net worth, etc.  these are “ipso-facto” defaults, which need NOT be cured (more a “status” than a “default”) (§ 365(b)(2)(A)-(C))…
b. … AND, penalty provisions re: failure to perform non-$$ obligations need NOT be cured, either (§ 365(b)(2)(D))
i. In Claremont, D operates car dealership (as per franchise agreement w/ C-manufacturer)  agreement provides that if dealership is to ever “go dark” (NOT open for extended period of time), then D must pay $1M AND franchise terminated…
1. To NOT “go dark” is a non-$$ obligation… thus, $1M penalty provision need NOT be cured (YES non-$$ default)…
2. … BUT, termination of franchise is NOT a non-$$ default  rather, a condition in agreement attributable to non-$$ default... AND, b/c NOT a non-$$ default, it must be cured
ii. … thus, b/c D’s failure to NOT “go dark” is physically impossible to cure (can’t go back in time and change fact that D did “go dark”), estate may NOT assume executory contract (franchise IS terminated)
c. If default in question does NOT fall under § 365(b)(2), then it must be cured (as per § 365(b)(1))… AND, if default is NOT curable, then executory contract may NOT be assumed by estate…
i. … thus, as non-bankrupt C, beneficial to NOT include “ipso-facto” default clauses (i.e. “If you go bankrupt, then your agreement is terminated”)… AND, NO penalty provisions (i.e. “If you [_], then you must pay [$$]”)…
ii. … BUT, beneficial to include termination clauses (i.e. “If you [_], then your agreement is terminated”)


B. § 365(c)(1)  trustee/DIP may NOT assume OR assign any executory contract if applicable law excuses a party from accepting performance from an entity other than D
1. Examples…
a. Personal services contract  performer (i.e. singer) may NOT assign obligation to 3rd party-assignee (i.e. different singer) (b/c non-breaching party need NOT accept 3rd party-assignee’s performance)
b. Patents (federal law)  non-exclusive patent licensee may NOT assign license
2. Assumption is predicate to assignment  estate must assume before assigning… BUT, estate MAY assume w/o assigning
a. Assume non-bankrupt C has executory contract w/ D (now, DIP in Ch. 11) for sale of oil (which is very lucrative to DIP)  if DIP wants to stay in oil business, then DIP MAY assume executory contract (ratification of ongoing relationship w/ C)…
b. … BUT, if DIP does NOT want to stay in oil business, then DIP MAY nonetheless assume executory contract, then assign to 3rd party  3rd party will pay DIP for right to undertake lucrative contract
3. Assume D files Ch. 11 hoping to continue exploiting non-exclusive patent license (executory contract w/ non-bankrupt licensor)  even if D ONLY hopes to assume executory contract, “applicable law” (federal patent law) states that non-breaching party (non-bankrupt licensor) need NOT accept substituted performance… even if there is NO substituted performance
a. 9th Circuit reads statute literally (“hypothetical test”/Catapult)  executory contract may NOT be assumed, even if there will be NO assignment
i. Bad public policy  if license is “mission critical” to DIP, then enabling licensor to terminate executory contract will destroy DIP’s value (as if assumption by DIP is as bad as substituted performance by 3rd party)…
1. If C holds note/SI on D’s license, then termination of executory contract would evaporate C’s collateral…
2. … thus, C MAY enter into cure agreement w/ licensor   C agrees to cure D’s default in exchange for licensor NOT terminating license
ii. … BUT, interpreting § 365(c)(1) as written (“… assume or assign…”)
b. Other courts have adopted “actual test”  if DIP is actually going to assign executory contract to 3rd party, then DIP may NOT assume… BUT, if DIP is NOT going to assign, then DIP MAY assume (despite applicable law NOT allowing for substituted performance)
4. § 365(c)(2)  executory contract to make loan (financial accommodation contract/pre-packaged bankruptcy) may NOT be assumed… even if C-lender consents
C. Timing of decision to assume/reject executory contract…
1. In Ch. 7 (§ 365(d)(1))  60 days
2. In Ch. 11 (§ 365(d)(2))  NO set time-limit
a. DIP negotiating whether to assume/reject executory contract MAY legitimately have NOT decided… BUT, likely stretching out Cs’ agony (force settlement)…
b. … thus, at some point, judge will lose patience
3. In certain commercial real property contexts, interim payments must be made during decision-making process  if D-tenant is bankrupt, then increased likelihood that landlord (if NOT paid by tenant) will become bankrupt as well (i.e. default on mortgage)
D. Post-petition defaults…
1. Executory contract may NOT be terminated by post-petition “ipso-facto” default (§ 365(e)(1))…
2. … unless, applicable law excuses non-breaching party from accepting substituted performance (§ 365(e)(2))
a. § 365(e)(1) language similar to § 365(b)(2)(A)-(C)… AND, § 365(e)(2) language similar to § 365(c)(1)…
b. … thus, executory contract MAY be terminated if default is NOT “ipso-facto”… OR, if applicable law excuses non-bankrupt from accepting substituted performance (i.e. under partnership law, if partner in limited partership becomes bankrupt, then other partners MAY dissolve partnership)
E. Assignment of executory contracts…
1. If assumption of executory contract is otherwise allowed, then trustee/DIP MAY assign (§ 365(f))…
2. … AND, 3rd party-assignee would be paying $$ (to estate) for lucrative executory contract  Cs obtain monetary benefit… AND, non-bankrupt stuck w/ contract (though, non-bankrupt would have been stuck w/ contract even w/o bankruptcy, just w/ different party)
F. § 365(k)  after assignment of executory contract, trustee/DIP is relieved of liability
1. At common law of leasing (which is followed by state law), landlord (L) executes lease w/ tenant1 (T1)  L and T1 are in privity of contract (lease as contract) AND privity of estate (lease as interest in land)…
a. If T1 executes assignment to T2, then T1 is NO longer in privity of estate w/ L… BUT, still in privity of contract w/ L…
b. … though, if T1 executes assignment w/ assumption to T2, then this would create privity of contract b/w L and T2… BUT, L and T1 also still in privity of contract…
c. … thus, if T1 executes express novation-and-release (w/ L AND T2), then T1 is released from all liability (usually for $$)
i. At common law, obligee (L) had NO say in identity of assignee (T2)…
ii. … thus, obligor/assignor (T1) was still liable to obligee… unless, obligee agreed (under novation-and-release) to accept substituted performance from assignee in lieu of obligor’s original performance
2. … thus, § 365(k) is contrary to every notion of state law  trustee/DIP assumes, then assigns, then is relieved from liability (de jure novation-and-release)…
3. … as such, some tenants MAY file for bankruptcy ONLY to invoke § 365(k)
G. Rejection of executory contracts…
1. If trustee/DIP rejects executory contract where D/DIP is licensor of right to intellectual property, then non-bankrupt licensee MAY elect to preserve license (§ 365(n))…
2. … though, “intellectual property” (as defined in Bankruptcy Code) does NOT include trademarks
H. § 365 flowchart/recap…
1. Is contract executory?  assume YES
2. Is executory contract burdensome?  if YES, then estate will reject (MAYBE owes damages to non-bankrupt)… if NO, then estate MAY assume
3. Is executory contract a personal services contract, OR financial accommodation contract, OR something else that applicable law excuses from accepting substituted performance (§ 365(c))?  if YES, then estate may NOT assume… if NO, then estate MAY assume
4. What, if anything, must be cured (§ 365(b))?  if “ipso-facto” default OR penalty provision, then NO cure necessary… if some other default, then must be cured (inability to cure prevents estate from assuming)
5. Timing of decision (§ 365(d))?  if Ch. 7, then less-flexible timing rules… if Ch. 11, then more-flexible timing rules
6. Post-petition default (§ 365(e))?  if “ipso-facto” default, then non-bankrupt may NOT terminate… if some other default, then non-bankrupt MAY terminate
7. Assignment (§ 365(f))?  YES (if assumed)
8. Novation (§ 365(k))?  YES (automatic w/ assignment)
I. Leases…
1. D-tenant MAY reject lease (as per § 365(a)) b/c burdensome (OR, through failure to act)… BUT, often times, D-tenant has financed acquisition of property/operations by giving C-lender a leasehold TD (“LTD”)
a. L leases bare ground to T1 (ground lease)  C-lender loans $$ to T1 to build shopping center, takes note/LTD on shopping center (L still owns underlying fee, BUT 99-yr. lease is still valuable collateral)…
b. … BUT, after T1 files for bankruptcy, lease is rejected/terminated  L gets ground back (w/ shopping center), AND C-lender is unsecured (NO collateral)…
i. C-lender MAY enter into cure agreement w/ L at outset of transaction   C-lender has right to cure T1’s default, hold foreclosure sale (sell remainder of lease)…
ii. … AND, obtain from L consent to assumption w/ assignment (for when lease transferred from D-tenant to 3rd party-assignee)
1. Termination of lease would also serve to terminate subleases (of T1’s subtenants, who are paying above-market rent)…
2. … unless, subleases contain SNDA clauses (subordination/ nondisturbance/attornment)  if T1 becomes bankrupt, then subtenants will recognize C-lender OR 3rd party-assignee as new landlord
c. … though, some courts MAY wish to avoid such harsh result  view rejection of lease as breach, NOT termination of lease
2. § 365(h)  if L becomes bankrupt, then Ts are NOT displaced (D-landlord may NOT reject leases)


3. If D-tenant makes preferential payments to L, then D-tenant assumes lease  L’s preference liability MAY be moot (since D-tenant must cure defaults)
a. § 547(b)(5) analysis (hypothetical Ch. 7) occurs at time of filing of bankruptcy petition…
b. … BUT, decision to assume lease MAY come long after
J. Shopping center leasing…
1. D that assumes lease must cure default OR provide adequate assurances thereof (as per § 365(b)(1)(A))… BUT, when dealing w/ shopping center, assumption w/ assignment MAY create problems…
a. “Shopping center” includes common areas, common theme, etc.  fringe situations difficult to define (string of shops along main street likely NOT a shopping center)…
b. … BUT, owners MAY take steps to fall under definition (i.e. same-color awnings, common parking area, common advertising, use of same security/ services)
2. … thus, special rules for shopping centers (§ 365(b)(3))  D-tenant must provide adequate assurance that…
a. 3rd party-assignee (source of rent) is in similar financial condition as D-tenant was at the time that D-tenant leased property
b. Percentage rent will NOT decline substantially
c. Subject to all provisions (i.e. radius/location/use clauses)
d. Will NOT disrupt tenant mix/balance
i. L may NOT want D-tenant to assign to a specific 3rd party-assignee  will carefully review (AND, unnecessarily object to) potential assignee’s financial/projections
ii. Lease MAY state (directly OR indirectly) that location ONLY be used for Napa Auto Parts (NOT AutoZone, Kragen, etc.)… BUT, some courts will use “close enough” standard (i.e. any auto parts store will suffice)
iii. L MAY keep tenant mix studies in file (reasons why certain tenants are, OR are NOT, desired)… then, use such studies to defeat assignment to certain tenants (OR, pressure current tenants to testify against)



X. CH. 11s
A. § 1107(a)  DIP has same powers/rights as trustee (except for compensation)...
1. § 1108  DIP has power to operate business
2. § 1104(a)  removal of DIP “for cause” (fraudulent/dishonest/incompetent)
a. Again, appointment of trustee would likely lead to conversion to Ch. 7…
b. … b/c, once DIP’s officers/employees are removed, then company is as good as dead
3. § 1102  appointment/approval of creditors’ committee
a. Creditors’ committee MAY (§ 1103(c)(1)-(4))  consult w/ trustee/DIP, investigate acts, participate in formulation of plan of reorganization, request appointment of trustee…
b. … AND, “such other services as are in the interest” (§ 1103(c)(5)/catch-all)  though, again, unclear whether creditors’ committee is able to bring claims on behalf of estate (seeking court order AND showing cause should suffice)
i. Again, U.S. Trustee’s Office is supposed to investigate Ch. 11 fraud, BUT lacks resources…
ii. … though, MAY provide leverage to creditors’ committee  U.S. Trustee’s Office signing on to creditors’ committee’s investigation/ objection adds tremendous credibility w/ court
B. Cash collateral…
1. DIP needs access to $$ at all times (once $$ cut off, conversion to Ch. 7)… BUT, lenders do NOT want DIP to have unfettered access to loaned $$ (already went bankrupt once)…
a. Property acquired by estate post-petition is NOT covered by pre-petition lien (§ 552(a)), regardless of AAP clause…
b. … BUT, w/ 2 exceptions…
i. Proceeds (§ 552(b)(1))
1. Pre-petition SI on inventory/AR will extend to include post-petition proceeds thereof…
2. … BUT, as pre-petition and post-petition collateral becomes commingled, MAY become difficult/impossible to trace (“fading perfection”)
ii. Rents (§ 552(b)(2))
1. $$ from rent (collected by D-landlord) is separate from C-lender’s TD on D’s property…
2. … BUT, CA allows for assignment of rents (CC § 2938)
2. § 552 provides for availability of cash collateral  owned by DIP, BUT subject to lien held by C…
a. DIP MAY operate business in ordinary course w/o court hearing (§ 363(c)(1))… BUT, may NOT use/sell/lease cash collateral, unless w/ C-lender’s consent OR court authorization (§ 363(c)(2))
b. DIP has affirmative obligation to segregate/account for cash collateral (§ 363(c)(4))…
i. If DIP fails to segregate/account for cash collateral, then will be replaced by trustee… AND, DIP counsel must withdraw b/c DIP has violated federal law (file motion w/ court seeking permission to withdraw, BUT w/o disclosing reason, unless crime-fraud exception OR DIP consents)
1. If DIP fails to segregate/account for cash collateral (commingles into general account), then C-lender MAY have NO cash collateral  claim against DIP (for violation of obligation) essentially worth nothing…
2. … thus, C-lender must make sure that DIP is using separate accounts  obtain court authorization of daily/weekly/monthly accountings (DIP will fight against, BUT DIP can’t be trusted)
ii. Again, after D files Ch. 11 (becomes DIP), customers will flake out on AR obligations  upon payment, $$ would go into DIP’s separate account for C-lender’s cash collateral (assuming C-lender has SI on AR)…
1. … BUT, customers ONLY pay AR to keep D happy  once D becomes DIP, customers have doubts re: DIP’s survivability, do shady things (i.e. write “PAID IN FULL” on check that is NOT full payment)…
2. … thus, C-lender/DIP must NOT cash checks w/ “PAID IN FULL” notation  MAY be binding (civil code says YES, commercial code says NO)
3. § 363(e)  after DIP is allowed to use cash collateral, must adequately protect C-lender
a. In CA, DIP MAY prove adequate protection of C-lender by filing cash collateral stipulation w/ court…


b. … which MAY contain “sweeteners” (which CA courts are generally hostile toward)…
i. Cross-collateralization clause  post-petition collateral as security for pre-petition debt (and, MAYBE vice versa)
1. Essentially an end-run around § 547(b) (post-petition transfer for antecedent debt)…
2. … thus, courts may NOT approve cash collateral stipulation w/ cross-collateralization clause (though, more “special cases” in DE than CA)
ii. Findings of fact binding estate re: validity/perfection/amount of C-lender’s lien
1. Again, some courts do NOT permit, while others allow for “special cases”…
2. … BUT, if permitted, then should be binding on DIP AND successor-trustee (if conversion to Ch. 7)
iii. Findings of fact binding estate re: other Cs’ liens  C-lender’s lien has priority over other liens (binding those that are NOT party to cash collateral stipulation)
iv. Waiver of § 506(c)  waiver of surcharge on collateral (for preservation by 3rd party-professionals/successor-trustee… again, binding non-parties)
v. Divesting DIP of discretion in formulation of plan of reorganization  “hand-cuffing” DIP (judges dislike)
vi. Release of C-lender’s liability for pre-petition torts/breaches (NO in 9th Circuit)
vii. Waiver of avoidance actions against C-lender (NO in 9th Circuit)
viii. Automatic relief from automatic stay upon default (NO in 9th Circuit)
ix. Waiver of procedural requirements
1. NO for foreclosure…
2. … BUT, MAYBE for perfection of replacement lien (i.e. court order in place of UCC-1… though, difficult for 3rd parties to search/receive notice)
x. Lien on claim for relief  substituted collateral b/c DIP has NO unencumbered assets
1. MAY work w/ claim against 3rd party…
2. … BUT, again, NOT w/ claim against C-lender (b/c tantamount to settlement)
xi. Waiver of § 363(c)(2)(B)  DIP’s right to move for court authorization of use of cash collateral as alternative to C-lender’s consent (NO)
xii. Lien in excess of cash collateral (NO)
1. One court recently allowed DIP to grant lien to C-lender on anticipated future profits…
2. … BUT, consider chances of future profits (did NOT happen before Ch. 11)  C MAY end up w/ lien on nothing
xiii. Paying down of pre-petition principal
1. MAYBE to the extent that DIP is using post-petition collateral (thereby endangering C-lender’s secured position)…
2. … BUT, MAY look too much like cross-collateralization clause (depends on wording)
xiv. Findings of fact re: matters extraneous to approval process (NO)
C. Securitization of AR  pre-petition transaction such that cash collateral may NOT be part of estate (NO case law on subject)…
1. Pre-petition D sets up bankruptcy remote entity (“BRE”) (a.k.a. SPE, “drop-down sub”)  D transfers AR to BRE… C-lender loans $$ to BRE, which then goes to D (to complete “sale” for AR)… C-lender takes note/SI in AR…
a. In BRE’s Articles of Incorporation, it states that its ONLY C is C-lender (who writes/sells bonds)…
b. … thus, C-lender has NO interest in forcing BRE into bankruptcy (renders bonds more risky)
2. … thus, when D files Ch. 11, customers continue paying AR… BUT, payments made to BRE (which is NOT bankrupt)
a. BRE would have recourse against D (if customers stop paying AR), thus more like a disguised secured transaction than a “sale” (which, if NOT perfected, could be avoided as per § 544(a)(1))…
b. … BUT, NOT a fraudulent transfer  NO actual fraud (done publicly) AND NO constructive fraud (D received REV for AR)


D. Critical vendor orders…
1. If flow of inventory to DIP is cut off, then almost as bad as if $$ cut off (i.e. if Intel stops shipping goods to Dell, then Dell likely won’t survive)…
2. … thus, certain vendors are “mission critical”  want “sweeteners” (i.e. coverage from preference liability, assumption agreements, warranties, indemnification) in exchange for continuing to ship goods to DIP (preserving DIP’s going concern value)…
3. … AND, if vendor truly IS “mission critical”, then court should approve (vendor can always ship goods elsewhere)… though, vendor seeking critical vendor order should demand protection during early days of Ch. 11 (declaration from vendor likely enough evidence, mere pleading NOT enough)
E. DIP financing…
1. DIP MAY obtain unsecured credit in ordinary course of business (§ 364(a))… BUT, unlikely  NO C would extend credit to DIP on unsecured basis…
a. … thus, unsecured Cs’ claims MAY be given priority (over other unsecured Cs) as administrative claim (§ 364(b))… BUT, still unlikely  again, MAY end up w/ administratively-insolvent estate…
b. … thus, if NO luck finding unsecured Cs, MAY provide (§ 364(c))…
i. Priority over all administrative claims of kind (though, again, NO priority if administratively-insolvent estate)
ii. Lien on unencumbered assets (though, again, estate likely has NO unencumbered assets)
iii. Junior lien on encumbered property (though, likely NO equity in encumbered property, esp. if/when conversion to Ch. 7)
2. § 364(d) as “last chance” (if/when § 364(a)-(c) fail)  senior OR equal lien on encumbered property (“priming lien”) w/ adequate protection of other C(s) holding lien(s)
a. Assume DIP has real property subject to TD1 (held by C1)  value of property is $1M, C1 owed $800K… DIP needs $200K, BUT C1 will NOT loan (despite $200K in equity in property)… AND, DIP has NO other means of obtaining such $$…


b. … thus, DIP borrows $200K from C2, who takes new TD1 (“priming lien”) on property  C1 now an involuntary junior C to C2 (C1’s TD1 becomes TD2)… AND, NO remaining equity in property
i. C1’s lesson learned  should have “played ball” (loaned more $$ to D)
1. C1 has NO say in terms of “priming lien”…
2. … AND, anything in old TD1 that would be in direct contravention of “priming lien” (i.e. acceleration/due on encumberance clause) is NOT enforceable
ii. C1’s adequate protection determined by dueling experts/appraisors  court splits the difference (unless reason to dismiss one expert/ appraisor)
c. C-lender avoids “priming lien” by becoming DIP lender… BUT, MAY seek extra collateral…
i. Outright assignment of claim for relief (against 3rd party) to C-lender OK (as per § 550(a))  again, C-lender/assignee would NOT be prosecuting/recovering “for the benefit of the estate”… BUT, C-lender providing estate w/ cash collateral has “benefitted” the estate
ii. Courts are mixed re: whether C1 can take stock in reorganized D (few courts allow b/c interfering w/ reorganization)
3. Representation of DIP lender…
a. Law firm represents C-lender in several transactions… BUT, does NOT represent C-lender in loan to pre-petition D (though, C-lender uses law firm’s standard documentation in transaction)…
b. … upon pre-petition D filing Ch. 11 (becoming DIP), law firm MAY represent DIP lender
i. Law firm did NOT represent C-lender in transaction w/ pre-petition D…
ii. … thus, law firm does NOT have any inside/confidential/privileged info re: DIP (representing C-lender in other transactions, drafting standard documentation does NOT make law firm adverse)
4. Administrative carve-out…
a. DIP MAY be willing to provide unfettered administrative priority to DIP lender… in which case, counsel (for estate/creditors’ committee) MAY end up w/ NO $$ (again, administratively-insolvent estate)…
b. … thus, counsel MAY protect itself by seeking priority within administrative claims (“first among equals”)… though, decided by DIP (AND, thus, DIP lender as well), AND subject to court approval
i. Counsel MAY take lien in specific $$… BUT, may NOT take entire retainer up front w/o disgorging (as “earned on receipt”)
ii. DIP counsel is paid out of (pre-petition OR DIP) lender’s proceeds/ collateral  YES subject to disgorgement… BUT, probably NOT liable for tortious conversion (esp. if $$ moves through several hands before reaching DIP counsel)
F. Sales free and clear (of interest in property)…
1. In PW, C1 holds $40M TD1 on DIP’s real property, submits full credit bid at bankruptcy sale (“strike price”, as “stalking horse” bidder)  next highest bid was $25M… thus, C1 did NOT need to submit full credit bid (could have submitted partial credit bid b/w $25M and $40M)…
a. C1 submitting full credit bid is beneficial to other unsecured Cs  if C1 submitted partial credit bid of $25M, then (as per § 506(a)) would have had unsecured claim of $15M (to the detriment of other unsecured Cs)…
i. Here, also beneficial to counsel/professionals b/c “strike price” included administrative carve-out…
ii. … thus, if sale had failed, then C1 would have sought relief from automatic stay (as per § 362(d)(3) b/c DIP is a single asset real estate entity) and proceeded w/ foreclosure (w/ NO administrative carve-out)
b. … AND, banks that submit full credit bids are increasing values of properties bought at foreclosure sales (real estate owned/“REO” shows inflated values)…
c. … BUT, otherwise foolish to submit full credit bid  agreement to being paid in full
i. C-lender that submits full credit bid is essentially tearing up note (i.e. “bid in” $1M on property worth $800K b/c $200 deficiency NOT collectible)…
ii. … BUT, upon entry of property, discovers that property is damaged  b/c paid in full, C-lender may NOT recover damages (from guarantor, insurance company, etc.)


2. … BUT, C2 holds TD2 worth $2.5M, which is “out of the money” (“ghost lien”)  if NOT enough equity in property for C1’s TD1, then certainly NOT enough for C2’s TD2… BUT, was property sold free and clear of TD2?…
a. Buyer at (foreclosure/bankruptcy) sale wants finality (mootness)  NO second-guessing after the fact (if NO finality, then bidding chilled AND title messed up yrs. later)…
b. … thus, as per § 363(m) (“put up or shut up” rule), party that is aggrieved by sale order must post bond to obtain stay (NO other remedy)…
i. In PW, C2 could NOT afford bond  would have cost several million$ to protect TD2 worth ONLY $2.5M (AND, also “out of the money”)…
ii. … thus, as per § 363(m), C2 could obtain NO relief through appellate process
c. … BUT, sale order authorized sale of property “other than in the ordinary course of business” (as per § 363(b)) –AND– “lien-stripping” of C2’s TD2 (as per § 363(f))  ONLY the sale is moot (NOT the “lien-stripping”)
i. § 363(m) applies ONLY to sales free and clear (as per § 363(b))…
ii. … BUT, does NOT apply to “lien-stripping” (as per § 363(f))  even though “lien-stripping” IS an essential attribute of a sale free and clear
3. … thus, “lien-stripping” (NOT moot) MAY be adjudicated  if sale free and clear could NOT have occurred, then “lien-stripping” was NOT proper…
a. § 363(f)  provisions under which sale free and clear MAY occur, several of which do NOT apply in PW…
i. § 363(f)(1)  state law permits sale free and clear
1. CA real property law does permit sales free and clear  namely, foreclosures (JF OR NJF)…
2. … in JF, junior interest is extinguished if named as party… AND, in NJF, junior interest is extinguished automatically…
3. … thus, if C1 had foreclosed on TD1, then C2’s TD2 would have been wiped out (AND, there would have NO administrative carve-out)… BUT, PW does NOT discuss this (simply states that § 363(f)(1) does NOT apply)
ii. § 363(f)(2)  consent (C2 did NOT consent)
iii. § 363(f)(4)  bona fide dispute (NO dispute re: TD2)


b. § 363(f)(3)  sale free and clear OK if interest in property is a lien 
–AND– sale price is greater than “aggregate value of all liens”
i. Unclear whether “aggregate value of all liens” means face value of liens (if so, then TD2 worth $2.5M) –OR– economic value of property (if so, then TD2 worth $0)
ii. In PW, court chooses face value… as such, sale price ($40M) was NOT greater than “aggregate value of all liens” ($40M PLUS $2.5M)…
1. … BUT, § 506(a) states that a lien is valued at the value of the property (economic value, NOT face value), AND extent beyond that is an unsecured claim…
2. … AND, sale price ($40M) IS greater than (economic) value of property (approx. $25M)
c. § 363(f)(5)  sale free and clear OK if holder of interest could be compelled, in legal/equitable proceeding, to accept $$ satisfaction of interest
i. JF (which IS a legal proceeding) would have compelled C2 to accept economic ($$) value of TD2 (again, $0)… BUT, again, PW does NOT discuss this…
ii. … though, if this interpretation were followed, then § 363(f)(5) would render § 363(f)(3) unnecessary (surplusage)
4. Lesson learned from PW  do NOT hold sales free and clear (b/c junior lien may NOT be extinguished, BUT, rather, MAY become senior lien on property)… instead, obtain relief from automatic stay, foreclose, AND wipe out junior interests
a. Goal/policy #1  provide incentive to create best possible price for market… BUT, in PW, C1’s efforts (as “stalking horse” bidder, providing administrative carve-out) go unrewarded
b. Goal/policy #2  sell property quickly and proceed w/ administration of estate (as per § 363(f)(4), NOT even litigation over a bona fide dispute is supposed to hold up sale of property)… BUT, in PW, protracted litigation keeps title to property in flux
5. Other issues re: sales free and clear…
a. At auction of claim (which estate will NOT prosecute), “stalking horse” bidder outbid by defendant to said claim  unresolved whether this is a sale (as per § 363(f)) OR settlement of claim (which must comply w/ settlement approval procedure)
b. DIP sells entire product line to new entity  product line exception MAY allow plaintiff (injured by defective product made by DIP) to bring product liability claim against new entity
G. Voting…
1. Assume C-lender is owed $1M, holds TD on property worth $800K  has $200K deficiency (unsecured claim)… whereas, all other unsecured (trade) Cs owed $100K (combined)…
a. … as such, C-lender controls voting of plan for reorganization (“plan”)  if C-lender does NOT vote for plan, then there is NO more Ch. 11 (conversion to Ch. 7)…
b. … thus, C-lender MAY move for relief from automatic stay under § 362(d)(2) (NO equity in property AND NO “effective reorganization”)
2. § 1126(c)  plan is accepted by a given class (i.e. unsecured Cs, wage claims) if accepted by Cs holding at least 2/3rds in amount –AND– more than one-half in number of allowed claims
a. Assume there are 12 claims in class of unsecured Cs against DIP  claim1-claim11 (trade Cs) total $100K, claim12 (C-lender’s deficiency) is $200K…
b. … as long as 7 of 12 claims (more than one-half) vote for plan, then 2nd prong is met…
c. … BUT, if C-lender does NOT vote for plan, then 1st prong will NOT met (trade Cs make up ONLY 1/3rd in amount)
i. Estate defines claims  single C MAY have multiple claims…
ii. … AND, claims MAY be objected to (i.e. preferential, fraudulent transfer)
H. Developing plan…
1. § 1121(d)  DIP entitled to period of exclusivity (first shot to propound plan)
a. Exclusivity grants DIP leverage… BUT, at some point, judge will terminate exclusivity (usually upon motion of other party)…
b. … then, Cs allowed to propose plans (which are likely NOT advantageous to DIP)… thus, DIP must act quickly (exclusivity NOT open-ended)
2. After developing plan, DIP must seek approval from Cs…
a. Court must approve solicitation of consents (§ 1125(b))…
b. … AND, at some point, Cs’ opposition to/lobbying against plan turns into counter-solicitation


3. Disclosure statement must accompany plan  description of key terms of plan (slightly less impenetrable than plan b/c NOT entirely boilerplate)
a. Opponent to plan MAY object to disclosure statement  if misleading (i.e. NOT accurately describing adverse terms, burying “bombshells” in fine print), then MAY persuade judge to NOT accept…
b. … BUT, once plan is approved, objection to disclosure statement is moot (res judicata)
i. SEC rules re: disclosure do NOT apply to Ch. 11 disclosure statements/plans (§ 1125(d))…
ii. … thus, some use Ch. 11 to make public offerings which, if on open market (governed by SEC), would constitute securities fraud (usually, NO interested parties to tip off judge)  buy dormant D-corp., file Ch. 11, buy up notes, formulate plan to attract investors, sell bonds
I. Claims trading…
1. Different Cs holding multiple claims against DIP (claim1, claim2, claim3…)  investors purchase claims for cheap (b/c Cs do NOT expect to recover much $$ individually)…
a. … AND, if investor purchases all claims of class (“vulture funds”), then MAY control class vote (AND, subsequently, control approval of plan)…
i. Voting power NOT written down to purchase price (unless bad faith)  if $1K claim is bought for $100, then still worth $1K (some courts MAY require disclosure of purchase price)
ii. Aggregation of claims  if investor purchases 10 claims from 10 different Cs, then most courts will still consider as 10 claims (even though all owned by single investor)
b. … AND, at culmination of exclusivity, investors MAY propound own plan, potentially take over DIP
i. C MAY assign/sell voting right (which creates power to take over DIP)…
ii. … BUT, keep claim itself (economic interest/recovery)
2. Attitudes toward claims trading vary by court… BUT, several benefits  investors (who are knowledgeable) aggregating claims by consensually cashing out trade Cs (who are NOT knowledgeable)… AND, those Cs who do NOT cash out get to ride along
a. Insiders buying up Ch. 11 (via claims trading)  courts are mixed (some view as breach of fiduciary duty… in others, “anything goes”)
b. DIP’s competitor buying up Ch. 11  YES bad faith (blocking Ch. 11 to drive DIP out of business)
c. C-lender buying up Ch. 11  probably NOT bad faith (granted, also blocking Ch. 11… BUT, acting rationally in economic self-interest, NOT w/ alterior motive)
J. Acceptance/confirmation of plan…
1. § 1129(a)(7)  each holder of claim in impaired class must accept plan –OR– receive value NOT less than amount that holder would have received in Ch. 7 (“best interests test”)
a. A class is impaired if its rights are NOT altered by Ch. 11… thus, almost every class is impaired
b. If unsecured Cs would have received $0.05 on the dollar in Ch. 7, then plan in which unsecured Cs would receive $0.06 on the dollar is OK (whether or NOT accepted) b/c unsecured Cs NOT worse off in Ch. 11 (than would have been in Ch. 7)
2. “Cramdown”  each class must accept plan –OR– be non-impaired (§ 1129(a)(8))… BUT, if there is an impaired class, then at least one impaired class must accept the plan (§ 1129(a)(10))… AND, if one impaired class has accepted the plan, then court shall confirm plan (§ 1129(b)(1))
a. “Cramdown” requires that every provision of § 1129(a) has been met, except § 1129(a)(8) (AND, that plan does NOT discriminate unfairly AND is fair/equitable to each impaired class)…
b. … thus, class that is opposed to plan MAY nonetheless accept plan if “cramdown” is inevitable
3. “Sweetheart class”  impaired class that will do as told (namely, accept plan so as to trigger “cramdown”)
a. As per § 1122(a), DIP MAY aggregate claims if substantially similar… BUT, § 1122(a) does NOT state that substantially-similar claims must be aggregated…
b. … thus, if court will allow for valid business justification for disaggregating otherwise substantially-similar claims, then this will allow for creation of “sweetheart class” (NOT much case law on subject)
i. Again, if C-lender holds unsecured (deficiency) claim worth $200K, AND trade Cs’ claims combined worth ONLY $100K, then C-lender will overwhelm voting power of class of unsecured Cs…
ii. … BUT, C-lender and trade Cs have different motivations  C-lender wants to end Ch. 11 (get paid), whereas trade Cs want to keep DIP alive (b/c DIP is their customer)…
iii. … thus, if DIP is able to break off/gerrymander trade Cs as “sweetheart class” (offer better treatment than to C-lender), then “cramdown” will occur (over C-lender’s objection)
1. Likewise, if/when exclusivity terminates, secured C MAY propose plan in which secured C is paid in full AND in cash, AND unsecured Cs are essentialy wiped out…
2. … AND, b/c secured C’s rights are “altered” by this plan, secured C IS an impaired class (“altered” does NOT necessarily mean “made worse off”, MAY merely mean “changed”/ “improved”)…
3. … thus, b/c there is one impaired class, “cramdown” will occur
c. C-lender (victimized by “cramdown”) will seek risk premium (as per risk of conversion to Ch. 7)… BUT, likely ONLY 1-2% above contract interest rate (NOT a full default interest rate)
4. “Absolute priority rule”…
a. As per “cramdown”, plan must be fair/equitable to each impaired class… AND, a plan is NOT fair/equitable to an impaired class of unsecured claims if said class is NOT paid in full –AND– any class junior to said class receives anything (§ 1129(b)(2)(B))…
i. … thus, if unsecured Cs receive ONLY $0.50 on the dollar, then equity holders (who are junior to Cs) may NOT receive anything…
ii. … BUT, if equity holders receive nothing, then DIP will fail in Ch. 11
b. Exception to “absolute priority rule”  new value plan…
i. If equity holders put new value ($$ OR $$’s worth, NOT “sweat equity”) into DIP, then equity holders MAY receive something in plan…
ii. … BUT, nonetheless, equity holders must NOT receive any “property” that is “on account of” their junior claim…
1. In 203 N. LaSalle, DIP’s old equity holders give new value in exchange for shares of reorganized corp.  YES “property”…
2. … AND, old equity holders are given this exclusive opportunity solely b/c of their status as old equity holders  YES “on account of”…
3. … thus, plan is NOT fair/equitable b/c there is NO way to determine adequacy of plan (plan proposed by DIP, AND DIP made up of old equity holders)  NOT market-tested
iii. … thus, old equity holders who give new value AND receive “property” in exchange must NOT receive this opportunity “on account of” their prior status  options…
1. Accept competing plans (in which, old equity holders would likely receive nothing, AND credibly threaten to walk away from DIP)
2. Auction of shares of reorganized corp. (old equity holders will likely outbid others b/c most knowledgeable… though, if secured Cs outbid, then MAY block Ch. 11)
c. Exception to “absolute priority rule”  gifting doctrine/“leap-frog carve-out”…
i. Equity holders do NOT have new value to give to DIP… BUT, negotiate w/ unsecured Cs  unsecured Cs (“sweetheart class”) offered shares of reorganized corp.… then, “gift” over some of these shares back to equity holders…
1. Unsecured Cs MAY “gift” their own property as they wish…
2. … BUT, should be disclosed  plan does NOT formally provide for this “gift” (b/c in violation of “absolute priority rule”)… BUT, part of plan negotiations
ii. … OR, secured C plays role of “sweetheart class”  “gift” of $$ to equity holders in exchange for equity holders’ maintenance of DIP (secured C “leap-frogging” unsecured Cs)
5. Negative amortization plan…
a. C-lender has note/SI on DIP’s collateral… BUT, DIP can’t afford to pay interest on note…
b. … SO, portion of DIP’s (deferred) interest is placed back into principal (principal growing over time)  OK, so long as there is enough equity in collateral to cover increase in principal (i.e. C-lender is oversecured)
i. Banks borrow $$ in order to loan $$…
ii. … thus, if C-lender is NOT receiving interest, then must come out of pocket
6. “Synthetic Ch. 11”…
a. Defendant (in lawsuit brought by plaintiff) creates sub, which assumes contingent liability to defendant  defendant as SH AND C…
b. … then, sub files for Ch. 11  defendant AND sub (as joint plan proponents) formulate joint plan, which includes releases of Cs’ claims against plan proponents…
c. … thus, plaintiff’s claim(s) against defendant (AND sub, as per sub’s assumption) are released
i. In 9th Circuit, § 524(e) read to mean that discharge of claim against D (sub) may NOT be accompanied by discharge of claim against non-D (defendant) (NOT all courts agree)…
ii. … BUT, as per § 1129(a)(3), plan must be proposed in good faith (plaintiff must move promptly to dismiss Ch. 11 as bad faith filing)
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