BANKRUPTCY
Why do we have bankruptcy - why not just let companies fail? 

1. To Maximize Recovery: W/o bankruptcy, as a co starts to fail - tiny hicup in the economy, the creditors start to grab chunks of the co, investors start to loot, and it is a race to the court room and the co rapidly falls apart.  If the liquidation were more orderly, you maximize everybody's recovery.

· EX: say have a printing co w/ lots of machinery, and it starts to fail so each creditor grabs different machines - alone, each machine is not worth much, but if we keep them together, they are worth more than individually - synergy or assembly value.  W/ bankruptcy, we have an automatic stay which preserves the assembly value of the assets which maximizes the recovery of the creditors.

2. To Keep Going Concern Value: Sometimes, the co does not have to die.  If there is just a small problem - like low funds or assembly problems, creditors get scared and want to pull out, but w/ bankruptcy law, the co is able to mend itself and get over rough patches w/o falling apart: "re-organization" - idea is to keep the co going and in so doing you keep the going concern value of the assets - the creditors might lose some money, but not as much as if the co went under.  

· EX: Say you have an inventory of computers in the warehouse and the co liquidates, what are those computers worth?  Not much (no warranty b/c no company).  But if we can keep the co going, the inventory is much more valuable - the going concern value of the assets is preserved.

3. To Encourage Risky Economic Behavior: Bankruptcy law encourages risky behavior. W/o bankruptcy, people would do the safe thing - your capital will be all tied up in "safe" places.  But w/ bankruptcy, people can engage in risky behavior like investing in education, buying a house, starting a company - if these risks do not pan out, we offer some protection and give people an out.  This encourages expansionist behavior which is good for the economy w/ economic growth as a goal.

Bankruptcy Timeline
1. File a petition and a stay is imposed on debtor’s assets.  

· Debtor can file a ch 7 (liquidation) - this can be voluntary or involuntary (filed by creditors against the corp - unusual). 

· Debtor can file a ch 11 petition - corp seeks to reorganize - this is not recommended - usually, the corp is going under.  Debtor in possession (DIP) - debtor runs its own affairs and remains in charge - but creditors usually want a ch 11 trustee - someone else runs the corp instead of the debtor corp who failed in the first place.  This often leads to Conversion or Flop- co flops into ch 7 b/c ch 11 doesn't work out.  Either way, if the DIP or the trustee runs the corp, they are an officer of the court and are required to maximize the recovery to the creditors - they have alot of power.

· Powers of the Trustee (or DIP)
1. Avoidance Power: power to avoid or annul transactions that were entered into b/f bankruptcy - like insider transactions (looting).  The dip or trustee is obligated to avoid those transfers and get the funds back.  If the dip goes easy on corp officers, the creditors will usually mandate a ch 11 trustee.

2. Power to discharge claims of 3rd parties: trustee must fight claims against the estate - false creditors who claim debtor owes them money.  Trustee has standing to say that claimant does not have the power to go after the debtors estate.

3. Trustee may sell estate or obtain financing.

4. Trustee may reject executory contracts - discharge the debtor from contractual obligations.

5. Trustee may enter into contracts 

2. Chapter 11 process: DIP

· Goal is develop a reorganization plan - have multiple classes of creditors.  Highest form is the secured creditor - must protect secured creditor.  Unsecured creditors get much less deferential treatment and their claims get bargained down to pennies on the dollar - but they may vote on the reorganization plan b/c it is better than nothing, b/c otherwise they would go into ch 7 where they would get even less money.  

· Plan disclosure: DIP discloses plan to all creditors soliciting their consent. Once plan is confirmed, debtor distributes assets to these classes of creditors - payments over time, promissory notes, stock - goal is to give everyone incentive to agree to reorganization.

THE AVOIDANCE POWER OF THE TRUSTEE

Preferential Transfers: If you grab money from debtor right b/f bankruptcy, you have to give it back. A grab is a payment on an old debt that is made w/in 90 days of bankruptcy - only favored creditors get paid b/f bankruptcy. Section 547 of the code defines a grab. 547 (b): 5 part test of what is a grab. (c) contains defenses to the trustee's case in chief. (e) has important timing rules. (f, g) deal w/ presumptions.

Section 547

section (b): Trustee's case in chief

· The trustee or the Dip may avoid/annul/cancel (opposed to recover - so if a payment to a senior lien holder gets avoided, the funds that are recovered can not then benefit a jr lien holder who otherwise would not recover b/c there was not enough money in the estate - the sr lien holder's lien doesn't "disappear", the transfer is simply avoided)

· any transfer - doesn't just mean payments (see 101 (54))

· of the debtors interest in property - not just property itself

If these 5 concurrent requirements are met:

1. to or for the benefit of a creditor – so the payment does not need to be made directly to a creditor, but it at least has to benefit them. Like if there is a guarantor who indemnifies the debtors debt and then the debtor pays the creditor part of the debt - this payment benefits the guarantor (as a creditor of the debtor) as well as the creditor.
2. on account of an antecedent (pre-existing) debt - so if it is a simultaneous exchange, then this condition is not satisfied - there needs to be a gap btwn the creation of the debt and the transfer of property by the debtor on account of that debt.

3. transfer must be made while the debtor is insolvent – 547f states that insolvency is presumed during the 90 days preceding the filing for bankruptcy. This presumption, however, is a rebuttable presumption - so the creditor can argue that the debtor was solvent at the time of the transfer.  
· But what is insolvency? section 101 (32) - "balance sheet test": if debts are greater than property/asset value, then co is insolvent. Assume that the co's assets = 100, and its liability =  90, then the co's net worth or equity = 10 and co is solvent.  But the problem is how we value the co's assets - we often value those assets as liquidation value.  But liquidation value is often less than the going concern value - so co's fight over which value to use.  

4. transfer must be made on or w/in 90 days b//f the date of filing for bankruptcy, or btwn 90 days and 1 year b/f the date of filing if creditor at the time of transfer was an insider. So the timing of the transfer extends from 90 days to 1 year for payments made to an insider - a guarantor or creditor who is a controlling shareholder (101 (32)). Why this extension - b/c insiders can abuse the debtor and grab funds if they know the co is going to go under b/f anyone else. But since the presumption of insolvency is only for 90 days, the trustee will have to prove insolvency for transfers to insiders btwn 90 days and 1 yr b/f filing.  
5. The payment must have made the debtor better off than he otherwise would have been.  Did the transfer enable the creditor to receive more than he would have received if the case had hypothetically been a ch 7 liquidation transaction.  
· Suppose we have a ch 11 that over time develops into a successful corp - if the co had gone into ch 7, creditor would have gotten 10 cents on the dollar, but due to the success of the co under ch 11, creditor is getting 40 cents on the dollar - say the creditor was given a payment of 30 cents on the dollar - so his really not better off b/c under the ch 11 bankruptcy he would have gotten 40, but under this condition, he we hypothesize the ch 7 and the creditor was better off by the transfer b/c he got 30 instead of 10.  
· What about secured creditors?  If we value assets, such as inventory, on a liquidation basis, they are not worth as much as on a going concern basis.  Say we have a creditor who is owed 100 and liquid value of the assets are 90, but the going concern is 110.  So the creditor thinks he is oversecurred.  But in a bankruptcy situation, if the creditor is paid in full by the creditor, under ch 7, the creditor was undersecurred so he was better off by the payment b/c he should have gotten 90 instead of 100 - there are alot of fights over asset valuation. 

The Ear Marking Doctrine

You have 3 parties: old creditor, new creditor, and the debtor.  If the new creditor directly pays off the debtors debt to the old creditor, then there is no problem.

What if the money from the new creditor to the old creditor, to repay the debtors old loan, flows thru the debtor?  If the debtor is simply a conduit and has no control over the money, then the transfer is not to be avoided - if the new creditor has "ear marked" the money to be paid only to that old creditor, then the transfer is not preferential.

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

HYPO: Debtor sells assets to buyer for price of 150K.  Buyer pays debtor 50K and assumes a 100K debt that debtor owes to creditor.  Was the payment by buyer to creditor preferential - two arguments.  One is that the debtor never touched the money so it was not a preferential transfer from the debtor.  The other argument is that the 100K was the debtor's property when the sale went through, then the debtor directed the money to the creditor.  This is not like normal earmarking where we swap one creditor w/ another one - here, the debtor's estate would have been better off by 100K had this payment to the creditor not been made.  So this is probably preferential, but there is no direct answer.
Automatic Preservation of Avoided Transfers: 551
HYPO: have debtor w/ assets worth 100mill.  Have a note to creditor 1 for 60 mill w/ security, have note to creditor 2 for 50 mill w/ security (undersecured by 10 mill).  Say in bankruptcy, security to creditor 1 gets avoided - so creditor 2 is really excited b/c now they are no longer undersecured.  But does the trustees effort in avoiding creditor 1's transfer really benefit creditor 2?  NO - Section 551: any transfer avoided is preserved for the benefit of the estate.  So it is treated as if the first lien still exists for purposes of distribution of secured assets.
Repayment of Unsecured Loans
HYPO: On May 1, D was indebted to C on an unsecured loan made the previous year.  On May 1, D paid C cash equal to the amt due.  At the time of payment, D had other unpaid debts exceeding his assets - so he is insolvent.  On July 15, D files ch 7 bankruptcy.

· Is this a preference?  Can the trustee avoid this transfer?  Need to march thru 547 (b):

1. this is a payment to the creditor, so it was for his benefit

2. this was a transfer paying off an old debt - an antecedent debt - there is a gap btwn the occurring of the debt and a transfer on account of that debt

3. the debtor was insolvent - we were told that.  But if we weren't, under section (f) there is a presumption of insolvency 90 days precceding the petition, in this case the presumption of insolvency would begin on April 15, 90 days prior to filing bankruptcy on July 15.

4. (a) is satisfied b/c this payment was made on or w/in 90 days b/f the date of filing for bankruptcy

5. the payment did make the creditor better off - he got paid more than what he would have gotten if paid thru a ch 7 liquidation.

· So we have established 547, but all we have done so far is avoid the transfer, that doesn't get money into the estate.  Need to look at 550 to see if the estate can recover the transferred funds:

550(a) - to the extent (amt of) the transfer is avoided, the trustee may recover for the benefit of the estate the prop transferred or the value of such property from the initial transferee of such transfer or the entity for who's benefit it was made.

· We don't care if the creditor knew of the debtors insolvency - irrelevant.
· Due to the presumption of insolvency, the creditor would have to prove solvency.
Repayment of Secured Loans

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

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

1. the payment was to the creditor

2. payment was for an antecedent debt

3. payment made while insolvent

4. payment made w/in 90 days of filing 

5. creditor was NOT made better off by the transfer than he would have been under a ch 7 bankruptcy proceeding - so the transfer can NOT  be avoided b/c Creditor was over secured.  

· The big issue is how you value the assets, - if the trustee can establish that at the time of transfer, the assets were really worth less so the creditor was under secured, then the transfer could be avoided b/c #5 would be satisfied.  If at the time of the payment, the company was clearly going under and their assets were not worth much, then those assets that might have over secured the creditor when the credit was given might now make the creditor under secured.

· What if creditor is under secured at the time of payment, but over secured at the time of bankruptcy?  There are conflicting opinions on this issue.
Liens

1. non-consentual liens: judgment liens, attachment, statutory liens, common law liens

2. consentual liens

· Article 9 liens - security interest in personal property
· Mortgages - security interest in real property
Security Interest
Excerpts from UCC article 9
· 9203(b) – deals w/ attachment – attachment does not occur unless value has been given, debtor has rights to the collateral and right to transfer, and debtor must execute a security agreement. All three of these things must occur b/f attachment can occur.
· 9308 - deals w/ perfection: security interest is perfected if it has attached and all requirements for perfection have been satisfied, including the filing of the financing papers (UCC-1).  The filing of the UCC-1 is not perfection - it is one step in the perfection process.  You first need attachment b/f you can perfect - just b/c you file does not mean that the security interest is perfected.
· 9317 - if unperfected, you are subordinate to other liens - "first in time" rule applies.
HYPO: On 7/25 - loan to debtor (creates debt), and security agreement executed.  On 8/1, presumption of insolvency begins (90 days b/f bankruptcy).  On 8/3 UCC-1 is filed.  On 11/1 bankruptcy is filed.  The security interest is greater than the debt.  There is no "payment" here, but there is a transfer in the form of a lien.  The issue is when the transfer took place - is it when the security agreement was executed, or is it when the UCC-1 was filed. Under 547(b)

1. there was a transfer to the creditor

2. but was it on account of an antecedent debt? If the transfer took place when the security agreement was executed, then the debt is not antecedent - it was a simultaneous exchange.  But if it was when the agreement was perfected (when the UCC-1 was filed), then it was on account of an antecedent debt.  
So when was the transfer made?  

· Look to 547(e) to define what "made" means - a transfer is made at the time the transfer “takes effect” btwn the transferor and transferee, if such transfer is perfected w/in 10 days.  547e2a Section e talks about transfer taking effect - but it does not define when the transfer takes effect - so it indirectly refers you to state law, under UCC article 9, section 9203b - security interest takes effect (becomes enforceable against debtor) when it attaches.
· Under 9203(b): Attachment occurs when:
1. Value has been given 
2. debtor has rights in collateral or the power to transfer rights to a secured party 
3. debtor has authenticated a security agreement  
· so the attachment was on 7/25, when the security agreement was made.

· So transfer is made when it “takes effect”, so long as it is perfected w/in 10 days (547 e2a) - What does perfected mean? Under 547e1b: other than for real property, you are perfected if another creditor can not acquire a judicial lien that is superior to yours - so you have to be able to beat a judicial lien creditor.  In order for you to be able to beat a judicial lien creditor, it means that your lien must be superior to other liens.  How do we determine the priority of liens?  Need to look to state law.

· Article 9, 9317: If you are perfected under state law, you can beat a judicial lien creditor.  So now we need to look at what it means to be perfected under state law.  

· Under state law, a security interest is perfected under 9308 if it has 1. attached and 2. all applicable requirements for perfection have been satisfied (perfection step).  Filing the UCC-1 is the perfection step.

Overview of Hypo Analysis
1. 547b2 ( in order to avoid transfer, need antecedent debt - antecedent if debt created b/f transfer "made") 

2. 547e2a (transfer is made when transfer "takes effect"...)

· 9203b transfer "takes effect" (attaches) if 1) value had been given from the creditor to the debtor, 2) debtor has rights in the security collateral, and 3) a security agreement has been executed.  
3. 547e2a (and transfer must be "perfected" w/in 10 days)

· 547e1b -> perfected when beat judicial lien creditor -> 

· 9317 (when can you beat a judicial lien creditor - priority of creditors based on perfection) -> 

· 9308 (when are you perfected - when there is attachment, and the perfection step is performed – filing the UCC-1)

4. 547e2b: if transfer perfected after 10 days, then transfer is made on date of perfection.

Answer

Here, the security agreement was attached and perfected w/in 10 days - filed the UCC-1 w/in 10 days of security agreement/debt creation - so the trustee's case fails and the transfer can not be avoided since it was a contemporaneous exchange and no antecedent debt.

· Note: This transfer also fails under 547b4 - the transfer was NOT made w/in 90 days of filing bankruptcy b/c the transfer was "made" when the security agreement was executed (not the date of perfection), and the s/a was executed b/f 90 days.
Transfer of Lien then Payment of Debt
Hypo: look to fact pattern above - say the debtor makes a payment in full to the creditor after the creditor filed the UCC-1 but b/f the debtor filed for bankruptcy?  That transfer can not be avoided b/c since the security agreement was valid (b/c properly perfected...see analysis above) and the creditor is over secured, in bankruptcy (ch 7) the creditor would have gotten payment in full anyway, so he is not better off than he would have been absent this transfer of payment in full - there was no preference, so the payment is not avoidable.  This transfer was on account of an antecedent debt, but it fails 547b5.

· Since there were two transfers above, the trustee is going to try to avoid each of them - first he would try to avoid the transfer of the lien, b/c if that is avoided, then the creditor is unsecured (good for the bankruptcy estate), and then he will try to avoid the transfer of the payment in full to the creditor as a preferential.  In this case, however, he would fail on both counts.

Perfection after 10 days
HYPO: 7/25 - loan from creditor to debtor (debt incurred) and a security agreement is executed.  8/1 - 90 days b/f bankruptcy. 8/8 - the UCC-1 is filed (perfection).  11/1 - bankruptcy filed.

· Here, the perfection was not made w/in 10 days of the date the transfer takes effect, so 547e2a does not apply.
· So now we move to 547e2b: now, 8/8 becomes the date that the transfer was "made" b/c under 547e2b, if perfection takes place after 10 days, then the transfer is considered "made" on the date of perfection, not on the date that the security agreement was executed.  
· So, the transfer was made due to an antecedent debt, it was made w/in the 90 day window, it was made when the debtor was presumed insolvent, and the transfer of the lien made the debtor better off b/c it would have made him a secured creditor. So the lien itself was preferential and the trustee can avoid the lien.  The creditor is now unsecured.
HYPO: 6/1 - loan and a security agreement (debt incurred). 8/1 - 90 days b/f bankruptcy. 8/2 - UCC-1 filed (perfection, date transfer takes place). 11/1 - bankruptcy filed.  Same as above - the point is to show that it doesn't matter when the UCC-1 is filed as long as it is more than 10 days after the agreement is executed, then the lien is invalid and can be avoided if it was filed w/in the 90 days.  Now, say that there was payment in full on 9/1 - this is also avoidable b/c since the lien is avoidable, the creditor is unsecured, he was made better off by the payment, so the payment was preferential.

UCC-1 filed b/f S/A and loan funding
HYPO: 6/1 - UCC-1 is filed. 8/1 - 90 days b/f bankruptcy.  8/3 - security agreement executed and loan funded to the debtor.  11/1 - bankruptcy.  When was the transfer made?  Was there a preference? Need to go thru the elements of 547b. 

· 547a - this was a transfer to a creditor. 

· 547b - when was the transfer made, was it on account of an antecedent debt?  The debt is incurred on 8/3 - when the loan funded.    So when was the transfer made?  The transfer was the lien.  Look to 547e2a - transfer "made" when it "takes effect" if it is "perfected" w/in 10 days.  So go to 9203b to see if it took effect  - need value, rights, and security agreement.  This happened on 8/3.  So now we need to see if it is perfected - under 547 says that it is perfected if it beats a judicial lien creditor, 9317 says you can beat a JLC if perfected b/f them, and 9308 says how you perfect - not perfected until two things happen - need to file the UCC-1 and there needs to be a signed security agreement.  So both of these things have not happened until 8/3 - that is when the lien is perfected.  So back to 547e2a - the transfer was made on 8/3. 

· So, under 547b2 - there is no gap btwn the date the debt is incurred and when the transfer is made - there is no antecedent debt, and thus there is no preference.

HYPO: same as above, but the security agreement was executed on 8/4 (loan still funds on 8/3).  

· So here, same analysis as above - but the transfer was made on 8/4 (this satisfies the 547e2a 10 day requirement).  But the loan was funded one day before - so there is a gap btwn when the debt is incurred and the transfer, thus this is an antecedent debt. 
After Acquired Property Clause - (AAPC) debtor grants security interest in inventory, receivables, and proceeds now owned, and in inventory, receivables, and proceeds to be acquired in the future.

· Lets say we have a secured creditor, and his security interest is in the debtor's inventory.  Then the inventory gets sold to the debtor's customers on credit, and those customers agree to repay the debtor on their "accounts receivable" - these are their promises to pay - and the accounts receivables are eventually collected and that cash is given back to the creditor to repay the debtors debt, and then the creditor may loan more to the debtor so that he can purchase more inventory - it is like a revolving line of credit.

AAPC = Multiple Transfers
HYPO: 6/1 - SA executed and contains an AAPC, loan funds (100K) and UCC-1 is filed.  Debtor owns some inventory (60K).  Creditor is under secured. 8/1 - 90 days b/f bankruptcy.  8/15 - debtor acquires 30K more inventory.  11/1 - bankruptcy.

· Is there a preference?  It appears as though everything happened on 6/1 - before 90 days b/f bankruptcy.  But, due to the AAPC, the creditor "got" 30K on 8/15 from the debtor.

· So here, we have two transfers to the creditor. The first one on 6/1, but this transfer was not made on an antecedent debt and it was not made w/in 90 days of bankruptcy – so it is not avoidable.
· The second transfer was on 8/15.  Under 547: a- this was to a creditor. b - transfer made on account of an antecedent debt - so we need to figure out when it was made - it was made when it takes effect.  9203b - It takes effect when 1) value has been given by the creditor to the debtor - that happened on 6/1 when loan was funded, 2) when debtor has rights in the security - that took place on 8/15 when debtor got his new inventory, and 3) when a security agreement had been executed - which was on 6/1.  So, this transfer took effect on 8/15.  

· Now we need to see when this transfer was perfected - need attachment - attachment can not occur until the transfer takes effect (which took place on 8/15), and perfection step (UCC-1 filing on 6/1) - so the transfer was perfected on 8/15.

· So the transfer was made on 8/15.  The debt was incurred on 6/1 - so this 8/15 transfer was on account of an antecedent debt - so 547b2 is satisfied.  This transfer was made while the debtor was insolvent, w/in 90 days of bankruptcy, and it made the creditor better off.  So this was a preferential transfer.

· Debtors Rights in Goods: under 547e3 - a transfer is not "made" until the debtor has acquired rights in the property transferred - so you really don't need to go thru this whole analysis b/c e3 pre-empts any other "made" analysis (fed law vs state law) - the transfer under e3 is "made" on 8/15 b/c prior to 8/15, the debtor does not have any rights in the new inventory.  But e3 means that the earliest possible date the transfer can be made is when the debtor acquires rights, but it can be made later than that - like if the creditor funds later, etc...

· UCC Article 9, section 2501: debtor acquires rights in goods when the goods are shipped, marked, or otherwise designated….
HYPO: On 8/2 - SA, AAPC, loan funds for 100K - original collateral worth 60K.  8/9 - debtor receives 30K in new inventory. 8/10 - 90 days b/f bankruptcy. 8/13 - creditor files UCC-1.  Is either of the two transfers preferential?

· Transfer 1 (on 8/2): Go thru 547b2 analysis - and here the transfer took effect on 8/2, but it was not perfected until 8/13 (more than 10 days after it took effect), so the transfer was not made until 8/13.  So this transfer was on account of an antecedent debt, which occurred when the loan funded on 8/2.  Also, this transfer was made after the 90 day marker - so it is preferential and avoidable.

· Transfer 2 (on 8/9): here, transfer took effect on 8/9 (547e3) and it was perfected w/in 10 days, so the transfer was made on 8/9, which is before the 90 day marker, so this transfer is valid and unavoidable.  (On exam, when do this analysis - must go thru it STEP BY STEP).
Over-Secured Creditor w/ AAPC
Say you have a properly overly secured lien on property, then it is 90 b/f debtor files for bankruptcy, and creditor gets more secured collateral.  It wouldn't matter b/c that new collateral wouldn't make the creditor better off - they were already over secured.  

Interest rates: under secured creditors charge higher interest rates on their loans than over secured creditors b/c under secured creditors are taking more of a risk - the over secured creditors have less of a risk - in a bankruptcy, over secured creditors get the full value of their loan, while an under secured creditor only gets the value of the secured collateral, which is less than what they loaned.

Real Property

Recording of Trust Deed
HYPO: 2/25 - loan funds, and there is a trust deed to the property given as security.  3/1- 90 days b/f bankruptcy. 3/3 - trust deed recorded. 6/1 - bankruptcy.

· 547b1. transfer of an interest to the creditor - the transfer is the trust deed. 
· 547b2. was there a transfer made on account of an antecedent debt?  The debt occurred on 2/25 - when was the transfer made?  
· Under 547e2a - the transfer is made when it takes effect if it is perfected w/in 10 days - here, it took effect on 2/25 when the trust deed was delivered.  If 2/25 is to be the date it was made, it would have had to be perfected w/in 10 days.  
· Under 547e1a - transfer of real property is perfected when a bona fide purchaser can not get superior title to the creditor (transferee).  This occurs when the trust deed is recorded, here it was recorded on 3/3 - this is w/in the 10 day period.  So the transfer was made on 2/25, the date that the debt occurred, so this is not an antecedent debt.  547b2 is not satisfied and this was not a preference.
HYPO: 2/1 - loan funds, trust deed given (unrecorded). 3/1 - 90 days b/f bankruptcy.  4/1 - trust deed recorded. 6/1 - bankruptcy.

· 547b1: there was a transfer of the lien to the creditor.
· 547b2: was the transfer made on account of an antecedent debt? debt occurred on 2/1.  When was the transfer made?
· 547e2a: transfer made when takes effect and perfected.  Took effect on 2/1 when deed delivered.  Perfected when recorded on 4/1 (547e1).  Since this was perfected after 10 days from when it took effect, under 547e2b, it was made on 4/1 - the date of perfection.  So the transfer was made on account of antecedent debt.
· 547b3: this was made when the debtor was presumed insolvent according to 547f
· 547b4: this was made w/in 90 days of bankruptcy.
· 547b5: this made the creditor better off - so the transfer is avoidable.
HYPO: 4/1 trust deed executed. 4/5 loan funds. 4/14 - trust deed recorded.  When did the trust deed take effect - when it was executed or when the loan funded?  The answer is that we don't know - this question has not arisen under state law.  Probably when loan funds, but unclear.
Inquiry Notice
HYPO: same facts as above, but on the date of the loan and the trust deed delivery, a big sign was posted on the property that said "funding by bank".   How would this change the analysis?  Under e1a, when can you beat out a bfp?  Here, the sign might put the public (future bfp's) on inquiry notice.  So if the debtor transfers the property to another bfp, that bfp would not win over creditor b/c the bfp was on inquiry notice, even though the creditor did not record.  

Foreclosure Sale
HYPO: on 2/1 - loan of 100K, trust deed executed and recorded.  3/1 - 90 days b/f bankruptcy.  4/1 - foreclosure sale - sold for 80K, it's security value.  6/1 - bankruptcy.  Is the foreclosure sale preferential?  No - 547b5 not satisfied - creditor did not get any more that he would have gotten absent the transfer during the foreclosure sale.
DEFENSES TO PREFERENTIAL TRANSFERS
Section 547(c): Defenses - must be established by the creditor claiming the defense

Tustee may not avoid a transfer if:

1. transfer was intended to be a contemporaneous exchange and was in fact a substantial contemporaneous exchange.  This does not mean that it had to be a literal swap - it must be a substantial swap.
2. if the payment was a normal payment in the ordinary course of business
3. purchase money interest / enabling loans - if the creditor loans the debtor money so that the debtor can buy something new, then we give special treatment to that creditor b/c we want to encourage these types of loans
4. to the extent that the creditor gives new value back to the creditor after the transfer - like a shipment of new goods - then the value of those new goods offsets the preference.
5. if the transfer creates a perfected security interest in inventory or a receivable or the proceeds of either....
CONTEMPORANEOUS EXCHANGE
547 (c)(1): trustee can not avoid transfer if:

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

2. it was in fact a substantially contemporaneous exchange

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

Exchange of “new value” – release of collateral
HYPO: Creditor makes a secured loan to debtor.  Later, the creditor releases some of the collateral that was under its lien in exchange for a payment by the debtor.  Was this transfer preferential?  Under 547c1 it says that the transfer must be a contemporaneous exchange for "new value" given to the debtor.  Under 547a2 "new value" is defined as money, goods, services, new credit, or release by a transferee of property previously transferred - so 547c1 saves this transfer and it is not avoidable.

ENABLING LOANS

547c3: trustee can not avoid transfer that creates a security interest in property acquired by debtor: 
1. to the extent that such security interest secures "new value" that was 

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

b. given by or on behalf of secured party, 

c. given to enable debtor to acquire such property, and 

d. in fact is used by debtor to acquire such property, and

2. that is perfected on or b/f 20 days after the debtor receives possession of such property

HYPO: security agreement, UCC-1 filed, loan funded.  4/7 - debtor buys equipment. 6/20 - bankruptcy.  

· Here, the transfer to the creditor is the lien on the equipment that was to be purchased w/ the loan from the bank.  So the debt incurred on 4/1.
· When was the transfer made?  When did it take effect - the transfer attached on 4/7 b/c the debtor didn't have rights in the equipment until 4/7.  Was it perfected w/in 10 days of when the lien attached? Our secured party could beat out a judicial lien creditor when the lien attached and when the UCC-1 is filed - so the lien is perfected on 4/7.  So the transfer was made on 4/7.  
· So since the transfer took effect on 4/7, but the loan was funded on 4/1, the transfer was made on account of an antecedent debt. And this all occurred w/in 90 days of bankruptcy, presumption of insolvency, it made the creditor better off.  So this is a preferential transfer.  
· But are there any defenses the creditor can use? Can 547c1 save this transfer - was it a substantially a contemporaneous exchange?  Lets assume that it was.  But was it intended to be contemporaneous? No b/c the bank gave the money to the debtor to be used to buy the equipment that was the security.
· Can 547c3 save this? 547c3: Yes - This defense saves loans given to debtors in order to enable them to acquire property.

Purchase Money Security Interest: (PMSI) Seller sells goods to buyer.  Buyer gives note to seller for the sales price, giving seller a security interest in the purchased goods - this is called a "purchase money security interest".  This is a two party PMSI.  
Usually, however, it is a three party PMSI:  buyer, seller, and 3rd party lender that lends money to buyer to purchase the goods.  The goods are sold from the seller to the buyer and the buyer uses the money given to him from the lender to purchase the goods.  The buyer gives a note to the lender giving the lender a security interest in the goods purchased.

HYPO: Lender financed purchase money security interest problem:  4/1 - loan funds, security agreement executed. 4/10 - debtor orders the goods, seller labels goods for shipment to debtor. 4/12 - 90 days b/f bankruptcy.  4/15 - goods arrive at debtor's warehouse. 5/2 - creditor files UCC-1. 7/12 - bankruptcy.

· 547b – transfer of lien on the goods to creditor by means of security agreement.  Was transfer made on account of antecedent debt?  Debt occurred on 4/1 when funded.  Transfer is made when takes effect and perfected if w/in 10 days.  Here, transfer can’t take effect until debtor has rights in the collateral – UCC 2501 tells us that debtor has rights in goods when goods are shipped or marked.  So the goods here were labeled for debtor on 4/10 - that is when it attached, but it was not perfected until 5/2 when the UCC-1 was filed.  Since this longer than 10 days, under e2b, the transfer was made on 5/2 - the date of perfection.  So this was on account of an antecedent debt.  This was made 90 days b/f bankruptcy, presumption of insolvency, made creditor better off = preference.

· Defenses: 547c3: security interest was in prop acquired by debtor, this was for new value, which was given after the signing of the SA, so (a) is satisfied. (b) requires perfection w/in 20 days after debtor receives possession of the goods, not attachment - so even though the SA attached on 4/10 when goods were labeled, there was not possession until 4/15.  There was perfection w/in 20 days of receipt of the goods, so 547c3b is satisfied.  Thus, this transfer saved.
ORDINARY COURSE PAYMENTS
547c2: transfer can not be avoided if transfer was:

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

B. made in the ordinary course of business of the debtor and transferee, and 

C. made according to ordinary business terms

· So there needs to be a history of business btwn the debtor and the creditor to establish an ordinary course in order for A to be satisfied.  
· And to satisfy B, the payment must be made in the ordinary manner as the parties normally conduct their business together - deviations are suspect, but the standard that courts use is pretty lenient.  
· So long as the payment is not too aberrational - made according to normal industry standards, C will usually be satisfied. The courts have even allowed employee's of the parties to testify as to what the industry standards are - seems like self serving testimony, but the 9th circuit has approved it - but it may not be very persuasive to the court.  This is a very good defense b/c it is not complicated.

OFF-SET PREFERENCE W/ NEW VALUE
547c4: Off-set defense/subsequent value defense: transfer to or for the befit of a creditor is not avoidable, to the extent that, after the transfer the creditor gave new value to or for the benefit of the debtor that was:
A. not secured by an otherwise unavoidable security interest, and 

B. on account of which new value the debtor did not make an otherwise unavoidable transfer to or for the benefit of such creditor.

· So if you get a preference, and you later give money or goods back to the debtor, you can offset the new value given to the debtor against your preference liability.  But this new value given to the debtor can not be secured.
HYPO: 2/1 - goods shipped to debtor worth 100K. 4/1 - 90 days b/f bankruptcy. 4/5 - debtor pays 100K for the goods. 4/15 - more goods shipped to debtor worth 70K. The creditor is liable here, but only for 30K.  The 70K of new value given off-sets the 100K preferential transfer.

HYPO: 2/1 - goods shipped. 4/1 - 90 days b/f bankruptcy. 4/5 - payment of 100K.  4/15 - new goods shipped worth 70K, SA in goods. 5/3 - UCC-1 filed as to new goods OR 5/8 - UCC-1 as to new goods (alternate facts).

· Lets start by looking at the transfers under 547b - 4/15 is when the transfer "took effect", but it was perfected on 5/3 - this is more than 10 days after it took effect, so the transfer was "made" on 5/3 - so there was a preference under 547b.
· Defenses: under 547c3: the transfer here creates a security interest that secured "new value", it was given at the signing of the SA, it was given on behalf of the secured party and to enable debtor to acquire the prop, and it was perfected w/in 20 days under the first alternative (UCC-1 filed on 5/3).  So this preference is saved by 547c3, and since the transfer is secured, 547c4 can not save this - can not use new value as an offset.
· But, if the UCC-1 were not filed until 5/8, then 457c3 would not be satisfied, so the preference could not be saved and the transfer of new goods would not be secured.  Therefore, 547c4 would save this transfer of new goods - and the new goods can offset the earlier payment.
· What if the security agreement on the new value was under secured?  Then the only value that that can be used as an off-set is the under secured portion.  This is b/c the wording of the statute 547c3 says "to the extent that..."
· Say that the UCC-1 had been filed w/in the 10 day limit so the transfer of the lien (the SA) was valid and not preferential under 547b.  Then the original 100K payment is still avoidable and there are no defenses - since the new value is secured, you can’t use 574c4 to offset the payment w/ the new value.
Effect of Unavoidable Transfers by Debtor to Creditor
547c4b: trustee can not avoid transfer, to the extend that, after such transfer, creditor gave new value for the benefit of the debtor and debtor did not make a valid unavoidable transfer to the creditor on account of such new value. 

HYPO: 2/1 - creditor ships 100K of goods.  4/1 - 90 days b/f bankruptcy.  4/5 - payment in full (preference).  4/15 - creditor ships 70K new value.  4/20 - debtor pays for the 70K in cash.  Can the creditor use the 70K for which he already got paid as an offset against the 100K liability?

· If we look at the payment of the 70K on 4/20 - it is a preference under 457b.  But 457c2 may apply - payment in the ordinary course - if this was in the ordinary course, then the payment is not preferential and is unavoidable.  So since this payment was an unavoidable preference under c2, creditor can not use 547c4b b/c the debtor made an unavoidable transfer on account of such new value - so the new value can not be used as an off-set against the pre-existing liability.
Payment by Guarantor Instead of Debtor
HYPO: 2/1 - 100K shipment. 4/1 - 90 days b/f bankruptcy. 4/5 - 100K payment in full. 4/15 - new shipment of 70K of goods. 4/20 - guarantor pays 70K to creditor. Can our creditor use this 70K shipment against the 100K liability? Does c4b apply?  

· c4b says that the "debtor" must have not made an otherwise unavoidable payment.  Did the debtor make the payment? No - the guarantor did, so it appears as though c4b is satisfied and the creditor can use the 70K shipment as an off-set.  Seems like the wrong outcome - but that is how the supreme court has read the plain meaning of the statue.
Payment by Check: Barnhill case: prior to this case, we used to think of checks as cash - but now, we don't always.   It used to be that receipt of check (like cash) was considered payment.  Now, the actual cashing of the check and having it cleared by the debtors bank - the honoring of the check, is sometimes considered payment.  
· This is the rule for 547b.  
· But, for 547c - the date of delivery is often controlling.

HYPO: 3/29 - debt incurred/goods shipped. 4/5 - debtor delivers check to creditor.4/7 - 90 days b/f bankruptcy. 4/10 - check honored.

· The issue - if the date of delivery were the considered payment, then there would be no preference here b/c payment would have been b/f 90 b/f bankruptcy.  But if we use the date that the check is honored, then this is a preference.  For 547b purposes - payment would be on 4/10 and this would be a preference.

HYPO: 3/29 - shipment of goods 100K. 4/1 - 90 days b/f bankruptcy.  4/5 - delivery of check 100K, payment in full. 4/8 - creditor ships new unsecured goods to debtor worth 70K.  4/10 - check is honored.

· So - here, if the date the check was honored is the date of payment, then the second delivery of new goods would not satisfy c4 b/c they would not have been shipped after payment (new value shipped 4/8, but payment of prior debt would not have been until 4/10).  
· So for c4 purposes, we consider payment to be the delivery of the check - so the payment was made on 4/5, and then after that the new value was shipped out on 4/8 - this subsequent shipment therefore satisfies c4 and can be used as an off-set to the 100K payment.
Inventory Creditors: Say we have a debtor w/ 3 pieces of inventory each worth 10K.  He gets a loan from creditor worth 50K gives a note and a SA to creditor on his inventory, w/ a total worth of 30K.  During the period of the loan, the value of the collateral fluctuates b/c pieces of inventory get sold, and others come in - so during the 90 days b/f bankruptcy, the amt security fluctuates - as each item of collateral comes into the pool, it makes the secured party better off.  The original collateral eventually all gets sold off, so each new piece of collateral that comes in makes the creditor better off b/c otherwise his security interest would have disappeared.  So under 547b, all new inventory received during the 90 day period would be preferential.  So we have come up w/ a solution - c5 solves the problem

547c5: Trustee can not avoid transfer that creates a perfected security interest in inventory or a receivable or the proceeds of either. 

· Except to the extent that the sum of all such transfers of new collateral to the creditor reduced his deficiency (in the security) - that amt can be recovered by the trustee. So the increase in creditor's collateral pool that has made him better off, creditor will have to give that increase back.

A. We measure the increase from the date of 90 days b/f bankruptcy, and the date of bankruptcy (what ever happens in btwn doesn't matter).  But if the creditor is an insider, we measure the change in deficiency from 1 year b/f bankruptcy.

HYPO: Say 90 days b/f bankruptcy the debt is at 100K and the collateral is at 60K, and by the time bankruptcy rolls around the collateral is at 90K.  So the creditor has become better off, b/c at the beginning of the 90 days, his security interest deficiency was 40K, and at the end it was 10K.  So the creditor will have to give back 30K of the collateral.  
· Creditor Becomes Over Secured: But say that the value of the collateral goes up to 120K. The creditor will only have to give back 40K b/c we are only interested in the change in the deficiency - the amt that the creditor became over secured disappears.

HYPO: Insiders: Say we have a bank - who is an insider, a debtor, and a guarantor.  The debt is 100K and the creditor is over secured.  Then the inventory drops and the creditor becomes under secured.  So the creditor calls the guarantor, who gets the inventory back up into the over secured area.  He does this 91 days b/f bankruptcy.  Or when deciding when to file for bankruptcy, the inside creditor can tell the debtor to file on a certain day that 90 days b/f, the inventory was hi.  So in cases like this, when the creditor is an insider, the date that we look at is 1 yr b/f filing, not 90 days - so we look at the change in the deficiency btwn 1 yr b/f bankruptcy, and the date of bankruptcy.

“To the prejudice of others”: trustee can avoid to the extent that transfer reduces the deficit and prejudices other creditors holding unsecured claims.  Need to determine if the increase in collateral/reduction of deficit prejudiced other creditors, so need to figure out the cause of the increase.

· Even if there is an overall increase in the amount of goods, there is still prejudice to other creditors.  So the increase in the collateral decreases creditor's deficiency, and the other creditors contributed to this increase, so it is to the prejudice of them if the benefit is preferenced to one particular creditor.

· Say secured creditor's collateral is oil, and it jumps in price - that increase in value is not to the prejudice of other creditors - that is not a preference.   There has to be a "transfer" of debtor's property, and in this case, there was not even a transfer, just a change in market value.

Tracing: What about the 547c5 term "proceeds of either" - trustee can avoid transfer that creates perfected security interest in inventory or receivable or "proceeds of either"? 

· You can trace funds - like if the debtor has inventory, then collects on the accounts receivable, gets cash, buys equipment, and then sells that equipment - the proceeds from that sale can be traced to the original inventory.

NOTE: "2/10 net 30" - frequent payment term - if pay w/in 10 days, get 2% discount, otherwise, pay in full in 30 days no discount.
In re Powerine Oil Co.:
Issue: whether an unsecured creditor can be better off when the debtor defaults rather than paying off the debt?

Holding: Yes

Debtor received a 250mill line of credit from bank secured by all prop of debtor, and bank agreed to honor letters of credit. 

· This is known as an Future Advance Clause (FAC) - meaning that future debts of the debtor incurred under the line of credit from the creditor are covered by the security interest that creditor originally acquires, so existing collateral secures future debt- this is in contrast to the the After Acquired Property Clause, where the future assets secure existing debt.  Some credit agreements have both clauses - known as Cross Collateralization - where everything secures everything.

Creditor oil co agreed to sell oil to debtor (thus debtor incurred debt), and debtor named creditor beneficiary to two irrevocable standby letters of credit issued by bank.  The letters totaled over 8mill.  Creditor billed debtor 3.2mill for oil it delivered, and debtor eventually paid the debt.  W/in 90 days, debtor filed bankruptcy.  Was this a preference?  This issue is over 547b5 - whether the transfer made the creditor better off.

· The interesting thing is that if debtor defaulted, creditor could have gone after bank to pay debtor's debt in full.  So creditor was secured, only not by the debtor but by the bank.

· But the issue is what has been paid out of the debtors estate, not what whether the creditor had recourse against a third party.  Here, there was a preferential payment from the debtors estate. Creditor was not secured by assets of the debtor, he was secured by a third party.  Had the transfer from the debtor not been made, in a bankruptcy proceeding, creditor would not have gotten that much from the debtors estate so this transfer made him better off  = preference.

· Had the debt not been paid, creditor could have gone after bank under the letters of credit, but once the debtor pays the creditor, the letters of credit expired - so if this was a preferential payment from debtor to creditor, creditor would have no recourse against the bank later when payment gets avoided b/c letters of credit are no longer valid - doesn't seem fair. One way to have avoided this would be to have the letter of credit be a commercial letter of credit - rather than being a contingent payment, have the letter of credit be an actual payment collectible by the creditor.

Are there any exceptions under 547c?  

· Had the banks letters of credit been fully secured, then the contemporaneous exchange exception, 547c1, would have been in effect b/c when the debtor paid the creditor, the banks exposure under the letters of credit would be reduced by a corresponding amt thus reducing their lien on the debtors assets. 

· The language of c1 specifically does not say who has to give the new value to the debtor - here, the creditor did not give new value to the debtor when the debtor paid the debt, but the debtor contemporaneously received new value from the bank on account of the transfer - the new value being the release of the debtor assets under the security agreement w/ the bank. The banks contingent reimbursement claim against the debtors assets was thereby released giving the debtor new value - there is an off-set resulting in no depletion of the debtors estate from the transfer. 

· But here, only part of the banks notes were secured, so the banks exposure under the letters of credit was only reduced by a reduced amt, so 547c1 only covers the extent that the letters were secured b/c that is the amt of debt that debtor was released of.  Since there was more debt than collateral (security), just b/c some of the debt was released does not mean that any of the lien would be released - so the debtor would not have received any new value.

Fidelity Financial v. Fink
Issue: under 547c3b - for purchase money transactions - whether a state law that allows security interest to be perfected more than 20 days after the debtor receives the property can over-ride the 20 day federal rule?

Holding: NO.

· Court ruled that creditors may not invoke the "enabling loan" exception to extend the 20 day grace period.  
INSIDER PREFERENCES
If a preference is made to a creditor who is an officer, director, or affiliate of the corp, the general rule is that the preference can be recovered for the benefit of the creditors of the corp.  Under 547b - the 90 day preference period is extended to one year b/f bankruptcy if the transfer was made to an insider. 

The rule against insider preferences by an insolvent corp was extended by some courts to cover a preference made to a non-insider creditor whose debt was guaranteed by an insider.

· Say insolvent corp at the request of X, a director of the corp, pays a debt to Y which had been guaranteed by X, 100 days b/f bankruptcy.  This would be an avoidable preference to X, an insider, b/c it was made for X's benefit as a creditor (b/c he was a guarantor).  But could the payment be recovered from Y rather than X?  See Deprizio and Section 550.
Deprizio

Issue: whether payments to creditors who dealt at arms length w/ a debtor are subject to the year long preference recovery period that 547b4b provides for insider creditors, when the payments are "for the benefit of" insiders.

Holding: Yes, the trustee can avoid payments to the non-insider creditors made w/in the year if they were for the benefit of an insider.

Here, debtor borrowed money from creditor which were guaranteed by insiders. Guarantor has a claim for subrogation, reimbursement, and indemnity (the right to be paid back). The trustee sought to recover payments to these creditors, none of which were insiders, that were made by the debtor b/f the 90 period but after 1 yr b/f bankruptcy.  Trustee claimed that these payments were for the benefit of the insiders b/c they reduced the insiders liability by the same amt.

Under 547b: if we look only at the payment by debtor to creditor, w/o the guarantee, it was not preferential b/c it was not made w/in 90 days b/f bankruptcy.  But if we look at the guarantor, who was in insider, as the creditor – 

1. this transfer was for his benefit b/c it reduced his liability under the guarantee,

2.  it was on account of an antecedent debt, 

3. whether it was made when the debtor was insolvent is a matter of proof by the trustee (547 f does not apply), 

4. the transfer was made w/in 1 yr of bankruptcy (use one year b/c guarantor is an insider), 

5. and this transfer made the guarantor better off b/c it reduced his exposure under the guarantee.  

· So, this transfer is avoidable.  It is certainly avoidable against the guarantor b/c he got the benefit of a preference.  If not for this payment, the guarantor would be liable for the amt of the debt.

· The question is whether it can be collected from the non-insider creditor.

Section 550a identifies who is responsible for the repayment of a preferential transfer: 

1. the initial transferee of such transfer 

2. or the entity for whose benefit such transfer was made

So the trustee can recover from the outside creditor bank b/c they were the ones who were directly paid - the outside creditor receives extended liability under 547b due to the insider guarantee.

550b: trustee may not recover under 550a2 if it is good faith transfer - a subsequent transferee who is also a bfp.  So this means that 550a1 is a strict liability statue - there is no good faith defense for this non-insider creditor who was directly paid under good faith.

Amendment:
Section 550c: If a transfer made btwn 90 days and 1 yr b/f bankruptcy:

1. is avoided under 547b, and

2. was made for the benefit of a creditor that at the time of such transfer was an insider,

then the trustee may not recover under subsection (a) from a transferee that is not an insider.
This amendment does not change the case's basic holding that a transfer that is avoidable as a preference under 547b can be recovered under 550a from a transferee who was not preferred, except w/ respect to preferences to insider creditors made from 91 days to one year b/f bankruptcy.

Deprizio Waiver: What could the non-insider creditor have done to protect himself?  How could this situation be avoided?  Make the guarantor give up his subrogation rights - the guarantor can not have any claim against the debtor for repayment.  So as long as the guarantor is not a creditor, then the payment by the debtor to the outside creditor is not for the benefit of the insider guarantor.  This can happen b/c the insider guarantor is usually the director of the debtor company, and he is desperate for money, so he will be willing to give up his right to indemnity and reimbursement.  These waivers can be dangerous in a cross-corporation situation.

HYPO: say we have the Deprizio fact pattern, but the transfer from the debtor to the under secured creditor, who had an insider guarantee, was made 89 days b/f bankruptcy?  

· 550c does not kick in here - it only applies 91 days after bankruptcy.  So trustee can recover from the creditor the preferential transfer.

· What if the creditor was over secured w/ additional collateral?  Then the trustee could not recover the transfer b/c the creditor is secured so 547b5 is not satisfied.  Does the trustee have a claim against the guarantor?  Well, it reduces the chance that the creditor would collect from the guarantor, so it makes him better off, but since the creditor is over secured w/ collateral of the debtor, creditor does not have to go after guarantor - authorities are split on this issue
HYPO: we have a debtor, a bank (creditor), and a guarantor.  There was a preferential payment by the debtor for 5 mill to the creditor.  The guarantor does not have that much money, so he settles w/ the trustee for 1 mill, and the trustee says that if guarantor cooperates w/ him when he goes after the creditor, he will reimburse the guarantor w/ the money he recovers from the bank.  So it is possible for the trustee to leverage the defendants, one against the other, in order to get more favorable recovery.  So trustee can settle w/ one defendant to be better equipped to go after another.

Williams
Issue: whether trustee can avoid, under the Deprizio doctrine, a lien that was made during the one year insider preference period to a creditor that was not an insider but that was for the benefit of the debtors wife (an insider).

Analysis
6/7/96 - debt, security agreement.  7/29 - perfected.  12/12 - bankruptcy.

· So the party that we are interested in as the creditor is the wife - The debt in issue is the wife's claim against the debtor for subrogation, indemnification or reimbursement. A co-obligor always has a claim against the other co-obligor for subrogation, indemnity, and reimbursement. So if the wife joined as the co-obligor later, that date would be when the debt occurred.  Even though she is the wife, she is not the one who filed bankruptcy, so she is not the "debtor". So looking at the wife as the creditor, what is the transfer?  There was not a transfer to the wife, but there was a transfer, the lien, for the benefit of the wife.

· Was this a preference?  The transfer from the debtor was a lien given on a mobile home.  Under 547b1: it was to a creditor and for the benefit of the debtor's wife (b/c the security reduces debtor's wife's exposure to the liability on the debt b/c she was a co-obligor, kind of like a guarantor - wife is an insider).  

· b2: was it on account of an antecedent debt: when was it made, made when takes effect, if perfected w/in 10 days.  Here it took effect on the date of attachment which was 6/7, but it was perfected after 10 days, so it was made on the date of perfection, 7/29.  So this was on account of an antecedent debt.  b3: need to prove that debtor was insolvent b/c presumption does not apply. b4: this was outside of the 90 days, but since the wife was an insider, it was made w/in 1 yr.  b5: wife was made better off b/c her liability was reduced.

· Is there a 547c issue? There may be a c3 issue here since the loan was for the mobile home. (a) is satisfied b/c this is an enabling loan, but (b) is not satisfied b/c it was not perfected w/in 20 days after debtor received possession of the property.  Now, this looks at time of possession of property, not time of attachment of security interest - so the couple probably got the mobile home a few days after the debt incurred and the security interest attached, but it was perfected more than 20 days after they received the mobile home.  The reason why the wife could maybe invoke this defense is b/c the statute does not specify which creditor gave new value.

Holding: court held that the trustee could avoid the lien (the perfection of the security interest) under 547b. 
· But under 550c, the trustee is barred from "recovering" the transfer from the creditor since the creditor was not an insider.  
· Under 550a, however, if the trustee succeeds in avoidance, he is only entitled to "recover" property transferred if such recovery is necessary.  Where the property is already property of the estate (541) and the property has not been transferred to the creditor or some other 3rd party prior to filing bankruptcy, the trustee has no need for "recovery".  So, where the trustee seeks merely to avoid a security interest, the security interest is avoided and automatically preserved for the benefit of the estate (551).

· So under 547b, the transfer of the lien was preferential and avoided, and 550c does not affect the situation b/c the trustee does not need to "recover" any property - he only needed to avoid the lien. 550c is very narrowly construed - keeps Deprizio doctrine alive. 550c only prohibits recovery from non-insiders, but not avoidance.

· Possessory interest vs non-possessory interest: sometimes the secured party will actually hold the security hostage until the debt is paid - this is called a "pledge".  In that case, the trustee will need to recover the property rather than just avoid the lien. 
FRAUDULENT TRANSFERS

Section 548a: 1. trustee can avoid any transfer or an interest of the debtor in property, OR any obligation incurred by the debtor, that was made or incurred on or w/in one year b/f the date of bankruptcy, if debtor voluntarily or involuntarily
A: actual fraud prong: made transfer w/ actual intent to hinder, delay, or defraud any entity to which the debtor was or became indebted, or
B: constructive fraud prong - 

i. debtor received less than reasonably equivalent value (REV) in exchange for such transfer, and 

ii. debtor had to be either: 

I) insolvent on the date of transfer, 

II) left w/ reasonably small capital, or  

III) intended or believed to incur debts beyond debtors ability to pay.

Section 544b: says to look to applicable state law.  This is the doorway w/ which a trustee can apply the state law and put himself in the shoes of an actual creditor.

Calif Uniform Fraudulent Transfer Act - very similar to 548, but 548 only works w/in one year of bankruptcy.  CUFTA is expanded - there is not the 1 yr limitation. CUFTA section 9: actual fraud - there is a 4 yr statute, but if there was concealment, then w/in 1 year after discovery of the actual fraud, but in no case after 7 years.. Constructive fraud - 4 years. 
· Section 4 claim can be made by any creditor.  This claim is like 548, except under the constructive fraud prong (b), the transfer must be less than the REV, and the debtor must be either left w/ unreasonably small capital or intended or believed to incurred debts beyond ability to pay, (no insolvent prong)

· Section 5 claim can be made only by an antecedent creditor. (much less of a burden of proof than a section 4 claim).  Here, there is only the insolvent prong - transfer must have been less than the REV and the debtor must have been insolvent at the time, or the transfer made him insolvent.

· How does one establish that he is an antecedent creditor?  Issue is whether the claim of the creditor arose b/f the fraudulent transfer/obligation of the debtor.  
Defenses: 548c

A transferee who in good faith takes for value has a lien on or may retain any interest transferred to the extent that such transferee gave value to the debtor in exchange for such transfer. 

· This is a partial defense b/c it does not necessarily cover the entire transfer from the debtor – only to the extent that transferee gave REV.
Differences btwn insolvency, undercapitalization, and cash flow problems:

· You can look at insolvency by analyzing the balance sheets.  But you could be undercapitalized and have cash flow problems when you are technically solvent.  

· cash flow problems - debts beyond ability to pay - you could have equity, so you are not "insolvent", but you still might not have enough money to pay creditors or to pay for anything needed to run the business.  So you do not have to prove balance sheet insolvency to prove cash flow crunch - you just have to show that you can't pay your bills.

· unreasonably small capital - this is a hard thing to measure, and the courts do not have a very clear definition.

Antecedent Creditor: HYPO: Say we have an antecedent trade creditor on 2/1/03, and there is a fraudulent transfer to another creditor, who is an insider, on 4/1/03, and we have bankruptcy on 5/1/04.  

· Can the trustee invoke 548?  No, b/c the transfer occurred more than one year b/f bankruptcy.
· The trustee will have to invoke CUFTA.  
Now, assume that the debtor made another transaction w/ the trade creditor on 6/1/03.  The 2/1 debt was paid off, but not the 6/1 debt.  So the trustee can jump into the shoes of any unpaid creditor for the CUFTA claim - so he can jump into this trade creditors shoes, but the problem is that at the time of bankruptcy, the trade creditor does not have an antecedent outstanding claim.
· Some courts will say that b/c of the long standing history of transaction btwn the parties, the relationship is antecedent so the trustee can assert a section 5 claim, but this is rare - the antecedent creditor generally has to have an unpaid debt antecedent to the fraudulent transfer.
Insider/Non-insider Recovery Under 550: HYPO: debtor has a debt w/ bank, guaranteed by a guarantor.  The bank has a security agreement, but the debt is under secured.  So the debtor and the guarantor, go to the trade creditors and convince them to keep shipping goods and stretch out the payments - so there is a great increase in the security assets 6 months b/f bankruptcy.  

· Do we have a preference? Yes, w/in 1 yr of bankruptcy we have a preference to the guarantor b/c of his decrease in liability due to the decrease in the deficiency of the security (the increase in the assets).  547c5 does not save this b/c the preference was to the guarantor. 
· Could you recover from the non-insider secured party under 547?  No - 550c.
· Do we have a fraudulent transfer? Yes - Under prong A, this was an actually fraudulent transfer - the debtor was intending to hinder, delay payment to the trade creditor - if the guarantor intended to delay payments to the trade creditors for his benefit, this fraudulent intention can be imputed to the debtor.  
· Could you recover from the non-insider secured party under 548?  Yes - Under 550a - the bank has no defense b/c it was the initial transferee, so 550b does not apply, and 550c does not apply b/c the transaction was avoided under 548 not 547.
Badges of Fraud: not technically in the statute, in the comments, but there is a bill trying to get these back into the statute b/c we don't want the court to use discretion - we want these to be signs of fraud.  Almost all other states have the "badges" in the statute.

Foreclosure

Say we have a debtor w/ real property that has a fair mkt value of 100K that is security, secured by a trust deed, for a loan from a creditor.  It gets foreclosed upon in a non judicial foreclosure sale and sold for 60K.  The debtor is insolvent and the property gets sold right b/f bankruptcy.  
· So if pop gets sold for less than fair mkt value, then it does not get REV (reasonably equivalent value), so 548 can theoretically be applied b/c this was an involuntary transfer for less than REV and debtor was insolvent.  
· There was a SC case that changed this - it held that whatever the property sells for at a foreclosure sale is the fair mkt value, or REV, of the prop.
· CUFTA section 3439.08e2  attempts to protect foreclosures from attack as a fraudulent transfer.  548 put in the bfp clause to get around the involuntary clause, and CUFTA put this clause in.

HYPO: Collusive Foreclosure: have a debtor w/ assets, and there are shareholders of the debtor and trade creditors of the debtor.  There is also a bank that has security interest in the assets.  The debtor is going under, so the shareholders form a new company.  The debtor defaults on its loan from the bank, and the bank has a foreclosure sale on the assets, and the new co ends up buying the assets at the foreclosure sale, the bank provides funding for the new co - so this is the same situation as the original loan from the bank, it is just w/ new co instead of bankrupt co.  This is what is called a "friendly foreclosure" or a "collusive foreclosure".  The reason why this is done, and the bank goes along w/ it, is so the bankrupt co can get out if its debts w/ the trade creditors.
· There is an argument that the trustee can not go after this transfer b/c it was to a bfp - but courts see thru this. The proper way to do this would be to do a ch 11 reorganization.
· Fraud here is that the assets that would have been available to the trade creditors are "laundered" to the new co - there was an intent to hinder, delay, or defraud payment to these trade creditors.  
· So if the trustee can prove that this transfer was fraudulent, the bank is in big trouble b/c the bank took its lien off of the assets when it foreclosed on them, so if the transfer of the assets to new co is avoided, the bank no longer has a lien on them and becomes an unsecured creditor.  Under 550a, the bank is an initial transferee, and may also be involved in the fraud.
Knowledge of Transferee Not Material
HYPO: have a shareholder of corp who goes to a casino, gets in debt, and then the shareholder has the corp pay back the casino.  This is a fraudulent transfer.  It doesn't matter that the casino had no idea that it was not the shareholder who was paying it back, even if the shareholder used a cashier's check. (so in a collusive foreclosure, it doesn't matter whether the bank knows what's going on or not).
(HYPO:  NOT FOR THIS CLASS BUT FOR THE BAR: have old co that has a product line (forklifts).  It sells the product to a consumer in 2001.  In 2003, old co sells the whole product line to new co.  In 2005, old co files bankruptcy.  In 2007, the consumer is injured by the 2001 product.  Can the consumer bring suit against new co?  Yes.  b/c by buying the product line, new co has become a successor in interest to old co.  This is an offshoot of strict liability - called successor liability.  Ray v. Alad.  Another issue might be that the transfer of the product line to new co might have been a collusive transfer, so it may have been fraudulent as well.)

Robinson v. Wangemann: Conveyance of Shares to Debtor by Stockholder in exchange for Notes = Fraudulent if Debtor goes Bankrupt
Time 1: Have corp w/  2 shareholders.  Corp says to shareholder 1 "convey your shares back to co and we will give you notes in exchange" - so shareholder 1 becomes a creditor.  At this time, corp has lots of cash, and the notes are not payable till later.  

Time 2: corp is insolvent, and shareholder 1 files his claim in the bankruptcy to collect on the notes.

· Court says that this is a constructive fraudulent transfer: 
1. Lack of REV: The transfer of the shares to the co from shareholder has no value to the corp - it gives the corp no new value - all it does is change who owns the corp's stock and in what proportion.

2. Insolvency: If shareholder got cash for the transfer of the shares at time 1, then the transfer would not have been fraudulent b/c the co was not insolvent.  But b/c the court looks at time 2, when the co was insolvent, shareholder becomes a fraudulent transferee even though he was not at the time of the initial transfer.  

· So if you are the shareholder, get cash when the co is solvent!

HYPO: same situation as above, but shareholder actually loans 50K to debtor corp, and debtor corp takes that 50K and repurchase its stock from shareholder and gives notes to the shareholder as security.  But the courts don't allow this - they see it as the same situation as above.

Bonds to Stockholders: Section 166 of corp code: where corp purchases shares from shareholders w/ a "bond" instead of a note - a bond that can be traded and sold on the market, rather than a note to a specific shareholder, then the transaction is usually ok and the holder of the bond will be protected.  But, this is state law and some courts say that the fed code and Robinson trump these bonds.

HYPO: In 2004 shareholder transfers shares to debtor in exchange for a note, that was secured w/ assets. In 2009 the debtor goes bankrupt.  In Robinson, the note would be held to be invalid, but since it was secured, does that change things?  Unsure.

· In situations such as Robinson, the courts would automatically equitably subordinate the notes (share repurchase obligations).  This is where the court would bump someone down to a lower status - reorder the security - this is done thru 510c.

Wells Fargo v. Desert View: Upstream Problem
There were two companies, Prosher and Desert View.  The owner of all the stock of Desert View sells his stock to Prosher in exchange for some stock in Prosher.  

· So Desert View becomes a wholly owned subsidiary of Prosher.  

· Prosher then gets a 250K loan from Wells Fargo and gives a note seucred by Desert View's stock.  Note that Prosher owns Desert Views shares, but not its assets. (When stock is used as collateral securing a loan, think about how much that stock is worth) 

· Prosher defaults and then refinances.  So Wells Fargo makes a 250K loan to Desert View that was secured w/ a note pledging Desert Views assets, the Desert View stock that was being held as collateral gets returned to Prosher, and Prosher gives Wells Fargo 100,000 shares of its own stock.  But the proceeds of the loan made to Desert View was not given to Desert View – it was first given to Prosher in the form of a dividend, and then to Wells Fargo as partial payment of Proshers debt. (no REV)

By doing this, Prosher gets off the hook for the loan and Desert View is now liable.  This is good for Wells Fargo b/c now they have security in the assets opposed to just the stock.  

· Stock is only worth assets minus liability (which equals equity) - so the bank is way better off having a gross security interest in the assets of the subsidiary than a net interest in the parent's stock. 

Balance Sheet of Desert View: 

· Pre Refinancing: Equity = 386K. Liabilities = 250K, so the assets must have been worth 636K.  But some of these "assets" were loans that Desert View made that it was probably not going to collect on, so the assets were worth less which means that the equity was less.  

· Post Refinancing: Liabilities doubled and became about 500K, and the adjusted balance sheet of the company showed the equity was only about 58K.  So the gross assets were only worth about 558K.  But the total of the bad notes owed to Desert View was about 59K, so the assets were really only 499K, and the liabilities were 500K, so the equity is negative 1K.  The company became insolvent after the refinancing.  So insolvency was a result of the transfer.

Was this a fraudulent transfer?

This would be analyzed under CUFTA b/c the transfer took place over a year before bankruptcy.  Under CUFTA, there was constructive fraud under section 4b 

· Lack of REV: Did Desert View, the debtor, get a reasonably equivalent value in return for the note and the lien on its assets?  No - Desert View did not receive REV as they did not receive any of the proceeds of the loan - the cash was "upstreamed" - it was an illegal dividend paid to Prosher (illegal b/c an insolvent co can not pay dividends in favor of shareholders and leave the trade creditors w/ nothing).  Wells Fargo can try to defend itself by claiming that it gave the money to Desert View and Desert View did what they wanted w/ it - they gave the co the money, the co received the value.  But the court did not buy this b/c the court "collapsed the transaction" to see what was really going on - Wells Fargo was the one that orchestrated this entire deal.
· Debtor left w/ unreasonably small capital: (note –  section 4b of CUFTA does not have the insolvency prong)
· Cash Flow Problem: - Desert View does not make enough profit per month to pay the interest on this loan.
Defenses for Transferee
· Section 550a1: trustee may recover from initial transferee - here, wells fargo is the initial transferee.  Can wells fargo invoke 550b1 - the good faith defense?  No, b/c that says that trustee can not collect from an a2 defendant (a subsequent transferee) who acted in good faith - a subsequent bfp – but wells fargo is the initial transferee.

· 548c defense: if transferee gave value to debtor, then they can get a lien on the property for that amt.  But here, wells fargo didn't give value to debtor.  So this defense is for a transferee who gave value directly to the debtor for that amount, which is different from 550b, which is a defense for a bfp who gave value to the initial transferee, not the debtor.  

· And 550b is a complete defense - the trustee can not recover, where under 548c, trustee can not recover only up to the amt that the transferee gave value to the debtor.  

· Also, under 550b, it says that transferee must not have had knowledge or notice, where in 548c, it just talks about good faith - is this different?  To act in good faith, some courts say that you can't just bury your head in the sand.

What about the illegal dividend paid to Prosher?  Well, does the trustee have a claim against Prosher to recover that dividend (b/c the claim is an asset of the corp that the trustee has control over)?  
· Under common law fraud, the trustee does not have a claim against Prosher b/c the debtor was technically part of the bad act - like "unclean hands" - So the pre-petition corp is barred from asserting a claim
· But the trustee is acting on behalf of the creditors - the post-petition entity - so this is the direction that the 9th circuit is moving towards. 

HYPO: have debtor, parent co, trade creditors - trade creditors have been defrauded by both the parent and the debtor.  Can the trustee of debtor bring a cause of action against the parent by saying that it was really an alter ego of the debtor?  Probably not - he may be able to assert a fraudulent dividend claim under 541, but the property of the trade creditors are not assets of the estate, and trustee can not bring causes of action that are personal to the trade creditors.  

· If the debtor was defrauded by the parent co, the trustee can go after the parent.  The trade creditors would normally be paid by the recovery to the debtors estate from the fraudulent transfers to the parent, but the trade creditors will also often want to join the cause of action against the parent co so that all their money does not get lost in fees to the trustee - when money gets recovered by the estate, much of it gets paid out in legal fees, so the creditors usually don't receive that much.

· say lender gives money to debtor, who then gives it to parent.  This is a breach of fiduciary duty of the officers of the parent co.  To what extent is the lender involved in this breach?  If this (1) is a conspiracy, there needs to be an agreement, but for (2) aiding and abetting, the lender just needs to know about it.  In Calif, if lender (3) "colludes" w/ fiduciary, he is liable as a fiduciary - not sure were this cause of action falls on the spectrum in terms of burden of proof.

Ruben: Revolving Cross Stream Guarantee
So there were two individuals who owned all stock of two corps, International and Empire.  International had two subsidiaries (USN and UMO) and they were issuers of money orders.  Empire had two subsidiaries, T and S, that were check cashers.  There was a synergistic relationship among the issuers and the cashers.

· Empire got a loan from the bank and gave the bank a note, secured by assets.
· International guaranteed that note, secured by assets.
So, you have a parent w/ two subs.  You have a lender, who lends money to sub1 in return for a note.  Sub2 issues a guarantee of its sibling corp secured by its own assets.  This is known as a "cross-stream" guarantee.  So the issue is over the guarantee.

There was a large gap btwn the date of these transfers and the date of bankruptcy. Empire defaulted so the bank seized International's, USN and UMO's, assets.  International then goes bankrupt and USN and UMO brought action to recover the value of the collateral that the bank seized claiming that that transfer of the collateral was fraudulent b/c USN and UMO were insolvent or had unreasonably small capital at the time guarantees were made and that they did not receive fair consideration for the guarantees or for the transfer of collateral to the bank.

Timing: was the fraudulent transfer w/in 1 year of bankruptcy?  The note and the guarantee were issued long before one year of bankruptcy.  But this was not considered a "term" note, it was a "revolving" note - kind of like a line of credit.  So the court said that the underlying note/obligation was refreshed every time money was drawn under the note.  So the guarantor's obligation under the guarantee is refreshed every time the debtor borrows money under the note.  So the 1 yr statute of limitations never runs w/ revolver notes, and we are w/in 548.

Fair Consideration: Was there REV?  Since there was a synergy btwn the two subs, sub 2, the guarantor, did gain some benefit resulting from the guarantee for sub 1 - there was an indirect benefit.  This is tough to prove, but it is not insignificant - the burden is usually shifted to the def to prove this.  But just b/c there was some benefit to sub2, it must be roughly equivalent to the value of the transfer.  

· The big question is when REV is calculated - it must be calculated at the last draw under the revolving note - so the time of the last draw is the relevant moment to show REV.  By the time of the last draw, when the sub is near bankruptcy, it is very hard to show REV or indirect benefit - there is less synergy when the companies are falling apart.

Insolvency: another timing issue - so do we look at solvency at the time when the guarantee was executed, or at the time of the incurring of the last debt - the last draw under the note.  Also, since this is one big corporate family, should we look at the corp as a whole and aggregate all the assets?  No - look at each entity on its own.  And we determine insolvency at the time of the last draw under the note. And how do we value the assets - at fair market value?
So since this is a revolver cross corporate loan, it keeps getting refreshed every time money is drawn under it.  So statute of limitations, solvency, REV are all determined at that point in time - at the time of the last draw.  So the initial issuance of the note and the guarantee are not the "transaction" in question - the transaction in question is the last draw under the line of credit before bankruptcy - that greatly increases the chances that the sub is insolvent and that there is no REV.  
So how does a creditor protect itself from these cross-corporate revolving guarantees?

· CUFTA 3439.06e2: When a transfer is made or incurred: if evidenced by a writing, when the writing executed by the obligor is delivered to or for the benefit of the obligee.  So you look at the date of the guarantee, not the date of the last draw.
· Does this fix Ruben?  N0 - b/c since under Rubin the statute of limitations starts over w/ each draw, you will always be w/in one year so you will be under the Bankruptcy Code 548, not CUFTA.  
· Are there any other remedies for this after-acquired insolvency problem?  
· Fairness Opinions: Banks usually have consultants who issue them fairness opinions on whether the loan was a good idea, and the banks will show this opinion to the court to explain themselves.
· Savings Clauses: in the guarantee, there is a clause that says the guarantee is one dollar less than the amt that would be considered fraudulent - so they shrink the liability under the guarantee due to the savings clause.  But this is not too good for the bank b/c they are basically left w/ all of the liability that otherwise would be covered by the guarantee.
Upstream Guarantee: Parent is the debtor, sub is the guarantor.  
· So the benefit flows upstream - the sub is getting nothing out of this.  Need to show that some benefit is trickling down to the sub, which is really hard - so it is easy for the trustee to show fraudulent transfer.  This is almost a prima facie fraudulent transfer.

· Ex: your client owns corp.  A Parent co wants to buy controlling shares of your clients corp and issues your client a note and a s/i in the assets of the corp (sub) and a guarantee from the corp. Even w/o the guarantee, this is still a fraudulent transfer - its called a non-recourse hypothecation - corp may not be liable on the guarantee but its assets are at risk.  Buyer could get around this by giving a s/i in the shares, b/c he owns those, but not in the assets of the corp (see Desert View).
Downstream Guarantee: sub is the debtor who gets the money and executes the note and the s/i in its assets, parent is the guarantor.  
· So the benefit of the guarantee flows downstream to the sub.  So the parent is the one w/ the liability, but by doing this, the parent gets a benefit b/c it is enhancing the profitability of the sub, and since the parent usually has an interest in the sub (dividends), it will benefit from this - so this is usually not a fraudulent transfer. 
· What if at the time of the issuance of the guarantee, the sub is very insolvent?  In this case, the parent is not going to get any benefit b/c there is no chance that it will get dividend income - so there is no REV.  

Joint Borrower: the lender doesn't know exactly who the borrower is - there is a bank, a parent, a sub, and assets.  The bank gives the money to the parent.  The parent and the sub both issue notes together secured by the assets of the sub.  The bank thought that the parent was going to pass the money to the sub, but never does.  So since the sub didn't get value - the sub incurred an obligation and got nothing in return, this is a fraudulent transfer - it didn't matter what the bank thought.  
· The bank could have avoided this by putting the money into a joint account so that it could establish that the money did go to the sub and the sub had joint authority over the account, and then if the sub allowed it to go back to the parent and the parent "ripped off" the sub, that is not the banks problem.

HYPO: have parent, sub1, sub 2, - sub 1 issues a note to the bank and sub 2 issues a guarantee.  Payment from sub 1 is a possible preference if it is w/in 1 yr of bankruptcy, so we worry about Deprizio problems of sub 2, so we need a Deprizio waver of subrogation, reimbursement and indemnity. 
· Now the guarantee is challenged as a fraudulent transfer - that sub 2 got no REV, he even gave a waiver to reimbursement, which made him worse off and decreased the benefit that he would have gotten.  
· So Deprezio waivers may be a good defense to preferences, but then leaves the creditor open to fraudulent transfer liability.  So trustees argument is that the Deprezio waiver has decreased the REV that sub 2 would have had b/c he now has no rights to indemnity, but this argument is flawed b/c sub 2 probably would not have gotten anything from indemnity anyway if sub 1 was bankruptcy - so sub 2 really is not giving up a big right.
Covey:  how do you value the contingent liability of a guarantee in a Balance Sheet.  
· So you have assets, liability, and equity. Liabilities include contingent liabilities under guarantees.  So say you have guaranteed a 100mil debt - and there is a small chance that you will be called to pay under the guarantee - say the chance is only 10%, then that liability would be 10% of 100mill.  

· Timing: So as of when do we evaluate the impact of the guarantee on the balance sheet of the guarantor.  Do we look at it at the date the guarantee was issued or at a later date? 

· If we value the impact at the time the guarantee was issued, then the value of the liability would be very small b/c at the time it seemed like a good idea, there was a small chance that they would be called under the guarantee.  

· But if we value it later, like at the last draw, then the value of the liability of the guarantee would be much higher b/c sub 1 would be insolvent and it would be very likely that the guarantor would be called.

LEVERAGED BUY OUTS
Leverage:  Assume you have two identical houses next to each other that are both worth 100K.
· An investor comes and buys one house for 100K cash.  In 1 year, the house goes up in value to 110K.  At the end of the year, he sells house for 110K and makes 10K.  
· Buyer 2 borrows 90K for house 2 and puts 10K of his own cash down.  After one year, he sells house for 110K, gives back 90K to bank, has 20K, gives himself the 10K he invested back, and had 10K profit.  But the difference is that in investor 1 made a 10% gain on the 100K he invested, while buyer 2 made a 100% gain on the 10K that he invested.  
· So by borrowing other peoples money, you can have more gain by being a leveraged investor.  But this only works in a climbing market - if the house decreased in value by 10%, then the leveraged buyer would have 100% loss.

HYPO: have shareholder w/ 10mill investment.  He borrowed 90mill for company.  Co makes profit using a 100mill asset base.  Say co makes 10% per year, then the shareholder gets a 100% return - by borrowing, the shareholder increases his ability to make profits.

Leveraged buyout:  Where the company uses its own assets to buy itself. 
· Have selling shareholders, have buying shareholders.  Have old corp in hands of selling shareholders, that then moves over and becomes new corp of buying shareholders, and the old shareholders, in exchange for transferring their shares, take a note from the corp and a s/i in its assets.
· This is often a fraudulent transfer, but if bankruptcy does not occur soon after, then it is ok.

Junk bonds: have a debtor co w/ assets worth 100mill.  A new shareholder wants to buy the co for 80mill.  The co goes to the bank to get a loan, but the bank will only lend them 60mill b/c they are not convinced that the assets are worth 100mill.  So the debtor co makes up 20mill worth of bonds and issues them.  But the bonds are subordinate to the banks loan, so they are very risky - they are basically unsecured.  Since they are so risky, they have a very hi rate of return (like 9%).  So it is these junk bonds, the subordinate debt, that makes these LBO's work.

Leveraged Recapitalization: Say you have a debtor corp, shareholder 1 and shareholder 2.  Corp borrows money from bank, money goes from corp to shareholder 2 to buy back its shares.  So it may seem that the corp is getting value - it is getting back its shares, but what that really does is make shareholder 1's shares worth twice as much.  This is like Robinson.

Refinancing: To what extent is the refinancing of an LBO a fraudulent transfer?  It is not.

· HYPO: in 1998, you have a note secured by assets of the debtor issued to a bank in exchange for a loan.  Say the loan was at 8%.  Now the debtor could get 5% in 2004, so the debtor refinances w/ a new note w/ bank 2.  
· There is an argument that the old note was no good b/c it was in regard to a constructively fraudulent LBO (but the debtor did not go bankrupt in time), so the new note is no good b/c there was no new value given to the debtor and the argument is that the statute of limitations starts over.  Wrong - refinancing does not refresh the statute of limitations and is not a fraudulent transfer.

Bay Plastics

Have old shareholders who own Bay.  Bay gets a loan from the bank and issues a note and a s/i in its assets.  Bay transfers the money to BPI, owned by new shareholders, who then transfers the money to the old shareholders (LBO).  Then BPI acquires Bay and they merged. 
There is a trade creditor of bay, Shintek, that had a s/i in Bays assets b/f the loan from the bank.  But when Bay wanted to get the loan from the bank, its shareholders convinced trade creditor to give up its s/i and become an unsecured creditor.

15 months after the leveraged buy out, Bay/BPI went bankrupt. Since the LBO transaction was more than one year b/f bankruptcy, we fall under CUFTA section 5 antecedent creditor prong (b/c of Shintek) - so we need to show insolvency. 
· Note: 9th circuit holds that subsequent creditors don't have standing to assert a fraudulent transfer in an LBO - it is assumed that they have notice of the LBO. Here, we don't have that problem b/c we have an antecedent creditor.

Which transaction is the trustee trying to avoid?  Well the bank, settled out, so the trustee is going after the old shareholders.  The court collapsed the transactions and held that the s/i given the bank in exchange for the loan was part of the same transaction where the bank gave the money to Bay, who gave it to BPI, who gave it to the old shareholders. The court also held that the old shareholders knew about the transaction and the LBO and were therefore also liable for the transfer of the s/i.

Under CUFTA prong 5:

· The transfer or obligation was the loan from bank and the security agreement from the debtor.

· REV: must be determined from the perspective of the debtor or unsecured creditors. Here, there was no REV - the loan from the bank went to the old shareholders, not to Bay.  The court determined this by collapsing the transaction - b/c the money actually did go to Bay from the bank, but Bay then immediately transferred it to the old shareholders so they received no value from the money.
· Insolvency: need to examine the balance sheet
· Before the transaction, Bay had 6.7 in assets, 5.6 in liability, and 1.1 in equity.
· After the transaction, Bay had 7 in assets + 2.26 in good will, 9 in liability, and .250 in equity. (the liability went up due to the loan)
· The court said that the good will doesn't count - it has no liquidation value in this situation and it was just added to make the LBO work, so w/o the good will, the liabilities are greater than then the assets, so the equity is a negative number - they are insolvent.
· If the loan amt is greater than the equity, won't the transaction always leave them insolvent?  Not necessarily b/c the price of the stock in the buy out (the loan amt) takes into account the earnings potential of the co and not just its current assets.  So here, say the co was a hi money maker, then the assets listed on the books were probably too low (maybe due to depreciation deductions when the assets really go up in FMV) - there could be a discrepancy btwn book value and FMV - so in bankruptcy, in defense, creditor needs to show that the assets were really worth more (trustee will try to say they are not).  This was not the case here. 
In an LBO situation like this, it is a win/win situation for the buying shareholders b/c if the LBO works out, they now have a successful co and they didn't put any money down.  If it fails (w/o a fraudulent transfer action), they didn't lose anything - the unsecured creditors are the ones w/ all the risk who lose.
HYPO: What if deal was structured so that the old shareholders transferred their shares to a brokerage house.  Then the cash that was coming out of BPI went into the brokerage house, and then the broker transferred the money from BPI to the old shareholders.

· 546e: trustee may not avoid a transfer that is a settlement payment made to a broker, except when there is actual fraud.

· So the code allows laundering of money thru brokerage houses.  If the selling shareholders use a brokerage houses, then this type of deal is ok.
· Would there be any attack on the new shareholders?  They have a good defense b/c they did receive the shares, but the shares were worthless b/c the corp went bust.  But then there is an argument against him b/c the transfer from the debtor was for his benefit.
HYPO: have old shareholders of old corp w/ its assets.  Have new shareholders w/ new company that gets financing - but it has no assets of its own.  The loan is secured by non-existent assets but there is an after acquired assets clause, so anything co acquires will become security on the loan.  So new co gives old corp the money, and old corp sells old assets to new co.  
· So what happens to the money to the old co?  The whole point is that the old shareholders want to get paid out - so instead of giving the money to the trade creditors, the money gets upstreamed to the old shareholders when they sell the old assets to the new co.  
· When old corp goes bankrupt, the trustee looks to new co as the target to go after - Could try actual fraud b/c of the upstreaming/intent of the old shareholders (this turns on what new co knew), or could try constructive fraud claiming that old corp did not get REV.  This is a much tougher situation to decide than Bay Plastics - the old corp and new co remain separate entities, there is no merger, there is simply a sale of assets.  
· This is not an LBO, it is a leveraged asset purchase.  If there was no upstreaming of the money to the old shareholders, then there wouldn't be a problem b/c there would be liquid cash for the trade creditors.

Knowing that trustee of old co is going to try to avoid this transfer, what advice would you give to new co?  
· Set up an escrow account - have money to old corp go into an escrow - if old shareholders won't go for this, then don't do deal.  The money goes into the special escrow account and is administered for the benefit of the trade creditors, so then there is no upstreaming problem.

THE STRONG ARM CLAUSE

Section 544:

a) at the commencement of the case the trustee shall have, w/o regard to knowledge of trustee or any creditor, rights and powers of, or may avoid any transfer that is voidable by:

1. a hypothetical judicial lien creditor (JLC).   

· So the trustee could come in as a hypothetical JLC and subordinate a creditor w/ an unperfected lien. This would be like if a creditor doesn't file the UCC-1 properly (ex: filed under debtors trade name instead of corp name), the trustee would come in as the JLC and the creditor would be subordinate, so the creditors lien can be avoided.  

· This changes the rules - it gives trade creditors more powers than they would have had in the absence of bankruptcy, b/c w/o bankruptcy, the bad UCC filing would not be avoidable by the trade creditors.  Why does the bankruptcy law do this?  B/c if there is a failure to perfect the security interest, it creates a "secret" lien that misleads the trade creditors into thinking that the co has more unencumbered assets than it has and may be willing to lend it more credit - so in bankruptcy, the trustee can go in and wipe out these bad liens for the benefit of the estate, and the trade creditors.
3. a hypothetical bona fide purchaser of real property (w/o notice) who has perfected such transfer.

· Note that this doesn't say bfp for value - so does this include a donee?  Courts have said no - they read in for value.
· HYPO: debtor has real prop and he has a creditor to whom he secured a loan w/ a deed of trust, but the creditor has not recorded the transfer.  So the trustee comes in as a subsequent bfp for value who first records, and under race-notice statutes, the bfp wins, and the creditor loses his s/i in the property and becomes an unsecured creditor.
Trustee as BFP w/o Notice: Debtor transfers prop to A, and A is in possession of prop, but does not record.  Debtor then goes bankrupt, and trustee wants to void that transfer so he comes in as a hypothetical bfp and tries to claim that according to 544a3, it doesn't matter whether trustee had notice or not of A b/c of the words "w/o regard to any knowledge" in the statute.

· But the court says that trustee is on inquiry notice of A's interest in the prop, just like any real bfp would be. The w/o knowledge part of the statue simply means that the trustee might have subjective knowledge of things that real bfp's wouldn't know, and that knowledge is irrelevant - but if a bfp would be on constructive notice, then so is the trustee.

HYPO: debtor gives trust deed to A which is not recorded.  In the bankruptcy filing, debtor mentions the trust deed to A in the paperwork.  The trustee tries to avoid the trust deed under 544a3.  Defense claims that the trustee was on constructive notice b/c of the notice in the bankruptcy filings, so trustee loses.  
· The trustee, however, can still avoid the transfer as a preferential transfer b/c the security interest, the trust deed, was not perfected until the date of bankruptcy - so the trustee wins under 547. 

HYPO: say debtor has real prop worth 100, he gives a trust deed to creditor 1 securing 60, and trust deed to creditor 2 securing 50 (undersecured by 10) - creditor 2 knows about the deed to creditor 1, but creditor 1 did not record.  If trustee avoids trust deed to creditor 1 under 544a3, creditor 2 does not become better off b/c of 550.

· Note: "marshaling": an equitable doctrine where if a senior lien holder has security in two different trust deeds, and one of them has a junior lien, the jr lien holder can have the assets marshaled and have the sr lien holder collect from the other unencumbered prop first.

Constructive Trusts
HYPO #1: there is a beneficiary of an express trust (legally recorded), and the debtor holds assets in the trust and the debtor is the trustee - so legal title is in the debtor but equitable title is in the beneficiary. Debtor goes bankrupt. What happens? (under 541d, beneficiary still holds equitable title)
HYPO #2: have debtor who is a fraud, and he defrauds a victim who has transferred prop into the debtors name - at state law, a constructive trust may exist. So the debtor is a kind of trustee of the prop - legal title is in debtor, equitable interest is in victim.  Debtor goes bankrupt. What happens? (under 541a3, debtor becomes the equitable owner of prop)
Section 541a: Property of the Estate: estate is comprised of all the following property, wherever located and by whomever held:

1. all legal or equitable interests of the debtor in property as of the commencement of the case, (except as provided in subsection b and c2)

3.  any interest in property that the trustee recovers under 550…

Section 541d. prop in which the debtor holds only legal  title and not an equitable interest becomes prop of the estate under a1 or a2 (but not a3) only to the extent of the debtor's legal title to such prop, but not to the extent of any equitable interest in such prop that the debtor does not hold.

HYPO: have debtor w/ piece of real prop in his name, but the debtor acquired it thru fraud from the victim.  Under normal state law, this would be a constructive trust - the debtor holds the property in trust for the benefit of the victim - the victim holds the equitable title - an unrecorded interest.  
· So under 541a1, if the legal title is in the debtors name, then that is part of the estate and the trustee can go after it.  Trustee can assert 544a3 and become a hypo bfp of the property and would win over the victim - trustee would thus invalidate the interest of the victim.  But what about 541d - saying that in this situation, only legal title becomes property of the estate?  What else can the trustee do?

· 541a3 says that prop of the estate includes any interest in prop that the trustee recovers under 550 – under 550a recovery includes prop recovered under 544a3 as a hypo bfp.  So, 541a3 is a separate door for the estate to bring in prop that can be received under a 544a3 cause of action to be collected under 550 that would otherwise be blocked by 541d, but is not blocked here b/c 541d only applies to subsection a1 and a2, but not a3.

· But why do we invoke 550 - 544a3 should be self-executing avoidance and there should be no need for "recovery" under 550 - trustee doesn't need to recover anything from the victim, they simply avoid his equitable interest.  If this is the case, then there is no back door entry thru 541a3, so we are back to 541a1 which will be cut off by 541d.  No court has ruled this way yet.

EQUITABLE SUBORDINATION

510c: court may subordinate all or part of an allowed claim to all or part of another allowed claim.  The subordinated creditor gets "bumped down", and may end up w/ nothing.  (appears that 510c trumps 510a)

Equitable Subordination is appropriate if creditor:

1. has engaged in inequitable conduct

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

3. the subordination is not inconsistent w/ the provisions of the Code

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

1.  fraud, illegality or breach of fiduciary duties

2.  under capitalization

3.  claimants use of the debtor as a mere instrumentality or alter ego

HYPO: have shareholder who transferred his shares to debtor in exchange for a secured note.  The court will subordinate shareholders claim to those of the trade creditors.

HYPO: have a shareholder who loaned money to debtor in exchange for a note.  Can the shareholder participate in the bankruptcy on par w/ the trade creditors?  Court will need to determine if the loan was really arms length (would a bank have made that same loan), or is it an infusion of capital to the struggling debtor co.  

· If it was an infusion of capital, the court will subordinate that loan and leave the shareholder w/ probably no recovery.  If the note to the shareholder was secured, the court might re characterize the loan as equity and deem the note invalid - nothing to collect on, so the security disappears.

HYPO: bank loans money to debtor secured by note and s/i in real prop.  Have a bunch of little trade creditors and one big one.  Before big t/c makes a shipment to debtor, they call bank and ask how debtor is doing.  Bank, knowing debtor is not doing well, tells big t/c that debtor is doing fine, so big ships.  In bankruptcy, big goes into court and asks for partial equitable subordination of banks s/i due to the banks lie to them - the court can do this - they can partially equitably subordinate and re prioritize bit t/c above bank. 
· Say little t/c's continue shipping based on the conduct of big - the "ripple reliance" theory – and they want the banks s/i subordinate to them also?  So far, no court has ruled that way.

Substantive Consolidation
· have debtor 1 and debtor 2 who are closely related.  Have creditor 1 and creditor 2.  d1 and d2's assets have been commingled, and the creditors did not know which debtor they were dealing w/.  The courts will combine d1 and d2 into one entity and lump all their assets and their debts together. This lumping together can be unfair to the creditors.
· Suppose you have inter-corporate transfers that are being challenged.  d1 is the parent and d2 is the sub, and d1 issues a note and d2 issues a guarantee.  We have an upstream guarantee scenario - a potential fraudulent transfer.  But if we substantively consolidate these two entities, then the fraudulent transfer claim goes away b/c if it is one entity, then there was REV.
HYPO:  Equitable Subordination: have debtor w/ real property.  There is a trust deed to creditor 1, and a second trust deed to a junior creditor.  Say debtor alters the note that it had w/ creditor 1 to the detriment of the junior creditor, the court can change the order of priorities and make the junior creditor senior to creditor 1.  
· An alteration of the note that can trigger this would be if debtor had assets worth 100K, and creditor 1 had a trust deed securing a debt worth 60K, and the junior creditor had a trust deed securing a debtor worth 30K, and then the debtor changed the note w/ creditor 1 to 80K and thus made the junior creditor under secured.
HYPO: Contractual Subordination: say debtor buys a piece of property from vendor and gives the vendor a "purchase money trust deed".  This is the only trust deed on the property so it is first in time.  Say that the parties anticipate a construction loan so debtor can build a house on the property.  So the bank comes in to make a construction loan.  Bank takes a note from the debtor for the loan, and they take a trust deed, but they want first in priority, so they make the vendor sign a subordination agreement altering the first trust deed to a second trust deed.  Or, the vendor could release his lien and then re-record, so he would then be second in time.  Why would the vendor do this?  B/c the debtor and vendor agreed that vendor would subordinate in the future - this was part of the purchase price.
EFFECT OF FILING BANKRUPTCY ON DEBTOR’S ASSETS

So what happens when you file a bankruptcy - the bankrupt's assets are frozen - there is an automatic stay on his assets and on all actions against his assets.

· Actions against debtors assets, including court proceedings, do not get dismissed, they just get stayed.

Automatic Stay
Section 362a: filing a petition of bankruptcy operates as an automatic stay to all actions against the debtor, including:

· enforcements of judgments, 

· acts to obtain possession of prop of the debtor, 

· acts to create, perfect or enforce any lien  on debtors property, 

· any act to collect assets or recover a claim against debtor, 

· the setoff of any debt, etc.

Exception: 362b: filing bankruptcy does not operate as a stay on criminal proceedings against the debtor, or actions establishing paternity, alimony, and other things.

Effect of Bankruptcy on Assets of Guarantor
· Section 524e: discharge of a debt of the debtor does not affect the liability of any other entity on, or the property of any other entity for, such debt.

HYPO: can the creditor proceed against the guarantor, or is an automatic stay placed on him too?  Guarantor will try to invoke Section 105a, which gives the court the authority to augment the code to preserve the assets of the estate, and the idea is that the guarantor is necessary to the rehab of the debtor.  Some courts (Delaware) allow 105 to stretch to the guarantor, but the 9th circuit (California) has not allowed that.  

· So say we have a debtor and a guarantor - under common law, if the debtor gets off the hook by getting the debt discharged in bankruptcy, then the guarantor's liability also gets discharged b/c a guarantor can not have liability greater than the debtor.  
· But under the bankruptcy code, the guarantor is not discharged of the debt even if the debtor is. 524e had been read very broadly by the 9th circuit so that it means not only that the discharge of the debt of the debtor is not applicable to the guarantor, but that the stay of claims on the debtors assets also does not apply to the guarantor.
Relief from Automatic Stay

362 d: on request of party in interest and after notice and a hearing, court shall grant relief from stay:

1. For cause, including lack of adequate protection

2. w/ respect to actions against property, if:

A. the debtor does not have an equity in such property, and

B. such prop is not necessary to an effective reorganization, or

3. w/ respect to actions against single asset real estate by a secured creditor unless: 

A. debtor has filed a reasonable plan of reorganization, or 
B. debtor has commenced monthly payments equal to interest at current fair market rate.
HYPO: say we have a partnership w/ real prop, and a bank that has a huge deficiency claim.  The partnership files ch 11, but there is no way that it can reorganize.  
· 362d3: unless debtor can start making payments sufficient to make bank happy, bank gets relief from the stay.  So stay will be lifted unless debtor can take care of bank debt - this applies to single asset cases.

362d1: Adequate Protection
361: adequate protection may be provided by:

1. requiring trustee to make cash payment or periodic cash payments 

2. providing an additional or replacement lien

3. granting other releif
HYPO: debtor's big asset is a piece of equipment, and you are secured party w/ security in that equipment - and you are already in deficiency posture, and the equipment is steadily depreciating b/c debtor is using out equipment.  So you want adequate protection.  But, how can trustee give a replacement lien if estate has no other assets? 
· 361(2): well if there are avoidable other liens by other creditors, he can use the recovery of those liens as replacement liens used for adequate protection under.
No Adequate Protection for Under-Secured Creditors: Timbers case: have debtor w/ real prop, and have an under secured party.  s/p wants to foreclose, but the trustee comes in and stops the foreclosure by getting the automatic stay, and the s/p says that he wants adequate protection.  Court says no - an over secured party gets post-petition protection under 506b, but not under secured creditors.

362d2: relief from stay will be granted if:

1. debtor has no equity in property - if value of prop is less than the secured debt, and

2. property is not necessary to reorganization

· Ch 11 vs Ch 7:  Say we are in ch 7, then prong 2 can not be met b/c there is no reorganization, so the property can not be necessary.  So many debtors will want to file ch 11 so that actions against their property will be stayed claiming that they are necessary for "reorganization".  If the debtor is really dead, their guarantor, who controls the debtor, may want the debtor to file a ch 11 so that when the sp tries to invoke 362d2, guarantor can stop him and negotiate w/ sp - the guarantor is basically holding the assets hostage to give him leverage in negotiating w/ the sp.

· Valuation of Property:  when determining value of prop, what value do we use, going concern value?  Depends - court will use what ever it thinks is appropriate.  The secured party will want to come in and low ball the value to show that there is no equity.  Say the debtor wins and secured party does not get the stay.  Later, secured party wants to come in w/ a diff value, a hi value, when determining what recovery he is to get - this will probably get estopped by the court, so there are big risks for the sp if he tries to low ball the value and loses his action for the stay.

· How Valuation Affects the Security of Creditor: so if the creditor tries to prove that the debtor's asset is over-encumbered (debtor has no equity), but creditor does not get the stay lifted, then he has a major problem b/c he has just admitted that he is under-secured.  

· 506a: if party is under-secured, he is "secured" for the amt of his interest in the prop, and the rest of his claim is unsecured.

· 506b: over-secured creditor gets interest on his claim, reasonable fees, and costs.  So conservative lenders get special treatment - they not only get the benefit of their security, but they also get post-petition interest, attny's fees

HYPO: have a debtor w/ real prop, bank has trust deed (lien) on real prop and they are about to foreclose.  Just b/f foreclosure, the debtor files bankruptcy.  There is an automatic stay, and the bank gets the stay lifted.  But b/f the bank can foreclose, the debtor transfers his worthless ownership interest to debtor2 (fraudulent transfer).  Debtor2 then files bankruptcy.  
· So the bank now has another automatic stay and has to get that stay removed.  The point of the transfer is to thwart/stall the bank from foreclosing.  
· Note that 362a only operates as a stay on 3rd parties actions against the debtor, but it does not stop the debtor from doing anything to his own property, like transferring it.

HYPO: rent skimming: debtor owns house and bank has a td (lien) on it.  Debtor then transfers house to a corporation, and then debtor takes off.  The corp then transfers it to one of its subsidiaries.  The sub files bankruptcy, and then rents out the prop to tenants.  The tenants pay rent, and the rent is not given to the bank, it is up-streamed to the corp.  This is fraud - the corp makes millions for nothing.  Corps also try to do this thru adverse possession, where the tenant is their "agent", possessing prop for corp.

Note: Assignment of Claims - recent development building on the idea that claims of the estate are a source of untapped income/assets to the estate.

· HYPO: debtor is plaintiff and has a cause of action against 3rd party def worth 100mill on its face value - cause of action can be for fraudulent transfer, avoidance, breach of contract action, tort claim.  Say it will take a really long time to prosecute and he needs money now.  He can hold an auction for that claim, and he will sell the claim to the highest bidder - so he can sell the claim for something like 200K and then assign the claim to that buyer to prosecute against the def.  
· This is being done now, and the issue of whether this buyer has standing in a claim assertable by a bankrupt estate (of which the trustee has standing to bring suit) is ripe for supreme court decision.

EFFECTS OF CH 11 ON THE ESTATE
Say you have a legitimate debtor that has a chance of reorganization (like an airline), you have interested parties like secured parties, labor, tax, unsecured parties, and then you have shareholders.  

· Over secured parties have no concerns, but under-secured parties can be worried. The fully secured parties are going to get paid in full, the unsecured creditors are going to get a small piece of the pie.  

· The under secured creditors, who's deficiency is treated as an unsecured claim, don't get paid in full.  But all the interested parties are going to get something thru the reorganization, and this should be more than in a ch 7.  

· Not everyone is going to be happy, but the debtor tries to divide and conquer.  He splits the creditors up into groups or classes, then puts together a plan and tries to get one group of creditors to consent to the plan, maybe by offering perks to that group over time - debtor will offer incentives in order to make a specific group majority consent to the plan.  

· The court then needs to approve the plan and make sure that it complies w/ the statutes.  The plan then goes into action, debtor pays off plan, and then hopefully ends up on the other side healthy and out of bankruptcy.

Roll of the DIP:

1107a: Dip shall have all rights and powers as trustee

1108: Dip may operate debtors business (like the trustee could have)

1104: Court can appoint a trustee (and get rid of the DIP) for cause (fraud, dishonesty, incompetence, or if it is the creditors best interest.  If a trustee is appointed, then the ch 11 is almost always dead b/c trustee will convert ch 11 to ch 7.

1102: Creditors and equity security holders committees: watchdog role in ch 11 - they look over the debtors shoulder.  They are comprised of unsecured creditors, and are often ley people, so they need to hire counsel, approved by the bankruptcy estate.

1103: powers and duties of the committee: (c)(5) committee may perform such other services as are in the interest of those represented.  

· HYPO: say there is a fraudulent transfer btwn the debtor and the insider shareholders.  Say the dip does not go after this.  Can the court allow the creditors committee to assert that cause of action in place of the dip? 
·  Some courts are allowing this under 1103c5, even though it does not say that the committee can prosecute causes of action on behalf of the estate and under 544b, it says that the trustee can bring cause of action, not creditors committee.  The only mention in the code of creditors committee prosecuting a claim for the estate is 503b3b: that says a creditor that recovers is entitled to administrative expenses, but no where does it say that they can prosecute the claim.

Cash Collateral

w/o cash, a company will die in the early stages of a ch 11.  When word gets out about the ch 11, suppliers are skeptical about lending more supplies to the debtor, customers are uneasy w/ doing business w/ debtor - but the co needs cash in the mean time to pay employees and to pay bills so that they can continue running the business, mean while there is a secured debtor breathing down their neck saying that that money is theirs.

552: Post Petition Effects of Security Interest:

· a) prop acquired by debtor after filing is not subject to any lien resulting from any security agreement entered into by debtor b/f filing.  So post petition prop is not subject to the liens.  BUT -

· b) 1. if debtor and creditor entered into s/a b/f filling relating to prop of the debtor acquired b/f filing and to proceeds, product, offspring or profits of such prop, then such s/i extends to such proceeds, product...acquired by the debtor after filing to the extent provided by the s/a.

This can get tricky b/c it is hard to tell what post petition property is a "proceed" of pre-petition prop - everything gets really messy - there is usually a major co-mingling problem (so the creditor should police the money and will usually want a “lock box” account that totally segregates the proceeds of the prop/cash collateral). 
· HYPO: Lock Box Accounts for Proceeds of Prop: Sometimes trade creditors, customers, know that the debtor is in trouble and want to stop paying their bills.  So they will send the debtor a letter saying that there is a problem w/ the warranties or something and say that they are not going to pay - the debtor is dealing w/ too many other things to deal w/ the letter, so the t/c sends a check that says "payment in full".  When that check is received by the secured creditor's "lockbox" acct trustee, the trustee cashes the check on behalf of the secured creditor.  Once that check is cashed, all sorts of problems arise and the law is shaky on the issues - since it is the s/p's trustee cashing the check, is the s/p liable for damages to the debtor? etc...
363: Debtors Use, Sale, or Lease of Property
· c1: trustee can use prop in the ordinary course of business w/o a hearing - like selling their inventory.  

· 363 c2: but trustee may not use, sell, or lease cash collateral unless certain requirements are met.  

· What is cash collateral?  363a: cash, negotiable instruments, documents of title, securities, deposit accounts, or other cash equivalents including proceeds, products, offspring, rents or profits...so cash collateral  is cash and proceeds of that cash - the things purchased w/ that cash like inventory.  

· So what are the requirements that the trustee must meet in order to sell or use the cash collateral?  

· 363c2A: Creditor must consent (consensual stipulation, still need court approval), or 

· 363c2B: the court authorizes sale (non-consensual).

Adequate Protection
Under what circumstances will the court authorize the sale or use of cash collateral? 363e: There needs to be adequate protection for the creditor of the security interest.  This trumps everything - if no adequate protection for creditor, then debtor can not use, sell or lease prop of estate.

· 363c4: trustee shall segregate and account for any cash collateral.  This is supposed to be another way of protecting the creditors, but often the debtor does not do this - say money comes into the estate to purchase inventory, but instead uses it to pay its shareholders - the attny for estate can get in trouble b/c he is to police the use of funds - he is personally liable.

“Sweetheart” Provisions
· Say the creditor stipulates, consents to the debtors use of the property, but wants something in return - this can be a red flag b/c the other creditors are not a party to this negotiation, but the lawyers will put in all sorts of provisions which benefit either the debtor or the creditor, and later down the line the unsecured creditors get screwed.
·  Now, these agreements must be approved by the court.  
· So what are these "sweetheart" provisions (which now need to be disclosed to the court) that the creditor is going to want to get? 

1. 1.cross-collateralization - suppose we have an under-secured creditor, he wants his pre-petition debt secured by post petition property, and wants post petition debt secured by pre petition property.  But this has the same effect as a preference - so this provision is asking for the validation of a preferential transfer (but rather than a transfer of pre-petition property, its a transfer of post petition property).  

2. agreements not to avoid: Say that there was a problem w/ the perfection of the s/i at the time the original transfer took place, this agreement would be a great time for the creditor to get the debtor to agree to not go after avoidance of the original preferential transfer.

3. Waivers of 506c: under 506c,The trustee may recover from the secured prop the reasonable, necessary costs and expenses of preserving or disposing of such prop to the extent of any benefit to the creditor.

·  if we have a s/i in collateral (apples), and the debtor has employees that need to work for the benefit of the collateral - to keep its value - thru the trustee, the employees may try to get money from the secured party for the preservation of that property. So under these cash collateral agreements, the creditor will try to get a waiver of this recovery, but the forms usually do not allow the creditor to get this waived.  
· In LA, you can't get this waiver, but in Delaware you can.

4. release of liability - for the creditor's alleged pre-petition torts or breaches of contract.  Like if the creditor is a bank and it engaged in fraudulent activity against the debtor (like if it conspired w/ insiders to loot the corp), the trustee would not be able to go after it (but if 3rd parties were effected by the tortuous conduct of the bank, they could still go after it).  Also, the creditor will want to stop the debtor from being able to pursue its avoidance powers.

5. Automatic relief from the automatic stay - this is an anticipatory stipulation that the creditor wants to be approved by the court to be enforced later down the line.  How can the creditor get this same type of deal if the court won't allow a waiver of the automatic stay?  Say we have a debtor, a guarantor, and a secured party.  The secured party tries to get a waiver of the 362 automatic stay - but if they can't, then they get a provision saying that the guarantor will double its liability if guarantor votes for a ch 11 - so the creditor is holding the guarantor hostage - there is a contract btwn the guarantor and the creditor if the creditor can't get one w/ the debtor.

6. Avoidance Claims: creditor wants adequate protection provisions - which create liens on claims for relief arising under sections...so if the debtor can avoid a fraudulent transfer, the creditor has a lien on the debtors recovery.

The parties can also agree that the debtor will pay the creditor adequate protection payments - but they need to allocate what exactly those payments are for - interest, principle, etc...

Post Petition Revenue Scenario: Rents 
Section 552b2: if debtor and creditor entered into s/a b/f filing, and if s/i extends to prop of debtor acquired b/f filing and to rents of such property, then the s/i applies to rents acquired after filing - so post petition rents are covered by creditors pre petition s/i in those rents.  This is a special legislation provision.

· "assignment of rents": rents were assigned in perpetuity to the s/p, but the debtor is given a license to collect the rents on an interim basis, and once the debtor defaults, then the license is revoked.  This confused 552b b/c courts would say that since the debtor had control of the rents pre petition, 552b doesn't apply.  Now we have cal civ code 2938 saying that if you properly record this assignment of rents, then it extends to the rents of the debtor regardless of the existence of one of these licenses - but be very careful how you draft these provisions b/c the law is still shaky.

· Hotels & Motels: have hotel w/ two major revenue sources - rooms and services - so the room revenue is rents, but the service revenue is a classic accounts receivable - so this can become very confusing.

· Note that 552b says nothing about proper perfection under state law - say that creditor has a s/i in the prop and the rents, but it has not been properly perfected - does 552b trump state law?  Under state law, there is no s/i, but under the code, there is? Unclear.

Post Petition Financing under 364
HYPO: debtor has assets.  There is old secured party.  Debtor is tapped out on his line of credit w/ old s/p.  So debtor needs financing post petition:

· 364a: estate may obtain unsecured credit

· 364b: court may authorize estate to obtain unsecured credit as an administrative expense w/ administrative priority

· 364c: if trustee can not obtain unsecured credit w/ administrative priority, the court may authorize estate to obtain credit w/ priority over all administrative expenses, secured by lien on unsecured prop of estate, or secured by a jr lien on prop that is subject to a lien.

· 364d: court many authorize estate to obtain new credit secured by a senior lien on prop that is already secured (thus subordinating the old creditor to the status of a jr lien holder) only if trustee is unable to obtain such credit otherwise, and there is adequate protection of the interest of the sr lien holder.

· So new creditor comes in and offers credit and bumps old s/p to a junior secured party, and new creditor becomes primary s/p - this is known as a priming lien.  
· Even though it says adequate protection must be provided to old creditor, adequate protection is rarely adequate.  Debtor's often use this sward against the old s/p and force the old s/p to lend them more money and become the new post petition financer so that their lien does not get subordinated.

Priority of dip financing lender vs. the administrative claimants
· if you are working in a bankruptcy case, you need protection against super priority claims such as the dip lender or the old secured party (who is given a sweetheart provision saying that they are a super priority creditor who has priority over administrative claimants - which is you as the lawyer).  You need to draft your agreement saying that your retainer, which is paid up front, is earned upon commencement of the case, or something...

· contingent fees - how do these relate to administrative claimants - say debtor has causes of action against 3rd party defs, and the debtor has its general counsel running its ch 11, but there are special counsel retained to prosecute those causes of action on a contingency basis.   Section 328a: even if there is a contingency agreement (or any other agreement), the court may allow the estate to change the compensation agreed to after the fact if the terms of the agreement were "improvident" in light of developments not capable of being anticipated when agreement was entered into - like if estate gets a huge settlement and they don't want to pay the lawyer 50%, they can change that.  But lawyer can try to avoid this problem by anticipating this type of recovery in the agreement.

HYPO: you are counsel for new dip lender, and you are worried that the debtor will flop into a ch 7 and that the debtor will say that the dip lender had control over the debtor and claim breach of fiduciary duty - so you want to have a release of liability clause in the dip financing agreement.  This is known as anticipatory drafting.  

3rd Party Claims of the Estate: Causes of Action

Who can assert Claims on behalf of the Debor?   Hartford Case: Unsecured creditor sought to bring its own 3rd party claim against the collateral of the secured party to recover its defaulted payments as an administrative expense.  Issue is whether the post petition secured party financer is subject to 506c surcharge on collateral claim asserted by a 3rd party. Holding: 3rd party can NOT assert a 506c claim – code only gives that power to the trustee.
· To what effect does Hartford affect a 3rd party's ability to assert a 506c claim? Footnote 5 says that court did not rule as to whether the Bankruptcy court could allow (give permission to) 3rd party claimants if trustee fails to assert their claim. 
· Say debtor has claims against 3rd party def's, and debtor wants to sell those avoidance claims to secured party - court does not say whether this is allowed or not - so it is still up for grabs.

· HYPO: have debtor w/ insider guarantors and have old bank - have creditors committee.  Debtor has claims against the guarantors and the old bank, the creditors committee wants to come in and prosecute those causes of action b/c debtor has not.  The prevailing view is that we can't let the debtor sit on those cause of action so we have to let the committee come in and prosecute - and Hartford leaves it open to the courts to allow the committee to have standing.

Is there Adequate Protection by Assignment of Claims?
HYPO: debtor has causes of action against 3rd party def's.  Have secured party1 that is subject to priming and becomes secured party 2.  Say debtor allows s/p to prosecute the 3rd party claim and use the recovery as adequate protection. Does this assignment pass muster? 

· Suppose we have a cause of action under 548 - "trustee may prosecute cause of action".  According to Hartford, only trustee can prosecute - but the SC left this issue open. 

· Also, statute says that Trustee may recover for the benefit of the estate - suppose s/p recovers cash after prosecuting against 3rd party defs - is that recovery for the benefit of the estate? One argument is that by virtue of the assignment, the recovery still benefits the estate b/c it affords adequate protection to the s/p, but there is the flip side as well.  The issue is the timing of the benefit - can it occur b/f recovery?  

· Say that the estate really has to benefit from the recovery - how would you structure the deal if you still want to assign the claim to the s/p under 548, but you are worried about the benefit the estate prong?  You would have a clause that says that the estate will get a % of the recovery.

· But then don't you have possible conflicts of interests btwn the debtors estate and the prosecuting s/p - one might want to settle while the other might not - need to address these potential conflicts and properly allocate power in the assignment.  There are no laws yet on these issues b/c it is such a new concept.

What about selling causes of action?  

363b1: trustee may use, sell or lease prop of estate after notice and a hearing when not in the ordinary course of business.

Selling Property of the Estate: How does the trustee sell off chunks of the estate? 
· HYPO: debtor has a pool of assets which includes a stand alone business - you could have a standard auction, but in the real world, the purchaser will have to do due diligence to see if business is worth buying, which is very expensive.  
· So often there will be a broker that advertises the business as for sale, and say the business is really worth 4mill, and a buyer comes along and offers 2.5mill after doing 100K worth of due diligence - then a 3rd party buyer comes in and bids 2.6mill w/o doing due diligence - he is a free rider which discourages active inquiry of prospective buyers. 
· So what happens is that the broker will make deals w/ the prospective buyer offering him "break up" fees or "topping" fees to protect him in the case of an overbid by another buyer and for reimbursement for stimulating the market by doing the due diligence.

Selling of Causes of Action: instead of selling the business, the estate sells causes of action.  Still need due diligence to see the worth of the claim, and also need court to approve topping fees b/c often the defendant will want to come in and over bid for the claims.  Or even if the trustee wants to settle w/ the def, sometimes the court will tell the trustee to put the claim up for auction to see if anyone else will overbid the def so that the trustee will get a higher "settlement".

Tort Claims
363f: trustee may sell prop free and clear of any interest in such prop of an entity other than the estate (w/ lots of conditions)

· So this gets rid of any liens on the prop

· but what about other interests, like products liability claims? Problem of successor liability in situations of strict liability in Tort.  See Ray v. Alad.  
· To what extent can 363f trump the common law of successor liability in products liability tort claims?  The cases are mixed.  Some say that an interest in property means a lien, and that a tort claim is not an interest in property and are thus not covered by 363f. Then there is the issue of due process - no notice of bankruptcy to tort claimants so not fair to deny their claim.

· People are now "laundering" their companies that sold risky products by selling them under ch 11 and and extinguishing all tort claims in the sale.

MECHANICS OF CH 11

Voting: 

1. Classification Procedure

2. Cram Down Rule

3. Valuation

Scenario: have a simple estate - debtor has 1mill worth of assets, s/p is owed 1.3mill so he is undersecured and has a deficiency claim of 300K. Debtor also has 5 trade creditors that are owed 100K.  
· S/p seeks a relief from stay - need to show debtor has no equity in prop, and it is not needed for reorganization b/c the s/p is not going to vote for reorganization.  So the question is how the s/p deficiency claim going to be handled - how is it grouped and classified, and how is the voting going to work - to what extent can the t/c operate independently in the voting process given the s/p's deficiency claim.  
· The debtor will try to thwart the s/p's relief from stay by claiming that they can reorganize under ch 11 even when they know they cant - they do this to hold the s/p hostage to make sweetheart deals for the insider guarantors.

Propounding the Plan: How do you make the plan work - how do you get to the voting process?
Timing: The debtor is the one to file the plan. We want to give the debtor enough time to come up w/ a good plan, but if we give him too much time, then we are holding everyone else hostage while the debtor twiddles his thumbs.

· 1121b: debtor has 120 days to propound a plan - exclusive.  By giving the debtor exclusivity, we close the market place of ideas - there is no option for the creditors to vote on a ch 7 liquidation plan.

· 1121d: court may for cause reduce or increase the 120 day exclusivity period.  If debtor won the relief from stay fight w/ the s/p, Debtor will want to extend this period to stick it to the s/p.

Disclosure
· 1125b: b/f debtor sends out plan - solicitation, it must be accompanied by a prospectus w/ adequate info and a disclosure statement that is approved by the court. 

· What if you are a creditor who wants a ch 7, and you get this plan and you think its a joke - you think it is full of false info - can you send out a letter to other creditors letting them know this b/f the lawyers suck all the money out of the estate?  NO - b/c that would be solicitation of a new plan, and during this period, only the debtor exclusively can solicit a plan.  The only way you could do this would be to get approval of the court to reduce the exclusivity period.

· 1125d: whether the disclosure statement contains adequate info is not governed by any otherwise applicable non-bankruptcy law. This means that SEC regulations don't apply.  

· Ex of extreme abuse: Say there is a debtor corp that is in trouble and is bought by a shareholder and the s/h puts the corp into ch 11 and wants to buy up assets of troubled companies, so he tries to sell notes/stock to the public in order to raise money in the 11 - you can not do this b/c it violates sec laws, but he would not have to provide that info or the risks implicit in the notes b/c of 1125d. Hopefully the court will catch this.
VOTING

Acceptance of Plan:
1126c: a class of claims has accepted a plan if accepted by 2/3 in amt and 1/2 in number of the allowed claims of that class.

· So say that the t/c's have 5 claims and 100K in amt, and that the s/p has one claim and 300K in amt.  Say that all of these claims are grouped in the same class.  Say the t/c want the plan, but the s/p does not - can it be approved by the t/c's votes:  in order for the plan to be approved, we need 1/2 in number of claims - here we have 5/6 so we are ok.  But we also need 2/3 in amount - so we need 2/3 of 400K, which is more than 100K, so the plan is not approved.

Impaired Classes/Cram Down
1129: 

a. court shall confirm plan only if all* the following are met:

· 7. each impaired class has either accepted the plan or would get what it would have gotten in a ch 7.  Impaired class does not mean "hurt" class - it means altered.

· 8*. all classes must have either accepted the plan or not be impaired - every impaired class must accept. So if there is an impaired non-consenting class, then the plan fails.  But we will see that this is not the case.

· 10. At least one impaired class must have accepted the plan.  Doesn't this contradict #8? It does, but it was drafted w/ section b in mind - it sets the stage for a "sweetheart" class - a class that will vote for the plan even though they are impaired.

b. if all requirements of a, except for #8, are met, then court shall confirm plan as long as it is fair and equitable.  

· This is cram down, even though there may be an impaired non-consenting class, the court can cram the plan down their throats.  So even though 1129a is supposed to be the default setting, 1129b is the one that is most often used b/c you don't need all impaired classes to consent - but you do need at least one consenting class.  So you are searching to find that one consenting class.

· So the big issue is whether we can split the s/p's deficiency claim from the t/c's claim so that we can put them into different classes - b/c if we can, then if we can get the t/c's to accept the plan, then we can cram it down the sp's throat.  The trade creditors will want the ch 11 b/c they will get more money for their dollar than in a ch 7 - say in a ch 7 liquidation they would only get 10 cents to the dollar, and in the ch 11 plan they would be getting 25 cents to the dollar, if there is any chance that the ch 11 will work, they will want it.

Shareholders
Why do we do cram down plans?  What about shareholders - won't they automatically be wiped out?  If so, why would any corp file ch 11 b/c it is the shareholders who decide which to file.  So the question is whether the shareholders can keep something thru the ch 11.  

1129b1: provides for the cram down plan where we have one consenting class so long as it is fair and equitable.

1129b2: says what is fair and equitable - for unsecured claims, it cryptically instructs you to rank the creditors, which goes from s/p to t/c to the s/h.  What the code 1129b2Bii seems to say is that unless a class gets paid in full, nothing can be retained by/paid to a junior class.  

· This is known as the "Absolute Priority Rule" - you can't pay the juniors unless the mid level classes get paid in full.  Remember, this only applies to an impaired non-consenting class.  

· So say the s/h would accept a plan, even though they would be getting less than they would have outside of bankruptcy, b/c the s/h's know that they will get more thru the ch 11 than if the corp flopped into a ch  7.  But in order for the s/h to get anything, the t/c's and the s/p's deficiency claim must get paid in full. This absolute priority rule would make cram down plans virtually impossible.  Despite this rule, there is a way to make this work w/o paying the t/c's claim in full.....

· Say we have a debtor, a s/p w/ a defiency claim, and t/c.  Say the t/c's are the impaired consenting class, and the s/p is the impaired non-consenting class.  Say the under the plan, all of the parties - the s/p, the t/c's and the s/h - were going to get stock.  This would not be ok under 1129b2 - if s/h receive stock on account of their interest as a shareholder, this violates the rule - they would be receiving something when the s/p, who is senior, does not get paid in full.  But what if the s/h put something in to the corp - what if they put in new value to the re-organized entity and that is why they got the stock....

· Exception: "New Value Exception": if the s/h put in new value to the re-organizing entity as part of the plan, then they are entitled to interest in the corp, even if they are junior to other non-consenting classes.   The problem is that the opportunity given to the shareholders is subject to collusive behavior - they were the ones who drafted the plan. 

203 N. La Salle Case: Doesn't really say whether the new value exception is valid, or what amt of new value is needed, but they did expressly say that the right way to do a new value plan is to hold some sort of equity auction.  
· The court contemplates the situation where there are multiple levels of creditors and the plan gives money and stock to the t/c's, the s/h are going to put in a substantial amt of money in exchange for which the estate is going to give them stock.

· The court said that if the plan proposes the transfer of equity (stock), then there needs to be an auction - outside bidders need to be able to come in and outbid the inside s/h bidders - this will help assure that there will be a genuine contribution by the s/h of new value.  
· But the inside shareholders have a built in advantage in the bidding process b/c the outside bidders have to discount their bids due to information costs. Also, there are problems w/ competitors or the s/p (if s/p has a huge secured claim and a small deficiency claim) coming in and bidding in order to acquire the corp and shut it down (in the case of the s/p, they want to shut it down so they can foreclose on their secured claim) - the courts are trying to cure this by disqualifying some bidders if not in good faith.  

Claims against the Debtor and their effect on the voting process:

HYPO: have debtor, 3 t/c's, and an under-secured party. So the 3 t/c's and the s/p all have claims against the debtor - if one person buys up all of these claims, then they are in charge of the ch 11.  But you don't need to buy all the votes in order to be in charge.  
· Can the s/p buy claims of the t/c's in order to get control of the voting process?  This is strategic buying to block the 11 - in theory, you can do this - you can buy up claims to get strategic control.  The question is how do you do this.  Say each of the 3 t/c's claims is worth 100K, and say you buy two of them for 10K (b/c the t/c's think that the 11 will fail and they won't get more than that in a ch 7), can you vote on those claims at their full value (100K)?  Yes - the courts have not ruled the other way yet.

Impaired Claims
1124: class of claims is impaired unless the plan does not alter the contractual or legal right.  So impaired does not mean hurt, it simply means altered.  If the plan was to pay a t/c 99% of their claim right now, and then 1% in 30 days, the t/c is impaired - he is not hurt b/c in 30 days he will be paid in full, but his claim is altered b/c he is contractually or legally entitled to payment in full now.

HYPO: debtor propounds a plan that goes no where.  S/p comes in w/ his secured claim and his under secured deficiency claim - exclusivity has been terminated so the s/p puts out a competing plan (1121c).  This is a cram down plan so we need one consenting impaired class.  Extreme example: If the plan impairs the s/p's own unsecured claim, then he can be the sweetheart consenting class - like if he was entitled to foreclosure but the plan gives him a cash payment - here, his rights have been improved, but they have been altered, so he is impaired.

Classification: in the past, there was alot of creative classification.  There would be a debtor w/ lots of diff kinds of t/c's that the debtor would try to place in separate classes - like they would say that the regular t/c's would get 10% per dollar, the s/p would get 2% per dollar, but the other t/c's which the debtor said were crucial t/c's would get 90% per dollar - thus, the debtor would try to make that small crucial t/c class the sweetheart class.  But the court said that that is not ok - there needs to be a legitimate reason for separating classes - there needs to be a valid business justification  - see Greystone Case.

· Some courts, including the 9th cir, are very unwilling to separate classes - they often will lump the s/p's deficiency claim in w/ the t/c's.  So the appellate courts are very restrictive on classifications, but for some reason, the trial courts are very lenient and will allow gerrymandering of classes.

· HYPO: say you have a debtor who owns an apt bldg - you have a secured party w/ a huge deficiency claim and you have t/c's like the gardener and the garbage man - can you make these t/c's a sweetheart class - usually not - they are not "special" - they are a dime a dozen - if you can't make an incredible uniqueness argument to allow the gerrymandering of the sweetheart class, then the court won't let you do it.

EXECUTORY CONTRACTS

HYPO: you are a debtor wholesaler of oil and you entered into a long term agreement to buy oil from oil supplier at $40/barrel. This is reasonable at the time b/c the price of oil is rising - this is the current market value - the contract is for 2 years and the debtor was going to resell it at $45/barrel.  But on Oct 1, the price of oil drops to $28/barrel and no one wants to buy the debtor's $45 barrels.  So the debtor files a ch 11 - it wants to stay in business and it wants to reject this executory contract w/ the oil supplier - so the debtor wants to continue performing but does not want to honor its contract anymore, so it is using the ch 11 strategically.

Section 365: the trustee may assume or reject any executory contract.  

Executory contract = when performance is due on both sides (so the oil supplier has not shipped yet - he has agreed to ship, and the debtor has agreed to pay - both sides need to perform).

Default by the Debtor
b1: If there has been a default in executory contract, trustee can not assume contract unless

a. trustee cures default, or provides adequate assurances that there will be a cure

b. compensation for any loss resulting from the default

c. provide adequate assurance that no default will occur again - that they will stay in compliance w/ the contract.

b2: Exception: not all "defaults" trigger the need to cure – like if there is a clause in the contract saying that if the debtor files bankruptcy then he is in "default", that default does not trigger section b1.  So default provisions that do not trigger section b1 are:

a. the insolvency or financial condition of the debtor at any time b/f the closing of 
    the case - so the bankrupt does not need to cure the default if they are in fact 
    insolvent.

b. the commencement of a bankruptcy case

c. appointment of a trustee

d. the satisfaction of any penalty rate or provision relating to a default arising    

    from any failure by the debtor to perform a non-monetary obligation under the 
    contract.  

· Ex: like if there is a provision in a franchise contract saying that the "door shall be open everyday" - and the franchisee has to close for 3 days, so they defaulted on this non-monetary obligation.  How would you cure this pre-petition non-dollar default of closing for 3 days? It makes sense that the debtor shouldn't have to cure pre-petition non-dollar defaults when there is no way to cure them.  

· But - the 9th circuit (Claremont case) held this section to mean that if there is a penalty provision regarding a pre-petition non-dollar default then there is no need to cure, but if there is no penalty, then you would have to cure it in order to permit assumption of the contract - they read the word penalty to relate to both the word rate and the word provision.

Assignment
c1: trustee/dip (estate) may not assign or assume executory contract if applicable non-bankruptcy law excuses the non-breaching (non-bankrupt) party from accepting performance from someone else (assignment) - ex: under normal contract law, you can assign rights, but not duties - so the types of contracts that are non-assignable are things like personal service contracts, and IP licensing contracts.

· so take recording artists, if an artist goes bankrupt the artist would say that they had to be released from their contract b/c the trustee may not assume an executory contract if record co does not have to accept performance from someone else.
· According to the literal language of the code, if non bankruptcy law prohibits assignment, then mere assumption w/o assignment is not allowed.  So mere assumption by the dip, the one who is essentially a party to the contract, can not assume (continue) the contract if under non-bankruptcy law, the contract is unassignable.  
· Say you have a non exclusive patent license, which is not assignable, and you have a licensor who licenses to the bankrupt the patent - and say there is a secured party who's interest is secured by the license - when the debtor goes bankrupt, the dip can not assume the contract - so the license reverts back to the licensor and the s/p's security is extinguished. The s/p would want to make a deal w/ the licensor b/f financing the debtor saying that in the event that the debtor goes bankrupt and the license is extinguished, the licensor would transfer the license to the s/p - outside of bankruptcy.

· It doesn't matter if there is a non-assisgnability clause - it depends on non-bankrutpcy law.  

f1: except for section c, trustee may assign the contract (except for a few specified kinds), but

· f2: trustee may assign the contract only if trustee assumes contract and adequate assurances have been given by the assignee - this is provided so that the debtor can retain/assign below-market contracts when they other wise, w/o bankruptcy, would not b/c of a contract provision.  So you can strategically use bankruptcy as a means of capturing that value.

n: Special rule for Intellectual Property: if trustee rejects exec contract where the bankrupt is the licensor, then the licensee can elect to retain its rights (n1b).

· 101(35)a: a trademark is not included in the definition of IP, so this special rule does apply to trade marks. Always check - terms are not self defining.

c2: trustee may not assume or assign an executory contract if such contract is a contract to make a loan for the benefit of the debtor.??????????

Timing:

d1: under ch 7, if trustee doesn't assume or reject exec contract w/in 60 days, then the contract is deemed rejected.  under ch 11, trustee may assume or reject at any time b/f the confirmation of the plan, but the court may specify a time period pursuant to a request by a party - so under ch 11 the time limit is open ended.

e1: notwithstanding any contract provision or applicable law, exec contract can not be terminated after the commencement of the case solely due to:

· a: the insolvency or financial condition of the debtor at any time b/f the closing of the case (so this trumps non-bankruptcy partnership law that says that if one partner goes bankrupt, the partnership is automatically dissolved).

Attorney Fee Clauses: reciprocity
HYPO: suppose we have a contract btwn two parties, rich and poor, and the contract contains an attny fee clause, saying that rich party gets fees if they prevail in court - calif provision 1717 turns that clause into a reciprocal clause.  If rich wins, would they really be able to collect the fees from the insolvent poor?  No.  But, if poor wins, they would be able to collect from rich.  So be careful of this clause - rich thinks they are being smart by putting it in the contract, but really, it can come back to haunt them and not help them.

LEASING
In general: have L (landlord), T1 (tenant), and T2 (tenant 2).  T1 can sublease by assigning property to T2 - so T2 is in privity of estate w/ L, but is not in privity of contract w/ L.  Or T2 can assume the assignment- this means that he is in privity of estate and privity of contract w/ L.

Commercial Leasing: so we know that executory contracts are either assumed or rejected by the estate - if the estate does nothing, it is deemed rejected.

HYPO: have landlord and real prop and a long term tenant who eventually goes bankrupt.  B/f bankruptcy, the tenant gives the long term lease trust deed and a note to a lender.  So once the tenant goes bankrupt, if the estate does not chose to assume the contract and the lender does not have a side deal w/ the landlord, then the lender has an evaporating collateral problem. 
· Some courts have a solution for this - 365d4: lease is deemed rejected, doesn't say that the lease is deemed "terminated" - lease still exists even though estate has rejected it - some courts allow this in order to avoid a forfeiture.

Shopping Malls: this is special interest legislation b/c shopping malls are unique in that there is a synergy btwn the tenants, we need to know under what circumstances can the estate of a bankrupt tenant assume or assign executory leases?

· 365b1: if default in unexpired lease, trustee can not assume unless adequate assurances

· b3: adequate assurance for lease in shopping ctr includes source of rent or financial condition of asignee in the case of assignment.

· b3C: assumption or assignment subject to all provisions including provisions such as radius, location, use, or exclusivity provision.  So if there is a department store next to a shoe store, and they each have exclusivity clauses or radius clause (no other shoe store w/in 500ft), and then the dept store goes bankrupt and wants to assign to a shoe store, they can not.  This can cause problems b/c if there is a tenant w/ a use clause that says the store will only sell Ugg boots, then they go bust, and no one else wants to take over the Ugg boot store, say they want to sell flip flops - how closely do you read and interpret these provisions.

· b3D: assumption or assignment will not disrupt any tenant mix or balance in such shopping ctr - don't want a slummy store in a fancy mall - want a good synergy of stores too - like want a woman's store next to a man's (like a Nordstrom next to a Shaper Image).  Tenants have standing to complain if the assignment disrupts the tenant structure.

Kikkers: say you have a tenant w/ a long term lease, and the lease is below market (cheap lease), so the landlord wants to let that tenant go and get a new tenant.  Say t1 wants to assign to t2 - t2 will pay a large sum of money to t1 in order to get assignment - under calif case law, t1 can do this and landlord can't stop him, but the calif legislature revamped the commercial leasing statutes which says that the landlord can w/hold his consent unreasonably, and landlord gets a piece of this "key" money paid by t2 (aka "kikker").  
· Now, t1 goes into bankruptcy and still wants to do this deal w/ t2, can the landlord still get a piece of the action?  No - under bankruptcy law, the kikker can not go to the landlord.

Jurisdictional Issues
Bankruptcy courts are not article III courts, they are article I courts - so the judges do not have lifetime tenure and one is not really bound by the decisions of the court b/c the court changes.  Congress came up w/ a solution - 

28 USC 1134
· a: district court has jurisdiction of title 11 cases (bankruptcy cases).

· b: even though dist court has original jurisd, it does not have exclusive jurisd.

· c: dist court can abstain from hearing certain types of bankruptcy cases.  
· c2: dist court shall abstain from hearing a case that has a concurrent state 

  claim not under title 11.

28 USC 157
· a: district court may refer to the bankruptcy judges - so bankruptcy courts are simply exercising the jurisdiction of the fed courts

· b: bankruptcy court may finally decide all the bankruptcy issues and all core proceedings arising under title 11

· c: bankruptcy court may also hear related claims that are not core

· d: dist court shall w/draw its referral to the bankruptcy court if case requires consideration of title 11 and of other laws dealing w/ interstate commerce.

Jury Trials: bankruptcy courts have jury boxes, but they are never used.  So the bankruptcy courts can conduct a jury trial, but they never do.  This is a way that a defendant can get out of bankruptcy court if they demand a jury trial b/c they will often be kicked back to dist court. 

· Note: by filing a claim in bankruptcy, you have waived your right to a jury trial.
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