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Troy McKenzie

I. Introduction

Class Notes

Debt: It is a good thing. Better-off, access to credit, makes consumption more smooth, it evens out income, fosters investment. 

Debt( obligation to pay = creditor

Equity ( no contractual obligation to pay = owner (residual claimants); there is no limit on the upside

Financial Distress: capital structure makes it difficult to survive

· Generates enough income to pay production costs, but not enough to pay production costs + debt! = fin distress. 

· Bankruptcy can play a role in these situations by changing the capital structure of the firm. 

· Court decision to liquidate it (scrap value) or to reorganize it (on going value of the firm). 

Economic Distress: business is not doing good.

· Pv of firm’s income < (is lower) than Pv of firm’s expenses = eco distress

· Bankruptcy cannot help firms in this situation

· Solution: end the business, liquidate the remaining assets. 

[Butner v US]

· Pre bankruptcy code case

· 1898 Bankruptcy Act

· Golden: insolvent Debtor (D); Butner wants to get pais. He is a secured creditor: holds II Mortgage

· During proceeding the property is generating income: collected by agent appointed for that purpose for a total amount of $160,000. 

· First instance: appointment of agent means that there was a change in possession of the property, Butner can attach his lien to the rents. 

· Supreme Court: certiorari because different circuit were dissenting on the issue. 

· Your rights as a creditor do not depend on bankruptcy rights

· North Carolina law will govern, not federal law. [Erie]

· Finding differently means that your rights as a creditor will vary whether there is a bankruptcy proceeding or not. Allows for forum shopping. 

· Bankruptcy will respect state rights unless there is a reason to depart from this. Substantive rights will not change. 

Credit: 

1. Gral: IOU general creditor. Obligation to repay the debt: a) ask for the payment, b) sell the obligation to someone else, c) Cannot resort to self-help, d) court: default judgment, “reduce your claim to a judgment, this gives you a LIEN. The Lien allows you to go to the sheriff (writ of execution) ( he can seize the property and sell it to satisfy the judgment. Lien gives you priority over other creditors. First in time. 

2. Secured: enforcement mechanism: statutory. If it is a secured interest in land is will be a Mortgage, if it is personal property UCC § 9. A secured creditor can lay claim to a specific asset. He can: a) take possession, publicly declaring that he has a security interest in the encumbered property. UCC filing! Easy, fill out a form with the Secretary of State of NY, makes this publicly available. 

· D gives a security interest: interest attaches to the property; public notice of the interest: perfects the interest: priority over other creditors. 

· Self-help so long as there is no breach of peace. 

· UCC § 9 allows a secured creditor to take possession of the collateral and sell it at an auction. 

FoundationS

Jackson
· Basic justification for individual bankruptcy: insurance. 

· Future income: if Debtor is under water he will not remain chained forever. Fresh start ( come out of bankruptcy with your future income intact. 

· Mandatory firm of insurance: forces lenders to policy entensions of credit. 

· Individual person: externalities: is related to others and these might suffer as well. 

· 2005: change in the Bankruptcy Code: too many D were having access to the fresh start: weak people were getting into trouble and there was a need to put a stop to the instant gratification that would put them in trouble in the future: education: solution ( income test: if earning above certain median, D forced into a CH 7 or 13: compromise future income. 

Warren-Baird

· W: bankruptcy was there to resolve problems with eco-fin distress. When there is insolvency someone has to bear the loss: bankruptcy is all about who should bear this loss: individuals, employees, community? 

· B: there is a single rationale for B: collective problem: multiple defaults

Ch 7: “case” umbrella matters. (Proceedings are individual things that happen during the course of a case)

· Liquidation proceeding

· Collect assets: taken away all but EXEMPTED. Distributed to creditors

· Fresh start for individuals; firm: gone. 

· Trustee is in charge of maximizing value of the estate. 

Ch 11: firms in financial distress; plan of reorganization. You can also liquidate. Debtor in Possession (DIP) enjoys the same rights as the Trustee: management retains its position. 

Ch 13: individual: keeps property; works a plan with creditors for payment over time. There is no discharge. 

A. Casebook: Framing the Problem 

· Extensions of credit help both: creditor/debtor. Individuals depend on credit to finance their educations, homes, organize their lives. Business ventures need capital

· Overwhelming majority of loans to individuals and firms are repaid in full. 

· Creditors: remedies that can be invoked individually + US system also offers a group debt collection remedy. Bankruptcy. 

· Non-bankruptcy rules: 

· Individuals: 1) premised on individual creditors pursuing their own remedies. “Collective action problem”, 2) premised on the assumption that there enough assets for all. 

· Bankruptcy’s “fresh start” is an insurance policy. 

· Firms: 1) failed in the market place: this system does not offer a sensible way to shut the firm, generating discrimination among creditors, 2) when a firm could survive as a going concern: prevents it from readjusting its capital structure.

Debt Collection Outside of Bankruptcy 

· Procedural and substantive components: procedurally: tells us how the creditors are going to enforce their claims vs. debtor ( go to court, successful: reduces its claim to judgment, the creditor may then call on the state to seize the debtor’s assets and sell them to repay the creditor. 

· Procedural rules demarcate the substantive rights of creditors and debtors. (i.e. lay claim only to a % of a worker’s wages, exempt property, etc)

· General creditors/lien creditors/secured creditors: contract law

· Rights vs. other creditors: “Priority”. One of the most important questions in bankruptcy is the extent to which these non-bankruptcy priorities should be recognized inside bankruptcy. 

· Rights of General Creditor
· Debt collection process: Non Judicial Remedies: send another bill/stop your side of the bargain/ask for payment/threaten to sue/sell debt to collection agency/reporting the debtor’s name to a credit bureau. 

· JUDICIAL remedies: self- help remedies are not available to unsecured creditors. 1) Provisional Measures, not freely available, post a bond, show some danger, 2) Win lawsuit in order to establish priority and to obtain payment: judgment(docketed: recorded on a judgment roll.

· Land: more formalities, public records. In most states judgment establishes a LIEN on a debtor’s real property: encumbers the property in the creditor’s favor: establishing priorities

· Personal Property: taking physical possession of the object. Docketing gives creditor the right to obtain a “writ of execution” from the clerk of the court. Directs the sheriff to seize and sell sufficient property to pay the judgment entered in creditor’s favor. When assets not readily movable: “levy”: disarm machine, put others on notice. Intangible assets: “garnishment” money. Force the bank or customer to pay the creditor instead of debtor. 

· State Supervised Sale: for both kinds of property. In some states the property is appraised setting an “upset price” below which the property cannot sell: rationale: protection of debtor and junior creditors. Surplus: after paying expenses, judgment, is distributed to junior creditors or returned to debtor. 

· EXEMPTED property: equity in debtor’s home; life insurance policies; pension funds; tools of trade; household furniture). Federal law: Consumer Credit Protection Act: limits to wages garnishes. 

· Rights of Secured Creditors
· Contingent property interest that ripens when the debtor defaults. Priority over other creditors. “Security Interest”

· Land: Mortgages. Notices: perfect the interest. Estate Records

· Personal Property: Article 9 Uniform Commercial Code. Agreement with debtor: take collateral in the event of default.  If not in writing the creditor must take possession of the collateral. (Attached) tangible personal prop, cure problem of ostensible ownership by taking possession. Both steps: “Perfected”

· Self help: repossession before going to court(only if there is no breach of peace.  A9 UCC (when the debtor does not object)  

· Under state law property exempt from execution by unsecured creditors generally is available as collateral for secured debt.

· Timing: A9 UCC: notify the world of their claim. Filing: financial statement, id the type of collateral  

· Intangible property: account receivable: perfection only possibly through filing. 

· Super priorities: Purchase Money Security interest. A9 UCC Follow rules: file promptly. Debtor must inform other secured creditors of this super priority. . 

Theoretical Bases of Bankruptcy

i. Overview [Butner]

· Pre-bankruptcy Code case

· Golden: insolvent-debtor; Butner wants to get paid. Secured Creditor: holds second mortgage(property generating income during the proceeding. 

· Agent appointed to Collect Rents $160,000

· Held: appointing agent meant that there was a change in possession on the property; Butner can attach his lien to the rents

· Supreme Court: your rights as a creditor don’t depend on bankruptcy rights. North Carolina law will govern. Underlying rights would be different whether a bankruptcy entails or not: encourages forum shopping. 

· State law applies unless there is a special reason to depart from it. 

“ Congress has generally left the determination of property rights in the assets of a bankrupt estate to state law. Unless some federal interest requires a different result there is no reason why such interests should be analyzed differently simply because an interests part is involved in a bankruptcy proceeding.” 

· Bankruptcy law changes in some ways the rights of creditors and debtors. [Butner] Bankruptcy law respects rights that exist outside of bankruptcy unless s specific bankruptcy provision or policy requires a different rule. 

· Purpose: 

1. Collective Action problem: forces diverse creditors to work together and stops the destructive race to assets 

2. Fresh Start: insurance to all borrowers. At the beginning this was not so…main purpose punish debtor. Changed with Statute of Anne(keep 5% and be free of pre-bankruptcy obligations. 

3. Reorganization: Firms that are in financial distress, not economic. Firms: CH 11 provides a process through which firms can restructure their capital structure. 

ii. Individuals

iii. Firms

Bankruptcy Court & Code

· 1898 Bankruptcy Act: 

· Discharge to individuals CH 7 (after 2005 reform: no longer available to everyone. High income individuals(channeled to CH 13

· Restructure obligations CH 13

· Financial Distress, CH 11 process permits the creditors of insolvent firm to keep the firm intact if it is economically viable. 

· Definitions §101 heart of the code. Focal point in many disputes. Introduction to the language. 

· Chapter III: case administration. Court scrutinizes the hiring of lawyers and other professionals. Disinterested. 

· Chapter Vii: trustee, CH XI debtor in possession. 

· U.S Trustee in charge of providing administrative oversight of bankruptcy cases and ensuring that they do not languished in bankruptcy court. 

· § 362 automatic stay upon all creditors.  Cease debt collection efforts from the moment the petition is filed. It is just a presumption. Court may lift it when creditors show that there is cause or that the interest is not adequately protected. 

II. Commencement of the Case

A. Debtor

§ 109 (a) 

§ 101 (9); (41)

§109 (d)

i. Casebook:

· Types of Entities eligible for bankruptcy. 

· Discretion of a judge to dismiss cases when the debtor is properly before the court but its problems are better solved elsewhere. 

· Eligibility

· §109: bankruptcy relief appropriate for: §109 (a) Limits it to “PERSON” defined by § 101(41): individuals, partnerships, corporations who resides or has domicile, a place of business, or property in the United States. 

· Corporation( further defined §101 (9) describes various entities that behave as a corporation. 

· Beyond this: 109 describes the eligibility by type of debtor for each chapter (READ SECTION)

CH 7: liquidation chapter; cannot be used by railroads (forced into CH11), domestic or foreign insurance companies, banks, savings banks, saving and loan association, credit unions or the like (COMPLETELY excluded from being debtors under bankruptcy code).

CH 9: available only to “municipalities”: political subdivision or public agency or instrumentality of the State. 

CH 11: reorganization available to any person who may be a debtor under CH 7 + railroads BUT not a stockbroker or commodity broker (excluded from here should go to CH 7 special rules governing the liquidation). §109 (d)

Ch 13: available ONLY to an individual with regular income…owe less than unsecured of 336, 900 + secure 1,010,650


Sacrifice some future income earned through her human capital but at the same time is able to retain some or all of other nonexempt assets. 

- Business Trust included in definition of a corporation and hence a “person” within meaning of §101(41)( eligible for bankruptcy.  “Massachusetts business trust” predates the corporation. Form of the commercial enterprise that most effectively limited the liability of its investors to the amount of capital they contributed. 

[In re Treasure Island Land Trust]

	Plaintiff
	The debtor is not entitled to be a Debtor

	Facts
	- Petition filed in name of TILT on Nov 29, 1979

- Nov 30 secured creditors moved to dismiss the petition on the basis that the Trust is not entitled to be a DEBTOR. 

- Trust: contractual document Land Trust Agreement. 1971. 

- §109(a) only a persona that resides in the US or has a domicile a place of business or property in the US can be a debtor…

(d) only a person that may be a debtor under CH 7…definition of person in §101(41)…definition of corporation §101(9) Includes business trusts. 

	Legal Issue
	TILT is in reality a simple trust and as such it cannot be a debtor under the Bankruptcy Code. Movants present a motion to dismiss. 

	Holding
	Motion to dismiss granted. 

	Reasoning
	- Debtor 

1. Contends that it is a business trust. (Illinois trust land is similar to business trust, present state law. 

a.  However: nowhere in the instrument does the word land trust appear, not Illinois. Florida Law governs.

2. Look at economic realities, not form! Created to carry on business and then divide profits.  Operates as a business enterprise. 

a. Unable to point to any business activity. 

b. Court is faced with continuous assertions and conduct to the contrary: SEC filing.  Trust sought to avoid registration requirements of Securities laws. Estoppel theory binding the creditor to its own representations?

· Movants contend that they are not: look at the language of the instruments creating the trust. 

· Difference b/w business trust and others is that it is created with the purpose of carrying on some kind of business or commercial activity for profit. (object of the others: protect and preserve the trust assets) Language of A 5 Trusts: “to hold title and protect and conserve property until sale, liquidation or disposition”

+Equity consideration: embraces consistency. Courts view TILT has become a business trust on November 29, 1979 a day after it filed its petition. Not registered in Florida as a business trust as required by Florida law. 

+TILT does not qualify as a business trust within the meaning of the code. 

· Motion to dismiss granted!


· Moving to dismiss: this entity is not a person for the purposes of the bankruptcy code
· § 109-B defines person: corporation: business trust. 
· Were not regulated by SEC represented they were not a business trust, “we just hold assets”. In B court they argue that they are a business trust. Economic reality shows they are in fact a business trust. Estoppel Argument: make them stand for what they have represented before. 
· No coordination problem in this case, secured creditors were the only one that mattered. 
· Motion to dismiss granted! Because they are a trust that does not come under the definition of person under § 109, they cannot be D in bankruptcy. 
B. The petition

§ 301

§ 303

§ 301: voluntary petition: automatically triggers bankruptcy machinery: petition itself is an order for relief. 

§ 303: involuntary petition is harder to obtain: requirements in terms of Creditors and amounts of claims (cannot be contingent). Debtor responds, claimant required to post a bond. 

Pre-commitment: difficulty in creating a bankruptcy remote provision: negates the basic policy: b as an insurance for D. (Jackson “cannot commit not to seek bankruptcy protection)

i. Casebook

Overview

- Mechanics of commencement requires action by Debtor or Creditor. 

- Can parties agree in advance not to file for bankruptcy relief?

- Voluntary filing: §301 serves as an order for relief: petition satisfies conditions necessary for the court to administer the case. (no insolvency requirement or other)

- Involuntary: §303 in CH 7 &11: not vs. charitable organizations or farmers. 

· Petition of 3 or more entities, holder of a claim vs. debtor….hold non-contingent claims, specific amount…

· Partnership: any general partner can commence it

· Petition of a foreign representative of the estate in a foreign proceeding concerning the debtor.  

Limitations:

. Protect going concern value

. Creditor could apart from being that be a competitor wishing to put him out of business quickly. 

. Commencement of the case is NOT an order for relief. Court will issue one after the filing if the petition is not controverted by the debtor. §303(h). If controverted, court will issue the order of relief if the debtor is “generally not paying its debts as they become due”. 

C. Bankruptcy remote provision

[In re Kingston Square Associates]

-Mortgage back securitization: + corporate governance provision known as bankruptcy remote.  Designed to make bankruptcy unavailable to a defaulting borrower without the affirmative consent of the mortgagee’s designee on the borrower’s BOD.  

	Facts
	-Group of entities owning apartment complexes had this clauses. Despite the belief of the principal that the properties had value over and above the encumbrances against them. 

- To prevent loss of this claimed value and potential for reorganization, Debtor paid a law firm to solicit creditors to file for involuntary CH 11 petitions. 

-Movants: Chase and REFG §1112b.  Ginsberg colluded with petitioning creditors and their counsel

-Debtor became indebted to the Movants: 2 loans MLG I & II: mortgage on each property + cross collaterzation + cross default provisions. Each company needs unanimity in BOD to file for voluntary relief. 

-Appraisal valuing properties: $384M…equity may exist in the properties. 

- Agent: no knowledge of fiduciary duties as Director. Only after involuntary filings did he learn that he owed duties to Sh and Creditors. Richardson. No understanding of bankruptcy remote provision. 

	Legal Issue
	Ought the solicited filing be dismissed as “bad faith filings”? Was there collusion?

	Holding
	Filings were solicited but not collusive. 

	Reasoning
	Movants:

Cite to [Cortez] certain circumstances a collusive filing of a bankruptcy case is fraud upon the jurisdiction of B Court and susceptible of immediate dismissal. 

-Bankruptcy proof provision in a bylaw does not prevent outside creditors from banding together to file an involuntary provision. 

- Respondents did orchestrate the filing( intention was to circumvent the inability to act in face of the foreclosures to preserve value of the estate. 

-Bad-faith will not de found where the primary motivation of petitioning creditors was to prevent further dissipation of assets through foreclosure in an attempt to facilitate an orderly workout among all creditors. 

- § 1112(b): requires consideration of what is in the best interests of creditors and the estates. On record only who would benefit form the dismissal would be the Movants. 


- General Rule: D cannot waive the right to file for bankruptcy. Applied to individuals and corporations. 

- [United States v Royal Business Funds] dicta: such waivers generally were not enforceable. 

- Allowed the functional equivalent of a waiver in circumstances where the D is not an individual. Securitization: sale of receivables to a SPV. SPV’s assets would not be subject to the firm’s bankruptcy. 
D. dismissal and abstention

· Court or party can have a case dismissed despite proper commencement because the D does not have problems that B law is designed to solve. 

· D: reasons for resorting to bankruptcy: 1) relieve debt burden, 2) reorganize, 3) abuse spend credit card for holidays, etc…

· 2005 Bankruptcy Act

· New limits on individual consumer debts. Court may dismiss Ch 7 case, or with consent convert it to a CH 13, 11 if the court considers that the grant of relief would be an abuse of the bankruptcy process. 

· New grounds for dismissal or conversion: earn more than median income in the debtor’s home state, certain people can move for such a dismissal or conversion or court on its own motion. 

[In re Colonial Ford]

	Facts
	-Jan 77’ Colonial Ford, D, ceased operation as automobile dealership. 

-May 75’ litigation with Ford 3 lawsuits one judgment vs. Colonial for 2,897,125. 

-July 81’ Colonial and creditors settled differences. Concluded 3 lawsuits. Reduced claims + 9 month grace period to sell or refinance the dealership site. If this did not happen a decree of foreclosure would be entered. 

-Colonial unable to comply with settlement. Filed Petition under Ch 11, March 82’. 

-Ford Credit filed a motion to abstain §305(a)(1).  

	Legal Issue
	Can Court grant a motion to dismiss given that there was a comprehensive out of court workout in place?

	Holding
	Motion to Dismiss Granted! 

	Reasoning
	. §305 a-1 policy embodies in several section of Code: favors “workouts”( private, negotiated adjustments of creditor-company relations.  Bankruptcy last resort. 

. Most business arrangements occur out of courts: also known as common law composition. Quick and inexpensive. 

. When inadequate: bankruptcy court is alternative. 

. Why favor workouts?

· Expeditious. Flexibility conducive to speed. Bankruptcy is long, creditors loose value of money: Code try to amend this (creditors can file plans, modification absolute priority rule, expensive jurisdiction of the court)

· Economic: avoids the superstructure of the reorganization: trustee, committees, professional representatives

· Sensible: participation from all parties in interest, good faith, conciliation and candor. 

. Some threaten to disrupt out-of-court negotiations by filing involuntary petition/buyers remorse seeks recapitulation of settlement in bankruptcy( §305 a-1. Court may dismiss, after notice and hearing, or suspend, if the interest of creditors and the debtor would be better served. 

. Applicable in voluntary and in. Consistent with policy encouraging workouts. 

. In this case interests are better served with dismissal: they agree to a workout because it ended litigation, compromised their claims, the PV amounts realized at payout or foreclosure exceeded what they might have gained over time. Not a workout with an eye to recovery.

. §305 a-1 useful achieving goal of favoring workouts. 

Order of dismissal under this Section non-reviewable!! Use sparingly. In this case it is appropriate!!


- Possible when all creditors agree…this in turn means that one of the major purposes of b court is not engaged: collective action problem. 

III. The Automatic Stay

§ 362; (d); 

i. Casebook

Creditors

· For collective bankruptcy proceeding to be effective ALL efforts by creditors to obtain repayment of their debts must STOP. 

· Automatic Stay.  Prevent a race to the debtor’s assets but otherwise to alter the relationship between D and society. 

· §362 

· stays creditors from bringing actions or enforcing judgments against the D when they arise from prepetition life. 

· Prevents anyone from taking possession of D assets o exercising control over it. 

· Starting place. But IF 3rd parties want to reach property that is not necessary for te D reorganization or in which D has no equity then they can ask for the stay to be lifted. § 362(d)

1. Limits actions by creditors

2. D property not dissipated while its affairs are being sorted out

3. Government. Police and regulatory power (establishing rights as opposed to executing them)

-Tantamount to an injunction by operation of law

- §362 a list of prohibitions. 

· Stay commencement or continuation of any action vs. the D

· Any act to collect assess or recover a claim vs. D

· Enforcement of a prepetition judgment 

· Disallows any action to gain possession of/exercise of control over property of the bankrupt estate. Including any act to create, perfect or enforce a security interest or other lien r to set-off any debt. 

Limits

· Not apply to actions vs. III Parties or property of III Parties. (still draw on letter of credits)

· Creditors may pursue guarantors or codefendants of the D

[Official Bondholders Committee v Chase Manhattan Bank]

	Facts
	-80% of Marvel’s common stock is owned or controlled by 3 holding companies…in turn these are owned by Perelman. 

- 18.8% public stockholders

- 93-94’ Marvel Holding Co. raised $894M through issuance of bonds

-Bonds issued pursuant to 3 separate indentures and secured by a pledge of 80% of M stock and by 100% of M Parent and Holdings. 

-Indenture Trustee appointed to act for bondholders under the indentures. T=“LaSalle”

- Dec 96’ M and subs filed separate petitions for relief CH 11. Consolidated

-Shortly after Debtors and M Holding filed, Bondholders Committee was formed

-Jan 97’ Bondholders Comm. moved to lift the stay to allow them to foreclose on and vote the pledged shares of stock as a result of Hold Co. default under the indentures. 

-Feb 97’ (Bankruptcy court lifted the stay

-March 97 notified intent to vote on the pledged shares and replace M BOD. 

-D filed a complaint asking for TRO temporary restraining order and preliminary injunction from voting shares and replace BOD. 



	Legal Issue
	Can the creditors exercise corporate governance rights in bankruptcy

	Holding
	Yes, if there is no clear abuse, corporate governance rights are not prohibited in bankruptcy. 

	Reasoning
	. Bankruptcy Court: automatic stay prevents bondholders and Ind. T from voting pledged shares to replace BOD unless they first seek and obtain relief from the stay. 

. District court

· Well settled that the right to compel SH meeting for purpose electing new BOD persists during reorganization proceedings. 

· Enjoined ONLY under circumstances demonstrating clear abuse.  (Willingness to risk rehabilitation altogether to win larger share for equity. 

· Right to abrogate more power is not indicia for clear abuse. 

· Automatic Stay provisions are not implicated by the exercise of SH corporate governance rights. 

· Debtors: rely on 2 cases: [Fairmont] [Bicoastal]. Here the courts applied automatic stay provisions to prevent creditors of debtors from gaining control of the D estates through the exercise of corporate governance rights. D argue that here too…Bondholders trying to exercise rights accruing to them as creditors rather than as traditional SH. 

· Creditors however did not acquire rights as creditors of Marvel but as creditors of Marvel Holding. Required to seek and obtain (which they did) lift of automatic stay in the marvel Holding Co case.

· Bank Court erred in holding that §362(1)(3) prevents bondholders and the Ind. Trustee from voting the pledged shares to replace M BOD unless they first seek and obtain relief from the automatic stay. 

· Chase: argues to maintain the TRO under equitable powers of court. However Bcourt has already denied this, because failure to show irreparable harm.  


· Little guidance as to the action forbidden of a SH that is also a creditor. 

· Creditors prohibited from collecting debt from D

· §301: order for relief. 

[Official Bondholders v Chase] (corporate governance rights)

BondHolders ( Holding Co.   (  Marvel Equity  (Secured Creditors 

Trustee: represent the Bondholders: want to turn them into SH of marvel. Change the BOD, looking for control, getting $ out of marvel. 

· Holding Co filed for Ch 11 relief: automatic stay. 

· §362 a(3): added in 1994. “Act to obtain possession of property, property or exercise control over property of the estate”

B. Scope

· D non-exempt prepetition assets and any income derived from those assets are reserved for the bankruptcy estate to satisfy the prepetition claims. 

Rationale: these ideas are nowhere to be found in Bankruptcy code.

· Non-creditor third party exercises a termination right for reason that may/may not be related to the circumstances that led to the filing of the petition. May be exercising this right because of bankruptcy filing. 

· Anyone with an ongoing relationship with the D at time of filing should assuming its interests are adequately protected (just as secured creditors are) be forced to wait until the D problems are sorted out at least of the third party action might endanger the D ability to reorganize effectively. 

[Cahokia Downs]

	Plaintiff
	Representative of Holland Insurance Co.

	Facts
	-Cahokia D, Delaware corp. Operates a race-track facility on land leased from Cahokia Land Trust. 

- April 1980: Sportservice -largest creditor- filed involuntary petition, which Cahokia consented to it. Efforts to formulate a plan or arrangement.  

- July 79 Holland American Insurance Co. entered into a policy of insurance with CD. 

-Race track operated on a seasonal basis, rest of year shut down. 

-April 80’ without authorization of court and after filing, the Plaintiff attempted to cancel the policy of insurance pursuant to a clause in the contract “cancel upon thirty days written notice”. 

- Sportservice filed a petition for injunctive relief vs. the cancellation( this court the automatic stay is statutory and applies to the cancellation of the insurance. 

-October 79 denied racing dates to the D. 

	Legal Issue
	Application for the termination of the automatic stay. 

	Holding
	Denied. 

	Reasoning
	. No attempts were made to cancel the policy before April; premium has been paid. 

. The insurance is essential for the rehabilitation of the D and protection of the creditors. 

. Real reason for the attempted cancellation was the filing of bankruptcy. 

. Congress gave power to the court to protect rights of the parties in interest, §105; 362(a), 363L (applicable in spite of the fact that the provision does not refer to insolvency or financial condition of the D)365 a. 

§ 363 (L) Trustee may use, sell or lease property notwithstanding any provision of the contract. (Wipes away ipso facto clauses like: if you file for bankruptcy or become insolvent the contract expires)


· §363 (L) trumps state law: ipso facto clauses are not enforceable.  

· §363 (5) prevents third parties from walking away form dealing with the D. 

· Insurance policy is necessary for the D (protects important assets, in this case the only asset). 

[MJ &K Co.]

	Facts
	-82’ Brooklyn law School + D entered agreement granting D exclusive right, permission, license and privilege to operate Law School Bookstore. 

-Full force for period: 1 year with 3 year of BLS satisfied w/ service. 

-Since expiration parties have not made verbal/written arrangement to extend, renew or otherwise modify the Agreement. 

-D ability to secure book orders is critical to the efficient operation of the law school. 

-Sept 93’ Dean received memo complaining about bookstore. One of many protests by Faculty. 

	Legal Issue
	Relief from the automatic stay. 

	Holding
	BLS Entitled to relief from the automatic stay

	Reasoning
	Bookstore: license. Long-term contract. 

. Over a year has to be in writing. Statute of Fraud. 

. License fixed period which has lapsed it terminable at will by either party. Only limit: party act in good faith. 

. BLS Entitled to relief from the automatic stay. 


C. Exceptions

§363 (b); (d)

· §362(a) designed to prevent creditor collection that bypasses the bankruptcy process.  (larger scope)

· (1) Prohibition on the commencement/continuation of judicial or administrative processes vs. D

· (3) Prohibition on any act to obtain property of the estate

· §362 (b) Exceptions are there so that  §362 (a) is not read so broadly as to excuse D from violations of the law.

· §362 (b) (4) general principle. Permits governmental unit to enforce its police and regulatory powers including the enforcement of a judgment other than a money judgment. 

· §362 (b) (3) permits creditor action to perfect or maintain the perfection of a security interest where the automatic stay would cut short a grace period for such action that exists under state law and that the trustee must honor in bankruptcy. 

· (b)(2) actions for the establishment of paternity or the suspension of a driver’s license as well as for alimony. 

[in Re Federal Communication Commission]

	Facts
	·  Next Wave in Summer 96’ higher bidder at FCC auctions for 63 personal communication services spectrum licenses. 4.74B$

· Next Wave small business, only 10% cash.

· Licenses granted conditioned upon issuance of promissory notes for 4.27B$

· At time issuance, other auctions for much less $$. 

· NextWave filed bankruptcy petition under CH 11

	Legal Issue
	Was the cancellation of the license by the government in violation of the automatic stay?

	Holding
	Supreme Court: yes. Cancellation only because they filed for bankruptcy: violation of automatic stay. 

	Reasoning
	· Purpose of spectrum auctions was regulatory. 

· FCC exclusive jurisdiction over licensing matters extends to conditions placed on licenses. 

· Because they are regulatory in nature, approach of bankruptcy court and district court, which allowed NextWave to keep the licenses even when not complying with conditions, was wrong! 

· Even where the regulatory conditions imposed on a license take the form of a financial obligation, b and d courts lack jurisdiction to interfere in the FCC allocation. 

· Jan 00 offered to pay its notes in the present value with a lump sum. 

· Next day FCC re-auction of the licenses. 

· FCC made timely payment a regulatory condition. 

· Automatic stay has limits: § 362 (b)(4) FCC is a governmental unit that is seeking to enforce its regulatory power


· 362 (d) you go to court and ask for the automatic stay to be lifted; or for adequate protection); ( 362 (b) is an exception. The automatic stay does not even apply. Everyone tries to get into this section. 

· § 362 (b): action or proceeding of government unit, enforcement of their powers other than a money judgment. 

[United States v Nicolet]

	Plaintiff
	US

	Defendant
	Nicolet

	Facts
	Complaint sought reimbursement of environmental response costs expended and to be expended in the future to clean up an asbestos site in Pennsylvania. 

Environmental Protection Agency had engaged private contractors to abate the hazard from two waste piles and incurred costs of 1M$

-At time clean up site owned by Nicolet.  Purchased from a Turner & Newall Subsidiary

- Nicolet filed for reorganization under CH 11. District Court applied to automatic stay to CERCLA civil suit. 

- US moved for reconsideration of this last order. 

	Legal Issue
	After US moved to have the stay lifted, the District Court agreed and granted the order. Appeal. 

	Holding
	District Court was correct in lifting the stay. Order affirmed. 

	Reasoning



	· US: suit was by a governmental unit to enforce its police or regulatory power. Expressly exempt from automatic stay under § 362 (b)(4). 

· Nicolet: because U.S. seeks to secure a judgment for prepetition expenditures, it is in fact an attempt to collect money and outside the scope of the police power exemption. 

· US. Assuming a verdict in its favor, they would not execute on the judgment. 

· Legislative History: specific language addressing the “fixing of damages for a violation of such a law”. 

· [Penn Terra] seizure of a D’s property to satisfy the judgment obtained by a plaintiff-creditor, which is proscribed by ss 362(b)(5)

· District Court did not err in lifting the stay. Order affirmed. 


· § 362(b)(4) specifically ousts the execution of a money judgment. 

· 2nd circuit: language of the bankruptcy code does not command one solution. The circuit is sensitive of the role the government is playing in this specific situation. They are acting in furtherance of a statutory mandate. 

IV. Claims
A. When a Claim Arises

Once a bankruptcy petition is filed and the automatic stay takes effect, all dent collection activity moves to the bankruptcy process. Simply put, this process determines who gets what from the debtor.

Claim (§101(5)): is "any right to payment whether or not such right is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured, or unsecured." A claim is also "a right to an equitable remedy for breach of performance if such breach gives rise to any such "right to payment".

Once admitted, the holder of the claim must wait to see whether the claim will be "allowed". Section 502 disallows specified types of obligations even though these obligations qualify as claims under §101(5). Only allowed claims are entitled to a share of the debtor's assets. Moreover if the debtor lacks sufficient assets fully to satisfy all allowed claims, at least some portions of some claims will by necessity remain unpaid at the close of the bankruptcy process.

· Vocabulary note: An unliquidated claim is a claim that is not reduced to judgment.

	Notes from class:

· Participation in the case means that the creditor will have a voice in the case, but also that he stands up in line to receive payment.

· The formal act of filing a claim is called a proof of claim. The proof of claim is presumed valid, unless it is objected by the debtor or by a creditor committee. A claim will be objected on two grounds: a) The value of the claim (I don't owe you that much; and b) The existence of the claim (You are not even a creditor).


Ohio v. Kovacs

In this case a state government order a debtor to conduct an environmental cleanup, then seeks to acquire the debtor's assets when the debtor fails to comply with the order. The question is whether the government's power to effectuate the objective of its order in this way constitutes a claim.

1976: The State sued Kovacs and the business entities in state court for polluting public waters, maintaining a nuisance and causing fish kills, all in violation of state environmental laws. Kovacs and the other defendants failed to comply with their obligations under the injunction. The State then obtained the appointment of a receiver. The receiver took possession of the site but had not completed his tasks when Kovacs filed a personal bankruptcy petition.

The State filed a complain in the bankruptcy court seeking a declaration that Kovac's obligation was not dischargeable in bankruptcy because it was not a debt, a liability on a claim, within the meaning of the Bankruptcy Code. The bankruptcy court ruled against Ohio, as did the district court. The Court of Appeals of the Sixth Circuit affirmed, holding that Ohio essentially sought from Kovacs only a monetary payment  and that such a required payment was a liability on a claim that was dischargeable the bankruptcy statute. The Supreme Court granted certiorari to determine the dischargeability of Kovac's obligation. The provision at issue here is §101(5)(B)

Arguments of Ohio:

1. The State argues that the injunction it has secured is not a claim against Kovacs for bankruptcy purposes because (1) Kovac's default was a breach of the statute, not a breach of an ordinary commercial contract which concededly would give rise to a claim; and (2) Kovac's breach of his obligation under the injunction did not give rise to a right to payment within the meaning of §101(5)(B)

Arguments of the Supreme Court:

1. There is no indication in the language of the statute that the right to performance cannot be a claim unless it arises from a contractual arrangement. 

2. It is apparent that Congress desired a broad definition of a "claim" and knew how to limit the application of a provision to contracts when it desired to do so. 

3. The rulings of the courts below were wholly consistent with the statute and its legislative history.

4. On the facts before it, and with the receiver in control of the site, the Supreme Court cannot fault the Court of Appeals for concluding that the cleanup order had been converted into an obligation to pay money, an obligation that was dischargeable in bankruptcy.

	Notes from class:

· In this case there is a settlement that has three parts: 1) Stop, 2) Clean, and 3) Pay.

· §523 has a list of claims that cannot be discharged. Some of them respond to historical reasons, others have more to do with lobby in the Congress. This section cannot be used by Ohio because environmental clean-up is not in the list. This is why they have to go the hard way arguing that this is not actually a claim. The question is whether or not this is a debt.


Epstein v. Unsecured creditors

A debtor's prebankruptcy negligent behavior will cause accidents long after the bankruptcy case is over. The question is whether the debtor's negligence gives raise to bankruptcy claims even though that negligence does not yet give rise to cause of action under applicable bankruptcy law.

Piper has been manufacturing and distributing general aviation aircraft and spare parts. 

 July 1, 1991: Piper filed a voluntary petition under Chapter 11. 

April 8, 1993: Piper and Pilatus Aircraft Limited signed a letter of intent pursuant to which Pilatus would purchase Piper's assets. The letter of intent required Piper to seek the appointment of a legal representative to represent the interests of future claimants by arranging a set-aside of monies generated by the sale to pay off future product liability claims. 

July 12, 1993: Epstein (legal representative of the future claimants) file a proof of claim on behalf of the Future Claimants in the approx. amount of $100,000,000. The claim was based on statistical assumptions regarding the number of persons likely to suffer, after the confirmation of the reorganization, personal injury or property damage caused by Piper's preconfirmation manufacture, sale, designs, distribution and support of aircrafts and spare parts.

The Official Committee of Unsecured Creditors, and later Piper objected to the claim on the ground that the Future Claimants do not hold §101(5) claims against Piper. The bankruptcy court agreed and the Epstein appealed and the district court affirmed.  Epstein now appeals from the district court's order, challenging in particular its use of the prepetition relationship test to define the scope of a claim under §101(5).

Arguments of the appellant:

1. Epstein primarily challenges the district court's application of the prepetition relationship test. He argues that the conduct test, which some courts have adopted in mass tort cases, is more consistent with the text, history and policies of the Code. Under the conduct test, a right to payment arises when the conduct giving rise to the alleged liability occurred. 

2. Epstein's position is that any right to payment arising out of the prepetition conduct of Piper, no matter how remote, should be deemed a claim. He argues that the relevant conduct giving rise to the alleged liability was Piper's prepetition manufacture, design, sale and distribution of allegedly defective aircraft.

Arguments of the appellees:

1. The Official Committee and Piper dispute the breadth of the definition of claim asserted by Epstein, arguing that the scope of claim cannot extent so far as to include unidentified, and presently unidentifiable individuals with no discernible prepetition relationship to Piper.

Arguments of the Court:

1. The legislative history of the Code suggests that Congress intended to define the term claim very broadly under §101(5), so that all legal obligation of the debtor, no matter how remote or contingent, will be able to be dealt with the bankruptcy case.

2. Since the enactment of §101(5) courts have developed several tests to determine whether certain parties hold claims pursuant to that section: the accrued state law claim test
, the conduct test and the prepetition test.

3. Upon examination of the various theories, the Court agrees with Appellees that the district court utilized the proper test. Epstein's interpretation of claim and application of the conduct test would enable anyone to hold a claim against Piper by virtue of their potential future exposure to any aircraft in the existing fleet.

4. While acknowledging that the district court's test is more consistent with the purposes of the Bankruptcy Code than is the conduct test supported by Epstein, the Court finds that the test as set forth unnecessarily restricts the class of claimants to those who could be identified prior to the filing of the petition.

5. The Court therefore modifies the test and adopts the "piper test" in determining the scope of the term claim under §101(5): an individual has a §101(5) claim against a debtor manufacturer if (i) events occurring before confirmation create a relationship, such as a contact, exposure, impact or privity, between the claimant and the debtor's product; and (ii) the basis for liability is the debtor's prepetition conduct in designing, manufacturing and selling the allegedly defective or dangerous product. The debtor's prepetition conduct gives rise to a claim to be administered in a case only if there is a relationship established before confirmation between an identifiable claimant or group of claimants and that prepetition conduct. 

6. In this case it is clear that the future claimants fail the minimum requirements of the Piper test. There is no pre-confirmation connection established between Piper and the Future Claimants, so they do not hold a §101(5) claim. 

Notes:

· In each of these cases it is important to understand that being found to hold a claim comes with both an upside and a downside. Only those holding claims share in the assets of the estate, but, subject to a few specified exceptions, claims are discharged as well. When one holds an obligation that does not fall within the ambit of a claim, the situation is reversed. One does not share in the distribution of the debtor's assets at the close of the bankruptcy case, but the obligation survives the debtor's bankruptcy and can be asserted against the debtor after bankruptcy. Moreover, under the state law doctrine of "successor liability", the holder of the obligation may be able to bring an action against an entity that has purchase the bulk of a debtor's assets. 

	Notes from class:

· The idea for filing for bankruptcy in this case is that Piper was having a lot of problems with massive litigation because of defects in the planes. The Congress passed a bill limiting the liability of small plane manufacturers but this bill was not retroactive so Piper needed to worry about the liability claims that in the future could arise but from facts occurred in the past, and thus not covered by the liability cap of the bill.

· This case has a fight between the creditors committee, who first objected the claim, and the debtor. Professor thinks this is a fight to win control over the case.

· What the Court wants in this case is to give a caveat as to what a claim is, because otherwise everyone can have a future claim.

· The Court thinks that there must be some kind of relationship between the debtor and the future creditor. The Court applies what is called the "pre-petition relationship test". But the Court modifies that slightly to include a relationship that may be formed during the course of the debtor's case.


B. Claim Allowance and Estimation

The process of claim satisfaction begins when a creditor, or the debtor on the creditor's behalf, files with the bankruptcy court a proof of claim under §501. Once filed, the claim is deemed allowed unless a party in interest with respect to the claim, usually the debtor, objects to allowance. See §502(a). If a party in interest does object, then the court must decide whether or in what amount to allow the claim. See §502(b) & (c). Allowance of a claim recognizes the creditor's right to share in the assets of the estate. At the end of the bankruptcy process a debtor's assets, or interests in those assets are distributed to holders of allowed claims.

§502(b)(1) embodies simple principles: if an obligation is owed under nonbankruptcy law, a claim is generally allowed. If no obligation is owed, a claim is not generally allowed. If an obligation would be allowed, but for the fact that it has not had time to accrue, a claim is allowed for the unaccrued obligation. In essence, the Bankruptcy Code treats a petition for bankruptcy as a notional default on all obligations, which are deemed to be due immediately and are allowed accordingly. 

The general rule has exceptions, which are enumerated in §502(b)(2)-(9). By virtue of these provisions, certain claims are disallowed even if they are valid under applicable nonbankruptcy law. Some of these exceptions are:

1. A divorced parent's future child support obligations

2. A claim may be disallowed if a proof of claim is not filed in a timely fashion.

3. The Code disallows claims for unmatured interest. This is difficult to explain.

4. The Code places caps on a lessor's and an employee's claim form damages from breach of a real estate lease and an employment contract respectively. (See §502(b)(6) & (7)).

Raleigh v. Illinois Department of Revenue

The Supreme Court's opinion in Raleigh shows how claims in bankruptcy are understood by reference to substantive nonbankruptcy law.

The question raised here is who bears the burden of proof on a tax claim in bankruptcy court when the substantive law creating the tax obligation puts the burden on the taxpayer, in this case the trustee in bankruptcy.

Chandler Enterprises Inc. bought a plane. William Stoecker, for whom petitioner Raleigh is a trustee was the president of Chandler in 1988 when Chandler entered into a lease-purchase agreement for the plane, moved to Illinois, and ultimately took title under the agreement. According to the State Department of Revenue, the transaction was subject to the Illinois use tax, a sales-tax substitute imposed on Illinois residents who buy out of State. The buyer must file a return and pay the tax within 30  days after the aircraft enters the State. Chandler failed to do this. Illinois law provides that a corporate officer who fails in his tax obligations shall be personally liable for a penalty equal to the total amount of tax unpaid by the corporation.

The Court of Appeals held that the burden remained on the trustee, just as it would have been on the taxpayer had the proceedings taken place outside of bankruptcy.

Arguments of the debtor (trustee):

1. The trustee says that the courts operating in the days of the Bankruptcy Act, which was silent on the burden to prove the validity of claims, almost uniformly placed the burden on those seeking a share on the bankruptcy estate. Because the code generally incorporates pre-Code practice in the absence of explicit revision, and because the Code is silent here, the trustee suggests that the pre-code practice should be followed, even when this would reverse the burden imposed outside bankruptcy.

2. This tradition makes sense, petitioner urges, because in bankruptcy tax authorities are no longer opposed to the original taxpayer, and the choice is no longer merely whether the tax claim is paid but whether other innocent creditors must share the bankruptcy estate with the tax government.

3. The trustee makes a different appeal to Code silence suggesting that allowance of claims is a federal matter.

4. The trustee argues that the Code mandated priority enjoyed by taxing authorities over other creditors, requires a compensating equality of treatment when it comes to demonstrating validity of claims.

 Arguments of the Court:

1. The Court finds history less availing to the trustee than he says. Without the weight of solid authority on the trustee's side, we cannot treat the Code as predicated on an alteration of the substantive law of obligations once a taxpayer enters bankruptcy.

2. While it is true that federal law has generally evolved to impose the same procedural requirements for claim submission on tax authorities as on other creditors, nothing in that evolution has touched the underlying laws on the elements sufficient to prove a valid state claim.

3. Regarding argument # 4 of the trustee, the court says that such argument distorts the legitimate powers of a bankruptcy court and begs the question about the relevant principle of equality. Bankruptcy Courts do indeed have some equitable powers to adjust rights between creditors, but the scope of such equitable power must be understood in the light of the principle that the validity of a claim is generally a function of underlying substantive law.
 Bankruptcy courts are not authorized in the name of equity to make wholesale substitution of underlying law controlling the validity of creditor's entitlements, but are limited to what the Bankruptcy Code itself provides.

4. Moreover, even on the assumption that a bankruptcy court were to have a free hand, the case for a rule placing the burden of proof uniformly on all bankruptcy creditors is not self-evidently justified by the trustee's invocation of equality. Certainly the trustee has not shown that equal treatment of all bankruptcy creditors in proving debts is more compelling than equal treatment of comparable creditors in and out of bankruptcy.

5. The uncertainty and increased complexity that would be generated by the trustee's position is another reason to stick with the simpler rule that the burden of proof on a tax claim in bankruptcy remains where the substantive tax law puts it.

	Notes from class:

· This is one of the most exciting cases of the semester because it is the confluence of tax law, bankruptcy, evidence and civil procedure.

· The underlying idea here is that you can go to the state next door to buy a plane and then come back pretending not to pay your taxes. What happens in these cases is that the State will come up with a number and of the taxpayer doesn't like it, then the tax payer has the burden of production of evidence that undermines the State's number. The taxpayer has the burden of proof and the burden of persuasion. 

· This case is a reaffirmation if the Butner principle, so the black letter rule here is that the claim comes with the burden of proof.

· The Court is a little bit hostile to the idea of a tax creditor getting ahead of the rest of creditors. Why? Because it is the tax authority the one who determines the claim, there is no notice to the world, it is a "secret" tax claim.


Bittner v. Borne Chemical Co.

This case presents a court's attempt to estimate the value of a claim that is intractably uncertain at the time of the bankruptcy.

The stockholders of the Rolfite Company (RSH) appeal from the judgment of the district court, affirming the decision of the bankruptcy court to assign a zero value to their claims in the reorganization proceedings of Borne Chemical Company, Inc.

Prior to filing its voluntary petition under Chapter 11, Borne commenced a state court action against Rolfite for the alleged pirating of trade secrets and proprietary information from Borne.  Rolfite filed a counterclaim alleging, inter alia, that Borne had tortiously interfered with a proposed merger by unilaterally terminating a contract to manufacture Rolfite products and by bringing the suit. The RSH sought relief from the automatic stay so that the state court proceedings might be continued. Borne then filed a motion to disallow temporarily the Rolfite claims until they were finally liquidated in the state court. The bankruptcy court lifted the automatic stay but also granted Borne's motion to disallow temporarily the claims.

Because of internal proceedings in the bankruptcy case, the district court vacated the temporary disallowance and directed the bankruptcy court to hold an estimation hearing. After weighting the evidence, the court assigned a zero value to the Rolfite claims and reinstated the order to disallow temporarily the claims until liquidated in sate court. Upon appeal the district court affirmed. The Court of Appeals of the Third Circuit now reviews.

Arguments of appellants (RSH):

1. According to RSH, the estimate which §502(c)(1) requires is the present value of the probability that appellants will be successful in their state court action. The RSH contend that instead of estimating their claims in this manner, the bankruptcy court assessed the ultimate merits and believing that they could not establish their case by preponderance of the evidence, valued the claims at zero.

2. The RSH further contend that, regardless of the method which the bankruptcy court used to value their claims, the court based its estimations on incorrect findings of fact. The RSH argue that in assessing the merits of its state court action for the purpose of evaluating their claims against Borne, the bankruptcy court erred both in finding the facts and in applying the law.

Arguments of the Court of Appeals:

1. Despite the lack of express direction on the manner in which contingent or unliquidated claims are to be estimated, the Court is persuaded that the Congress intended the procedure to be undertaken by the bankruptcy judge, using whatever method is best suited to the particular contingencies at issue. when there is sufficient evidence on which to base a reasonable estimate of the claim, the bankruptcy judge should determine the value. In doing so, the court is bound by the legal rules which may govern the ultimate value of the claim. In reviewing the method by which a bankruptcy court has ascertained the value of a claim under §502(c)(1), an appellate court may only reverse if the bankruptcy court has abused its discretion. That standard of review is narrow. The appellate court must defer to the congressional intent to accord wide latitude to the decisions of the tribunal in question. The Court of Appeals cannot find that the valuation method used by the bankruptcy court in this case is an abuse of discretion conferred by §502(c)(1).

2. The validity of the estimation must be determined in light of the policy underlying reorganization proceedings. In order to realize the goals of Chapter 11, reorganization must be accomplished quickly and efficiently. 

3. If the bankruptcy court estimated the value of the RSH's claims according to the ultimate merits of their state court action, such a valuation method is not inconsistent with the principles which imbue Chapter 11. Those claims are contingent and unliquidated. According to the bankruptcy court's findings of fact, the RSH's chances of ultimately succeeding in the state court action are uncertain at best. Yet if the court had valued the RSH's claims according to the present probability of success, the RSH might well have acquired a significant, if not controlling voice in the reorganization proceedings. The bankruptcy court may well have decided that such a situation would at best unduly complicate the reorganization proceedings and at worst undermine Borne's attempts to rehabilitate its business and preserve its assets for the benefit of its creditors and its employees. Such a solution is consistent with the Chapter 11 concerns of speed and simplicity but does not deprive the RSH of the right to recover on their contingent claims against Borne.

4. The court cannot agree with the RSH argument # 2. An appellate court may overturn findings of fact only when they are clearly erroneous.  The Court's ultimate finding of fact -that the RSH's claims in the reorganization procedure were worth zero-must be upheld since it is not clearly erroneous. 

Notes: 

· In Bittner the court disallows the claims but also required a "waiver of discharge" of those claims. This means that despite the disallowance the RSH are free to advance their claims against the reorganized Borne Chemical. If Borne emerges reorganized, it is hard to imagine a legitimate purpose for the RSH's objection. One might conclude that the RSH do not hold legitimate claims but a desire for undue influence. If this conclusion is correct, then the combination of disallowance and waiver is a good result. 

	Notes from class:

· The Estimated Value of a claim = pA

p=probability of success

A=value of the claim

· So, in this case EV=(0.49)($100 millions USD)

EV=$49 million

· This is the way sophisticated parties value the future claims. If the formula would have been applied, the result would have been $49 million in estimated value. However the court arrived to a value of 0. Why? Because the Court didn't want Rolfite to have a voice in the case. This case is about control. If the Court would have estimated the value of the claim like this, the Rolfite would have a big incidence in the reorganization procedure.


In Re A.H. Robins Co.

Here the Court disallows a claim for punitive damages on equitable grounds, even though the court lacks explicit statutory authority to do so.

The matter before the court  addresses the issue as to the propriety  of allowing a claim for punitive damages to women who were allegedly injured by the Dalkon Shield intrauterine device IUD within the context of a Chapter 11 proceeding.

A.H. Robins company engages in the research, development, manufacture and marketing of pharmaceuticals and consumer products. They acquired the exclusive rights to the IUD. Although the IUD was invented and marketed as the newest, safest method of birth control for women, its use resulted in both slight and serious injuries to many users. Commencing 1971 the injured parties began to file claims against the company for both compensatory and punitive damages.

When the issue of punitive damages first arose, the parties disagreed over whether punitive damages should be allowed in this Chapter 11:

1. The Dalkon Shield Claimants Committee: argued that claimants should be able to recover punitive damages from Robins based on the company's history of egregious conduct.

2. The Committee for Future Tort Claimants: argued that while punitives are allowable, they should, nevertheless, be subordinated to all other general unsecured claims. 

3. The Official Committee of Unsecured Creditors: they present three alternatives: 1) They argue that §502(b)(1) proscribes the award of punitive damages because such an award would be contrary to the laws of some States. Basically the argument is that there is not legitimate purpose that can any longer be served by the award of punitive damages. 2) The Court has the power to disallow punitive damages under the general equity powers, and since such a award would preclude a successful reorganization, they should be disallowed. 3) If punitive damages are not disallowed, they should as a minimum be subordinated to all other general unsecured claims pursuant to §510(c). 

4. The Official Committee of Equity Security Holders & Robins (debtor): they both argue for the disallowance of claims. They argue similar positions as the previous.

Arguments of the Court (District Court of Virginia)

1. About the first argument of the Unsecured Creditors, the Court finds that its position is premised on assumptions that are not properly assumable. They assume that an award for punitive damages has only two purposes: 1) to punish the defendant, and 2) to deter future wrongdoing. This premise follows the majority view for awarding punitive damages, but there are still a minority of States that ascribe to a different philosophy, for example: compensatory purposes, recovery of attorney fee. Thus, while the Unsecured Creditors' application of §502(b)(1) might justify the disallowance of punitive damages in some States, it certainly would not justify disallowance in all states. Moreover, the position on the Unsecured Creditors is highly controversial, and has not been endorsed and upheld in any jurisdiction as a reason for disallowing. Accordingly, the request for disallowance of the Unsecured Creditors would be an invitation to commit judicial error. The Court declines that invitation.

2. In the past, bankruptcy courts have resorted to their equitable powers to determine whether a claim will be allowable. The Court cites the cases. In Pepper v. Litton, the Supreme Court held that in passing on an allowance of claims, the court sits as a court of equity. Consequently, the court has far-reaching powers to "sift the circumstances surrounding any claim to see that injustice or unfairness is not done in administration of the bankrupt estate." Most of the other opinions cited by the Court were written in the earlier part of the 1900s when the Bankruptcy Acts was the controlling rule of law. But the Court says that the underlying principles of these cases are equally applicable to the present governing law, the Bankruptcy Code. The extraordinary ability of a court to invoke equity as not only a source of remedial relief, but also as a source of judicial power, is as prevalent under the Code as it was under the Act. Equity provides the Court the power to disallow punitive damages if the Court determines that such an allowance would frustrate the successful reorganization of the company.

3. In this case, as in any case, punitive damages cannot be estimated. This unknown liability would destroy the ability of Robins to reorganize because the impossibility of estimating a liability of the company renders compliance with numerous provisions of the Bankruptcy Code virtually impossible:

a) The presence of punitive damages would constitute the death knell of any feasible reorganization plan. In order to confirm a plan, the court needs to determine its feasibility.
b) It would be similarly difficult for the court to determine whether the "best interest of creditors" test of §1129(a)(7) has been met.

c) In the event any class has rejected the plan, whether the elements of cramdown under §1129(b)(2)(B) could have been satisfied.

d) The disclosure statement which meets the "adequate information standard" of section 1125 is not likely to be provided to creditors.

4. The Court also refuses the opinion that punitive damages should not be disallowed but subordinated to other unsecured claims. While subordination may, in some cases, work as a solution to an otherwise inequitable distribution of assets, it would not serve any such purpose in the instant case. The problems that the Court would face if it were to allow an award of punitive damages, would not be resolved through a subordination.

5. Disallowance of punitive damages protects those women who have suffered from the Dalkon Shield; absent the looming spectre of punitives, a trust has been established which will if managed and maintained as contemplated by the Court as expressed in its opinion finding that the Plan was feasible, provide them full and fair compensatory relief. If punitives were allowed, compensation to the women who filed the claims and to other creditors of the debtor would be manifestly jeopardized.

6. For the above reasons the Court finds it imperative to disallow all punitive damage claims in the bankruptcy. 

Notes:

· In Robins, the reorganization plan proposed a $700 million distribution to SH. It is possible that disallowance of claims for punitive damages benefited not other creditors, but the SH. Because SH controlled the firm while it sold the Dalkon Shield, one could argue that the SH should have borne the burden of the punitive damages, which are designed to discourage a party's irresponsible behavior.

	Notes from class:

· The company here was generating sufficient income. The problem is the exposure to punitive damages.

· The Professor notes that the Court in this case decided to disallow under the argument that punitive damages are very difficult to estimate, but why can't we say the same thing about compensatory damages? The reason is that in punitive damages there are no standards, while there are some in compensatory damages (for example, the medical bills, etc.).

· In the Statefarm case, the Court said that the punitive damages could only be a one digit ratio of compensatory damages. This comes from the due process clause. 

· The idea in this case is that they are going to compensate everybody and in the end if there is any money left then they will distribute the left-overs as punitive damages. But in reality, trust funds almost always run out of  money, so in reality disallowing the punitive damages and sending them to the back of the line is the same as saying that they will not get paid at all.


C. Secured Claims

Put simply, secured credit is a loan supported by a contingent property interest. Outside of bankruptcy, default on the loan satisfies the contingency and triggers the creditor's right to take the property the debtor has pledged as collateral. The creditor then conducts a foreclosure sale. If the proceeds from the sale are less than the outstanding loan, the creditor maintains a claim against the debtor for the deficiency. 

Section 554 allows the bankruptcy trustee to abandon collateral, thereby permitting a secured creditor to take the assets by foreclosing under state law. The secured creditor  may participate in the bankruptcy proceedings for the difference between the amount realized on foreclosure and the amount owed. Unless the secured creditor agrees otherwise at the time of the loan, that creditor possesses all the rights of an unsecured creditor. Collateral gives a creditor extra rights.

If the trustee doesn't want to abandon the collateral, he may intend the debtor to keep the property as part of the reorganization. In this case, bankruptcy law provides a procedure that substitutes for a foreclosure sale's valuation of property. Section 506(a) of the Code instructs the bankruptcy court to value a creditor's interest in the property and to designate a creditor's claim a "secured claim to the extent of the value of such creditor's interest." Any remaining claim amount is designated an "unsecured claim".

· The Bankruptcy Code treats the portion of a claim subject to setoff right as a secured claim and the balance as an unsecured claim.

Though straightforward on its face, this general description of the claim bifurcation process belies its real world complexity. A court must decide how to value the collateral. That is not a simple task.

Associates Commercial Corp. v Rash

This case deals with an individual debtor who files a bankruptcy petition under Chapter 13, but the Code provision in question (§506(a)) applies equally in Chapter 11 reorganizations. 

1989: Respondent Rash purchased for $73,700 a tractor trick to use in his business. He made a down payment and agreed to pay the remainder in 60 monthly installments and pledged the trick as collateral on the unpaid balance. The seller assigned the loan and its lien to Associates Commercial Corporation ACC.

May 1992: Respondent filed for bankruptcy under Chapter 13. At this time the balance owed to ACC on the truck was $41,171.  ACC was listed as a creditor holding a secured claim. 

To qualify the confirmation under Chapter 13, the plan has to satisfy the requirements set forth in §1325(a)(5). Under this provision, a plan's proposed treatment of secured claims can be confirmed if one of three conditions is satisfied:

a) The secured creditor accepts the plan,

b) The debtor surrenders the property securing the claim to the creditor, 

c) The debtor invokes the "cramdown" power. Under this power, the debtor is permitted to keep the property over the objection of the creditor; the creditor retains the lien securing the claim, and the debtor is required to provide the creditor with payments, over the life of the plan, that will total the present value of the allowed secured claim (the present value of the collateral). The value of the allowed secured claim is governed by §506(a).

Rash invoked the cramdown power. Rash's plan said that the present value of the truck was $28,500. ACC objected to the plan and asked the bankruptcy court to lift the automatic stay so ACC could repossess the truck. ACC also filed a proof of claim alleging that its claim was fully secured in the amount of $41,171. Rash filed an objection to the ACC claim. 

The bankruptcy court held an evidentiary hearing where:

a) ACC: maintained that the proper valuation was the price that Rash would have to pay to purchase a like vehicle (an expert estimated to be $41,000).

b) Rash: maintained that the proper valuation was the net amount ACC would realize upon foreclosure and sale of the collateral (amount estimated to be $31,875).

The bankruptcy court agreed with Rash, then the Court of Appeals of the Fifth Circuit reversed, but on rehearing en banc the Fifth Circuit affirmed the district court's decision limiting the claim to $31,875.

The Bankruptcy Code provision central to the resolution of this case is §506(a). The Supreme Court decided that in case of cramdown, the value of the property (and thus the amount of the secured claim under §506(a) is the price a willing buyer in the debtor's trade, business or situation would pay to obtain like property from a willing seller. 

Arguments of the Supreme Court:

1. Rejecting the replacement-value standard, and selecting instead the typically lower foreclosure-value standard, the Fifth Circuit trained its attention on the first sentence of §506(a). But the Supreme Court does not find in the words "the creditor's interest in the estate's interest in such property" the foreclosure-value meaning advanced by the Fifth Circuit. That phrase recognizes that a court may encounter, and in such instances must evaluate, limited or partial interests in collateral. It just says the court what it must evaluate, but it doesn't say more. It is not enlightening on how to value the collateral.

2. The second sentence of §506(a) does speak to the how question: "such value", the sentence provides, "shall be determined in light of the purpose of the valuation and of the proposed disposition or use of such property". As the Court comprehends §506(a), the "proposed disposition or use" of the collateral is of paramount importance to the valuation question.

3. Applying a foreclosure-value standard when the cramdown option is invoked attributes no significance to the different consequences of the debtor's choice to surrender the property or retain it. A replacement-value standard, on the other hand, distinguishes retention from surrender and renders meaningful the key words "disposition or use".

4. If a debtor keeps the property and continues to use it, the creditor obtains at once neither the property not its value and is exposed to double risks: The debtor may again default and the property may deteriorate from extended use. Adjustments in the interest rate and secured creditor demands for more "adequate protection", do not fully offset these risks. Of prime significance, the replacement-value standard accurately gauges the debtor's use of property. The debtor in this case elected to use the collateral to generate an income stream. That actual use, rather than a foreclosure sale that will not take place, is the proper guide under a prescription hinged to the property's "disposition or use".

5. The Fifth Circuit considered the replacement-value standard disrespectful to state law, which permits the secured creditor to sell the collateral, thereby obtaining its net foreclosure value and nothing more. In allowing debtors to retain and use collateral over the objection of secured creditors, the Bankruptcy Code has reshaped debtor and creditor rights in marked departure from state law. That change, ordered by federal law, is attended by a direction that courts look to the "proposed disposition or use" of the collateral in determining its value.

6. The Supreme Court is not persuaded that the split-the-difference approach adopted by the Seventh Circuit. Whatever the attractiveness of a standard that picks the midpoint between foreclosure and replacement values, there is no warrant for it in the Code.

7. In sum, under §506(a), the value of property retained because the debtor has exercised the §1325(a)(5)(B) cramdown option is the cost the debtor would incur to obtain a like asset for the same proposed use.

Justice Stevens, Dissenting

The dissenting judge thinks the text points to foreclosure as the proper method of valuation in this case. The language of the first sentence of §506(a) suggests that the value should be determined from the creditor's perspective (what the collateral is worth, on the open market, in the creditor's hands). The second sentence talks about the "purpose of the valuation" is to put the creditor in the same shoes as if he were able to exercise his lien and foreclose. 

It is crucial to keep in mind that §506(a) is a "utility" provision that operates in many different contexts through out the Bankruptcy Code. In this context, the dissenting judge thinks the foreclosure standard best comports with economic reality. Allowing any more than the foreclosure value simply grants a general windfall to undersecured creditors at the expense of unsecured creditors.

Notes:

· In essence, the Rash Court has to decide whether value in §506(a) means value to the debtor or value to the creditor. The tractor truck likely had no subjective value to the debtor, so the value of the collateral to the debtor was simply the debtor's cost of replacement, presumably a retail price. The value of the collateral to the creditor is the amount the creditor would receive in a foreclosure sale, presumably a lower, wholesale price. 

· As a matter of policy, Justice Stevens believes that bankruptcy should not enhance a secured creditor's position. He thus concludes in dissent that the purpose of a §506(a) valuation is to "put the creditor in the same shoes..."

· The 2005 Bankruptcy Act codifies and clarifies the opinion in Rash. The new language applies narrowly and does not address a corporate debtor or any debtor in Chapter 11 and  does not apply to real property.

· In the book there are some notes on the Till decision about valuation of the collateral. I am not going to copy that discussion!!!

V. Property of the Estate
A bankruptcy process requires both fixing the value of claims of the creditors and assembling the assets available for distribution to these creditors.  The task of determining what assets are available for claimants -identifying "property of the estate"-begins by identifying the property interests of the debtor that become property of the estate. We must focus here on property that the estate derives through the trustee's ability to assert the rights of the debtor.

 A. The Debtor's Estate

The assembled assets of the debtor form what is called an estate. Under Bankruptcy Code §541(a)(1) this estate comprises all "legal or equitable interests of the debtor property as of the commencement of the case".  The estate also includes all of Debtor's intangible property, including the accounts receivable, as well as whatever patents, trade secrets and copyrights Debtor might own. In addition, the estate includes any proceeds or offspring from property of the estate. As a first approximation, then, the estate is simply any right the debtor enjoys that has value in the debtor's hands at the time of the commencement of the case. 
· There are some important qualifications when the debtor is an individual. I am not going to write these down, but there indeed some "exempt property".

Creditors can look to all of a corporation's future earnings. If we are dealing with a corporation, the creditors are entitled to whatever the debtor has, including future income. §541 lets the trustee sell the debtor's equipment, collect money owed to the debtor, and bring the lawsuits the debtor has against third parties for the benefit of the general creditors. The reason is clear: The creditors themselves could have reached these assets if the bankruptcy proceeding had never started. They could have resort to individual methods of debt collection. There is nothing about the bankruptcy process that justifies limiting the trustee's right to reach these assets. Hence they become property of the estate.

The debtor's rights define the outer limit of what a trustee can claim under §542(a)(1). If the debtor holds interests in property, then the estate includes those interests, but no more. The debtor's property rights do not increase by happenstance of bankruptcy. Another way to conceive of property of the estate under §541 is to imagine that the estate includes property in which the debtor has an interest, but subject to all limitations that are applicable outside of bankruptcy. This idea rests at the foundation of bankruptcy law and was definitely set out in Chicago Board of Trade v. Johnson. The principle established in Chicago Board of Trade can be seen as a variant of the Butner principle. 

Property can also be brought to the estate, not by virtue of the debtor's rights, but by virtue of the trustee's avoidance powers. The avoidance powers are crafted to expand the pools of assets available to creditors, while at the same honoring the Butner principle. The avoiding powers translate individual  creditor rights to the bankruptcy forum and, in process, may bring additional property into the bankruptcy estate. See §541(a)(3) or (4).

Section 541(a) contains additional miscellaneous provisions for other augmentations of the bankruptcy estate:

· §541(a)(2): brings into the estate specified interest of the debtor or the debtor's spouse in community property.

· §541(a)(5): brings into the estate specified property acquired by an individual on account of another's death or a settlement between the debtor and the debtor's spouse.

· §541(a)(6): brings into the estate property generated by other property of the estate. 

Section 541(c)(1) brings property into the estate notwithstanding limitations on the debtor's interests triggered by the debtor's bankruptcy, insolvency or weak financial condition.

There are statutory exclusions to property of the estate, most reside in the express provisions of §541(b). 

· Our primary focus here is on the first of the trustee's estate building tools: §541(a)(1).
	Notes from class:

· All interests of the debtor become property of the estate, so any right that has value in the debtor's hands is considered part of the debtor's estate. We are talking about interest of the debtor in property.


In Re LTV Steel Company, Inc.

In LTV, the debtor steel corporation created a special subsidiary with a single purpose, to facilitate what has become known as structured finance. In a typical structured finance arrangement, the debtor transfers to a subsidiary the debtor's inventory or receivables, the has the subsidiary borrow, on a secured basis, from a bank that becomes the subsidiary's only creditor. The debtor has the subsidiary distribute the debtor the loan proceeds, which the debtor uses in its operations. The transaction structures as a sale, is designed to be "bankruptcy remote". That is, the lender is able to realize on the inventory and receivables even in the event that the debtor files for bankruptcy. The automatic stay does not apply, as the inventory no longer belongs to the debtor -at least is the transaction is deemed a true sale- and the subsidiary never files for bankruptcy. LTV raises the question of whether bankruptcy law should upset such structures.

Debtor is one of the largest manufacturers of wholly-integrated steel products in the United States. The current controversy stems from a series of financial transactions that Debtor executed after its previous reorganization. The transactions in question are known as asset-backed securitization or structured financing (ABS) and are generally designed to permit a debtor to borrow funds at a reduced cost in exchange for a lender securing the loan with assets that are transferred from the borrower to another entity. Like this, the lender hopes to ensure that its collateral will be excluded from the borrower's bankruptcy estate in the event that the borrower files a bankruptcy petition.
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December 29,2000: The debtor filed a motion seeking an interim order permitting it to use cash collateral. This cash collateral consisted of the receivables that are ostensible owned by Sales Finance. Debtors stated to the Court that it would be forced to shut its doors and cease operations if it did not receive authorization to use this cash collateral. Interim authorization was granted, with Abbey National to receive as substitute collateral newly generated inventory and receivables. 

Arguments of Abbey National:

1. Abbey National argues that the interim cash collateral order should be modified because there is no basis for the court to determine that the receivables which Abbey's collateral are property of the Debtor's estate.

2. Abbey contends that the interim order is flawed because, on its face, the transaction is characterized as a true sale. Therefore, the debtor has no interest in the receivables and they are not property of the estate.

 Arguments of the Court:

1. To suggest that debtor lacks some ownership interest in products that it creates with its own labor, as well as the proceeds to be derived from that labor, is difficult to accept. Accordingly, the court concludes that debtor has at least some equitable interest in the inventory and receivables, and that this interest is property of the debtor's estate. This equitable interest is sufficient to support the entry of the interim cash collateral order.

2. It is readily apparent that granting Abbey relief from the interim cash collateral order would be highly inequitable. The order is necessary to keep the debtor's doors open and continue to meets its obligations to its employees, retirees, customers and creditors. Allowing Abbey to modify the order would also allow it to enforce its state law rights as secured creditor. This would put an immediate end to the debtor's business, put thousands of people out of work, deprive 10,000 retirees from medical benefits and have more far reaching economic effects on the geographic areas where the debtor does businesses. 

3. Maintaining the current status quo permits Debtor to remain in business while it searches for substitute financing, and adequately protects and preserves Abbey National's rights. The equities of this situation highly favor Debtor. As a result, the court declines to exercise its discretion to modify the interim order.

Notes:

· Whatever one thinks about the substantive outcome of LTV, the court is validly concerned that the formality of structured finance not give a secured creditor greater rights than it would have under ordinary circumstances. That is, one might well argue that the economics of secured lending rather than the corporate structure of the debtor and its affiliates should determine whether collateral is property of the estate.

· There is a connection between Chase Manhattan Bank (Marvel Comics) and LTV. In Marvel, the court warned that ex ante contractual arrangements between debtor and third parties would not be permitted to interfere with the rehabilitation of the debtor. LTV echoes this concern. This said, the conflict between DIP and a secured creditor may occur less frequently now, given the increasing incidence of secured creditor control of the bankruptcy process.

	Notes from class:

· The idea behind structured financing is to keep the accounts receivables out of bankruptcy.

· Note that the debtor filed in Ohio, where the headquarters of the company are located. Usually New York or Delaware are better places to file for bankruptcy, so why choosing Ohio? This is a strategic move from the debtor, because it is using the argument of threatening to shut down operations in Ohio.

· But the threat was not the reason why the Court ruled in favor of the debtor. The Court uses the labor theory of property. It is used to define what property of the estate is. The Professor thinks this is an absurd argument but the Court uses it just because there is a threat. But the Professor thinks the case is well decided, he just thinks it would be possible to reach to the same conclusion without using a XVII century ridiculous argument. A cleaner argument here would be that this is not a true sale. Usually that is the way these cases are litigated. 

· Read the last note of the book after the decision (I copied the note) The Professor says that this note is entirely true, because these days everything is about control over the case. 


B. Ipso Facto Clauses

§541(c)(1)(B), commonly known as "anti-ipso-facto clause" provision, applies where, but for the provision, bankruptcy, insolvency or financial distress short of insolvency would "ipso facto" modify -including through forfeiture or termination- a debtor's interest in property. Ipso facto clauses allow individual creditors to evade bankruptcy's collective process. Consequently, Congress drafted §541(c)(1)(B) effectively to disallow any modification of a debtor's interest in property is such modification applies not generally, but only when bankruptcy or another process for the distribution of a debtor's assets occurs or seems imminent. 

The prohibition of ipso facto clauses does not necessarily honor non-bankruptcy rights. It is one thing to say that an ipso facto clause cannot remove property from the bankruptcy process; it is another to say that the rights contained in those clauses are unenforceable. Section 541(c)(1) certainly says the former. It may also say the latter. 

· The author then gives an example using the MJ & K case. I do not understand very well but the conclusion is: "Courts do not separate the right immediately to enforce an ipso facto clause from the right ultimately to benefit from that clause. Instead, courts reach all-or-nothing decisions. Either a clause is a violation of the ipso facto prohibition and it is wholly nullified, or it is not a violation and the property it affects never comes into the estate.

In Re. L. Lou Allen

The debtor is a motor carrier that is no longer in business but has claims against its costumers based on undercharges from past services. The debtor is subject to the Negotiated Rates Act NRA, which disallows undercharge claims by carriers that have ceased operations. Thus, the condition of forfeiture is not bankruptcy, insolvency, or weak financial condition, but it is arguably a proxy for one these conditions. The Court must decide whether §541(c)(1)(B) prohibits the NRA's disallowance of undercharges. The NRA is a federal law. But §541(c)(1)(B) operates with respect to all applicable non-bankruptcy law. For the relevant discussion, the Court assumes that Congress did not intend the NRA to supersede the Bankruptcy Code.

The plaintiff L. Lou Allen, trustee on behalf of the bankruptcy estate of TSC Express Co., seeks to recover freight charges for transportation services provided to the Defendant KRI.

May 14, 1991: TSC filed for bankruptcy under Chapter 7. TSC was a motor common carrier trucking company. The company had activities intrastate under the Georgia Law and interstate pursuant to the Interstate Commerce Act. Once the company in bankruptcy the trustee contracted au audit of all TSC freight bills in order to determine the difference between the rates filed by TSC to the commission
 (referred to as tariff) and the rates that TSC had negotiated and billed KRI. 

Based on the audit results, the trustee billed KRI $12,299 for undercharges. KRI has refused to pay. The trustee now seeks to recover the undercharges, pre-judgment interests of $2,939 and any other costs.

In 1993 the NRA established that "It shall be an unreasonable practice for a motor carrier to attempt to charge or to charge for a transportation service...the difference between the applicable rate that is lawfully in effect pursuant to a tariff...and the negotiated rate for such transportation service if the carrier...is no longer transporting property".

Arguments of the Trustee:

1. The trustee argues that the NRA nullifies §541(c)(1)(B)...read...

Arguments of the Court:

1. The NRA does not conflict with §541 as it is not triggered by the financial condition of the debtor, an essential and necessary condition of §541(c)(1)(B). The NRA applies when a carrier is no longer transporting property. This criterion is separate and distinct from a requirement that depends on the financial status of the debtor. The essential distinction is that the forces of the marketplace and the incentive to maintain good business relations will restrain operating carriers from making unfounded or tenuous undercharge claims, but there is no such check on nonoperating carriers.

2. The financial condition of the debtor is only one reason why a motor carrier may cease transporting property. The NRA would apply in various other circumstances, including when a conglomerate decides to leave the motor common carrier industry or when the owner of a company decides to retire and close up shop. 

3. The NRA would not apply to a motor common carrier in bankruptcy and still transporting property. The NRA does not contain the phrase "financial condition" or any similar phrase. Although the NRA is applicable non-bankruptcy law, it is not conditioned on the financial condition of the debtor. Therefore the NRA does not violate §541(c)(1)(B).

Notes:

· The court did not treat §541(c)(1) as merely a provision to prevent a contractual or legislative opt out of the bankruptcy process. Instead, the court applied §541(c)(1) as a provision that, if applicable at all, can substantively alter non-bankruptcy entitlements. This is an all-or-nothing approach.

· One might argue that a motor carrier that no longer transports property for the purposes of the NRA is a carrier with altered financial condition for the purposes of §541(c)(1).  When a carrier no longer receives revenues, its financial condition is changed. The Allen court argued that financial condition cannot be read so broadly. But an interpretation different to the one given by the court is possible. Even if some financially sound carriers will cease operations, it seems more likely that most carriers who do so will have failed economically. And many of these failed carriers will be financially burdened by debt, often to the point of insolvency. This means that, except very few cases, the NRA may be seen as an indirect attempt to accomplish what in the court's view is forbidden by the Bankruptcy Code: a modification of a debtor's property rights based on the debtor's financial crises.  

	Notes from class:

· The Professor is relating this case to Cahokia Downs. In that case the provision was not bankruptcy specific provision. Here it is not a bankruptcy specific provision either. Why is the result not the same in both cases? This is a black hat-white hat case. In this case, the clause is neutral when it comes to bankruptcy and the facts of the case do not suggest that the clause is intended to be used against the bankruptcy case. In Cahokia, the clause itself was also neutral but the facts of the case lead the court to think that the insurance company was in reality taking into consideration the bankruptcy of the debtor.


VI. Executory Contracts
A. Background

In the previous chapters we have distinguished between claims against the estate on the one hand and assets of the estate on the other. In this chapter we look at something that is an asset and a liability simultaneously. When a contract is executory, the debtor is obliged to a party and that party is obliged to the debtor. Neither party has completed material performance under the contract. 

These contracts can be sorted into two types: 

1. Net asset: The value of the debtor's asset is greater than the associated liability.

2. Net liability: The liability exceeds the value of the asset.

The Bankruptcy Code §365 governs executory contracts and unexpired leases to which a debtor is party. In the main it ensures that bankruptcy honors the nonbankruptcy rights of both parties.

The formal process by which the trustee takes advantage of the favorable contract (and lives up to the debtor's obligations under the contract) is called assumption. When the trustee assumes the contract and brings it into the bankruptcy estate, the estate enjoys all the benefits of the contract, but bears the entire burden as well. As under §541(c), the trustee under §365 can bring this asset into the estate even if the contract forbids the assignment or relieves a party of its obligation in case of insolvency of the other.

Section 365 parallels what we have seen before when the executory contract is a net liability as well. The trustee has the right to breach the contract, the breach transforms the obligation into a claim for money damages and thus puts the party on the same footing as the general creditors.
 This power to transform net liability contracts into a damage claim by breach is, in the language on the Bankruptcy Code the ability to reject an executory contract.

The Bankruptcy Code defines neither “executory contract” nor “unexpired lease”. The first concept is more difficult to define. The Book and the majority of the decisions accept the definition given by Vern Countryman: Material performance required by both sides. But several courts have suggested that where the only performance remaining by the debtor is the payment of money, there can be no executory contract even if the other side's performance is not completed either. These courts rely on a statement from the legislative history that an obligation on a note is not usually an executory contract but this argument seems misplaced (Lubrizol Enterprises v. Richmond Metal Finishers). Another judge, for example, decided that a contract was not executory because the characterization of the contract as executory would not have benefited the estate (In Re Booth).

Energy Enterprises Corp. v. United States

In this bankruptcy matter, the Third Circuit must decide whether certain terms in a class action settlement agreement constitute an executory contract under §365. The Internal Revenue Service IRS contended that the settlement agreement was not an executory contract. Both the bankruptcy court and the district court agreed with the IRS, and the class member appealed. The Third Circuit affirms.

In the background of this case, there is a class action between producers of natural gas and a corporation called TCO. The class members alleged that TCO breached their gas purchase contracts by paying less than the maximum price after it invoked a cost recovery clause. On June 18, 1991 the parties entered into a settlement agreement that required TCO to deposit $30 million into an escrow account "in settlement of, and as a full and complete discharge and release of TCO, for all of the class members' claims. The $30 million were to be paid in two payments: one on March 21, 1991 (for half that sum) and the other one on March 23, 1992. TCO paid the first $15 million on time but then filed for bankruptcy.

Under the agreement, class members were entitled to receive their share of the money only after they executed a release of claims and a supplemental contract. By July 31, 1991 the class members had executed the release but on that day TCO filed for bankruptcy under Chapter 11. TCO and the class members had agreed that TCO would assume the settlement agreement under §365 and jointly filed a proposed order.

After notice of the proposed order was sent to the proper parties the IRS, one of TCO's creditors, filed an objection finding that the settlement agreement was not an executory contract within the meaning of §365. The bankruptcy court and the District Court of Delaware found that the contract was not executory.

 Arguments of the Court of Appeals of the Third Circuit:

1. The first thing that the Court notes is that the settlement is a contract: "although settlement agreements may be judicially approved, they share many characteristics of voluntary contracts and are construed according to traditional precepts of contract construction. In a nonbankruptcy context, a settlement agreement is a contract".

2. The legislative history suggests a broad reading of "executory" to include contracts on which performance remains due to some extent on both sides.

3. Executory contracts is bankruptcy are best recognized as a combination of assets and liabilities to the bankruptcy estate; the performance the nonbankrupt owes the debtor constitutes an asset and the performance the debtor owes the nonbankrupt is a liability. The debtor will assume an executory contract when the package of assets and liabilities is a net asset to the estate.  When it is not, the debtor will (or ought to) reject the contract. Because assumption acts as a renewed acceptance of the terms of the executory bargain, the Bankruptcy Code provides that the cost of performing the debtor's obligations is an administrative expense of the estate. Through the mechanism of assumption, §365 allows the debtor to continue doing business with other who might otherwise be reluctant to do so because of the bankruptcy filing. Rejection, is equivalent to a nonbankruptcy breach.

4. In cases where the nonbankrupt party has fully performed, it makes no sense to talk about assumption or rejection. At that point only a liability exists for the debtor (a simple claim held by the nonbankrupt against the estate). Likewise if the debtor has fully performed, the performance owed by the nonbankrupt is an asset of the bankruptcy estate and should be analyzed as such, and not as an executory contract. Rejection at this point is not different from abandonment of property of the estate.

5. These consideration lead the Court to adopt the following definition: An executory contract for purposes of §365 is "a contract under which the obligation of both the bankrupt and the other party to the contract are so far unperformed that the failure of either to complete performance would constitute a material breach excusing performance of the other." The time for testing whether there are material unperformed obligations on both sides is when the bankruptcy petition is filed.

6. At stake in this case is the relative priority of the claims of the IRS and the class members to TCO's assets in bankruptcy  (administrative expense or general unsecure claim).

7. The contract was clearly executory on TCO's side when it filed for bankruptcy. TCO had not paid for $15 million and had other administrative details (these are arguably non-material, but the obligation to pay is unquestionably a material obligation that is failed would constitute breach.

8. The materiality of the class members' unperformed obligations is a different question. They had two obligations, and the Court explores them separately:

a) Execution of the releases: The language of the settlement agreement makes clear the parties intended to make execution of the releases a condition of payment rather than a duty. Also, the parties specified that the claims would be extinguished by the court order accepting the agreement. Thus, the releases served no more than the administrative purpose of a condition to the class members' ability to get payment from the escrow fund. A class member who failed to execute the release would not get its share on the settlement fund, but TCO would still get the benefit of the class member's inability to sustain a cause of action. This means that no failure to execute the release could have created a material breach.

b) Completion of Supplemental Contract for Future Gas Sales to TCO: These contracts were designed to take the terms of the global settlement agreement created by the class and TCO and apply them specifically to each class member. As such they were functionally ministerial duties, they did not alter the relationship forged by the settlement agreement. In fact, the supplemental contracts were more important to the class members that to TCO. It was unlikely that the parties intended that failure to execute them would be a breach by the class members.

9. An examination of the purpose of §365 leads to the same result. If the contract were to be considered executory, assumption would give a high priority to the $15 million, but in return TCO would gain nothing of value: the releases add no rights to the estate not already given by the district court's order, and the supplements provide only a marginal benefit to TCO.

10. The Court found that the settlement was not executory. 

B. Assumption

An executory contract or unexpired lease that is favorable to the debtor is a net asset. The bankruptcy trustee should be able to preserve such an asset. Preservation of a net asset contract or lease is called "assumption" and it is explicitly permitted by §365(a), subject to court approval, is assumption is timely under §365(d) and complies with other specified requirements such as the cure of defaults as provided by §356(b). The "cure" requirement may seem straightforward, but some breaches are by nature "incurable". A literal interpretation of the "cure" requirement could deprive a debtor of an opportunity to assume, even if the debtor could pay damages for the breach and still profit for the contract.

Important:  Read Section 365(c) that carries an odd limitation to the kind of contracts that may be assumed. Section 365(c)(1) seems to establish a hypothetical test: The trustee may not assume an executory contract over the non-debtor's objection if applicable law would bar assingment to a hypothetical third party. The limitation applies even when the trustee has no intention of assigning the contract in question to any such third party.

The language of the section may lead to unintended results that are against bankruptcy policy. Congress intended the language "may not assume" to protect individual debtors from forced labor for the benefit of creditors. The provision safes individuals from an aggressive trustee. The same language, however, when applied to a corporate debtor, deprives the bankruptcy estate from a valuable asset. In the case of corporations, the unintended beneficiary of the rule is the non-debtor party that will be released from its obligations because of the happenstance of bankruptcy.

Another problem arises: Section 365(f)(1) allows the trustee to assign a contract notwithstanding a provision in the contract prohibiting assignment or one in applicable law. Once the trustee assigns the contract, the assignee alone is liable for breach, even though under state law the assignor remains liable unless released by the other party (See §365(k)). The difficulty arises because, unlike §541, §365 links assumption and assignment. The effect is to define assumption too narrowly and assignment too broadly.  

· When the trustee assumes a contract that is in default, he must cure defaults or provide adequate assurance of cure, including compensation for  injury, and provide adequate assurance of future performances. The trustee must also give adequate assurances of performance whenever the contract is assigned, regardless of whether there has been a default. 

 Perlman v. Catapult Entertainment, Inc.

Appellant Perlman licensed certain patents to appellee Catapult. He now seeks to bar Catapult, which has since become a Chapter 11 DIP, from assuming the patent licenses as part of its reorganization. The reorganization plan, included a merger with another corporation MPCAT, leaving Catapult as the surviving entity. As part of the plan, Catapult filed a motion with the bankruptcy court seeking to assume 140 executory contracts and leases, including the Perlman licenses. 

The relevant part of the statute in question here is §365(c)(1): Read!!!

Arguments of the Appellant-Perlman:

1. Perlman contends that Catapult cannot assume the licenses without its consent.

2. Perlman also contends that even if Catapult were entitled to assume the Perlman licenses, §356(c)(1) also prohibits the assignment of the Perlman licenses to Mpath, accomplished by Catapult through the contemplated MPCAT-Mpath reverse triangular merger. Because the Court concluded that §365(c)(1) bars Catapult from assuming the Perlman licenses, the court expressed no opinion regarding whether the merger  would have resulted in a prohibited "assignment" within the meaning of §365(c)(1).

Arguments of the Appellee-Catapult:

1. In Catapult's view, §365(c)(1) should be interpreted as embodying the "actual test": the statute bars assumption by the DIP only where the reorganization in question results in the non-debtor actually having to accept performance from a third party. The arguments supporting this position can be divided into three:

a) The literal reading creates inconsistencies within §365.

b) The literal reading is incompatible with the legislative history.

c) The literal reading flied in the face of sound bankruptcy policy.

Arguments of the Court:

1. The Court goes through each of Catapult's arguments. Regarding the first one -the potential conflict between (c)(1) and (f)(1) for their respective treatments of the phrase "applicable law"- the Court concludes that a literal reading of subsection (c)(1) does not inevitably set it at odds with subsection (f)(1). The Court explained that in determining whether "applicable law" stands or falls under §365(f)(1), a court musk ask why the "applicable law" prohibits assignment. Only if the law prohibits on the rationale is that the identity of the contracting party is material to the agreement will subsection (c)(1) rescue it. (Look in the notes section for ()

2. Catapult next focuses on the internal structure of §365(c)(1) that renders the phrase "or the debtor in possession" superfluous. The Court disagrees with this position. The Court explains that by its terms, subsection (c)(1) addresses two different events: assumption and assignment. Consequently, when a nondebtor consents to the assumption, subsection (c)(1) will have to be applied a second time if the DIP wishes to assign the contract in question.

3. Catapult next argues that legislative history requires disregard of the plain language of §365(c)(1). The Court doesn't really resort to legislative history because it discerns no ambiguity in the plain statutory language. 

4. Catapult then makes the appealing argument that there are policy reasons to prefer the "actual test". That may be so, but Congress is the policy maker, not the courts.

5. Because the statute speaks clearly, and its plain language does not produce a patently absurd result or contravene any clear legislation history, the Court holds Congress to its words. Accordingly the Court held that, where applicable nonbankruptcy law makes an executory contract nonassignable because the identity of the nondebtor party is material, a DIP may not assume the contract absent consent of the nondebtor party. A straightforward application of §365(c)(1) to the circumstances in this case precludes Catapult from assuming the Perlman licenses over Perlman's objection. 

6. The literal language of §365(c)(1) establishes a "hypothetical test": a DIP may not assume an executory contract over the nondebtor's objection if applicable law would bar assignment to a hypothetical third party, even where the DIP has no intention of assigning the contract in question to any such third party. In this case federal patent law makes non-exclusive patent licenses personal and nondelegable. 

Notes:

· ( The author of the book thinks that this argument of the Court is tautological because every prohibition on assignment is based on the rationale that the identity of the contracting party is material to the agreement. The author proposed another way of reconciling the two subsections: §365(c) prevents the trustee from assuming any contract if state law provides explicitly that such contracts cannot be assigned. But that kind of state law is to be distinguished from the more general state law that would simply enforce an agreement prohibiting assignment. So despite §365(c), the trustee may assume contracts that contain clauses prohibiting assignment, even if nonbankruptcy law would enforce such clauses. §356(f) goes on to provide that the trustee can assign such contracts, notwithstanding a clause prohibiting assignment. 

Institut Pasteur v. Cambridge Biotech Corp.

In October 1989, CBC and Pasteur entered into a mutual cross-license agreement, whereby each acquired a nonexclusive perpetual license to use some of the technology patented or licensed by the other. Specifically, CBC acquired the right to incorporate Pasteur's HIV2 procedures (procedures for diagnosing HIV virus) into any diagnostic kits sold by CBC in the United States, Canada, Mexico, Australia, New Zealand and elsewhere.

July 7, 1994: CBC filed its Chapter 11 petition. The plan proposed that CBC assume the cross-license agreement and continue to operate normally, and sell all CBC stock to a subsidiary of BioMerieux, a biotechnology corporation and Pasteur's direct competitor. 

Pasteur objected the plan, citing §365(c) contended that the  proposed sale of stock amounted to CBC's assumption of the patent cross-licenses and their de facto "assignment" to a third party, in contravention of the presumption of nonassignability ordained by the federal common law of patents, as well as the explicit nonassignability provision contained in the cross-licenses.

Arguments of Pasteur:

1. Pasteur argues that the CBC plan effects a de facto assignment its two cross-licenses to BioMerieux contrary to the Bankruptcy Code §365(c)(1). Pasteur argues that the federal common law of patents presumes that patent licenses, such as CBC, may not sublicense to third parties absent the patent holder's consent. This is "applicable law" within the meaning of §365(c)(1)(A).

Arguments of the Court:

1. This Court (Court of Appeals of the Fifth Circuit) decided a previous case called Leroux where it rejected the proposed "hypothetical test", holding instead that §365(c) and (e) contemplate a case-by-case inquiry into whether the nondebtor party (in this case Pasteur) actually was being "forced to accept performance under its executory contract from someone other than the debtor party with whom it originally contracted." When the transaction envisions that the DIP would assume and continue to perform under an executory contract, the bankruptcy court cannot presume as a matter of law that the DIP is a legal entity materially distinct from the prepetition debtor with whom the nondebtor party contracted. The bankruptcy court must focus on the performance actually to be rendered by the DIP with a view to ensure that the nondebtor party will receive the full benefit of its bargain.

2. Pasteur insists that the reorganized CBC is different from the prepetition entity. The Court does not agree with this position. Under the view of the Court, CBC's separate legal identity and its ownership of the patent cross-licenses, survive without interruption notwithstanding repeated and even drastic changes in its ownership. Interpreted as Pasteur proposes, CBC's own rights under the cross-licenses would terminate with any change in the identity of any CBC shareholder. Also, the cross-licenses provisions do not allow for Pasteur's interpretations. The licenses expressly authorize CBC to share its rights with any "affiliated company", which on its face presumably encompasses a parent corporation such a BioMerieux's subsidiary. Pasteur should have foreseen, that CBC might undergo changes of stock ownership, which would not alter its corporate legal entity, but nonetheless chose not to condition the continued viability of its cross-licenses accordingly. 

3. The Court of Appeal affirmed the decision of the Bankruptcy Court and thus the assumption is authorized.

Notes:

· Both, Perlman and Institut Pasteur have federal patent law at the center of the case. The Court in another case called Everex Systems found that patent licenses must be nonassignable because the patent holder would otherwise lose control of her patent and with it much of the incentive to innovate that undergirds federal intellectual property law. 

· The Court in Pasteur implies that a third party can limit a corporate control transaction through contract. Such classes however are functionally identical to contractual limitations on assignments, limitations that §365(f)(1) strikes down.

C. Rejection

§365(a): Provides in general that the trustee, subject to the Court's approval, may reject any executory contract or unexpired lease of the debtor. The general rule is that rejection constitute a breach of the contract or lease immediately before the date of the filing of the debtor's bankruptcy petition (§365(g)) A claim arising from the rejection and breach will be allowed or disallowed the same as if such claim had arisen before the date of the filing of the petition. These provisions ensure that the creditor will have the same rights in bankruptcy as outside.

Rejection is a decision not to assume. It is not a special power to terminate or rescind the debtor's obligations. The consequences of rejection are:

1. The estate is no longer under any obligation to perform.

2. The estate is no longer entitled to receive the benefits of the contract.

3. Rejection is a breach of the contract creating an unsecured prepetition claim for the nondebtor party.

4. This claim (and nothing else) is dischargeable in the bankruptcy proceeding.

Under §365(d) the party may request an accelerated assumption or rejection decision. Neither of these guarantees payment, however. Read!!

Much of the difficulty in reconciling case law on the rejection of executory contracts stems from the failing of some courts to distinguish between the power of rejection and the consequences that flow from rejection.

Leasing Services Corp. v. First Tennessee Bank

On October 23, 1980 Chatam Machinery leased two cranes to Metler. The leases were assigned to LSC. The amounts due under the leases were secured by a security interest in Metler's inventory, goods, equipment and machinery. LSC perfected its security interest. After perfection, the Bank made several loans to Metler and obtained a security interest in the same collateral. The Bank perfected as well.

December 11, 1984: Metler was place in involuntary bankruptcy under Chapter 7. Metler surrendered all of its equipment and machinery to the Bank, except for the two cranes. The Bank sold this collateral and realized $443, 895 from the sale. The trustee did not assume the lease agreement so LSC reclaimed possession of the cranes and sold them, establishing a deficit balance of $81,493.

October 1, 1985: LSC filed a suit against the Bank seeking payment of $81,493 plus interests and fees. LSC asserted that it had a security interest in the proceeds realized from the sale of the collateral that was superior to that of the Bank. But the Bank refused to pay. On March 4, 1986 the district court granted summary judgment in favor of LSC, holding that LSC's security interest was superior to that of the bank.

Arguments of the Appellant-Bank:

1. The Bank contends that the lease agreements between Metler and LSC were executory contracts, or unexpired leases and, pursuant to §365(d)(1), the rejection of the lease agreements by the trustee operated as a matter of law as a rejection of all covenants contained in the leases, including the grant of the security interest. Thus, the Bank argues that the rejection of the leases constituted a breach of the executory and nonexecutory portions of the contracts, leaving LSC in the position on an unsecured creditor. 

Arguments of the Appellee-LSC:

1. LSC argues that while rejection of a lease obligation does have the effect of a breach of contract, it does not affect the creditor's secured status.

Arguments of the Court:

1. The Court agrees with LSC. Rejection denies the right of the contracting creditor to require the bankrupt estate to specifically perform the then executory portions of the contract. Rejection also limits the creditor's claim to damages for breach of contract. But rejection or assumption determines only the status of the creditor's claim: whether it is a prepetition obligation of the debtor or it is entitled to priority as an expense of administration of the estate. The extent to which a claim is secured is wholly unaffected. The Court cites a case named Jenson v. Continental Financial Corp. where the security agreement was found to be nonexecutory and was not subject to rejection by the trustee.

2. The Court said that similarly in this case, the security interest granted to LSC was fully vested. The consideration was the lessor agreeing to lease the cranes to Metler and LSC agreeing to take an assignment of the leases. Thus the security interest was non executory and therefore not subject to the rejection power of the trustee.

3. Applicable state law mandates that the first creditor to perfect a security interest has priority status. In the present case, LSC was the first to perfect its interest. Thus the district court was correct in stating that an acceptance of the Bank's argument "would be to advance the Bank's later-perfected security interest above LSC's prior lien, negating the priority provisions set forth in Article 9 of the Uniform Commercial Code."

4. Accordingly, the Court affirms the grant of summary judgment in favor of LSC.

 In Re Register

The issue presented is whether a covenant-not-to-compete contained in a franchise agreement is still enforceable after the debtors rejected the executory franchise agreement. The plaintiff Silk Plants is seeking to enjoin the debtors from operating a business in apparent violation of the covenant-not-to-compete.

On March 8, 1986, the Registers executed a franchise agreement with the plaintiff granting the Registers a franchise to operate a Silk Plants, etc. specialty retail store offering artificial flowers, plants and related items. Under part of the franchise agreement the debtors covenanted not to engage in any capacity in a business offering to sell or selling merchandise or products similar to those sold in Silk Plants etc. for a period of two years after the termination of the franchise agreement. the covenant was limited to a ten-mile radius of the Register's store.

March 15, 1988: The Registers filed a Chapter 13 bankruptcy petition. On May 18 1988 The Registers rejected the franchise agreement and since then they have been operating a business very similar to their former Silk Plants Etc. franchise.

Arguments of the Movants-Silk Plants:

1. Silk Plants wants to enjoin the Registers from operating that store arguing that such activities violate the covenant-not-to-compete contained in the original franchise agreement.

2. They argue that the covenant-not-to-compete was not executory and so cannot be rejected. They say the covenant was severable from the executory parts of the contract and was based on a separate consideration which Silk Plants Etc. had fully provided. This separate consideration was the provision of training and information at the beginning of the franchise relationship.

3. Silk Plants argues that a covenant-not-to-compete is enforced by an injunction and other equitable relief and not by a suit for money damages. Therefore the breach does not give raise to a claim as defined by §101(5). Silk plant's right to equitable relief should not be affected by the bankruptcy.  Silk Plants cites some cases, but the Court found that those cases can be distinguishable from the present case, because on them, the bankruptcy filing had elements of bad faith.

Arguments of the Court:

1. The primary purposes behind allowing debtors to reject executory contracts are: 1) to relive the estate from burdensome obligations while the debtor is trying to recover financially, 2) To effect a breach of contract allowing the injured party to file a claim. Both objectives are furthered by permitting debtors to reject covenants-not-to-compete with the rest of the executory contract. In fact, equitably enforcing such clauses in contracts would directly frustrate the purposes of relieving debtors from burdens that would hinder rehabilitation. For this reason, Registers should be able to reject the covenant-not-to-compete along with the rest of the executory contract, while Silk Plants Etc. should be able to file a claim for the injury resulting in the breach of the contract. This is consistent with the general rule that executory contracts must be accepted or rejected as a whole.

2. Regarding argument # 2 of Silk Plants, the Court said that the agreement, when taken as a whole, shows that the parties contemplated that the covenant will only be enforceable if Silk Plants performed on the entire franchise agreement, not just the sections requiring it to provide special training to the debtors. If Silk Plants had rejected the contract in a bankruptcy proceeding or had otherwise breached the franchising agreement, the debtors clearly would not have had to honor the covenant-not-to-compete.

3. Silk Plant relies on Leasing Service Corp v. Tennessee Bank. But the Court notes that a security interest is very different from a covenant-not-to-compete. Once perfected, the security interest is a present interest in property, it establishes the priority of the holder and the existence of the security interest is not dependent on the holder's performance of the rest of the contract. Here, the franchisor's ability to enforce the covenant is totally dependent on his faithful performance of the entire agreement. Thus the covenant is not severable from the rest of the contract. 

4. Regarding argument # 3, the Court said that Although state courts have ruled that they cannot put a dollar amount on the injury incurred for breach of the covenants-not-to-compete, the court believes that it is possible.

5. The court held that the covenant-not-to-compete terminated when the contract was rejected and that Silk Plants may file a claim for breach of the entire franchise agreement, including the covenant-not-to-compete, under §502(g).

Notes:

· Bankruptcy Code §365(n) is a reaction to the case Lubrizol Enterprises v. Richmond Metal Finishers, where the court ruled that rejection in bankruptcy of a license agreement deprived the licensee of the right to use the debtor's intellectual property, and left the licensee with a mere claim for damages. §365(n) allows a licensee of intellectual property to retain its rights despite rejection of an executory contract. Congress had previously granted similar dispensations under §365(h) and (i). Ironically, such protections of nondebtor classes support the holding of cases as Register. Going further, it is possible to sustain that the very adoption of §365 itself may fairly be interpreted as a congressional attempt to displace the protections of nonbankruptcy law. But the author of the book argues that it is not clear what principle supports deviation from the rules of otherwise applicable law. 

· The 2005 Bankruptcy Act revises Bankruptcy Code §707(b), which provides the circumstances under which a court will dismiss or convert a Chapter 7 bankruptcy petition for abuse of the bankruptcy process. Section 707(b)(3)(B) expressly gives as an example of potential abuse a debtor's attempt to reject a personal services contract.

	Notes from class:

· For the Professor it is evident that the result in this case is strange, because it actually creates a weird incentive to the franchisee to file for bankruptcy just to escape the obligation not-to-compete. For sure a normal court would have never be as sympathetic to the debtor as this court, because this decision allows strategic use of bankruptcy.

· The Professor thinks that the reason for this strange result is that this is about a Chapter 13 case, where the debtor must be entitled to a fresh start.


Northwestern Airlines Corp. v. Association of  Flight Attendants CWA

September 2005: Northwest filed for protection under Chapter 11 of the Bankruptcy Code. Northwest's plan of reorganization required that its employees make significant concessions. Most of the unions that represent groups of Northwest employees have since negotiated new agreements. Unable to reach an agreement with the flight attendants, Northwestern file a motion to reject the CBA (collective-bargaining agreement). The Bankruptcy Court granted the debtors' §1113 relief. Along with this relief, the court permitted Northwest to impose the terms of a previous tentative agreement upon the flight attendants. The AFA (Association of Flight Attendants) responded to the imposition of the agreement by notifying Northwest of its intent to disrupt Northwest's service by using a tactic named CHAOS (Create Havoc Around Our System), which entails mass walkouts for limited periods of time and pinpoint walkouts at certain airports or gates. 

The procedural history of this case then goes:

1. Northwestern moved to enjoin the strike. The bankruptcy judge denied the motion on the basis that Northwest's rejection of the CBA and imposition of the agreement amounted to a unilateral action in changing the status quo that in turn frees the employees to take job action.

2. On appeal the district court reversed and granted preliminary injunction on the grounds that the union remained bound by the status quo provisions of the RLA (Railway Labor Act), which forbid the exercise of self-help pending the exhaustion of various mechanisms to resolve disputes, including NMB mediation. The AFA and Air Line Pilots Association filed a timely appealed. 

3. The Court of Appeals of the Second Circuit must review for abuse of discretion, but it will review the application of law de novo. The Court needs then to determine if Northwestern has shown, first, irreparable damage, and second, either a) likelihood of success on the merits, or b) sufficiently serious questions going to the merits and a balance of hardships decidedly tipped in favor of the party who filed the preliminary injunction.

The appeal turns on Northwest's likelihood of success on the merits. The arguments of the Court on this regard are:

1. Section 1113(a) provides that a carrier subject to the RLA may reject a CBA if the bankruptcy court determines, inter alia, that the balance of the equities clearly favors rejection of such agreement and that rejection is necessary to permit the reorganization. Read the whole section because there are some other determinations that the court has to make.

2. The RLA creates an almost interminable re-negotiation process, but during the pendency of this re-negotiation process, the RLA obligates the parties to maintain the status quo. But the word "status quo" found through out the caselaw appears nowhere in the RLA. The RLA refers to maintaining objective working conditions during the pendency of any dispute or during re-negotiation.

3. But other than the status quo provisions, the RLA also imposes a separate duty: carriers and unions must exert every reasonable effort to make agreements and to settle all disputes.

4. The Court concludes that the district court was allowed to enter the preliminary injunction because the union's proposed strike would violate this separate duty. The union concedes that it has an ongoing duty to negotiate but nevertheless argues that it is "free to strike" because Northwest unilaterally altered the contractual status quo.  The Court sais that this argument fails because the separate duty operates independently of the RLA's status quo provisions. 

5. The Court reaches three conclusions: 1) Northwest's rejection of the CBA after obtaining court authorization abrogating (without breaching) the existing CBA between the AFA and Northwest, which thereafter ceased to exist; 2) The abrogation of the CBA necessarily terminated the status quo created by the agreement so all the status quo provisions ceased to apply; 3) The AFA's proposed strike would, at present, violate the union's independent duty under the RLA to exert every reasonable effort to make an agreement and thus may be enjoined. 

6. The Court does not dispute that a union would be free to strike following contract rejection under §365. Under §365 if a debtor rejects an executory contract, breach is deemed to occur immediately prior to the bankruptcy petition. Rejection under §365 thus leads to a legal fiction at odds with the text of (and impetus behind) §1113. Consistent with Congress's purpose, the Court is obliged to construe the statutory scheme to distinguish the legal consequences of rejection under §365 from rejection under §1113.

7. In cases governed by the NLRA (National Labor Relations Act), the Court has also hinted that a union is free to strike, even following contract rejection under §1113. But a union's right to strike under the NLRA depends upon the terms of the CBA to which it is a party. And if a party, using §1113 abrogates a CBA, it follows that the union subject to the NLRA would become free to strike precisely because it would no longer be bound to any contractual no-strike rule. At the same time, however, a union subject to the RLA would still be under an obligation to exert every reasonable effort to make agreements and settle disputes. 

8. The Court concludes: "Although this is a complicated case, one feature is simple enough to describe: Northwest's flight attendants have proven intransigent in the face of Northwest's manifest need to reorganize." On that basis the Court concluded that the AFA violated the RLA and affirmed the preliminary injunction.

Notes:

· This case can be reduced to a simple observation: Although the Bankruptcy Code §1113 does not grant a court the power to enjoin a strike, neither does it remove such power if provided by another source.

· When a court invokes §1113 and modifies a collective bargaining agreement, one might have thought that the affected union or workers would at the very least be entitled to a prepetition claim for damages under §365(g). The court in Northwest Airlines suggests otherwise however. The author of the book can not explain this: A group benefit from bankruptcy is not a reason for an ordinary creditor who losses its collection right to lose its claim as well. It is not clear why a union as a party to a "changed" executory contract should lose its claim.  

	Notes from class:

· The key part of this case is that the Court interprets that there is no collective bargaining agreement. The Court says that the obligation to not modify went away with the rejection of the contract. This case deals with a part from the Bankruptcy Code that was put in place to prevent the use of bankruptcy to change the terms of the collective bargain.


VII. The Trustee's Avoiding Powers
A. The Trustee as a Creditor

The Bankruptcy Code grants the trustee the right to step into the shoes of other people, hypothetical and actual.

§544(a): Allows the trustee to act as a hypothetical lien creditor
 and in the case of real property, as a hypothetical purchaser. 

§544(b): Allows the trustee to avoid and recover for the estate a debtor's transfers that an actual creditor could have avoided.

1. The Hypothetical Lien Creditor

Section 544(a) is about allowing the trustee to take certain actions that a creditor or purchaser could take under applicable nonbankruptcy law. Section 544(a)(1) is known as the "strong-arm" power: makes the trustee an ideal, hypothetical lien creditor at the time of the debtor's bankruptcy:

a) Ideal: because no actual knowledge is imputed that might, under nonbankruptcy law, defeat an action,

b) Hypothetical: because the trustee can act whether or not there is a real judgment creditor
 who could exercise rights or powers or avoid a transfer.

· A typical application of this section is when the trustee attacks a security interest held against the debtor's property but unperfected at the time of bankruptcy. By the use of this power, the unperfected secured creditor becomes a mere general creditor

· The idea to follow in this section is that whenever a lien creditor could have prevailed outside of bankruptcy, the trustee prevails inside.

· An interest unperfected at the time of the debtor's bankruptcy becomes part of the estate and is thus shared by all creditors including the original holder of the interest that has been avoided.

§544(a)(2): Allows the trustee to play the role of a judgment creditor that must execute on the judgment to win the race against the unperfected secured creditor.

§544(a)(3): Allows the trustee to play the role of a creditor who has completed the process against real property.

§ 546: contains provisions that cut back on the trustee's §544(a) powers. There is a time limit for the trustee to act, and there are some special-case exemptions. These protect a seller's interest in the reclamation of goods sold and protect margin, settlement or swap transactions in the securities industries. 

Once the trustee applies §544(a), the process is complete if the trustee has established a superior interest in the debtor's own property, as in the unperfected security interest. In that case, subordination is all the trustee needs, because the property is already in the debtor's estate. But if the trustee has established a superior interest in property that the debtor has already transferred to another party, then the trustee must affirmatively recover the property. 

§550(a)(1): Allows the trustee to recover the avoided transfer or its value from the initial transferee or the entity for whose benefit the transfer was made.

§550(a)(2) and (b): Permit recovery from subsequent transferee down the line until we reach a transferee who takes the property for value and without knowledge that the initial transfer was voidable. The trustee may not recover from him, or from any subsequent good faith transferee.

§550(d):  Limits the trustee to a single recovery.

§550(e): In case of recovery, the transferee retains a lien for the cost of the improvement to the property, limited to the value of the improvements. 

§551: Preserves for the benefit of the estate any transfer avoided by the trustee.

· Sections 550 & 551 make explicit what is implicit in the rights and powers of the trustee under §544(a).

Kors Inc v. Howard Bank
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Kors filed for bankruptcy and the trustee sold all of Kors equipment for $1,100,000. The issue of this case is, pursuant to §§544 and 551 of the Code, the trustee in bankruptcy can obtain rights under a subordination agreement that is authorized by §510(a) of the Code. 

Arguments of the Court:

1. Pursuant to §544(a), the trustee can avoid unperfected liens on property belonging to the bankruptcy estate. Once the Trustee has assumed the status of a hypothetical lien creditor under §544(a)(1), state law is used to determine what the lien creditor's priorities and rights are. Under Vermont law, the Bank failed to perfect its security interest in the Kros equipment. Since Vermont law gives a lien creditor rights superior to those of the holder of an unperfected security interest, the trustee pursuant to §544(a)(1) of the Code, has rights superior to those of the bank on the date of the bankruptcy filing.

2. The trustee's subrogation powers under §544(a)(1) and §551 do not extend to a subordination agreement protected by §510(a) (permits creditors to subordinate their priorities by agreement if permitted to do so by nonbankruptcy law.

3. In this case, the trustee sold the equipment. §§544(a)(1) and 551 put the trustee in the shoes of the bank with respect to the unperfected security interest, Hence, the trustee properly preserved the bank's lien in the proceeds of the sale. It was improper however for the trustee to be subrogated to the bank's rights under the subordination agreement among RIDC, SBIC and the Bank. Under Vermont law, the trustee would not accede to the benefits of the subordination agreement because Kors was not a part of that agreement. The trustee was vested only with the rights the Bank had against Kors pursuant to the Security Agreement. The Bank's subordination rights existed against SBIC and RIDC, not Kors.

4. The Court affirmed the judgment of the district court (because this was an appeal) which basically ordered the proceeds of the sale of the equipment to be paid in accordance with the subordination agreement.

Notes:

· Kors is a simple case: no lien creditor at the time of the bankruptcy could trump the perfected interests of SBIC or RIDC, so those interests survive attack under §544(a). The order of priority then is: SBIC or RIDC, the trustee and lastly the bank. This is a victory for the bank because it will benefit from the side deal (the subordination agreement) whereby SBIC and RIDC agree to give the bank whatever value they receive from the collateral.

· The interpretation the Court gave of the section of the Code in this case is a bit problematical from a doctrinal perspective. The Court interprets that the trustee does not merely hold an interest superior to the Bank's unperfected security interest, as would a lien creditor; the trustee holds the security interest itself. This interpretation raises the question whether the interest includes Bank's rights under the subordination agreement.

· It seems like §551 is unnecessary, as §550 also applies broadly and permits the trustee to recover an avoided transfer or its value. §551 however, address a priority circularity problem that can sometimes arise under facts similar to those in Kors.

2. The Actual Creditor

Under §544(b)the trustee takes on the role of an actual creditor, to whom the debtor incurred an obligation before bankruptcy, while under §544(a) the trustee takes on the role of a hypothetical creditor who makes a loan at the time of bankruptcy.
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Section 544(b) brings into the estate property that creditors could have reached outside of bankruptcy but that the hypothetical lien creditor test of §544(a) fails to reach.

· The amount that the actual creditor is owed does not put a ceiling on the amount that the trustee can recover.

· Any recovery goes to the estate thus all creditors enjoy it.

· Fraudulent conveyances dominate the case law surrounding §544(b)

In Re Ozark Restaurant Equipment Co.

This case considers a veil-piercing action (alter ego action) where a creditor of the debtor, not the debtor itself, has a claim against the controlling shareholders of a debtor for the SH's misbehavior. The sole issue on this appeal is whether the trustee has standing to assert on behalf of the debtor corporation's creditors, an alter ego action against the principals of the corporation. Basically the trustee alleged that because of the defendant-principal's abuses of the corporation, the corporate veil should be pierced and the individuals should be personally liable for  Ozark's debts. The bankruptcy court agreed with the trustee, but the district court reversed on the grounds that the trustee had no standing on his own to bring an alter ego action on behalf of the debtor's creditors.

 Arguments of the Trustee:

1. The trustee maintains that he has standing to bring the action on behalf of the unsecured creditors based on three different parts of the Code: 1) §544, 2) §704 & §541, and 3)§105.

 Arguments of the Court of Appeals:

1. Upon examination of §704 and 541 and the nature of the alter ego action, the trustee's standing argument must fail. First, it is clear that the causes of action belonging to the debtor at the commencement of the case are included within the definition of property of the estate. Whenever a cause of action "belongs" to the debtor corporation, the trustee has the authority to pursue it in bankruptcy proceedings. But where the applicable state law makes such obligations and liabilities run to the corporate creditors personally, rather than to the corporation, such rights of action are not assets of the estate. Generally the corporate veil is not pierced for the benefit of the corporation or its SH. The action is conceived to assist a third party. 

2. The trustee's rights and powers under §544 are extensive but they do not encompass the ability to litigate claims, such as the alter ego cause of action on behalf of the debtor's creditors. The Court relies on a case called Caplin that even if decided under the Bankruptcy Act is still good law, and it is the only case applicable on this subject. In that case the Supreme Court held that a reorganization trustee lacked standing to assert, on behalf of the bankrupt corporation's creditors, claims of misconduct against a third party. Although, the new Bankruptcy Code clarified and expanded the trustee's role with respect to creditors, in no way was it changed to authorize the trustee to bring suits on behalf of the estate's creditors against third parties. In fact, the legislative history suggests the opposite.

3. §544(a) and (b) are flavored with the notion of the trustee having the power to avoid "transfers" of the debtor. An alter ego action, however, does not entail invalidating of a transfer of interest, but instead imputes the obligations of one party to another regardless of any "transfers".

4. In summary, nowhere in the Code is there any suggestion that the trustee has been given the authority to collect money not owed to the estate.

5. If the trustee were allowed to bring the action, there would obviously be questions as to which creditors were bound by the settlement. This is because the trustee is not the real party in interest and does not have the power to bind the creditors to any judgment reached in litigation.

6. Because not provision in the Code gives the trustee standing to assert the alter ego claim, any equitable relief under §105 must be denied. 

7. The district court's order is affirmed.

Notes:

· Once can argue that the trustee should prevail in the veil-piercing action under §544(b). This provision allows the trustee to avoid any transfer of an interest of the debtor in property that any actual creditor holding an unsecured claim could avoid. One might characterize a veil-piercing action as one that seeks to recover from SH assets that could belong to the corporation and should thus be available for the creditors. So characterized, this diversion of assets may be deemed a transfer. But there would be a danger for the law to adopt a very expansive view of "transfer" for the purposes of §544(b). A line of argument premised only upon whether an action is available to the creditor (and not whether it involves ac actual transfer of assets) is too much. There must be a link between the action that a creditor has and the creditor's relationship with the debtor.

· A question that arises from this case is why the alleged malfeasance of the debtor's principals did not give rise to a claim by the debtor against them. such a claim would inevitably belong to the trustee, who might bar the claim of individual creditors as derivative.

· Attention!!! Read §704(a)(1): This section gives the trustee authority to bring an action for damages on behalf of a debtor corporation against corporate principals for alleged misconduct, mismanagement, or breach of fiduciary duty, because these claims could have been asserted by the debtor corporation or by its SH in a derivative action.

7-B. Fraudulent conveyance – Sec. 548

· In cases where the manager of a corporate debtor is dishonest and transfers assets to an accomplice so that the debtor appears to have no assets, the basic state-debt collection process may not be sufficient to protect the creditor of the corporate debtor. 

· The fraudulent conveyance law ensures that the creditor can reach fraudulently transferred property, at least if the transferee was an accomplice to the fraud. The provision protects the other creditors from diminution of their share in the bankruptcy estate.  

· The law is based on the Uniform Fraudulent Conveyance Act (UFCA) and the Uniform Fraudulent Transfer Act (UFTA), which served as models for state law.

· The transferee can only keep the property if she is a bona fide purchaser of the property and paid the fair value of the property. If not paid fair value, the transferee has to render the property but can demand a return of the property. 

· The term fraudulent is to some extent misleading because the law also comprises transfers that were not dishonest or at least demonstrably dishonest but that simply represent a gift causing the company not to be able to pay for a loan anymore. So, the transfer does not actually always have to be fraudulent. 

· It is the debtor’s intent that controls if the property has to be returned, not the creditor’s intent. 

· Furthermore, the law comprises transfers that are made for less than fair value of the property. The transfer is constructively fraudulent regardless of the debtor’s intent (no need to proof). Requirements:

· Transfer renders the debtor insolvent or leaves the debtor with unreasonably small capital. The same rules apply for obligations incurred by the debtor. 

· Unreasonably small value in return for the property transferred. 

· The trustee can avoid fraudulent conveyances under bankruptcy, according to Sec. 548, as well as he can avoid other transfers according to Sec. 544(b). Sec. 548(b) allows to proceed under state law. The only difference is the two year status of limitation before the filing of the petition, whereas some state laws allow longer windows (4 or 6 year windows). 

· The fraudulent conveyance law of the Bankruptcy Code is applicable as soon as the debtor files for bankruptcy but usually leads to the same outcome. 

· The Bankruptcy Code uses the same language as the UFTA / UFCA:

· UFCA Sec. 7 = Sec. 548(a)(1)(A) BCode, fraudulent transfers (intentional)

· UFTA Sec. 5 = Sec. 548(a)(1)(B) BCode, obligation incurred (constructive)

· UFTA Sec. 4 = Sec. 548(a)(1)(B) BCode, constructively fraudulent 

· UFTA Sec. 3 = Sec. 548(d)(2) BCode, definition of the term “value”

· Although bankruptcy law and state law for fraudulent conveyance are very similar, bankruptcy law in some cases gives rise to further claims that are not (anymore) available under state law, for example when the period has expired. The reason for this is that the trustee is protected from sorting out the conflicts of law under each jurisdiction involved. 

· Exception: Transfers to religious institutions and other charitable entities or organizations are not considered fraudulent conveyances, Sec. 548(a)(2).
· Once the transfer or obligation is avoided, the property is preserved for the estate according to Sec. 551. The transferee receives a lien for the cost of her improvements to the property, limited by the value of those improvements. 

CASE: BFP v. Resolution Trust Corp.

	Facts:


	· The Bartons and Pedersens formed a partnership, called “BFP”, to buy a house.  

· The partnership took title of the house subject to a deed of trust (= mortgage) in favor of Imperial bank to secure payment of a loan to the partnership at $356K.

· Shortly afterwards, BFP grants another deed of trust to the sellers of the house as security for a promissory note of another $200K.

· Imperial bank started foreclosure sale of the house and sold it to Osborne.

· After having filed for bankruptcy, BFP seeks to set aside the conveyance of the house to Osborne according to the rules of fraudulent conveyance, based on the facts that the house was worth $725K and was sold for $443K. Thus, there was not enough money to repay both loans from the foreclosure price, although the first creditor was oversecured and thus has no interest to sell the house especially high. 



	Legal Issue:


	· What does “reasonably equivalent value” mean in the context of a real estate foreclosure where the challenged transfer is not voluntary?

· Was the conveyance of the house to Osborne a fraudulent transfer in the sense of Sec. 548?

· Can a non-collusive and regularly conducted nonjudicial foreclosure be qualified as “without reasonably equivalent value”? Does the foreclosure have to come up with a fair market value?



	Holding / Reasoning:


	· The “Durrett rule” (rule from Durrett v. Washington Nat. Ins. Co.), which states that any foreclosure that yields less than 70% is invalid, is not applicable and was rejected by In Re Bundles, which held that there is a rebuttable presumption that the foreclosure price was sufficient, so that all the facts and circumstances have to be considered. 

· Fair market value cannot (or not always) be the benchmark. The words fair market value does not appear in Sec. 548 but in 522. Congress did not use this language and acts intentionally when it omits certain language (Chicago v. Environmental Defense Fund). Furthermore, the fair market value is the opposite concept of a forced sale. 

· The court holds that as long as all the requirements of the State’s foreclosure law have been complied with, the price in fact received at the foreclosure is the reasonably equivalent value for the real property. 

· This means that the price paid must be an equivalent value to the debtor’s interests and not to the real value of the property. If a debtor subjects its property to foreclosure rules as part of the fair exchange for money borrowed, it is hardly a fraudulent conveyance under Sec. 548 for a creditor later to receive performance on its bargain. 




Comments on the case:

· Sec. 548 contains the words involuntary AND voluntary transfer, which means that there should be a difference in measurement between a case where the transfer was the result of a foreclosure and a voluntary transfer by the debtor. Thus, fair market value cannot be the benchmark for a foreclosure. But in fact, the language was inserted by Congress in order to make sure that also a foreclosure can result in an unreasonably equivalent consideration. 

· Justice Scalia, dissenting, is of the opinion that if a foreclosure is not accepted as reasonable equivalent value and is qualified as a fraudulent conveyance, this will cast a shadow on a number of transactions in the future (undermine foreclosures). 

· A rule based on numbers would be easier to handle but would not serve the individuality of the case. 

· TMcK: The decision of the Supreme Court again shows that it is not very sophisticated in bankruptcy law because it takes the language of the law literally.

Leveraged Buyouts (LBOs)

1. Secured lending agreement from a lender

2. Repurchase of shares of the corporation by the corporation

3. Purchase of new shares by the buyer (highly concentrated ownership)

4. Issuing of junk bonds (subordinated) to repay the lender. 

5. The concentrated owner also works as manager and cleans up the company and makes it profitable in order to resell it some years later at some profit. 

CASE: Moody v. Security Pacific Business Credit, Inc.

	Facts:


	· Jeannette Corporation was a profitable enterprise for many years, until a group of investors acquired it in a leveraged buyout. Less than half a year later, the corporation was forced into bankruptcy.

· J. Corp. purchased Jeannette with funds coming out of a $15.5mio credit from Security Pacific which was secured by all of the assets of Jeannette. J. Corp. never repaid any portion of the amount. All the corporation received was access to new credit and new management. 

· The present value of all assets exceeded the total loan by $1-2mio so that the corporation was technically not rendered insolvent by the buyout. 

· After the purchase, the financial stability of Jeannette deteriorated dramatically until one of the trade creditors filed for involuntary Chapter 7. 

· The creditors claim that the LBO left the corporation with unreasonably small capital in the meaning of Sec. 544(b) or at least a transaction without fair consideration. 



	Legal Issue:


	· What does “unreasonably small capital” mean?

· Under which circumstances does a leveraged buyout constitute a fraudulent conveyance, voidable under Sec. 544(b)? 

· Was the LBO a fraudulent conveyance without fair consideration and left the corporation with unreasonably small capital?



	Holding / Reasoning:


	· Unreasonably small capital is not defined by the Code, but the court holds that the term denotes a financial condition near equitable insolvency (inability to pay debts as they mature). 

· Insolvency is determined as of the time of the conveyance (Angier v. Worrell).

· Assets have to be valued on a going concern basis and not on a liquidation basis. 

· The valuation of the capital left over depends on the projections for the firm. The test here is reasonable foreseeability (reasonable projections) at the time the transfer is being made. 

· In this case, the projections were reasonable and the corporation’s failure was caused by a dramatic drop in sales due to foreign and domestic competition but not due to the quality of the business plan. The projections were in a way optimistic but not unreasonably optimistic. At the time the projections were made, there was no evidence that the transfer would leave the company with unreasonably small capital. 

· The transaction did not render the corporation in a financial situation short of equitable insolvency, as it was able to realize $6mio in the 6 months after the deal. 

· There is no evidence that the parties had the intention to defraud the other creditors because the deal did not render the corporation insolvent. Therefore, the deal does not constitute a conveyance without fair consideration in the meaning of Sec. 544(b).




Comments on the case:

· There is no actual fraud in the case. 

· The debtor was not insolvent and the transaction did not render the debtor insolvent. Thus the case is about if the transfer was made without reasonable consideration. 

· Unreasonably small capital is similar to insolvency but still different because it takes into account the margin for error of the company. 

· The LBO investors wanted to make money, which they could only do if the company succeeded. This indicates to the court that there was no intention to leave the company with so little money that it had no margin for error and lead it into bankruptcy. The investors risk their reputation when they are not successful. 

· Who would benefit from a decision qualifying the transfer as a fraudulent conveyance? The general creditors. But these creditors came along after the LBO that all knew about the financial structure of the company. So, there is no need to protect these post-LBO creditors, because they already charged a much higher interest rate when they lent money to the company. This already offset their risk. Granting the fraudulent conveyance claim would give them a double payment. 

· Example: Project costs $10. In good state (prob. 80%) it brings returns of $20, and in bad state it returns $3. The expected value thus is $6.6

· When the project now is financed with 80% debt and 20% equity
Debt return: (8)(0.8)+(3)(0.2)=7. Thus, the expected return is negative. For this reason, the debt will require a much higher interest rate

Good faith – Ponzi schemes

· Even if a transfer is qualified as a fraudulent conveyance, being in good faith gives the creditor a lien.

· The cases have two steps: 

· First there has to be fraud by the debtor. In Ponzi schemes, there is a presumption that there was fraud. 

· The second step then is to see if the transferee maybe acted in good faith. 

CASE: In re Manhattan Investment Fund Ltd.

	Facts:


	· Berger, a convicted felon and fugitive, used a fund as a scheme to execute fraud in the form of a Ponzi system (snowball system).

· In the year before the fund filed for bankruptcy, it made a number of transfers from an account in Bermuda to an account maintained by Bear Stearns. 

· After the SEC found out about the fraud, Bear Stearns put the account on “closing only” so that no money could be withdrawn from the fund’s account until all positions were closed. 

· Still, upon request of the fund, Bear Stearns transferred a massive amount of money from the account to the fund’s account at Chase Manhattan. The bank received $2.4mio in revenue for its services. 

· The creditors of the fund challenge the transfer and payment for services to Bear Stearns as fraudulent conveyance because of bad faith. They consider the bank as a transferee. 

· Bear Stearns argues that it was not an initial transferee but only a conduit and even should it be considered to be an initial transferee, it accepted the transfers in good faith under Sec. 548(c) without knowledge of the fraud. 



	Legal Issue:


	· What is “good faith” in the context of fraudulent conveyance law for the purpose of Sec. 548(c)?

· Were the transfers made in bad faith, meaning to hinder, delay or defraud payment to creditors?

· Was Bear Stearns a “mere conduit” or was it an initial transferee?



	Holding / Reasoning:


	· The Ponzi system itself is proof (assumption) for the intent to hinder, delay or defraud payment to creditors of the debtor (Rieser v. Hayslip). When the debtor makes a payment to participants of the system, it is clear that this payment is to the detriment of future creditors. 

· In determining if Bear Stearns was a mere conduit or an initial transferee so that the transfer can be avoided by the trustee according to Sec. 550(a)(1), the court applies the dominion and control test, which leads to the assumption that Bear Stearns was an actual transferee and not only a conduit as it was in control of the transfers (agreements).

· The law doesn’t define good faith, but the courts agreed that it means honest belief, the absence of malice and the absence of design to defraud or to seek an unconscionable advantage, but also freedom from knowledge of circumstances, which ought to put the holder on inquiry (In Re M&L Business Mach. Co., Inc.). In addition to that, the transferee may not remain willfully ignorant of facts that would cause it to be on notice of a fraudulent purpose and put on blinders before entering into transactions (In Re World Vision Entertainment, Inc). 

· Was Bear Stearns in good faith? Bear Stearns was on inquiry notice of the fraud due to a number of conversations and was wearing blinders. There was a huge gap between the fund’s actual performance and its purported performance. Bear Stearns was thus required to ask the wrongdoer if he was doing wrong, but didn’t do so. 

· They were not in good faith so that the transfers can be avoided by the trustee according to Sec. 548. 




Comments on the case:

· Was the bank about to uncover the fraud and thus was not in good faith any longer? TMcK: No, they went to a big auditor (Deloitte) and asked for an auditing of the fund and got the result that everything was alright. And in addition to this, the bank went to the SEC, which caused to whole system to fall apart. The court interprets this as that the bank already thought that there was something going on in the fund. This decision incentivizes the banks in the future not to research and analyze anymore when it comes to fishy cases like this.  

· This means that a bank is not required to actively investigate as long as there is no reason to doubt the lawfulness of the transactions due to obvious reasons.

· The opinion is beneficial to securities investors.  

· On first access, the case looks like a plain vanilla burden of proof case. But actually, it is a question about who are the wrongdoers in this case. The bank gets a fee from the system that increases the longer the system holds up. It seems that the bank wanted to keep the system alive. For this reason, the court held that the bank was on inquiry notice. 

· Case got reversed later on, and thus is no longer good law.

Short selling:

1. Borrow a security that is supposed to go down in value

2. Sell the security at today’s price

3. Wait for the security to drop

4. Repurchase the security at the lower price

5. Return the asset (return is the difference)

Class 15

7-C. Voidable Preferences – Sec. 547(b)

· The descent of a healthy firm into insolvency and then into bankruptcy is a long one and can in many cases be foreseen in the last period before the filing. 

· Sec. 547 (voidable preferences) is a provision that is designed to root out preferences (money transfers, transfers of property in inventory etc.) that are made on the eve of bankruptcy and interfere with the norms of bankruptcy law. It avoids that alert creditors get fully paid off shortly before the bankruptcy to the detriment of other creditors. 

· Definition: According to Sec. 547(b), a transfer is presumably preferential if it is made 

· to or for the benefit of a creditor on account of an antecedent debt, 

· during the 90 days before the bankruptcy petition (1 year for insiders),

· and while the debtor is insolvent (presumed in the 90 day window),

· provided that the transfer leaves that creditor better off than it would have been had the transfer not been made and had the debtor’s assets been liquidated (larger share of the estate). 

· Intent does not matter!

· Every reduction of the amount of the insufficiency claim that existed exactly 90 days before the filing, is considered a preference that is then voidable. 
· The rule is, as every bright-line rule, over and underinclusive: It cannot reach a creditor that receives a payment more than 90 days prior to the filing even when he knew about the financial status of the company, but it will reach a creditor that is paid in good faith, not knowing about the problems. A lot of payments to big creditors can be observed 91 days before the filing. Thus, when the transfer is made to an insider, the transfer can be avoided up to one year prior to the filing. 

· The preference can take many different forms, such as the payment to an undersecured creditor just before filing, giving a security interest to a general creditor just before filing etc.

· Even though the trustee cannot strike down the transfer using a strong arm power (544), he can void the transfer under 547.

· While a transfer is potentially voidable whether it is voluntary or involuntary, acting strategically or instead innocently makes a difference. The latter creditor may have a chance to shield the transfer under safe harbor provisions located in Sec. 547(c).

· In every voidable preference case, there has to be determined when the debt was incurred and when the transfer occurred. The debt has to be incurred before the transfer. Furthermore, the evil about the transfer must be that there is no value that the debtor gets in return. Thus, when a bank gives a credit to the debtor a day before bankruptcy filing and receives a security interest in the debtor’s assets, this does not constitute a transfer in the sense of 547, because the transfer was not made on account of an antecedent debt. 

· It gets more problematic when third persons are involved. Then, it is hard to determine what kind of transfer was made as there were technically no preferences made because the bank / etc. is there as an intermediary.  

CASE: P.A. Bergner & Co. v. Bank One

	Facts:


	· Bergner and Bank One entered into a standby letter of credit agreement under which Bank One agreed to issue standby letters of credit as security for some of Bergner’s credit obligations.

· At Bergner’s request, the bank issued a number of letters of credit to Bergner’s suppliers. Bergner needed the letters of credit to provide added security for its contracts with the supplier to purchase merchandise from it. 

· The effect of the standby letter of credit is that the issuer (Bank One) promises to pay the beneficiary (third party) in an event that entitles the beneficiary to draw on the letter. The account party (Bergner) promises to repay the bank later. The bank in return gets a fee. In case of default by the account party, the account party was obligated to pay the full amount of all drafts that could be presented under outstanding letters of credit. 

· When Bank One refused to renew the standby letters of credit, the supplier planned to exercise their rights to draw down the full amount of the credit. 

· In order to prefund the amount due before Bank One would pay the amount back, Bank One offered Bergner a credit, which he turned down as too expensive. Instead, Bergner turned to Swiss bank group and lent $30mio there, which the bank transferred to Bergner’s account. Bank One then took the money and repaid AMC, the supplier.  

· When Bergner was about to file for bankruptcy, Bank One considered this an event of default and withdrew $6mio, the amount of all possible drafts, from Bergner’s account on the day of the filing and put it in a separate collateral account. 

· Bergner now claims the amount of $30mio plus $6mio to be preferential transfers to Bank One.

· Bank One argues that there were no effects on the estate because:

· The transfer of the $6mio was no diminution because the money is still on the collateral account.

· The $30mio were just moved from Swiss bank to the beneficiary through Bank One, but Bank One was never a transferee.



	Legal Issue:


	· Does the bank have to pay back the money to Bergner ($36mio)?

· Did the transfers constitute preferential transfers?

	Holding / Reasoning:


	· Bank One had the obligation to pay the beneficiaries upon a draft supported by documents and Bank One received a fee for this obligation. Thus, it has the obligation to pay the $30mio. 

· This means that the moment Bank One incurred the obligation to the supplier, a debt arose between Bank One and Bergner. When Bergner then received the money from Swiss bank and put it on the account at Bank One, which transferred it to AMC, the requirements of Sec. 547(b) are given:

· The transfer was made on account of Bergner’s antecedent obligation under the SLCA contract

· It occurred within 90 days prior to the filing

· Berger was insolvent at that time

· The same is true for the other amount of $6mio. 

· Bergner is thus entitled to recover under Sec. 550(a). 




Comments on the case:

· The court does not apply the conduit theory, which would qualify the bank just as an intermediary that passes on the money, but looks at the transfers independently. 

· The economic reality of a case like this is that the money is transferred from Swiss bank to the beneficiaries. 

· But the court applies an independent transaction view, taking into account the value of the letter of credit.

· The result in the case will just result in higher fees for letters of credit, which in the future evens out the bank’s liability threat.

· TMcK: The court got annoyed by the fact that Bank One had its fees charged and now wants to get out of the affair by not paying for the obligation. 

Earmarking Doctrine

· When a new lender directly pays an antecedent debt, or the debtor is obligated to use the proceeds of a new loan to repay such debt, the new loan can be voided according to the voidable preference rules, unless the transfer can be qualified as an earmarked loan.

· As there is no explicit statutory law for an earmarked loan exception in the Code, the courts have developed the earmarked doctrine. The doctrine allows an exception from Sec. 547(b) in the case where an insolvent debtor uses a new loan’s proceeds to repay an antecedent debt on the eve of bankruptcy. The loan then is not qualified as a voidable preference and thus not avoided according to the voidable preference rules under Sec. 547.
· Instead, an earmarked fund never becomes property of the debtor (of the estate) and thus cannot be avoided by Sec. 547(b).
CASE: In Re Heitkamp

	Facts:


	· The Heitkamps build and sell houses. For this reason, they obtained mortgage secured loan from the bank.

· Before completing the project, they obtained another loan from the bank, which the bank used to issue cashier’s checks to the subcontractors. The Heitkamps in return received mechanic’s lien waivers in exchange for the checks. 

· The Heitkamps gave the bank a second mortgage on the house. 

· Some days later, the Heitkamps filed for Chapter 7.

· The bankruptcy trustee now wants to set aside the second mortgage interest transfer to the bank under Sec. 547(b).



	Legal Issue:


	· Does the earmarking doctrine prevent the trustee from setting aside (avoiding) the second mortgage transfer?



	Holding / Reasoning:


	· The earmarking doctrine applies. 

· According to the earmarking doctrine, there is no avoidable transfer of the debtor when a new lender and a debtor agree to use loaned funds to pay a specified antecedent debt. 

· The transaction as a whole does not diminish the value of the estate, because it just replaced one creditor by another of the same priority. This does not bring any advantage to the bank. The transfer is thus not voidable according to the rules of Sec. 547(b).

· The trustee had the burden of proof to show that the earmarking doctrine doesn’t apply and failed to do so. 




Comment on the case:

· The bank steps in the shoes of the debtor by paying the other creditors and has an interest in them finishing the project, which will lead to a higher value of the house. 

· The debtors had the same amount of credit and the same priority. 

Class 16

Safe Harbors – Sec. 547(c)

· Preferential transfers that are presumptively voidable under Sec. 547(b) and that are not reached by the earmarking doctrine, may still not be reached by the trustee, when they are covered by the safe harbor exceptions in Sec. 547(c).

· The safe harbor rules govern transfers that appear to be routine and not last-minute attempts to safe a creditor’s position. 

· (c)(1): exchange intended by the creditor and the debtor as contemporaneous exchange for new value is given to the debtor (sale of goods). 

· (c)(2): debt incurred within the ordinary course of business (retailer purchases inventory and gets paid) or payment made according to ordinary business terms. 

· (c)(3): debtor transfers security interest on account of an antecedent debt that was incurred for the transfer of property (machine bought on credit).

· Etc.

· Transfers that are presumptively voidable are only shielded by the safe harbor rules if they are “innocent” and do not purport to be an attempt by a creditor to opt out of a bankruptcy proceeding. 

· Intent normally does not matter in preference law, but does matter for the safe harbor rules. 

CASE: Union Bank v. Wolas

	Facts:


	· Debtor borrowed $7mio from bank. 

· Shortly after, debtor files for bankruptcy.

· During the 90 day period, debtor made two interest payments on the loan, totaling $100K.



	Legal Issue:


	· Do payments on long-term debt constitute a safe harbor exception according to Sec. 547(c)(2)? 

· Does the payment qualify as a payment during the ordinary course of business?



	Holding / Reasoning:


	· Long-term debt interest payments can qualify for the ordinary course of business.

· The text provides no support that Sec. 547(c)(2) is limited only to short-term debt. 

· The history of the section does not support the limitation of the section because it was limited to short-term credit when the preference rules at the same time were significantly narrower than today. 

· The receiver of an interest payment does not receive more than he would have received in the bankruptcy process because the interest payment is only a part of the whole sum that he can claim.  

· The current expense doctrine, which is a common law rule, does not apply because a current expense is an expense that is necessary to run the daily business (such as electricity bill, check payment in store, etc.). There is a contemporary exchange of value for the current expense payment (the debtor receives electricity in exchange for the payment of the bill). A payment on a long-time credit does not qualify as a current expense in the sense of the doctrine. 




Comments on the case:

· The 2005 Bankruptcy Act allows payments if they are either made in the ordinary course of the business OR it is made according to ordinary business terms. This broadens the nature of Sec. 547(c)(2).

· TMcK: The fact that the court sees payments on the long-term debt as ordinary business can be seen ambiguously. It definitely cannot be seen as ordinary if the debtor makes the decision not to pay other creditors at the same time. A payment made after the decision to prefer one creditor over another cannot be seen as ordinary. 

· TMcK: Sec. 547(c)(2) does not say anything about the terms of the loan. The question whether a loan is short-term or long-term does not really determine whether the payments occur in the ordinary course of business or not. 

· The voidable preference law gives the debtor some sort of bargaining power. This policy reason does not apply here because there is no need to protect the debtor. 

· The long-term creditor is going to court, the short-term creditor is going to cut off the debtor and stop delivery. This will cause the debtor to go under. For this reason, the short-term creditor must be protected (premature liquidation must be prevented). This does not apply to the long-term creditors. Thus, it is not obvious that the court dealt right with the case, treating the long-term and short-term creditors equally.  


7-D. Setoffs – Sec. 553

· A debtor’s assets may include an obligation owed to the debtor by one of the debtor’s creditors, such as when a bank owes the obligation to pay money that the debtor holds on a deposit account. 

· By contract the bank has the right to offset the obligation on the account to satisfy the debtor’s loan obligation when it comes due. 

· The bankruptcy code treats setoffs as a security interest, according to Sec. 506(a).

· This means that an exercise of that right is a transfer, Sec. 101(54).

· The debt must be mutual and must arise prepetition for a setoff right to arise. 

Sec. 553(a) = incurring a debt

· Generally, the Code does not affect setoff rights that arise from mutual debts in Sec. 553(a). But there are exceptions to this, where the setoff is not honored. This exception resembles the preferred transfer provision and does not allow setoffs if they occur:

· Within 90 days before the filing

· OR after the commencement of the case

· While the debtor is insolvent

· The section is designed to prevent indirect payments to creditors that otherwise wouldn’t have received the full amount because they were unsecured. Thus, Sec. 553 also forbids offsetting with a debt when the debt incurred by the creditor was for the purpose of obtaining a right to setoff against the debtor.

Sec. 553(b) = exercise of the setoff right

· The trustee may recover against a creditor that offsets a mutual debt within 90 days prior to the filing, to the amount that an insufficiency is lower than the insufficiency was on the day 90 days before the filing. 

· Insufficiency means the amount by which a claim against the debtor exceeds the mutual debt owing to the debtor by the holder of the claim. This is similar to the improvement test in Sec. 547(c)(5). 

CASE: Braniff Airways Inc. v. Exxon Co. 

	Facts:


	· Braniff made prepayments for the use of fuel each week.

· The week of the filing, B. had made a $500K prepayment and had used $100K of it. Exxon thus owed $400K to Braniff. 

· In addition to that, Exxon and Braniff had a contract according to which Exxon delivered oil etc. During the 90-day period before Brainiff filed for bankruptcy, Braniff made a payment of $150K on that obligation deriving from the contract. 

· Braniff and Exxon agreed that half of the amount is paid under the exception of Sec. 547(c)(2) so that it cannot be avoided as a preferential payment. 

· The remaining half can only be recovered under Sec. 547(b) if Exxon was better off than without the transfer. This depends on the question whether Exxon could setoff the amount due by the amount owed to Braniff, according to Sec. 553(a). A claim subject to setoff under sec. 553 is secured to the extend of the amount subject to setoff, Sec. 506(a), so that a payment wouldn’t have rendered Exxon in a better position. 



	Legal Issue:


	· Can Exxon setoff pursuant to Sec. 553(a)?

· This determines whether there was a voidable preference. 



	Holding / Reasoning:


	· Exxon does have a right to offset pursuant to Sec. 553(a) but every setoff can be recovered by Braniff pursuant to Sec. 553(b).

· There was no Ballmet relation. 

· It is not obvious if the bank really improved its position. For this reason, remand to the factfinder is necessary in order to determine this. 




VIII.
THE DEBTOR’S ESTATE

A. PROPERTY OF THE ESTATE

Code § 541(a)(1)-(3), (6), & (7), (c), & (d)

Code § 541(b) (skim)

Code § 542

MANAGING THE ESTATE

· Bankruptcy proceedings take time.  Dual objectives of bankruptcy law, which should, (i) ensure that the passage of time does not change the value of creditors’ rights relative to one another; and (ii) have as small an effect as possible on the debtor’s relationship with the rest of the world.

TURNOVER OF PROPERTY

· Section 541 of the Code (Property of the Estate) establishes the “estate”, and 362 (Automatic Stay) is designed to keep the estate together for the purposes of bankruptcy proceedings. 
Section 542 (Turnover of Property to the Estate) generally requires the turnover of property that the trustee may use, sell, or lease under Section 363 (Use, sale, or lease of property), or that the debtor may exempt under Section 522 (Exemptions).

· The bankruptcy estate consists of interests in property, and the trustee can gather property in which the debtor has an interest even if another (e.g., secured creditor) also has an interest, and no matter to whom the bankruptcy process will ultimately award the property or its value.

· Important: hard questions may arise about whether the debtor’s interest in property exists at the time of bankruptcy or has been extinguished so that there is no property to which a turnover obligation can attach.

	UNITED STATES v. WHITING POOLS, INC.

United States Supreme Court, 1983 (462 U.S. 198)



	Facts / Procedural Posture
	Whiting owed $92,000 in taxes, but had failed to pay upon demand by the IRS. Consequently, a tax lien in that amount was attached to all of Whiting's property.  On 01/14/1981, the IRS seized Whiting's tangible assets pursuant to the levy, and the next day Whiting filed a petition for reorganization under Chapter 11.  Estimated liquidation value of the property seized = $35,000 / Estimated going-concern value = $162,876.

U.S. moved in the Bankruptcy Court for a declaration that the automatic stay provision is inapplicable to the IRS or, in the alternative, for relief from the stay. Whiting counterclaimed for turnover of the seized property over to the bankruptcy estate pursuant to § 542(a).  The Bankruptcy Court (i) determined that the IRS was bound by the automatic stay, and (ii) directed the IRS to turn the property on the condition that Whiting would provide the IRS with specified protection for its interests.  District Court reversed, and the Court of Appeals reversed the District Court decision.  

  

	Legal Issue(s)


	Whether § 542(a) of the Code authorized the Bankruptcy Court to subject the IRS to a turnover order with respect to the seized property.

	Holding(s) / Rule(s)


	· Reorganization estate includes property of debtor that has been seized by a creditor prior to filing of petition for reorganization.

· The IRS is subject to § 542(a) of the Code, and therefore the Bankruptcy Court can order the IRS to turn over property which it had seized to satisfy tax lien prior to filing of reorganization petition.



	Reasoning
	Whether § 542(a) generally authorizes the turnover of a debtor's property seized by a secured creditor prior to the commencement of reorganization proceedings

· Congress intended a broad range of property, including property in which a creditor has a secured interest, to be included in the estate.  Why?: Policy of encouraging the reorganization of troubled enterprises.  

· Secured creditors are protected by imposing limits or conditions on the trustee's power to sell, use, or lease property subject to a secured interest, no by excluding such property from the estate.

· Statutory interpretation: Section 541(a)(1) provides that the estate shall include “all legal or equitable interests of the debtor and property as of the commencement of the case,” and this includes any property made available to the estate by other provisions of the Code, such as § 542(a).  A different interpretation would deprive the reorganization estate of the assets and property essential to its rehabilitation effort, and frustrate the congressional purpose behind the reorganization provisions.

Whether the IRS is bound by § 542(a) to the same extent as any other creditor

· The IRS is bound by § 542(a) to the same extent as any secured creditor.  The Code expressly states that the term “entity” in § 542(a) includes a governmental unit.

· When property seized by the IRS pursuant to a tax lien prior to filing of bankruptcy petition is drawn into Chapter 11 reorganization estate, the IRS's tax lien does not dissolve nor is its status as a secured creditor destroyed.   § 542(a) would not apply if a tax levy or seizure transferred to the IRS ownership of the property seized.  However, the Internal Revenue Code does not transfer ownership of such property until the property is sold to a bona fide purchaser at a tax sale.

· IRS remains entitled to (i) the adequate protection for its interests which is applicable to all secured creditors in general, and (ii) to specific privileges applicable to the IRS in particular.  But the IRS is required to seek protection of its interests according to congressionally established bankruptcy procedures, rather than by withholding seized property from debtor's efforts to reorganize.



	Notes / Class discussion
	· This case applies generally to all secured creditors who have repossessed collateral before the filing if the petition but have not yet disposed of it.  However, in the case of a governmental entity, the trustee will be unable to force it to turn over collateral because of sovereign immunity, unless the governmental entity files a claim in the bankruptcy proceeding (Hoffman v. Connecticut Department of Income Maintenance).

· The definition of “property of the estate” refers to “interests” in property, not to the property itself.  The debtor’s only “interests” remaining in repossessed property are those of redemption and surplus, but the Court in Whiting Pools avoids this issue by stating that the statutes referred to “property of the estate” should be read as a definition of what is included in the estate, rather than as a limitation. 




B. ADEQUATE PROTECTION OF CREDITORS

Code § 552

Code § 362(d)(1) & (2) (reread)

Code § 362(d)(3)

Code § 506 (reread)

· Once in the possession or control of property that makes the property of the estate,  the trustee or debtor-in-possession must maintain the property for the benefit of the creditors.  

· In principle, the trustee retains collateral only if the collateral is worth more to the debtor as a continuing enterprise than to another who would purchase the collateral in liquidation sale.

· Section 552(b) generally permits the post petition attachment of a security interest in the proceeds, products, offspring, profits, and rents of or from collateral subject to an unavoided security interest.  

· The creditor may fear that the trustee will dissipate the value of the creditor’s security even if the interest formally survives; in that case, the creditor can seek protection of its security interest by requesting that a court lift the automatic stay under 362(d).  

· Possible scenarios:

· 362(d)(2) – Lift of automatic stay with respect to stay of an act against property if: (i) Debtor does not have equity in such property; and (ii) Such property is not necessary to an effective organization.  Example:

· D owes to B $500,000 secured by a parcel of land worth no more than $300,000.  D files petition under Chapter 7, or attempts to reorganize under Chapter 11 without the intention of retaining the parcel of land.  

· In either case, there is no reason for the trustee to retain the parcel because, (i) D has no equity in the property, and (ii) none of the debtor’s other assets will lose value, and therefore the parcel is not necessary to an effective organization.  

· 362(d)(3) – Lift of automatic stay with respect to creditor with a security interest in single asset real estate as defined by Section 101(51B).  To avoid foreclosure, the debtor must either: (i) File a plan of reorganization that has a reasonable possibility of being confirmed within reasonable time; or (ii) Begin monthly interest payments to the creditor on the secured portion of its claim at a contract rate of the related loan.  

· If the parcel of land generates substantially all of the debtor’s gross income and is otherwise single-asset real estate, 362(d)(3) makes it easier for a creditor with a security interest in it to obtain relief from the automatic stay, because in this case: (i) there is little chance of collective action problems, and (ii) there is no threat to a going concern nearly comparable to what one would encounter if the debtor were a manufacturer with multiple assets synergistically connected.

· Difficult situation arises when the debtor does have equity in collateral that is part of a more complex enterprise or when the collateral is necessary to keep a business running – then the court will be reluctant to allow the secured creditor foreclose on the property.  Example:

· D is a retailer who owes to B $500,000 secured by the debtor’s computer software, worth at least $600,000 if sold to another business.  Trustee might wish to retain this collateral:  (i) to ensure that the collateral sell for the highest possible price (proceeds in excess of $500,000 would go to general creditors); and (ii) collateral might be essential to the debtor’s continued operation.

· 362(d)(1) – Gives the creditors ability to lift the automatic stay for cause; most common cause is the lack of adequate protection.  Adequate Protection requires the debtor to protect the secured creditor from any loss of the collateral’s value.  In addition, if the adequate protection provided ultimately proves inadequate, the secured creditor is entitled to a first priority claim against any of the debtor’s unencumbered assets.  

· Concept of adequate protection also appears in: (i) Section 363(e), which gives an entity with an interest in property the ability to condition any use, sale or lease on the provision of adequate protection, and (ii) Section 363(c)(2), which provides that the debtor cannot use, sell or lease cash collateral.

· The precise meaning of “adequate protection” was subject to hot debate in the early 1980’s – inflation ran double digits and a main concern of creditors in bankruptcy was the time value of their claims:  $100 is still $100 in real terms after the lapse of time, but $100 a year from now is not as valuable as $100 today.  Therefore, creditors argued that they had to be compensated for the amount their claims declined in value between the time they would have foreclosed and the time the bankruptcy is over.  The trustees would argue that creditors were only entitled to have the nominal value of their interest protected.  There was division among courts,  and in Timbers the Supreme Court resolved this issue by holding that nominal values rather than real values should be used.

	UNITED SAVINGS ASSOC. v. TIMBERS OF INWOOD FOREST ASSOCIATES, LTD.

United States Supreme Court, 1988 (484 U.S. 365)



	Facts / Procedural Posture
	· Timbers owes to US Savings $4.1 million in principal under a note secured by security interest in apartment project owned by Timbers, an interest that includes an assignment of rents from the project.  On 03/04/1985 Timbers filed Chapter 11, and shortly thereafter US Savings moved from relief from the automatic stay arguing that there was lack of adequate protection.  

· The value of collateral was somewhere between $2.6 and $4.2 million, and the property was appreciating slightly in value.  It was therefore undisputed that US Savings was an undersecured creditor.  Timbers agreed to pay the post petition rents from the apartment project, minus operating expenses.  US Savings contended, however, that it was entitled to additional compensation.  The Bankruptcy Court agreed, and it conditioned continuance of the stay on monthly payments by Timbers.  Timbers appealed to the District Court and petitioner cross-appealed on the amount of the adequate protection payments.  The District Court affirmed but the Fifth Circuit reversed.



	Legal Issue(s)


	Whether undersecured creditors are entitled to compensation under 362(d)(1) for the delay caused by the automatic stay in foreclosing on their collateral.



	Holding(s) / Rule(s)


	· “Interest in property” protected by 362(d)(1) [allowing undersecured creditor relief from stay on ground of lack of adequate protection] does not include creditor's right to immediate foreclosure.

· Undersecured creditors are not entitled to compensation under 362(d)(1) for the delay caused by the automatic stay in foreclosing on their collateral.



	Reasoning
	Statutory interpretation

· 362(d)(1) should not be read in isolation – in which case there would be grounds to sustain that “interest in property” also includes the secured party's right to take immediate possession of the defaulted security, and apply it in payment of the debt–, but in the light of other provisions of the Code from which it can be implied that the “interest in property” protected by 362(d)(1) does not include creditor's right to immediate foreclosure.  Firstly, the meaning of the phrase “interest in property” in 362(d)(1) is clarified by the use of similar terminology in 506(a), where it must be interpreted to mean only the creditor's security interest in the property without regard to his right to immediate possession on default. Secondly, US Saving’s interpretation is structurally inconsistent with Section 552. Thirdly, petitioner's interpretation of 362(d)(1) makes nonsense of  362(d)(2).

Other arguments

· US Savings contends that denying it compensation under 362(d)(1) is inconsistent with the phrase “indubitable equivalent” in 361(3), which also appears in 1129(b)(2)(A)(iii).  US Savings contends that the phrase has developed a well-settled meaning connoting the right of a secured creditor to receive present value of his security – thus requiring interest if the claim is to be paid over time.  The Court disagrees.

· Petitioner also contends that the Code embodies a principle that secured creditors do not bear the costs of reorganization. It derives this from the rule that general administrative expenses do not have priority over secured claims.  But the general principle does not follow from the particular rule. That secured creditors do not bear one kind of reorganization cost hardly means that they bear none of them.  The Code rule on administrative expenses merely continues pre-Code law.  But it was also pre-Code law that undersecured creditors were not entitled to postpetition interest as compensation for the delay of reorganization.  Congress could hardly have understood that the readoption of the rule on administrative expenses would work a change in the rule on postpetition interest, which it also readopted.

· US Savings contends that its interpretation is supported by the legislative history of 361 and 362(d)(1), relying on statements that “[s]ecured creditors should not be deprived of the benefit of their bargain.”  Such generalizations are inadequate to overcome the plain textual indication in 506 and 362(d)(2) of the Code that Congress did not wish the undersecured creditor to receive interest on his collateral during the term of the stay.



	Notes / Class discussion
	According to Troy, everybody thinks that this case is wrongly decided.


C. USING AND SELLING PROPERTY

Code § 363(b)(1), (c)(1), & (f)

Code § 554

ADMINISTERING PROPERTY

· In bankruptcy cases where some or all assets will be kept together it will be necessary to keep the debtor’s business running at least for a time.  The trustee (or more likely in a reorganization, the debtor-in-possession) must deal with suppliers and with buyers, and such operation of business entails a risk to all assets.   The bankruptcy process tries to ensure that decisions about the use of assets are in the joint interest of all those with rights in them.

· Section 363 – primary provision governing the use, sale, or lease of property of the estate.  “Property of the estate” here refers to properly in which the estate has an interest –any property in the possession or control of the trustee or debtor.

· A distinction is made between cases in which “the business of the debtor is authorized to be operated” –in a case of reorganization or debt adjustment under Chapter 11, 12, or 13 operation is automatically authorized, unless otherwise ordered by the court– and cases without such authorization –under Chapter 7 operation has to be authorized):

· When operation is authorized, the debtor may use, sell, or lease property in the ordinary course of business without court permission, but use, sale, or lease outside the ordinary course of business must be specifically approved by the court after notice and a hearing.

· When operation is not authorized, no use, sale, or lease is presumed to be in the ordinary course of business, and court permission is required 

· When others have an interest in property that the debtor seeks to use, some special provisions apply.  For example, under conditions specified in 363(f) –such as when collateral is worth more than all obligations it secures–, the trustee or debtor can sell property free from encumbrance.

· Section 554 permits the trustee or debtor, after notice and hearing, to “abandon any property of the estate that is burdensome to the estate or that is of inconsequential value and benefit to the estate” – this deals with the cases in which the debtor has no use for a particular item of property, because its worthless or because it is so encumbered by liens or security interests that it has no value to the general creditors.

USE OF ASSETS

· Mabey and Kmart involve payment of prepetition claims to general creditors before the conclusion of the bankruptcy case.  A payment to creditors before the end of a case is generally not permitted.

	OFFICIAL COMMITTEE OF EQUITY SECURITY HOLDERS v. MABEY

United States Court of Appeals, 4th Circuit, 1987 (832 F.2d 299)



	Facts / Procedural Posture
	· Robins Co. sought relief under Chapter 11 after the filing of a multitude of civil actions by women who alleged that they were injured by the use of the Dalkon Shield intrauterine device.  A plan of reorganization was proposed, but after a merger proposal a revised plan had to be submitted.  Prior to this, the Dalkon Shield claimants flied a motion seeking the establishment of an Emergency Treatment Fund, under which $15 million would be set aside and put into an interest bearing account. This money would go to Dalkon Shield claimants for them to get surgery to reverse infertility, or get in-vitro fertilization if required.  Any amounts paid under the Program on behalf of a claimant would be deducted from the amount of disbursement the claimant would otherwise receive under a confirmed Chapter 11 plan of reorganization of Robins.  

· The district court approved this motion, and the equity security holders (Equity Committee)  appealed, arguing that the Dalkon Shield claimants  should go through the whole reorganization plan process to get paid.  The district court denied the appeal relying upon its “expansive equity power”.



	Legal Issue(s)


	Whether the court can set aside money from the debtor prior to allowance of claims, and prior to confirmation of the debtor’s plan of reorganization, on the grounds of its “expansive equity power”.



	Holding(s) / Rule(s)


	· Creation of emergency treatment fund for Dalkon shield claimants, prior to allowance of claims of women who would benefit from fund, and prior to confirmation of debtor's plan of reorganization, was violation of Bankruptcy Code which could not be justified as exercise of court's equitable powers. 

· Program would benefit only certain unsecured holders of Dalkon shield claims and would afford preferential treatment to such claimants over other similarly situated unsecured Dalkon shield claimants and over general unsecured creditors.



	Reasoning
	· The district court relied upon the “expansive equity power” of the courts emanating from Section 105(a) to justify its decision.  However, the court of appeals stated that, although the equitable powers emanating from 105(a) are quite important in the general bankruptcy scheme, and while such powers may encourage courts to be innovative, and even original, these equitable powers are not a license for a court to disregard the clear language and meaning of the bankruptcy statutes and rules. 

· The fact that a proceeding is equitable does not give the judge a free-floating discretion to redistribute rights in accordance with his personal views of justice and fairness, however enlightened those views may be.

· The Bankruptcy Code does not permit a distribution to unsecured creditors in a Chapter 11 proceeding except under and pursuant to a plan of reorganization that has been properly presented and approved.  The clear language of Sections 1121-1129 does not authorize the payment in part or in full, or the advance of monies to or for the benefit of unsecured claimants prior to the approval of the plan of reorganization. The creation of the Emergency Treatment Program has no authority to support it in the Bankruptcy Code and violates the clear policy of Chapter 11 reorganizations by allowing piecemeal, pre-confirmation payments to certain unsecured creditors. Such action also violates Bankruptcy Rule 3021 which allows distribution to creditors only after the allowance of claims and the confirmation of a plan.



	Notes / Class discussion
	· Barry E. Adler et al.: Creditors as a whole would have been better off even if they were not paid in full.  It is better to pay a small amount for surgery (in this case, 15$ million) than to prevent claimant from having the surgery and generating such a large potential claim against the estate.  In this case, creditors understood this and did not object –the objection came from the equity holders, and they did so from a strategic standpoint to obtain concessions within the Chapter 11 bargaining.  The Mabey court reversed the order and stated that the general equitable powers of the court could not sustain such an order.  But the court could have relied on (i) 549(a)(2) of the Code, which arguably implies that a transfer of assets prior to the conclusion of the bankruptcy case can be authorized by either the Code or the court, or (ii) 363, which for example could enable the trustee to spend resources to maintain the value of the firm’s assets, provided always that there is notice and a hearing so that it can be proved that the payments would have the promised effects.




	IN RE KMART CORP.

United States Court of Appeals, 7th Circuit, 2004 (359 F.3d 866)



	Facts / Procedural Posture
	Kmart filed Chapter 11 and immediately thereafter sought permission to pay immediately, and in full, the pre-petition claims of certain suppliers  from which obtaining merchandise was essential for the purposes of carrying out its business (“critical vendors”).  Kmart claimed this would make even the disfavored creditors better off: they may not be paid in full, but they will receive a greater portion of their claims than they would if the critical vendors cut off supplies and the business shut down.  Bankruptcy Judge approved this, and Kmart paid $300 million to the critical vendors –this was financed through a 2$ billion DIP loan.  Other vendors not considered critical were paid nothing, and ultimately received, together with other 43,000 unsecured creditors, 10cents on the dollar, mostly in the stock of the reorganized Kmart.  District judge reversed the order authorizing payment.



	Legal Issue(s)


	Requirements that must be met for the purposes of making preferential payments pursuant to 363(b)(1).

	Holding(s) / Rule(s)


	Preferential payment to vendors is possible under 363(b)(1), but the debtor must prove, and not just allege, two things: (i) that, but for immediate full payment, vendors would cease dealing; and (ii) that the business will gain enough from continued transactions with the favored vendors to provide some residual benefit to the remaining, disfavored creditors, or at least leave them no worse off.



	Reasoning
	· Preferential payment cannot be ordered merely on the basis of Section 105(a).  This does not create discretion to set aside the Code's rules about priority and distribution; the power conferred by § 105(a) is one to implement rather than override. This statute does not allow a bankruptcy judge to authorize full payment of any unsecured debt, unless all unsecured creditors in the class are paid in full. 

· A “doctrine of necessity” is just a fancy name for a power to depart from the Code.  This doctrine was applied in the days before bankruptcy law was codified, but today it is the Code that must prevail. 

· Sources of authority for unequal treatment – 363(b)(1) can be used for these purposes, but it is prudent to read, and use, 363(b)(1) to do the least damage possible to priorities established by contract and by other parts of the Bankruptcy Code.  This requires proof both that disfavored creditors would be as well off with reorganization as with liquidation, and that supposedly critical vendors would have ceased deliveries if old debts were left unpaid while litigation continued.

· In the present case, some supposedly critical vendors had long-term contracts, and automatic stay prevent them from walking away –so there was no need to pay them.  Well-managed businesses are unlikely to abjure new profits, so as long as Kmart continued to pay for new products, they should not walk away because of old debts.  In addition, Kmart could have used part of the 2$ billion DIP loan to issue a standby letter of credit on which the bankruptcy judge could authorize unpaid vendors to draw.  Nothing of this was considered by the bankruptcy court, so the critical-vendors order cannot stand.

	Notes / Class discussion
	· Troy: this was a successful Chapter 11 case –Kmart had very sophisticated advisors. The judge wanted the vendors to deal with Kmart on the ordinary business terms. In 2005 the Code was amended as response to Kmart opinion: certain vendors who have debts incurred before 20 days of filing get some priority treatment, but not immediate payment. So Kmart is still an important case.

· Barry E. Adler et al.: this case does not reject 363 as a basis to pay prepetition debts to critical vendors, but rather stands for the proposition that a debtor’s payment of prepetition claims is extraordinary and requires demonstrating necessity, which is not assumed.




SALE OF ASSETS

· In Lionel and TWA the courts examine the extent to which the procedures in Chapter 11 set implicit limits on whether a debtor may sell assets under 363.  In Lionel the question was whether the sale could occur at all, and in TWA the question was whether the assets sold would be free and clear from claims.
	IN RE LIONEL CORP.

United States Court of Appeals, 2nd Circuit, 1983 (722 F.2d 1063)



	Facts / Procedural Posture
	· On 02/19/1982 the Lionel Corporation filed Chapter 11. Major creditors of Lionel holding $80 million in claims were represented by an Official Creditors' Committee. The remaining $55 million is scattered among thousands of small creditors.  Lionel's most important asset is its ownership of 82% of the common stock of Dale, a profitable listed corporation.

· On 06/14/1983 Lionel filed an application under section 363(b) seeking authorization to sell its interest in Dale, and four days later filed a plan of reorganization conditioned upon a sale of Dale with the proceeds to be distributed to creditors. A hearing was held, and Peabody emerged as the successful bidder with an offer of $50 million.  Lionel’s CEO and an investment banker –the only witnesses produced– testified in support of the application, and Lionel's CEO stated that there was no reason why the sale of Dale stock could not be accomplished as part of the reorganization plan, and that the sole reason for Lionel's application to sell was the Creditors' Committee's insistence upon it.  Bankruptcy Judge made no formal findings of fact, and he simply noted that cause to sell was sufficiently shown by the Creditors' Committee's insistence upon it. 

· The Committee of Equity Security Holders appealed this order claiming that the sale, prior to approval of a reorganization plan, deprives the equity holders of the Bankruptcy Code's safeguards of disclosure, solicitation and acceptance and divests the debtor of a dominant and profitable asset which could serve as a cornerstone for a sound plan. The SEC also appeared and agreed.  The Creditors' Committee claimed that the sale was in the best interests of Lionel, being expressly authorized by 363(b) of the Code, and that it will provide the estate with the large block of the cash needed to fund its plan of reorganization.



	Legal Issue(s)


	To what extent Chapter 11 permits a bankruptcy judge to authorize the sale of an important asset of the bankrupt's estate, out of the ordinary course of business and prior to acceptance and outside of any plan of reorganization.



	Holding(s) / Rule(s)


	· A judge determining a § 363(b) application must expressly find from the evidence presented before him at the hearing a sound business reason to grant such an application.

· Debtor applying for permission to conduct sale outside the ordinary course of business carries burden of demonstrating that use, sale or lease out of the ordinary course of business will aid debtor's reorganization; objectant is required to produce some evidence respecting its objections.



	Reasoning
	Requirements for a sale of assets out of the ordinary course of business and prior to acceptance and outside of any plan of reorganization.

· 363(b) appears to permit disposition of any property of the estate without resort to the statutory safeguards set forth in Chapter 11. However, a literal reading of 363(b) would unnecessarily violate the congressional scheme for corporate reorganizations under Chapter 11.  A historical interpretation of Chapter 11 and the logic underlying it supports the conclusion that there must be some articulated business justification, other than appeasement of major creditors, for using, selling or leasing property out of the ordinary course of business before the bankruptcy judge may order such disposition under 363(b).

· Resolving the apparent conflict between Chapter 11 and 363(b) does not require an all or nothing approach. Every sale under 363(b) does not automatically short-circuit or side-step Chapter 11; nor are these two statutory provisions to be read as mutually exclusive. Instead, if a bankruptcy judge is to administer business reorganization successfully under the Code, then some play for the operation of both § 363(b) and Chapter 11 must be allowed for.

· A bankruptcy judge must consider all salient factors pertaining to the proceeding and, accordingly, act to further the diverse interests of the debtor, creditors and equity holders, alike. He might, for example, look to such relevant factors as the proportionate value of the asset to the estate as a whole, the amount of elapsed time since the filing, the likelihood that a plan of reorganization will be proposed and confirmed in the near future, the effect of the proposed disposition on future plans of reorganization, the proceeds to be obtained from the disposition vis-à-vis any appraisals of the property, which of the alternatives of use, sale or lease the proposal envisions and, most importantly perhaps, whether the asset is increasing or decreasing in value. This list is not intended to be exclusive, but merely to provide guidance to the bankruptcy judge.

Burden of proof

· While a debtor applying under § 363(b) carries the burden of demonstrating that a use, sale or lease out of the ordinary course of business will aid the debtor's reorganization, an objectant, such as the Equity Committee here, is required to produce some evidence respecting its objections.



	Dissent
	The effect of the present decision is to leave the debtor-in-possession powerless as a legal matter to sell the Dale stock outside a reorganization plan and unable as an economic matter to sell it within one. This pleases the equity holders who, having introduced no evidence demonstrating a disadvantage to the bankrupt estate from the sale of the Dale stock, are now given a veto over it to be used as leverage in negotiating a better deal for themselves in reorganization.  The likely results of the decision are twofold: (i) The creditors will at some point during the renewed protracted negotiations refuse to extend more credit to Lionel, thus thwarting a reorganization entirely; and (ii) notwithstanding the majority decision, the Dale stock will be sold under Section 363(b) for exactly the same reasons offered in support of the present proposed sale. However, the ultimate reorganization plan will be more favorable to the equity holders, and they will not veto the sale.

	Notes / Class discussion
	· The argument that wins in this case is that you have to make a good showing that there is a business reason for sale.  You cannot just say we don’t care whether to sell or not.

· Lionel is one of the most important 363 decisions in history. There is some amount of burden shifting – the debtor bears the burden of persuading the court, but some weight is put on the shoulders of objectors to prove something more than we just want some more power in the case.




	IN RE TRANS WORLD AIRLINES

United States Court of Appeals, 3rd Circuit, 2003 (322 F.3d 283)



	Facts / Procedural Posture
	· TWA filed for Chapter 11.  As part of the reorganization plan, substantially all of TWA’s assets were to be sold to American Airlines in a court approved bidding process.  The sale order, on the grounds of 363(f) of the Code, extinguished the successor liability on the part of American Airlines for (1) employment discrimination claims against TWA and (2) for the Travel Voucher Program awarded to TWA's flight attendants in settlement of a sex discrimination class action.  Flight attendants’ claims should be treated as unsecured claims.

· Dispute concerning the meaning of “interest in such property” as used in 363(f) of the Code.  Appellants assert that the Travel Voucher Program and the pending charges are not interests in property within the meaning of this section.  They assert that interests in property are limited to “liens, mortgages, money judgments, […]” and cannot encompass successor liability claims.  Appellants assert that their claims are outside the scope of 363(f) because they could not “be compelled, in a legal or equitable proceeding, to accept a money satisfaction of [their] interest[s].” The Airlines, argue that, while Congress did not expressly define “interest in property,” the phrase should be broadly read to authorize a bankruptcy court to bar any interest that could potentially travel with the property being sold.  They also assert that appellants' claims lie within the scope of § 363(f)(5), and therefore, can be extinguished because appellants can be compelled to accept a money satisfaction of their claims. 



	Legal Issue(s)


	Whether successor liability may be extinguished when selling assets under 363(f).



	Holding(s) / Rule(s)


	Airline workers' employment discrimination claims against TWA, as well as flight attendants' rights under travel voucher program that debtor-airline had established in settlement of sex discrimination action, both qualified as “interests in property” under 363(f) as long as one of five conditions is satisfied.



	Reasoning
	Interest in Property

· Some courts have narrowly interpreted interests in property to mean in rem interests in property, such as liens. However, the trend seems to be toward a more expansive reading of “interests in property” which “encompasses other obligations that may flow from ownership of the property.”  To equate interests in property with only in rem interests such as liens would be inconsistent with section 363(f)(3), which contemplates that a lien is but one type of interest.  This becomes apparent in reviewing section 363(f)(3), which provides for particular treatment when “such interest is a lien.” Obviously there must be situations in which the interest is something other than a lien; otherwise section 363(f)(3) would not need to deal explicitly with the case in which the interest is a lien.

Money satisfaction

· The Bankruptcy Court determined that, because the travel voucher and EEOC claims were both subject to monetary valuation, the fifth condition had been satisfied.  We agree.  Had TWA liquidated its assets under Chapter 7 of the Bankruptcy Code, the claims at issue would have been converted to dollar amounts and the claimants would have received the distribution provided to other general unsecured creditors on account of their claims. A travel voucher represents a seat on an airplane, a travel benefit that can be reduced to a specific monetary value.

Other considerations

· Given the strong likelihood of liquidation absent the asset sale to American, a sale of the assets of TWA at the expense of preserving successor liability claims was necessary in order to preserve some 20,000 jobs, including those of Knox-Schillinger and the EEOC claimants still employed by TWA, and to provide funding for employee-related liabilities, including retirement benefits.



	Notes / Class discussion
	Claimants apparently wanted to have their piece of the cake and to eat it too.  They did not dispute that the sale of TWA assets to AA maximized the debtor’s value.  After the sale, however, the claimants coveted AA’s deep pockets. 




D. DEBTOR-IN-POSSESSION FINANCING

Code § 503(b)(1)

Code § 364(b), (c), (d), & (e)

FINANCING THE ESTATE

· Firms in bankruptcy are often still in the need to borrow on an ongoing basis.  In addition to paying suppliers and employees, bankruptcy reorganization itself is costly, and those who provide requisite services insist on being paid on an ongoing basis.  

· Sections 364 and 503 govern finance of a debtor in bankruptcy.  

· Section 364(a) –authorizes trustee/debtor-in-possession to obtain unsecured credit  in the ordinary course of business without special permission from the court.  Parallels section 363, which authorizes the trustee to use property in the ordinary course of business.  The credit extension is unsecured, but entitled to priority over prepetition unsecured claims because it is classified as “administrative expense” under section 503(b).

· Section 364(b) –authorizes trustee/debtor-in-possession to obtain unsecured loans outside of the ordinary course of business (e.g., to finance a new project) but only with court approval after notice and hearing.

· Section 364(c) –if trustee/debtor-in-possession is unable to obtain unsecured credit under 364(b), the court, after notice and a hearing, may authorize the trustee/debtor-in-possession to give a security interest.  Three types of extra “security” that do not interfere with holders of other property rights:

· Debt with priority certain administrative expenses;

· Debt secured by a lien on property not previously encumbered;

· Debt secured by junior liens on property previously encumbered.

· Section 364(d) –refuge of last resort.  It enables the court to authorize the trustee/debtor-in-possession to obtain credit secured by a senior or equal lien on property of the estate that is already subject to a lien, on the conditions that:  

· The credit is not otherwise obtainable (burden of proof lies on the trustee/debtor-in-possession); and 

· Existing secured creditor is adequately protected.

· Section 507(b) and Section 503(b) –Administrative expenses priorities are set out in 503(b), which works in conjunction with 507.

· If the trustee offers adequate protection under 364 and if, despite that assurance of adequate protection, the creditor in fact turns out not to have been adequately protected, 507(b) provides that the creditor gets a kind of “superpriority”  over all other administrative expense claims

DEBTOR-IN POSSESSION FINANCING

· DIP financing: a new loan –credit from a supplier or cash from a bank– to the debtor who filed for Chapter 11.  

· Often, the source of such loan is the lender who was the debtor’s principal source of credit before filing for bankruptcy.  It is cheaper, because such lender already has enough information about the debtor from their previous relationship.

· Cross-collateralization clauses: the creditor(s) who grant(s) the DIP loan additionally hold unsecured prepetition claims, and by virtue of this clause they obtain security, not only securing their postpetition claims (those arising under the DIP loan), but also securing their prepetition claims.  Thus, this clause effectively elevates the priority of such creditor(s) unsecured prepetition claims over that of the debtor’s other unsecured claims even though the latter are otherwise entitled to the same priority as the former.

· Cross-collateralization is controversial, because it disrupts the nonbankruptcy priority among the creditors.  Southern District of New York guidelines for DIP lending treat cross-collateralization and similar provisions as extraordinary, but they reflect a belief that such provisions are permissible.  

	IN RE SAYBROOK MANUFACTURING CO.

United States Court of Appeals, 11th  Circuit, 1992 (963 F.2d 1490)



	Facts / Procedural Posture
	Saybrook sought relief under Chapter 11, and immediately thereafter filed a motion to incur secured debt.  The bankruptcy court approved. At the time the petition was filed, Saybrook owed Manufacturers Hanover approx. $34 million. The value of the collateral for this debt was less than $10 million. Pursuant to the order, Manufacturers Hanover agreed to lend the debtors an additional $3 million, and in exchange received a security interest in all of the debtors' property securing both the $3 million of post-petition credit but also $34 million pre-petition debt.  This arrangement enhanced Manufacturers Hanover's position vis-à-vis other unsecured creditors, including the Shapiros, in the event of liquidation.  The Shapiros filed objections.



	Legal Issue(s)


	Whether cross-collateralization clauses are authorized by the Bankruptcy Code.



	Holding(s) / Rule(s)
	Cross-collateralization is inconsistent with bankruptcy law.

	Reasoning
	· Cross-collateralization is an extremely controversial form of Chapter 11 financing approved by several bankruptcy courts. Even the courts that have allowed cross-collateralization were generally reluctant to do so.  The court in In re Vanguard noted that cross-collateralization should only be used as a last resort, and held that in order to approve this clause the court required the debtor to demonstrate (1) that its business operations would fail absent the proposed financing, (2) that it is unable to obtain alternative financing on acceptable terms, (3) that the proposed lender will not accept less preferential terms, and (4) that the proposed financing is in the general creditor body's best interest.  This four-part test has since been adopted by other bankruptcy courts which permit cross-collateralization.

· Cross-collateralization is inconsistent with bankruptcy law for two reasons. First, cross-collateralization is not authorized as a method of post-petition financing under section 364. Second, cross-collateralization is beyond the scope of the bankruptcy court's inherent equitable power because it is directly contrary to the fundamental priority scheme of the Bankruptcy Code.

· Bankruptcy courts may not permit this practice under their general equitable power because this equitable power is not unlimited. Creditors within a given class are to be treated equally, and bankruptcy courts may not create their own rules of superpriority within a single class. Cross-collateralization does exactly that. As a result of this practice, post-petition lenders' unsecured pre-petition claims are given priority over all other unsecured pre-petition claims. 

· We disagree with the district court's conclusion that, while cross-collateralization may violate some policies of bankruptcy law, it is consistent with the general purpose of Chapter 11 to help businesses reorganize and become profitable.  Rehabilitation is certainly the primary purpose of Chapter 11. This end, however, does not justify the use of any means. Cross-collateralization is directly inconsistent with the priority scheme of the Bankruptcy Code. Accordingly, the practice may not be approved by the bankruptcy court under its equitable authority.



	Notes / Class discussion
	· On balance, the rule than bans cross-collateralization may be the right one.  However, there are times that the only plausible lender, particularly on short notice, will be a prepetition lender familiar with the debtor, who might in fact offer better terms if it can rely on cross-collateralization or similar clauses.  This might put the debtor in the situation where it has to choose between higher interest rates and no cross-collateralization, or lower interest rates with cross-collateralization.  Therefore, the propriety of these clauses is not easy to determine in the abstract.

· Other appellate courts have declined to follow Saybrook.  And, as the Southern District of New York Guidelines indicate, bankruptcy courts have continued to approve cross-collateralization clauses, as well as other related provisions such as roll-ups and waivers of lien challenge –which have the common effect of improving a lender’s position with respect to prepetition debt in exchange for postpetition finance.




E. ADMINSTRATIVE EXPENSES

· Administrative expense priority –integral part of bankruptcy’s solution to the debtor’s problem of maintaining relationships with suppliers, customers, and others.

· When a debtor in bankruptcy enters or assumes a contract, the debtor incurs obligations under the contract necessary to obtain the promised performance of the other party.  Thus, the debtor’s obligations under such a contract are administrative expenses entitled to priority, in the event of debtor’s breach, just as a postpetition loan obligation is entitled to priority.

· Difficult cases –when a postpetition debtor incurs an expense (i) not the product of a postpetition decision to become indebted, (ii) not explicitly covered by the Code.

	READING CO. v. BROWN

United States Supreme Court, 1968 (391 U.S. 471)



	Facts / Procedural Posture
	· Knight Realty Corporation filed a petition for an arrangement under Chapter XI of the Bankruptcy Act.  Brown, respondent here, was appointed the receives and he was authorized to conduct the debtor's business consisting on leasing an industrial structure.  The building was totally destroyed by a fire which spread and destroyed real and personal property of petitioner Reading Company and others.  Petitioner filed a claim for $559,730.83 in the arrangement, based on the asserted negligence of the receiver. It was styled a claim for ‘administrative expenses' of the arrangement.  Other fire loss claimants filed 146 additional claims of a similar nature. The total of all such claims was in excess of $3,500,000, more than the total assets of the debtor.

· Knight Realty was voluntarily adjudicated a bankrupt and respondent was subsequently elected trustee in bankruptcy.  The trustee moved to expunge the claims of petitioner and others on the ground that they were not for expenses of administration. The United States, holding a claim for unpaid prearrangement taxes admittedly superior to the claims of general creditors and inferior to claims for administration expenses, entered the case on the side of the trustee.  The referee disallowed the claim for administration expenses.  Referee was upheld by the District Court. The Court of Appeals affirmed the decision. 



	Legal Issue(s)


	Whether the negligence of a receiver administering an estate under a Chapter XI arrangement gives rise to an ‘actual and necessary’ cost of operating the debtor's business.



	Holding(s) / Rule(s)
	Damages resulting from negligence of a receiver acting within scope of his authority as receiver give rise to “actual and necessary costs” of administration in a Chapter XI arrangement, entitled to priority under statute.



	Reasoning
	· The Act does not define ‘actual and necessary,’ nor has any case directly in point been brought to our attention. We must look to the general purposes of Section 64a, Chapter XI, and the Bankruptcy Act as a whole.

· In addition to facilitating rehabilitation of insolvent businesses and to preserving a maximum of assets for distribution among the general creditors should the arrangement fail, one important, and here decisive, statutory objective is fairness to all persons having claims against an insolvent.  Petitioner suffered grave financial injury from what is here agreed to have been the negligence of the receiver and a workman. 

· We see no reason to indulge in a strained construction of the relevant provisions, for we are persuaded that it is theoretically sounder, as well as linguistically more comfortable, to treat tort claims arising during an arrangement as actual and necessary expenses of the arrangement rather than debts of the bankrupt. In the first place, in considering whether those injured by the operation of the business during an arrangement should share equally with, or recover ahead of, those for whose benefit the business is carried on, the latter seems more natural and just. Existing creditors are, to be sure, in a dilemma not of their own making, but there is no obvious reason why they should be allowed to attempt to escape that dilemma at the risk of imposing it on others equally innocent.

· Decisions in analogous cases suggest that ‘actual and necessary costs' should include costs ordinarily incident to operation of a business, and not be limited to costs without which rehabilitation would be impossible. It has long been the rule of equity receiverships that torts of the receivership create claims against the receivership itself; in those cases the statutory limitation to ‘actual and necessary costs' is not involved, but the explicit recognition extended to tort claims in those cases weighs heavily in favor of considering them within the general category of costs and expenses.



	Dissent
	· The Court has misinterpreted the term ‘costs and expenses of administration’ as intended by 64a(1) of the Bankruptcy Act and, by deviating from the natural meaning of those words, has given the administrative cost priority an unwarranted application. The effect of the holding in this case is that the negligence of a workman may completely wipe out the claims of all other classes of public and private creditors. I do not believe Congress intended to accord tort claimants such a preference.

· The Act expressly directs that eligible negligence claims are to share equally with the unsecured claims in a pro rata distribution of the debtor's nonexempt assets. Departing from this statutory scheme, one class of tort claims are singled out for special treatment. The status of a tort claimant depends entirely upon whether he is fortunate enough to have been injured after rather than before a receiver has been appointed. And if the claimant is in the select class, he may be permitted to exhaust the estate to the exclusion of the general creditors as well as of the wage claims and government tax claims for which Congress has shown an unmistakable preference.



	Notes / Class discussion
	Dissenting opinion may be seen in the light of the Butner principle –view that the rule should be the same in bankruptcy as out.




	IN RE WALL TUBE & METAL PRODUCTS CO.

United States Court of Appeals, 6th Circuit, 1987 (831 F.2d 118)



	Facts / Procedural Posture
	· Wall Tube occupied property in Tennessee under a lease. The company's manufacturing processes generated hazardous substances which were stored on the site.  Wall Tube shut down the facility, and thereafter an inspector for the Tennessee Department of Health and Environment inspected the site and found hazardous substances.  The inspector issued a notice of violation, and recommended that Wall Tube immediately dispose of the wastes on the site.  The situation remained unchanged in spite of the notice.  Wall Tube filed Chapter 7, and the trustee of the debtor's estate was notified of the hazardous substances and the violation of the State's environmental law,  The trustee gave notice of his intent to convey most of the property to its original lessors.  A further inspection of the facility took place, and it concluded that while the property transfer conveyed some of the hazardous substances, other tanks containing hazardous wastes remained part of the debtor's estate.  

· Consequently, the State filed a formal request for administrative expense treatment of its expenses. After a hearing, the bankruptcy court denied the request, finding that the expenses were not “actual, necessary costs and expenses of preserving the estate” within the meaning of 503(b). The court held that since the State's activity neither benefitted the estate nor fulfilled a legal obligation under State law, the State's recovery costs could not be accorded administrative expense status.  District court affirmed and the State appealed. 



	Legal Issue(s)


	Whether the response costs, recoverable by the State of Tennessee under federal law, are allowable as administrative expenses in a Chapter 7 bankruptcy proceeding.



	Holding(s) / Rule(s)
	Hazardous waste site response costs incurred by state and recoverable under federal law were allowable administrative expenses in Chapter 7 bankruptcy proceeding where, absent compliance with environmental laws by debtor's estate, costs were actual and necessary, both to preserve estate in required compliance with state law and to protect health and safety of potentially endangered public.



	Reasoning
	· Wall Tube violated the Tennessee Act's requirement of proper disposal and storage of hazardous wastes.  The violation was discovered before the bankruptcy petition was filed and continued after the Wall Tube trustee was notified.  Wall Tube's trustee, under those circumstances, could not have abandoned the property. It follows that if the trustee could not have abandoned the estate in contravention of the State's environmental law, neither then should he have maintained or possessed the estate in continuous violation of that same law.  

· Trustee should have complied with the State's hazardous substance laws. Since he did not comply, despite ample opportunity to do so both before and after the conveyance, the State was compelled to remedy the environmental health hazard at public expense.  Following Reading, and other decisions (Midlantic and Kovacs) which have created a special emphasis on the importance of complying with laws that protect the public health and safety, the expense incurred by the State was an actual, necessary cost and expense, both (i) for preserving the estate, and (ii) for protecting the health and safety of a potentially endangered public.



	Notes / Class discussion
	N/A


	MICROSOFT CORP. v. DAK INDUSTRIES, INC.

United States Court of Appeals, 9th Circuit, 1995 (66 F.3d 1091)



	Facts / Procedural Posture
	Microsoft and DAK Industries entered into a “License Agreement” granting DAK certain nonexclusive, worldwide “license rights” to Microsoft's Word.  The agreement provided that DAK would pay a “royalty rate” of $55 per copy of Word that it distributed. Upon signing the agreement, DAK became obligated to pay Microsoft a “minimum commitment” of $2,750,000 in five installments, regardless of how many copies of Word it sold.  Microsoft did not perfect a security interest in any of DAK's property.  DAK paid the first three installments, but later filed a petition for bankruptcy, leaving unpaid the final two installments, totaling $1,395,833.

Microsoft moved in the bankruptcy court for an order for the payment of an administrative expense, claiming it should be compensated for the debtor's post-bankruptcy petition “use” of the license agreement, because the debtor continued to distribute Word.  The bankruptcy court denied Microsoft's administrative expense claim, concluding that the payment structure of the agreement was more analogous to payments on a sale of goods than to royalty payments for the continuing use of an intellectual property. As such, the debt was a prepetition unsecured claim, not a postpetition administrative expense claim. Microsoft appealed the bankruptcy court's denial of its administrative expense claim to the district court. The district court concluded that the debtor had received benefits from its postpetition distribution of Word. However, the court concluded that the payment schedule resembled installment payments for the sale of goods, not periodic royalties for the use of intellectual property. Therefore, the obligations for the amounts due under the agreement were incurred prepetition. The court also concluded that Microsoft was neither induced to nor continued to provide software units at its expense after the filing of the petition. Accordingly, Microsoft had provided no postpetition consideration to debtor. The court rejected Microsoft's administrative expense claim, thereby leaving the remaining amount due under the agreement as a prepetition, unsecured claim.



	Legal Issue(s)


	Whether prepetition agreement between debtor and creditor was lump sum sale of goods –thus being an unsecured prepetition claim–, or grant of permission to use intellectual property postpetition –the post-bankruptcy “use” of the license agreement being an administrative expense.



	Holding(s) / Rule(s)
	Microsoft, which had entered prepetition agreement allowing debtor to install software on computers that debtor sold, was not entitled to administrative expense claim for software that debtor distributed postpetition; agreement was lump sum sale of software units to debtor, rather than grant of permission to use intellectual property and, thus, the debt arose prepetition, and the vendor gave no consideration postpetition.



	Reasoning
	Burden of proof / interpretation issues

· Burden of proving administrative expense claim is on claimant.  Administrative expense claimant must show that debt asserted to be administrative expense (1) arose from transaction with debtor-in-possession as opposed to the preceding entity (or, alternatively, that claimant gave consideration to debtor-in-possession) and (2) directly and substantially benefitted the estate.

· To keep administrative costs to bankruptcy estate at minimum, actual, necessary costs and expenses of preserving the estate are construed narrowly.

Analysis of the transaction

· In this case, after the petition, the debtor continued to distribute copies of the software provided under that contract. The estate directly and substantially benefited from these postpetition sales of Word.  Therefore, Microsoft would be entitled to an administrative expense claim if the debt outstanding on the contract arose after the petition or if Microsoft provided consideration to the debtor after the petition.  

· When applying the bankruptcy code to this transaction, one must look through its form to the economic realities of the particular arrangement  Applying this standard, this agreement is best characterized as a lump sum sale of software units to DAK, rather than a grant of permission to use an intellectual property. Accordingly, debt arose prepetition and Microsoft gave no consideration postpetition.  This conclusion was reached for several reasons: (i) DAK's entire debt to Microsoft arose prepetition because, upon signing, DAK was absolutely obligated to pay $2,750,000, even if it sold only one copy of Word; (ii) the pricing structure of the agreement indicates that it was more akin to a sale of an intellectual property than to a lease for use of that property; (iii) as in a sale, DAK received all of its rights under the agreement when the term of the agreement commenced -initially, DAK made a down payment on its $2,750,000 minimum commitment; (iv) it is more accurate to describe this agreement as granting DAK a “right to sell” than “permission to use” an intellectual property; and (v) Microsoft did not provide anything at its expense to the debtor after the petition –at the time of the petition, Microsoft had already granted DAK the right to sell at least 50,000 copies of Word, and Microsoft does not contend that DAK sold more than this amount. Furthermore, the debtor did not accept any Word updates offered by Microsoft after the petition, and Microsoft did not incur any additional expense postpetition by making its generally available software hotline service also available to DAK's customers.

Policy considerations

· Granting Microsoft priority over other unsecured creditors would not serve the purpose of 503, namely to induce entities to do business with a debtor after bankruptcy by insuring that those entities receive payment for services rendered.  In this case, Microsoft was not induced to and did not do business with the debtor postpetition.

	Notes / Class discussion
	N/A


IX.
PRIORITY OF CLAIMS

F. CODIFIED PRIORITIES

Code § 507

Code § 503(c)

· Generally, if particular rights are recognized outside of bankruptcy, the claimant holding these rights will be able to assert them fully in bankruptcy (Butner principle).

· Section 725 –directs the trustee to dispose of any property in which an entity other than the estate has an interest.  The purpose of this section is to give the court the appropriate authority to ensure that collateral or its proceeds is returned to the proper secured creditor.

· Ranking among creditors who don’t hold property interests:  After secured creditors have had their property interests satisfied, the question becomes how to divide up the remaining assets among the debtor’s remaining obligations –Section 507 provides the basic list of bankruptcy priorities, and 502 and 503 provide further distinctions in the hierarchy.  

· Broadly, the ranking is as follows: 

(i) domestic support obligations –applicable by nature only to individual debtors;  

(ii) administrative expenses; and 

(iii) claims that, at one time or another, Congress thought especially worthy of protection, and which not necessarily track nonbankruptcy rights –e.g., claims of unpaid workers, claims of the tax collector, etc.

· Once a debtor’s assets or the proceeds therefrom are applied to claims given priority under Section 507, any property that remains is applied under Section 726 own priority provisions.

· Section 510 –addresses subordination:

· 510(a): honors a contractual subordination agreement to the extent enforceable under applicable nonbankruptcy law.

· 510(b): subordinates claims that arise from purchase or sale of a security of the debtor.  All creditors will be paid ahead of the claim based on securities violation.

· 510(c): provides for “equitable subordination” applied when the courts find that justice requires an alteration of the statutory provisions.

· Dana deals with Congress’ manipulation of bankruptcy priority in the wake of the Enron and WorldCom scandals, which included at least the perception of insiders enriching themselves at the companies’ expense.  This case provides a glimpse of Section 503(c) in action, and reveals the great flexibility that a judge has in its application.

	IN RE DANA CORPORATION

United States Bankruptcy Court, S.D.N.Y., 2006 (358 Bankr. 567)



	Facts / Procedural Posture
	Chapter 11 debtors moved for order authorizing them to enter into employment agreements with their CEO and senior executives, and the Bankruptcy Court denied motion. Debtors moved for reconsideration.  Dana argues that the compensation provided in the Executive Compensation Motion is necessary and appropriate, and represents a reasonable exercise of the Debtors' business judgment, pursuant to sections 363, 365 and 502 of the Bankruptcy Code, and are permissible under section 503(c) of the Bankruptcy Code.  In addition to base salary and an annual incentive plan (the “AIP”), the key terms of the (modified) Employment Agreements of the CEO and Senior Executives were as follows:

Pension Benefits

Assumption of one hundred percent of the Senior Executives' pension plans (ranging between $999,000 and $2.7 million) and sixty percent of the CEO's pension plan (60% of $5.9 million), with the remaining forty percent being allowed as a general unsecured claim. Assumption would take place upon emergence from bankruptcy or the Senior Executives' involuntary termination without cause, and with respect to the CEO, voluntary termination for good reason.  To the extent not assumed, one hundred percent of the pension benefits of CEO and Senior Executives would be treated as allowed general unsecured claims in their vested amount as of the Petition Date, with all postpetition accruals and credits allowed as administrative claims.

Severance

Should the need arise, the Debtors propose to pay the CEO and Senior Executives severance in an amount that complies with section 503(c)(2) of the Bankruptcy Code. 

Non-Disclosure Agreement and Pre-Emergence or Post-Emergence Claim

In consideration for the assumption of their Employment Agreements and receipt of payments under the LTIP, the Senior Executives would execute a new non-compete, non-solicitation, non-disclosure and non-disparagement agreement (collectively, the “NDA Agreements”).  In the event the CEO is involuntarily terminated without cause or resigned for good reason prior to or after the Debtors' emergence from chapter 11, the CEO would be prohibited from accepting a position with a competitor of Dana, disclosing Dana's confidential information to third parties, soliciting any employees of Dana or disparaging Dana for six months. The pre-emergence claim of the CEO would be an allowed general unsecured claim in the amount of $4 million (with recovery limited to $3 million, less any severance actually paid under section 503(c)(2) of the Bankruptcy Code).  Post-emergence claim of $3 million.  Under the LTIP, the CEO and Senior Executives would be eligible for a long-term incentive bonus if the company reaches certain EBITDAR benchmarks.  In sum, if all EBITDAR goals were reached, over a three year period, the LTIP provides for $11 million payments in total to the six executives and the CEO.



	Legal Issue(s)


	Whether the Executive Compensation Motion presented before the court violates Section 503(c) of the Code.



	Holding(s) / Rule(s)


	· By presenting an executive compensation package that properly incentivizes the CEO and Senior Executives to produce and increase the value of the estate, the Debtors have established that section 503(c)(1) does not apply to the Executive Compensation Motion. Additionally, the Debtors have satisfactorily established that none of the payments proposed violate section 503(c)(2), as the Executive Compensation Motion specifically limits “severance” payments to those permissible under section 503(c)(2) and any other payments are non-severance in nature.

· The assumption of the Employment Agreements and the adoption of the LTIP are fair and reasonable and well within the Debtors' business judgment, conditioned on an appropriate ceiling or cap on the total level of yearly compensation to be earned by the CEO and Senior Executives during the course of the bankruptcy proceedings.



	Reasoning
	· Factors that bankruptcy courts consider in determining whether to approve, under “sound business judgment” test, a compensation proposal for debtor's key employees that is not in nature of key employee retention payment or severance benefit are: (1) whether there is reasonable relationship between the plan proposed and results to be obtained; (2) whether cost of plan is reasonable in light of debtor's assets, liabilities and earning potential; (3) whether scope of plan fair and reasonable; (4) whether plan or proposal is consistent with industry standards; (5) what due diligence the debtor exercised when investigating need for plan; and (6) whether debtor received independent counsel in performing due diligence and in creating and authorizing this incentive compensation.

· Proposed assumption of employment agreements cannot be regarded as a request for payment, as administrative expense, of any key employee retention or severance benefit – thus, it can be approved as exercise of fair and reasonable business judgment taking into account that payments to which CEO and senior executives would be entitled under agreements were fixed with assistance from outside expert on executive compensation and with input from creditors' and equity committee.

· Annual Incentive Plan did not differ significantly from debtors' prepetition practice, it being a common component of debtors' employee compensation plans for the last 50 years –thus, it is within ordinary course of debtors' business, and could be implemented by debtor without need for court approval.  However, payments to be made under this incentive plan to debtors' executives had to be considered in context of determining whether debtors' overall compensation proposal was proper exercise of debtors' business judgment.

· Long-term incentive plan was made dependant upon a series of benchmarks whose achievement was certainly not guaranteed and which represented targets that would be difficult to reach.  Therefore, the plan was fair and reasonable and well within debtors' business judgment, conditioned upon an appropriate ceiling or cap on total level of yearly compensation to be earned by CEO and senior executives during course of bankruptcy proceedings.




G. EQUITABLE SUBORDINATION

· 510(c) of the Code –permits a bankruptcy court to employ principles of equitable subordination to alter the distribution priorities that would otherwise apply.  Using these principles, a court may subordinate, in whole or in part, ant claim or interest and may eliminate a lien that secures a claim this subordinated.

· Example –single shareholder owns all the stock in a debtor corporation, which is subject to a loan from a bank.  The debtor becomes insolvent, and the shareholder who controls the firm, either converts some stock into debt or lends the debtor new funds in an effort to revive the failing firm.  When the firm fails, the shareholder attempts to collect with or ahead of the creditors that dealt with the debtor at arm’s length.

· Such a loan can substantially increase the risk that the arm’s length creditors will not recover.  Given the potential loss to creditors, a court might move beyond fraudulent conveyance doctrine and equitably subordinate a controlling shareholder’s last-minute exchange with the debtor –equitable subordination may be seen as an alternative or supplement to fraudulent conveyance law.

· Equitable subordination –not always limited to the case of an overreaching insider.  Some courts will, at times, subordinate the loan of a third-party creditor who, in the court’s view, acts selfishly at the expense of the debtor or other creditors.  Clark Pipe explores this issue.

	IN RE CLARK PIPE & SUPPLY CO., INC.

United States Court of Appeals, 5th Circuit, 1999 (893 F.2d 693)



	Facts / Procedural Posture
	Associates (creditor) and Clark (debtor) executed several revolving loan agreements secured by an assignment of accounts receivable and an inventory mortgage. The amount that Associates would lend was determined by a formula, i.e., a certain percentage of the amount of eligible accounts receivable plus a certain percentage of the cost of inventory. The agreements provided that Associates could reduce the percentage advance rates at any time at its discretion.  Clark's business slumped, and Associates began reducing the percentage advance rates so that Clark would have just enough cash to pay its direct operating expenses. Clark used the advances to keep its doors open and to sell inventory, the proceeds of which were used to pay off the past advances from Associates. Associates did not expressly dictate to Clark which bills to pay. Neither did it direct Clark not to pay vendors or threaten Clark with a cut-off of advances if it did pay vendors. But Clark had no funds left over from the advances to pay vendors or other creditors whose services were not essential to keeping its doors open.  After unpaid creditors initiated foreclosure proceedings, Clark filed for reorganization, and the case was later converted to a Chapter 7.  

The trustee brought proceedings against Associates and sought equitable subordination of Associates' claims.  Bankruptcy court entered judgment subordinating Associates' claims.  In essence, the court found that once Associates realized Clark's desperate financial condition, Associates asserted total control and used Clark as a mere instrumentality to liquidate Associates' unpaid loans. Moreover, it did so, the trustee argues, to the detriment of the rights of Clark's other creditors. The district court affirmed.

	Legal Issue(s)


	Whether the bankruptcy court was justified in equitably subordinating Associates' claims.



	Holding(s) / Rule(s)


	Control which lender asserted over debtor's financial affairs did not rise to level of unconscionable conduct necessary to justify application of doctrine of equitable subordination, where lender had right to reduce funding pursuant to loan agreement executed at inception of lending relationship.



	Reasoning
	· The court applied the three-pronged test, which establishes three requirements that must be met for a claim to be equitably subordinated: (1) the claimant must have engaged in some type of inequitable conduct; (2) the misconduct must have resulted in injury to the creditors of the bankrupt or conferred an unfair advantage on the claimant; and  (3) equitable subordination of the claim must not be inconsistent with the provisions of the Bankruptcy Code.   Three general categories of conduct have been recognized as sufficient to satisfy the first prong of the three-part test: (1) fraud, illegality or breach of fiduciary duties; (2) undercapitalization; and (3) a claimant's use of the debtor as a mere instrumentality or alter ego.

· The sort of control Associates asserted over Clark's financial affairs does not rise to the level of unconscionable conduct necessary to justify the application of the doctrine of equitable subordination.  Pursuant to the loan agreement, Associates had the right to reduce funding as Clark's sales slowed. No evidence that Associates exceeded its authority under the loan agreement, or that Associates acted inequitably in exercising its rights under that agreement.  No evidence that the loan documents were not negotiated at arm's length, or that they are atypical of loan documents used in similar asset-based financings.

· When Clark's business began to decline, Clark prepared a budget at Associates' request that indicated the disbursements necessary to keep the company operating. The budget did not include payment to vendors for previously shipped goods.  Amount of advances continued to be based on the applicable funding formulas.  

· Through its loan agreement every lender effectively exercises “control” over its borrower to some degree. The purpose of equitable subordination is to distinguish between the unilateral remedies that a creditor may properly enforce pursuant to its agreements with the debtor and other inequitable conduct such as fraud, misrepresentation, or the exercise of such total control over the debtor as to have essentially replaced its decision-making capacity with that of the lender.  Associates' control over Clark's finances was based solely on the loan agreement. There is nothing inherently wrong with a creditor carefully monitoring his debtor's financial situation or with suggesting what course of action the debtor ought to follow. 

· A creditor is under no fiduciary obligation to its debtor or to other creditors of the debtor in the collection of its claim. Apart from voidable preferences and fraudulent conveyances proscribed by the Bankruptcy Act, there is generally no objection to a creditor's using his bargaining position, including his ability to refuse to make further loans needed by the debtor, to improve the status of his existing claims.


H. SUBSTANTIVE CONSOLIDATION

	IN RE OWENS CORNING CORP.

United States Court of Appeals, 3rd Circuit, 2005 (419 F.3d 195)



	Facts / Procedural Posture
	· Credit Suisse First Boston (“CSFB”) is the agent for a syndicate of banks that extended a $2 billion unsecured loan to Owens Corning (OCD) and certain of its subsidiaries, which was enhanced in part by guarantees made by other OCD subsidiaries. 

· OCD and its subsidiaries comprise a multinational corporate group, in which different entities within the group have different purposes (e.g., limit liability concerns gain tax benefits, regulatory reasons).  Each subsidiary was a separate legal entity that observed governance formalities.  Despite some “sloppy” bookkeeping, financial statements of all the subsidiaries were accurate in all material respects.  Taking into account the poor credit rating of OCD, CSFB and the other creditors under the syndicated loan requested subsidiary guarantees, which were “absolute and unconditional” and each “constitute[d] a guarant[ee] of payment and not a guarant[ee] of collection.”  When negotiating the loan, CSFB negotiated expressly to limit the ways in which OCD could deal with its subsidiaries –for  example, it could not enter into transactions with a subsidiary that would result in losses to that subsidiary. Importantly, the loan contained provisions designed to protect the separateness of OCD and its subsidiaries.  The subsidiaries agreed explicitly to maintain themselves as separate entities.

· OCD and certain of its subsidiaries filed Chapter 11 of the Bankruptcy, and some months after the Debtors and certain unsecured creditor groups proposed a reorganization plan predicated on obtaining “substantive consolidation” of the Debtors along with three non-Debtor OCD subsidiaries.  The District Court granted a motion to consolidate the assets and liabilities of the OCD borrowers and guarantors in anticipation of a plan of reorganization, concluding that (i) there existed substantial identity between OCD and its wholly-owned subsidiaries, (ii) there was no basis for a finding that, in extending credit, the Banks relied upon the separate credit of any of the subsidiary guarantors, (iii) the substantive consolidation would greatly simplify and expedite the successful completion of the bankruptcy proceeding, and (iv) it would be exceedingly difficult to untangle the financial affairs of the entities.

· CSFB appealed, arguing that the Court erred by granting the motion, as it misunderstood the reasons for, and standards for considering, the extraordinary remedy of substantive consolidation, and in any event did not make factual determinations necessary even to consider its use.



	Legal Issue(s)


	Under what circumstances a court exercising bankruptcy powers may substantively consolidate affiliated entities.



	Holding(s) / Rule(s)
	What must be proven (absent consent) concerning the entities for whom substantive consolidation is sought is that (i) prepetition they disregarded separateness so significantly their creditors relied on the breakdown of entity borders and treated them as one legal entity, or (ii) postpetition their assets and liabilities are so scrambled that separating them is prohibitive and hurts all creditors.



	Reasoning
	· Substantive consolidation emanates from equity. It treats separate legal entities as if they were merged into a single survivor left with all the cumulative assets and liabilities (save for inter-entity liabilities, which are erased). The result is that claims of creditors against separate debtors morph to claims against the consolidated survivor. Consolidation restructures (and thus revalues) rights of creditors and for certain creditors this may result in significantly less recovery.

· In addition to substantive consolidation, other remedies for corporate disregard include the “alter ego” doctrine, piercing of the “corporate veil”, turnover of assets, equitable subordination, etc.  Substantive consolidation goes in a direction different (and in most cases further) than any of these remedies. It is not limited to shareholders, it affects distribution to innocent creditors, and it mandates more than the return of specific assets to the predecessor owner. It brings all the assets of a group of entities into a single survivor.  

· Principles that should be borne in mind when ordering substantive consolidation:  (1) Courts should respect entity separateness absent compelling circumstances calling equity (and even then only possibly substantive consolidation) into play;  (2) The harms substantive consolidation addresses are nearly always those caused by debtors (and entities they control) who disregard separateness. Harms caused by creditors typically are remedied by provisions found in the Bankruptcy Code ( e.g., fraudulent transfers, §§ 548 and 544(b)(1), and equitable subordination); (3) Mere benefit to the administration of the case –for example, allowing a court to simplify a case by avoiding other issues or to make postpetition accounting more convenient- is hardly a harm calling substantive consolidation into play; (4) Substantive consolidation is extreme and imprecise, and thus this “rough justice” remedy should be rare and, in any event, one of last resort after considering and rejecting other remedies;  and (5) While substantive consolidation may be used defensively to remedy the identifiable harms caused by entangled affairs, it may not be used offensively –for  example, having a primary purpose to disadvantage tactically a group of creditors in the plan process or to alter creditor rights.

· In the present case, there is no evidence of the prepetition disregard of the OCD entities' separateness.  To the contrary, OCD (no less than CSFB) negotiated the lending transaction premised on the separateness of all OCD affiliates.  

· Commingling justifies consolidation only when separately accounting for the assets and liabilities of the distinct entities will reduce the recovery of every creditor –that is, when every creditor will benefit from the consolidation.  Moreover, the benefit to creditors should be from cost savings that make assets available rather than from the shifting of assets to benefit one group of creditors at the expense of another.  Mere benefit to some creditors, or administrative benefit to the Court, falls far short.


X.  CHAPTER 11: REORGANIZATIONS   

I. THEORY

a. Class Notes

· Hypothetical sale

· Reorganization includes a hypothetical sale to the holders of claims, which means that there are no direct proceeds from a sale that can be divided among the claim holders upon filing by the debtor

· old claim holders surrender their claims against claims and rights against the new company that they own together, a company with no debt (cancelled against the rights), so reorganization also contains a discharge from all debts, according to Sec. 1141, with the exception of Sec. 523(a)

· Three conditions for reorganization:

1. Substantial value of the firm as a going concern

2. Investors cannot sort things out with ordinary bargaining and require Ch11 collective forum

3. Business cannot be readily sold as a going concern

!!! Ch11 is available also to individuals!!!  

· Ideas behind Ch11

· Ch11 rules are made for companies such as railroad (or modern companies with  significant assets) that have a as a going concern value significantly higher than the value of liquidated pieces

· Significant changes between the 19th century idea of Ch11 and large corporations (especially in terms of creditor structure and what can be preserved by keeping company as a going concern); therefore, many large Ch11 cases use the court to conduct a sale to the highest bidder, no matter if piecemeal or going concern 

· Reorganization rules in Ch11 are increasingly outdates, but still used, just in different ways than intended when they were created  

· Ch11 allows continuation of the entity in financial distress, provided that the firm is not in economically distress 

· Steps involved in Ch11 case

· Ability of the incumbent management to remain in control of the debtor (as opposed to Ch7)

· Advance negotiations between the debtor and constituents (creditors, s/hs): big bargain

· Plan proposal usually by debtor in possession (DIP)

· There can be more than one competing plans, but this is not common

· Plan voting

· Voting by class

· Often an impaired class (a class whose claim is not satisfied in full) is forced to accept the plan (“cramdown”)

· Cramdown: non-consensual acceptance of the plan, over the non-acceptance of an impaired class (as opposed to consensual acceptance, by all the classes)(In re Armstrong) 

· Confirmation of the plan and emergence of the debtor as a reorganized entity 

· Liquidation reorganization is allowed under the Code

· Plan will still be called a plan of reorganization even if the company is eventually liquidated (CH11 as vehicle for ratifying the sale or slow liquidation of the business)

b. Foundations of Bankruptcy Law

· Baird/Rasmussen: The End of Bankruptcy (p. 219)

· Arguments against reorganizations:

· The structure of modern businesses 

· CH11 scheme is based on the assumption that going concern is worth more than liquidation value; that is no longer true in case of modern businesses 

· Old fashioned company – ex. railroad: going concern value significantly higher then pieces of the assets 

· Modern company – real assets are intelligible and fungible (IP, human capital): going concern value is not substantially higher than liquidation value

· Capital structures 

· More streamlined these days than before, so the need to have the collective forum of parties with conflicting interests is not that significant

· Once a debtor defaults on loan covenants, secured creditors acquire control of the debtor, so in reality there is no collective action problem

· Senior creditor is more likely to exercise the control over the debtor in a more sensible fashion than the managers (which is the case during Ch11 reorganization) or b-cy judge

· Change in capital markets

· Much easier to obtain financing for going concern sales from the capital markets 

· Conclusion:

· Reorganizations don’t happen anymore and they shouldn’t happen anymore because the reality has changed since Ch11 was first adopted

· Ch11 can play its traditional role only in environments in which specialized assets exist, where those assets must remain in particular firm, where control rights are badly allocated and where going concern sales are not possible 

· SO: not in large corporations, but only small firms 

· The purpose of Ch11 nowadays:

· Collective forum where all the parties can come together and decide what to do with the business

· However, most of this negotiation is occurring before b-cy anyways, so this is not really that important (the prepackaged cases) 

· B-cy is used as end point in most of the deals (ex. in cases of indentures, because outside of b-cy it is difficult to convince individual bondholders to give up some rights, but possible in b-cy)

· LoPucki: Response to Baird/Rasmussen

· Corporate reorganizations are booming and the number of large public firms filing under Chapter 11 is larger than ever

· The assumption that going concern value only exists in conjunction with firm-specific assets is wrong

· Instead, the going concern value of a firm consists of the countless relationships that exist between assets, employees and other people. If a business is demolished, the cost to rebuild the relationships must be incurred again, if the firm is closed, the value, which represents the going concern value, disappears, so that the sum of the parts is worth less than the going concern. 

· Even if assets are not firm specific, they are industry specific

· The top price for the assets can only be obtained from the buyer from the same industry

· The whole industry might be in the same financial distress as the debtor, so there is no buyer that can offer adequate price for the assets 

· Baird and Rasmussen err in the assumption that the lender controls the business because there is still the residual claimant who bears and suffers the risk and who is the perfect person to control the company

· Residual claimant: one who only gets what is left of the assets after everyone else has satisfied their claim

· The lending contract does not allocate control rights among investors that allows coherent decision making. 

· Baird: An Uneasy Case for Corporate Reorganizations 

· Reorganization is truly a sale

· Hypothetical sale:

· Instead of selling to the world, the assets are sold to the prepetition creditors (overviewed by judicial officer)

· Discharge: prepetition creditors give up their claims against the debtor in exchange for claims against the interests in a reorganized firm that has been stripped of all prepetition liabilities 

· Even though we call it discharge, the reorganization plan becomes a new document governing debtor’s obligations

· Sale should be conducted by the residual claimant

· Residual claimant will expend sufficient energy to bring high dollar value in the sale because he has a personal interest in getting as much value as possible (a creditor high in the hierarchy does not have such incentive because his claim will get paid off in full anyways)

· Sometimes difficult to see who the residual claimant is (sometimes s/hs, sometimes general creditors), usually the general unsecured creditors; may be more than one

c. Class notes

· Chapter 11 remarks by Troy:

· Among scholars, Chapter 11 is a waste because too much effort and costs (lawyers etc.); these costs sometimes exceed the benefits that a liquidation would have brought.

· BUT: Ch11 cases these days run much quicker than they used, especially in NY and Delaware


· So at least for sophisticated firms is not much problem any more 

· Right call for a judge: is it economically or financially distressed?

· Economically: never reorganization, only liquidation

· Financially: consider reorganization 

· Two reasons why firms enter the bad state:

· Firm invested in bad projects

· if this is the only reason, no problem because changing this might save the firm;

· Industry or economy wide downturn

· if this is the case, and the firm has industry specific assets, a sale is going to be difficult, so that the best value can be received from a reorganization (a buyer wouldn’t pay an adequate price in an economy wide downturn).

· Criticism: too much power given to management in Ch11

· What is the alternative? Just sale, which leads to complications 

· In fact is not possible to get rid of that

· Mandatory auction systems

· The managers have a leg in bidding process

· The creditors get better info in quick auction

· Quick auction improves the situation of those who have good r-ship with managers (because they have more information)

· Unfortunately, they favor managers and big creditors end up owning the firm

· Not necessarily you wipe out the problems of selection whether the firm should continue or be resolved and the problems of bad management

· Troy doesn’t agree with the following arguments of Baird/Rasmussen:

· There was no adequate capital market in the times of the railroads that would enable to buyers to obtain financing for purchasing going concern companies (JP Morgan granted such financing)

· The capital structures of modern companies are that different from railroads

II. CHAPTER 11 OVERVIEW

a) Casebook (p. 667-687)

· Plan of reorganization - STEPS:

1. Filing for a plan

· Corporation is worth keeping as going concern

· Old managers continue to run the business 

· Under 1121:

· Debtor has the exclusive right to propose a plan of reorganization during the first 120 days after the order for relief at the start of the case

· If the debtor files the plan within the 120 days, the exclusivity period is extended for an additional 60 days to give the debtor a change to solicit acceptance of the plan without competition from other plan proposals

· If the exclusivity period expires, any party in interest may propose a plan

2. Trustee appoints:

· Committee of creditors 

· Typically consists of creditors with seven largest unsecured claims

· Possible “workout” group: group of creditors that attempted to restructure the debt outside of b-cy

· Possible additional creditor committees and committees of equity holders 

3. Class division

· 1123:

· Reorganization plan must divide the claims into various classes

· Courts generally agree that each secured claim belongs to a class of itself (“substantially similar” issue; Woodbrook case)

4. Plan confirmation

· Class is deemed to accept a plan if the class is unimpaired within the meaning of section 1124:

· Class is unimpaired if the plan would cure any default, other than ipso facto clauses triggered by b-cy or financial crisis, and reinstate the claim or interest according to its original terms

· Disclosure statement is filed by the debtor (section 1125) 

· Voting and approval

· 1126: approval requires positive votes by those who hold:

· 2/3 of in the amount of the claims

· Majority by number (more than half in number) 

· 1129(a)(10): so long as at least one class of creditors is impaired under the plan, at least one class must vote to approve the plan (the plan has to be approved by at least one impaired class)

· Equity holders don’t have such protection

· Cram down 

· As long as at least one impaired class has approved the plan, the proponent of the plan can seek to have it confirmed over the objection of other classes

· The absolute priority rule requires the debtor to show that:

· The plan does not discriminate unfairly against the dissenting class

· The plan treats the dissenting class in a way that is fair and equitable 

· The absolute priority rule cannot be invoked by an individual creditor on the ground that its claim is treated worse that claims entitled to the same priority but in different classes; only when a class rejects the plan can the issue be raised. 

· Dissent by individual creditor

· More common than dissent by a class

· The best interests test (1129(a)(7)): the dissenter may block the plan only if the dissenter is not to receive a distribution at least equal in value to the distribution she would have received had the debtor been liquidated under Ch7

· The plan must provide paying off of the administrative expense obligations in full in cash on the effective day of the plan (1129(a)(9)(A))

· The plan must provide cash for specified prebankruptcy claims, such as obligations to employees and employee benefit plans, afforded high priority by 507

· The plan must provide for a regular installment payments of taxes 

· Feasibility test (1129(a)(11): a plan will not be confirmed unless the court is satisfied that confirmation is not likely to be followed by the liquidation or further reorganization of the debtor (unless such is contemplated by the plan itself)

· Confirmation of the plan

· 1141: confirmation discharges all debts that arose prior to confirmation 

· Fast track Ch11 procedure

· For small business debtor, as defined in section 101(51)(D) 

b) Class notes 

· Chapter 11 in general

· Applicable Code rules

· Rules in Ch 1, 3 and 5 of the Code apply

· Priority rules in Ch 7 also apply

· Available both to corporations and individuals

· Difference between Ch7 and Ch11:

· Control of the debtor:

· Ch7: trustee 

· Ch11: old directors and officers remain in place and run the business, absent fraud or special circumstances; they enjoy the powers of the trustee, including the right to sell and lease (section 363 and 364)

· Continuation of the business: permitted in both in CH7 and Ch11, but after the close of the case:

· CH 7: business has to be sold as a unit

· Ch11: such sale is not required 

· Fit for:

· Ch7: companies in financial, but not economical distress

· Ch11: only those firms in financial distress that are worth keeping intact as going concerns

· Ch11 is not a set of default rules, but rather a mandatory regime that parties can contract around

· DIP possession

· Both executives (management) and board are in possession (they still supervise the board)

· But they are wearing two hats because they are also responsible to creditors (still also shareholders); the fiduciary duties in Ch11 run to both groups 

III. CLASSIFICATION OF CLAIMS

a) Casebook (p. 687-691) & class notes 

· 1123(a)(4):

· All claims or interests in a class must be treated the same unless the holder of any less favorably treated claim or interest consents 

· Some in class cannot get cash, and other just promissory notes or some cannot get 5 cents per dollar when others get 10 cents per dollar 

· The only way to achieve that would be to create different classes (Because of 1122 below)

· 1122(a):

· Only substantially similar claims with different legal rights can occupy a single class 

· This provision requires that at least claims with different legal rights are classified separately 

· This is why each secured claim is typically a class by itself

· The Code doesn’t tell us when claims can be put in separate classes

· Gerrymandering of classes: the courts try to prevent that, the Code doesn’t address that specifically

· Two approaches (both can potentially lead to abuse):

· Except for administrative convenience claims, substantially similar claims must be put into the same class (1122(b) language) 

· 1122(a) does not explicitly require that the substantially similar claims are put in the same class

· The court should look at the legal relationship with the debtor 

· Example: deficiency claim and a claim of a long-term trade creditor are not substantially similar merely because they are both unsecured claims; to the contrary, because of the relationship with the debtor, these claims are sufficiently different 

· Classification of claims can be subject to manipulation because when claims are put in one class, the ability of one of them to invoke the absolute priority rule may turn on whether the other member wants that as well

· Debtor can make various classes, such as: class of creditors to be repaid in cash and a class to be repaid in long-term notes 

In re Woodbrook Associates
	Facts
	Real estate company that has one big asset (apartment complex); business not going well so they file for CH11.

There is a secured claim (HUD) – first priority mortgage on the housing complex, but it is undersecured. This is a non recourse loan, which means that HUD can only go after the property itself, but not in personam action against the mortgagor. 

Sec. 1111(b)(1) allows an undersecured creditor with a non-recourse loan to treat the loan as a recourse loan within Chapter 11, which gives HUD an unsecured claim next to its secured claim against the property.

HUD gets the deficiency claim in b-cy. Even though outside b-cy the mortgagee wouldn’t be able to pursue the deficiency claim, but in CH11 they are entitled to do that. WHY? (this is not in accordance with Butner principle): if the firm is going to continue, the secured creditor would be losing the ability of doing of what it could do outside b-cy (meaning just take the property, not necessarily sell). Right to foreclose is just procedural right. If the property is to remain with the firm, the secured creditor can’t get its hand on the property, so he gets an extra voice in reorg process. This is somehow deviation of Butner, but the purpose is to even up the scale for the benefit of secured creditor. 

Various classes: (1) secured claim (class by itself), (2) general unsecured claims, (3) unsecured management claim  and (4) HUD deficiency claim.

HUD wants to foreclose because they can make more on this sale (more value of their claim in liquidation). HUD is supposed to be repaid in 30 years, which is extremely long (even considering 7% interest it is not good…). They just don’t want to get paid on this long term loan, this is why they prefer to foreclose. 

The management wants the firm to continue because they want their jobs. 

Two above general unsecured claimants (HUD’s deficiency claim and management claim) are classified as separate claims. HUD def claim and management both are going to be impaired. But the HUD claim will be so big so they claims will be put in 2 different classes. The plan can be crammed down over HUD’s dissent, because the management as impaired as well will vote for the claim. And this is enough for the plan to be approved. HUG complaints against such classification. 



	Legal Issue
	Are the above unsecured claims (the management claim and HUD unsecured claim) “substantially similar” within the meaning of section 1122(a)?

	Holding
	The two claims have to be in different classes because they are different not only in interests but also in nature. HUD’s claim doesn’t exist outside bankruptcy so that it can’t be put in the same class as the claim of the unsecured creditor that has a claim outside bankruptcy. 

	Reasoning
	Claims are put in different classes if there is divergence of interest. There is divergence because the claimholders would vote differently. The other reason why they are in different classes is that HUD’s deficiency claim is legally different because outside of b-cy this claim doesn’t exist! This claim can only exist in b-cy. So, the general claim in which creditor is simply pursuing those rights that it would be entitled to outside b-cy shouldn’t be treated the same as claim of creditor would have no such rights within b-cy. So, not only is it permissible to put HUD claim in different class, it is actually required. 

What if HUD claim existed outside of b-cy? Is it still permissible to put it in separate class? Probably yes, but not required. And it is also not so evident. 

The separation of deficiency claim as a class itself is permissible if this classification is done for reason independent of just soliciting votes. Issue: what is the purpose of making separate class? There must be reason independent from just getting votes. 

	troy’s comments
	The court avoids the hard question: whether similar claims can be put in separate classes; it just says that the claims here were not similar and this why they should be in separate classes. 

Who is the residual claimant? - The claimant that has biggest incentive to maximize value. Is it HUD or management? HUD is on the top and this is why they are least likely to be the residual claimant. Management: they get payment from being managers, so they definitely want to continue. So they are a logical residual claimant. Still, Troy doesn’t think that either of them is a good residual claimant. 

It is common for creditors to buy down general claims that are impaired in order to vote them down. The deficiency class in not impaired, but the creditor buys the impaired creditors to prevent them from opposing the plan and to effectuate the cramdown. The B-cy rules have recently changed to address this problem.




IV. VOTING

a)  Casebook (p. 697-699) & class notes 

· 1125

· Once a plan is drafted, its proponents must prepare a disclosure statement

· The proponents may solicit acceptance of the plan until a court determines that the disclosure statement contains adequate information (as defined in section 1125(a))

· The hearing replaces the scrutiny that the securities laws require outside of bankruptcy

· The procedural burden is lessened in case of small business and even outside of small business, the court may adopt such practice in straightforward cases

· Debtor may obtain a conditional approval of the disclosure statement

· The court may approve the disclosure statement without valuation of the debtor or appraisal of the debtor’s assets

· Solicitation of votes

· Two exceptions to the rule that the creditors and s/hs vote on the plan:

· 1126(f): any holder of a claim or interest not impaired (as defined in 1124) by the plan is deemed to have accepted the plan 

· 1126(g): a class that receives nothing under the plan is deemed to have rejected the plan 

· But this is not fatal because plan approval doesn’t get stopped by the vote of this class; instead we look at what the impaired classes do 

· 1126(e): allows the court to disqualify votes that are not procured and exercise in good faith 

· Approval

· Class voting rule:

· At lest 2/3 of the value of the claims 

· More than 50% in the number of claims 

· There is a problem of claim trading – active market

· Debtor who is trying to get the plan approved, faces a movement of claims; he doesn’t in fact know what the particular claimholders would do, because they move around 

In re Figter Ltd. 

	Facts
	Figter filed a voluntary petition under Chapter 11. Teacher is Figter’s only secured creditor and supposed to get full payment under the plan.  But Teachers doesn’t like the plan, due to a real estate problem (part of the estate is supposed to be converted into condos, some will remain rental property), they vote against the plan and purchased 21 out of 34 claims of  class 3 (impaired class) in order to vote these claims against the plan. As a consequence, Teachers controls this impaired class and it can against the debtor’s plan (Sec. 1129(b)).  If T wouldn’t buy class 3, it would have no interest there whatsoever (he has no deficiency claim because it is fully secured). It just doesn’t want to be stuck with this mixed condo and rental property. And this is the only reason why it buys up class 3 – to vote down the plan. 

Figters alleges that Teachers should be precluded from voting its purchases in class 3 because it did not buy them in “good faith”, Sec. 1126(e) and should be limited to one vote that includes all 21 votes it purchased, according to Sec. 1126(c).

	Legal Issue
	(1) Do the purchased claims of Teachers have to be treated as one claim as opposed to 21 claims so that Teachers does not have the necessary 2/3 of the claims anymore?

(2) Was Teachers allowed to vote the purchased votes in class 3? Was this in good faith in the sense of Sec. 1126(e) to buy the claims and then vote them against the plan?



	Holding
	Teachers acted in good faith and is therefore allowed to vote the purchased shares in class 3.

	Reasoning
	The court adopted and applied a bad faith test – was there any ulterior motive in voting the claims in class 3 apart from just self interest? 

The court finds T’s action ok because it doesn’t find that T was acting with some ulterior motive. Still, the court admits that T acted in self-interest. Examples of ulterior motive: blackmail and pure malice. The mere fact that T purchased the claims for the purpose of protecting their own existing claim does not show bad faith, meaning that the creditor can act out of pure self-interest without showing bad faith.  As long as the creditor acts to preserve what he reasonably perceives as his fair share of the estate, bad faith will not be attributed to his purchase of claims to control a class vote.  In addition to this, Teachers did not intend to harm any member of the class, as they offered the purchase to everyone in the class. 

The purchased claims cannot be treated as one claim with one vote as the language in Sec. 1126(c) clearly does not refer to the number of creditors holding claims, but to the number of claims in that class, which each arose from different transactions and thus have to be treated separately. 



	troy’s comments
	The distinction between self-interest and ulterior motive is very hard to distinguish, the border between those two is blurred. The court doesn’t really give much explanation how to assess that, we don’t really get a good test. 

Creditors often sell claims; even if they get less on the dollar, but they get it now, which is worth it. So, existing claimholders are better off if there is claim trading. But, look at the interest of the debtor – the competitors might buy the claims to trash the debtor. There is a protection in form of a disclosure statement, in which the purchaser of the claim has to claim that he is not just buying the claim to blow up the plan and destroy the debtor. In addition, if you look at claimholders, they are better off. 

Benefits of claim trading (literature): (1) benefit existing claimholders (there is a liquid market for them, creditors are not stuck in the procedure, competition for the claims is created); (2) trading gives some sense of the value of the debtor’s estate. It can give the idea what is the max return on the dollar (and this is usually a very difficult question). 

What is the claim trading is done by secured creditor, who has deficiency unsecured claim? This is ok, because they are only doing this to get themselves some economic benefit in connection with the case (so the “in connection” part is important). 

The decision can be seen critically, as Teachers clearly purchased the claims in class 3 only for the reason to vote them against the plan, not taking into account any of the considerations of the class. This could be seen as the mere reason to vote against the plan, as the court would qualify bad faith. 

Buying claims thus disrupts the process of bargaining in a Chapter 11 case because it is difficult to gain acceptance of a reorganization plan if the owners of the claims shift constantly.  

There are cases all over the place what constitutes good faith voting which is done in the context of claim trading (more than 10 years ago). And judges are more willing to find bad faith voting. WHY: hedge funds tend to buy out claims to pursue strategy. Usually secured creditors buy out unsecured claims, so they control other classes. 




V. ABSOLUTE PRIORITY RULE

a) Casebook (p. 707-714) and class notes

· Absolute priority rule 

· The junior class cannot be paid if the senior class has not been paid in full, absent the senior class consent

· Section 1129(b)(1) is invoked when a reorganization plan fails to garner the acceptance of all impaired classes and thus fails to satisfy section 1129(a)(8) (requiring that all impaired classes have to accept the plan for it to be confirmed)

· Section 1129(b)(1): the court can confirm the plan over the of the impaired class, if:

(1) The plan doesn’t discriminate unfairly;

· Easy to meet

· Claims that enjoy the same priority outside of b-cy, have the same priority in b-cy

· But not necessarily the identical treatment (some can be paid later, some in cash and some in notes, etc.)

(2) Fair and equitable treatment of the dissenting, impaired class

· Most litigation here: mostly battles between unsecured creditors and old equity

· Class based right; trumps the best interest test (below)

·  The holder of an individual claim can demand at least that which it would have received in Ch7 liquidation; if however, a class votes to make a sacrifice of this priority, a dissenter within the approving class cannot block the plan on the basis of that sacrifice

· Specific requirements for secured and unsecured claims

· Secured claims

· Each holder of a secured claim receives at least a stream of payments with discounted present value equal to the value of the collateral

· If the collateral is sold, the creditor’s lien attaches to the proceeds

· The plan must also provide a stream of payments equal to the face amount of the secured claims (to be crammed down over the secured creditors) (but this requirement is usually redundant and only necessary if the secured creditor elects to have his entire claim treated as secured regardless of the collaterals value, pursuant to sec. 1111(b)(2))

· Unsecured claims

· The plan must provide each holder of an unsecured claim with property that is at least equal in value to the amount of such claim (the old equity cannot be paid unless the unsecured creditors are repaid in full). 

· Preferred shareholders

· No payments can go to the common shares unless the firm pays the preferred shareholders specified amounts analogous to interest and principal on a debt

· Common shareholders

· The plan must provide the property of a value at least equal to the value of those interests 

· Exception to the “fair and equitable” treatment rule: when can the old equity be paid over the unsecured creditors? 

· Northern Pacific Railroad v. Boyd 

· The old equity cannot be paid over the unsecured creditors, even if the old shareholders now become the shareholders of the new company (reorganized debtor)

· After Boyd, a plan could not bypass junior creditors unless such creditors had their day in court

· The question remained, however, whether and under what circumstances a nonconsensual bypass of junior creditors was permissible even given their day in court;

· Case v. Los Angeles Lumber Products

· This case incorporated the absolute priority rule into the Code

· It was established that shareholders cannot participate in the reorganized debtor over the creditor’s objection 

· The shareholders had to also pay a fair value for their continuing interest in the reorganized debtor 

· This case incorporated the absolute priority rule into the Code

· The full right of absolute priority comes into play only if the whole class opposed the plan

· Still, the question remained, whether and under what circumstances may old equity participate in the reorganized debtor over the objection of the class of creditors

· Although equity holders are of lowest priority, in a Chapter 11 reorganization, in many cases they obtain part of the value even though the debt holders are not paid in full, due to the following reasons:

· The equity holders can delay the plan because their consent is required for the plan to be adopted. 

· If there is a delay, the value of the firm can dramatically decrease due to additional financial distress. 

· If a Chapter 7 sale would result in losses compared to a reorganization. 

· This gives the equity holders bargaining power with respect to the plan. 

· The outcome is justified when the junior claimholders can provide new supplies, expertise or capital to the new company that is favorable to everyone, including the senior claim holders. 

[Bank of America v. North LaSalle Street Partnership]
	Facts
	BoA was the major creditor of LaSalle, having lent $93mm, secured by a non-recourse mortgage on the debtor’s principal assets, a building in Chicago. Upon default, BoA started foreclosure which the debtor responded to with a Chapter 11 voluntary petition, trying to ensure that the partners retain title to the property, which would fall due if the bank foreclosed. If BoA foreclosed, the debtor would incur huge tax liability. Generally, the debtor was driven by tax consequences while forming the plan. The value of the property was less than the amount due (BoA undersecured, resulting in an unsecured deficiency claim under Sec. 506(a) and Sec. 1111(b)). The Bank wanted to quickly foreclose and sell and not to reorganize the debtor. 

The p    The plan provided the following structure:

· Repayment of 2/3 of the loan

· Discharge of the rest

· Contribution of $6mm by the old owners in exchange for the entire property of the partnership. 

BoA blocked the plan (it could do it because its deficiency claim was impaired), seeking that the absolute priority rule was not recognized in the plan. The other unsecured creditors would not object because they would prefer to get paid without interest, but quickly. They are trade creditors who had long term r-ship and whose payments depend on the debtor (they just want to continue business). The debtor wants to cram down the Bank’s deficiency claim. 

	Legal Issue
	Whether and under what circumstances can the old equity be paid over the unsecured creditors? What are the exceptions to absolute priority rule? 

	Holding
	The old equity cannot have an exclusive right (in the absence of any competing plan) to obtain property interest in the reorganized debtor over the unsecured creditors, without paying full value for an option to be able to obtain this property. 

Instead of giving such exclusive right to the old equity, a market test should be established to assess whether the old equity offers the highest bid for the property in the reorganized debtor, or whether there are higher bids out there. 

	Reasoning
	The court analyzed the three interpretations of the expression “on account of” in sec. 1129(b)(iii)(B)(ii):

· If on account of means “in exchange for”, there plan does not violate the absolute priority rule as long as the equity makes a new contribution to the new firm. This is not the case as the language of the code (“or retaining property”) clearly shows.

· Instead, the phrase could mean “because of” as it also means in other parts of the code, meaning that the casual relationship between holding of the prior claim and receiving property in the reorganized debtor activates the absolute priority rule.  The question here is then, why the phrase was not just omitted if old equity holders should just be excluded from receiving new equity.

· The phrase thus has to be understood correctly as a reconciliation of policies preserving going concerns and maximizing property available to satisfy creditors (this is the correct interpretation according to the court).

Under the debtor’s plan, the benefit of equity in the reorganized p-ship can be obtained only by the old equity partners. Upon the court’s approval of the plan, the partners were in the same position that they would have enjoyed have they exercised an exclusive option under the plan to buy the equity in the reorganized entity, or contracted to purchase it from a seller. At the moment of the plan’s approval the debtor’s partners necessarily enjoyed an exclusive opportunity that was in no economic sense distinguishable from the advantage of the exclusively entitled offeror or option holder. While it can be argued that such opportunity has no market value, being significant only to old equity because of their potential tax liability, it is established that any cognizable property interest must be treated as sufficiently valuable to be recognized under the Code. 

The opportunity to buy in the reorganized debtor has value (like call option). The opportunity to give value is already an asset and the old equity has not paid for that (option to buy new equity on account on having old equity). This is what the court claims violates the absolute priority rule. The court has doubts why the old equity should have this exclusive opportunity to purchase the new equity. If the price that the new equity offers is the best, they don’t need such protection (we trust the market to do such evaluation). Thus, the court establishes the market test, but does not elaborate on it further. 



	troy’s comments
	The court unfortunately did not reach the question whether equity can participate by contributing new value in satisfaction of a market test.

There is a problem of imbalance of information so the old equity and secured creditors could be the only ones to evaluate the estate. BUT: this is single asset only, so the valuation is quite straightforward. In such situation, the old equity shall not have the exclusive right to obtain value in the reorganized debtor; they should demonstrate somehow that they price they are paying is the best. Still, the equity can argue that they bring additional value, such as expertise, knowledge of the debtor. The other argument is that if the equity doesn’t have this option, they might have not incentive to invest in the reorganized debtor. Still, there might be other participants in the market, that would.

This case is read by some as softening of Lumber. At first glance it seems restrictive, but then in LaSalle the court opened up the new value exception more than before in Lumber and ever. 




[In re Armstrong World Industries] 

	Facts
	Armstrong filed Ch11 plan creating 11 classes of debt and equity holders. The class of asbestos claimants agreed to share part of their proposed distribution with the equity holders. The net result would be that the equity holders would receive debtor’s property on account of their equity interest, although a more senior class (unsecured creditors), but more junior class than the asbestos claimants, would not get paid in full. 

	Legal Issue
	Does an arrangement, where the more senior class gives part of its distribution to equity holders, on the expense of unsecured creditors, a violation of the absolute priority rule?

	Holding
	Yes, an arrangement, where the more senior class gives part of its distribution to equity holders, on the expense of unsecured creditors, is a violation of the absolute priority rule.

	Reasoning
	A plan is not fair and equitable when it distributes ownership to the old owners while one class of the creditors has not been paid in full. This also means that a senior class cannot sacrifice its distribution to a junior class to the detriment of a more senior class (meaning that it has not been paid in full yet).

However, the court’s equitable powers (to reject an unfair and inequitable plan) do not extend to subordination (sharing agreements), entered into Ch7 (where sec. 1129(b) does not apply.



	troy’s comments
	You can’t such arrangement in the plan itself, but you can contract it on the side. This is the subordination agreement, in that case this is fine. But, what is in the plan, is not contractual agreement, so you can’t do it in the plan.

Troy: this doesn’t make any sense at all! You can do it outside of the plan, but not in the plan. Probably the only reason why it is not possible is the legislative history argument. Maybe this is because the courts should not have too much power (too much ad hoc balancing) to go around the absolute priority rule. Cramdowns are expensive. The plan should be formalistic and this is what the parties would want; guarantees simple and straightforward process, where bargaining will be more clear. Still, in the side agreement it is fine. 




VI. BEST INTEREST TEST

a) Casebook (p. 732-733) and class notes

· Best interest test

· Section 1129(a)(7): 

· Allows each holder of a claim or interest in an impaired class to insist on receiving “property of a value, as of the effective date of the plan, that is not less than the amount that such holder would so receive or retain if the debtor were liquidated” under Ch7.

· Protects the individual claimholder when the class as a whole favors the plan 

· The liquidation entitlement is not arbitrary – it roughly reflects what each creditor or interest holder would have expected to receive had b-cy not intervened and prevented individual creditors from using their nonbankruptcy remedies of foreclosure and levy

· The purpose of Ch11 is to preserve the going concern value of the debtor (on the assumption that it is higher than the sum of its parts). 

· The best interest test can be seen as a recognition that achievement of this goal need not and should not require any creditor or equity holder to accept less than the return in would have enjoyed absent reorganization 

· Consequently, the creditor will attempt to prove highest as possible liquidation value of the debtor’s estate)

In re Crowthers McCall Pattern 
	Facts
	Petitioner is a manufacturer and seller that filed for Chapter 11.  One of the classes and opponent of the plan alleges that the plan is not in the best interests of the creditors as the liquidation value is higher than the going concern value.

	Legal Issue
	Under sec. 1129(a)(7)(A)(ii), the comparison between the liquidation value and the going concern value of the estate should be performed on the effective day of the plan. But, does this mean that the comparison involves a fire sale, taking place within only one day?

	Holding
	The liquidation of the debtor does not have to be a fire sale for the purpose of comparing this liquidation value with going concern value.

	Reasoning
	The sale has to an orderly liquidation, keeping some of the staff to ship inventory and even reprint catalogues to advertise the remaining inventory, maximizing the distribution to the creditors, etc. This is because the goal of the trustee is to maximize the liquidation value.  



	troy’s comments
	The market is very small, even shrinking, few competitors, not dynamic, but stable and mature. The most important thing in valuation is figuring out what the market is. The assets are very specialized, so the debtor claims that they probably have scrap value. But the court doesn’t agree, because the competitors can buy it on market price (doesn’t matter how old and specialized the equipment is). Also, the goodwill, intangibles and the trademark are worth a lot, which indicates that probably the liquidation value is higher than the going concern value. 

The court is reluctant to do market testing her by having the real auction. Doing the market test is only easy in theory, but not in reality an probably the result of market testing would not be adequate for the following reasons. Only the two competitors will show at the bid, but maybe also the old management and old equity. The insiders know the business the best, they know the real going concern value, so they will probably influence the bids of the competitors (probably the competitors will not bid higher than the managers and equity). But, getting the same level of information as insiders will involve a lot of time and money, so most likely the bidders will not bother with that (probably they just want to buy some machines). So, there is no incentive to compete with insider. The insider in addition has an incentive to overbid, because it would like to retain the business, while the other bidders don’t have this incentive. This whole situation makes the auction process not ideal. Plus, there is a secured creditor who wants to take control over the debtor. Even with the secured creditor in the game, doesn’t mean that the market testing will be adequate. 

Summing up, the decision clearly sets out that the standard for the hypothetical liquidation on the effective date is one where the trustee, on behalf on each creditor that would foreclose on each item of property, takes reasonable steps to obtain high sale prices. 
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� The accrued state law claim theory states that there is no claim for bankruptcy purposes until a claim has accrued under state law.


� In defense of interest claim disallowance, the legislative history offers an "irrebuttable presumption" that the rate of interest on every obligation is equal to the appropriate discount rate for the obligation. Congress understood that, in reality, a contractual interest rate could differ from the applicable discount rate, but this approach simplifies matters and may be justified, given that in the mine-run of cases the claims greatly exceed the debtor's unencumbered assets.


� Before exposing the arguments of the trustee and its position, the Court opens the decision with the following remarks: Do the State's right and the taxpayer's obligation include the burden of proof? The answer is affirmative. Given its importance to the outcome of cases, the Court has long held the burden of proof to be a "substantive" aspect of a claim. That is, the burden of proof is an essential element of the claim itself; one who asserts a claim is entitled to the burden of proof that normally comes with it. Tax law is no candidate for exception from this general rule, for the very fact that the burden of proof has often been placed on the taxpayer indicates how critical the burden rule is, and reflects several compelling rationales: the vital interest of the government in acquiring the revenue; the taxpayer's readier access to the relevant information; and the importance of encouraging voluntary compliance by giving taxpayers incentives to self-report and to keep adequate records in case of dispute. Plus, there is no sign that Congress meant to alter the burdens of production and persuasion on tax claims.  


� Refers to the Interstate Commerce Commission.


� Unless the nonbankrupt's claim is somehow secured.


� A "lien creditor" means a creditor who has acquired a lien on the property involved by attachment, levy or the like and includes an assignee for benefit of creditors from the time of assignment, and a trustee in bankruptcy from the date of the filing of the petition or a receiver in equity from the time of appointment. It is a creditor who is secured by a lien.


� A "judgment creditor" is a party to which a debt is owed that has proved the debt in a legal proceeding and that is entitled to use judicial process to collect the debt; the owner of an unsatisfied court decision. A party that wins a monetary award in a lawsuit is known as a judgment creditor until the award is paid, or satisfied. The losing party, which must pay the award, is known as a judgment debtor. A judgment creditor is legally entitled to enforce the debt with the assistance of the court.





PAGE  
2

