BANKRUPTCY OUTLINE – McKENZIE SPRING 2010
I. INTRODUCTORY TOPICS
A. Framing the Problem
1. Function of Debt
a. Helps debtors, both individuals and businesses
i. Consumption smoothing: 
I. Individuals: present self borrows from future self in order to maximize utility over time
II. Businesses: allows development when firm doesn’t have enough income to finance development
b. Helps creditors, who recover principal with interest
2. Legal Rules Governing Debt Collection
a. Issues
i. If overly cumbersome and ineffective, creditors reluctant to lend and debtors will have to pay more to borrow
ii. If insufficiently stringent, creditors may behave badly and debtors will be less likely to borrow
b. Non-BR Law
i. Problems
I. Collective Action: premised on individual creditors pursuing remedies, not multiple creditors
II. Premised on debtors’ having sufficient assets to repay
A. Individuals’ lives will be destroyed, unproductive
B. Firms
1. Economically insolvent: ordinary rules don’t allow good way to shut down and still parcel out assets in way that respects rights of different investors
2. Financially insolvent: ordinary rules don’t allow firm to readjust capital structure with diverse creditors
3. Debt vs. Equity
a. Debt: right to payment; limited upside potential
b. Equity: no right to payment; unlimited upside potential
B. Debt Collection Outside of Bankruptcy
1. General Creditors
a. Rights can arise out of contract, tort, property law
b. Non-legal Remedies
i. Sending notices of obligation to pay (e.g., additional bills)
ii. Refuse to continue business with debtor
iii. Threaten to sue
iv. Discount claim (collection agency)
v. Credit bureau
c. Legal Remedies
i. ~Self Help: No right to self help (rationale: general creditor might be wrong; breach of the peace is bad; general creditor has no right to a specific asset of debtor)
ii. Prejudgment Remedies
I. Function: Establish priorities over other creditors
II. Options
A. File notice in real estate or personal property security interest records
B. Have sheriff seize/attach assets
III. Limitations
A. Constitutional: notice and hearing (Fuentes v. Shevin)
B. Statutory: post bond to cover damages if action unsuccessful
iii. Litigation
I. Reduce claim to Judgment (often default)
II. Docketing (sometimes must be in county where property located)
III. Obtain judgment lien
IV. Obtain writ of execution from clerk of the court
V. Sheriff levies property (priority generally dates from here, time of writ of execution’s issuance, or time writ delivered to sheriff)
VI. State Supervised Sale
2. Secured Creditors
a. Security Interest (def): Contingent property right that vests only if debtor defaults
b. Real Property: Mortgages
i. Mortgagor: Debtor
ii. Mortgagee: Creditor
iii. Priority
I. If creditor files record of interest in real estate records, obtains priority right against rest of world as time of filing
II. If creditor fails to record, has no priority except against those with notice of its claim
c. Personal Property (UCC § 9)
i. Advantage of Security Interest: Priority

ii. Establishment of Security Interest (two steps can occur in any order)
I. (1) Attachment: creditor extends credit and enters into enforceable security agreement with debtor in which debtor gives creditor right to take collateral in event of default (if agreement not in writing, creditor must take possession of collateral)
II. (2) Public Notice of Ownership: creditor establishes ownership, either by
A. Possession (only if tangible), or
B. Public filing
iii. Priority
I. Rule: Once both steps above are accomplished (=perfection), timing for purposes of priority is time at which notice of ownership established
II. Others’ notice of claim irrelevant if creditor failed to perfect
iv. Rights Upon Default, Given Perfection of Interest
I. Reduce claim to judgment (UCC § 9-601)

II. Take possession of the collateral pursuant to judgment (UCC § 9-609)
III. Take possession of the claim without breach of the peace (debtor affirmatively objects) (UCC § 9-609)
IV. Sell collateral if commercially reasonable (UCC § 9-610)
V. Re: difference between sale price and value of debt (UCC § 9-615)
A. Sale Price > Value of Debt → Secured Creditor must return Surplus to junior creditors, then debtor

B. Sale Price < Value of Debt → Secured Creditor is general creditor to extent of Deficiency (unless agreement under UCC § 9-622)
VI. Acceptance of collateral (UCC § 9-622)
A. Discharges obligation to extent debtor consent’s

B. Discharges security interest

C. Terminates any other subordinate interest

v. Note: Apparently only time a secured creditor loses to a creditor with subsequently established interest is if the secured creditor takes interest in debtor’s future inventory, and debtor acquires future inventory via a purchase money security interest.  In such case, PMSI holder wins.
C. Theoretical Bases of Bankruptcy Law
1. Butner
a. Principle: Bankruptcy law respects (substantive) rights that exist outside of bankruptcy unless a specific bankruptcy provision or policy requires a different rule
b. Rationale
i. Congress’s power to establish “uniform Laws on the subject of Bankruptcies throughout the United States” (Art. I, § 8) is basis for BR law, and where it is not exercised to trump state law, state law applies
ii. Opposite would invite forum shopping, allow different treatment for reasons that have nothing to do with bankruptcy policies

2. Purposes of Bankruptcy Law
a. Firms
i. Problem: Collective Action Problem

I. Non-BR law causes a race to the courthouse; assets sold off piecemeal, destroying going concern value; Creditors expend significant resources defeating each other

ii. Solutions: Force diverse creditors to work together, so that they can:

I. Distinguish between economic and financial distress

II. Liquidate firms in economic distress

III. Reorganize firms in financial distress

IV. Establish size and priority of their claims
iii. Baird vs. Warren (from Foundations)
I. Baird: BR is about problem of multiple defaults, and about procedure for handling these while respecting non-BR rights (Butner taken to logical extreme); we care only about maximizing creditor value
II. Warrant: BR also about deciding who will bear the loss from defaults: employers, suppliers, property owners, tort victims

III. TM: Baird’s view is dominant in academia, but Warren’s is closer to how Congress, courts treat BR

b. Individuals
i. Problem: Harshness
I. Non-BR law makes no accommodation for bad luck/judgment, can disrupt lives

ii. Solutions

I. Provides insurance to debtors, but thereby makes credit more expensive
II. Discharges debt in exchange for turning over nonexempt assets; provides fresh start (Chapter 7)
III. Allows individuals to keep assets in exchange for giving up future income (Chapter 13)
iii. Jackson (from Foundations)

I. BR as insurance of your future income; individual need not devote all of future income to paying off debt if he ends up insolvent

II. Reasons not to make BR rights waivable

A. Forces creditors to police credit extensions, in order to protect their interests

1. Individuals are overly likely to discount future risks

B. Protect against externalities to third parties (families, etc.)

III. Note: recent changes to Code have made it harder to get the fresh start (pushing debtors into Chapter 13)

3. Economic vs. Financial Distress

a. Economic Distress
i. Definition

I. Firm cannot succeed in the marketplace

II. PV (Future Income) < PV (Future Expenses)

ii. Firms in economic distress should be liquidated

b. Financial distress
i. Definition

I. Firm cannot generate sufficient revenue to pay its debts

II. PV (Future Income) < PV (Future Expenses) + Debt

ii. Firms in financial but not economic distress should be reorganized with new capital structure that allows firm to meet debt obligations

c. Feedback Loop

i. Financial distress can cause economic distress (firm doesn’t buy new inventory)

ii. Economic distress can cause financial distress (firm doesn’t make enough money to pay off debt)

D. The Bankruptcy Code and the Bankruptcy Court
1. The Code
a. Case (def): Entire umbrella of matters generated by a bankruptcy petition

b. Proceeding (def): Individual matters that arise during a case

c. Chapters applying to All Cases

i. Chapter 1

I. Definitions (§ 101)
II. Notice and Hearing Requirement (§ 102)

III. Equity Power – power to “issue any order, process or judgment that is necessary or appropriate to carry out the provisions of the [Code]” (§ 105(a))

IV. Eligibility requirements (§ 109)
A. Only a municipality may file Chapter 9 petition, and must be insolvent to do so (§ 109(c))

B. Other debtors need not be insolvent to file (negative inference)

ii. Chapter 3: Case Administration
I. How a Case Begins (§§ 301-308)

II. Rules governing BR Estate Administrators (§§ 321-333)

A. For Chapter 7, principal officer is BR Trustee (§§ 701-705)

B. For Chapter 11, “debtor in possession” controls (§§ 1101-1109)
III. Basic Procedures (§§ 341-351) 
A. Initial Creditor Meeting (§ 341)

IV. Running the Business in BR (§§ 361-366)

A. Automatic Stay (§362)
B. Sell, Use, Lease Property & Borrow Money (§§ 363-364)

1. (Abandonment of Assets (§§ 554))

iii. Chapter 5: Identifying Creditor Claims and Debtor Assets
I. Claims Against the Estate (§§ 501-510)

A. Rights of Secured Creditors (§ 506)
II. Assets of the Estate (§§ 541-562)

A. Property of the Estate (§ 541)
B. Avoiding/Strong-Arm Powers (§§ 544-548)
C. (Executory Contracts (§§ 365))

d. Chapters Setting Out Individual Procedures

i. Chapter 7: Liquidation
I. Individual debtors’ debts discharged

II. Corporate debtors receive no discharge (nothing left for creditors to pursue after liquidation anyway)
III. Special rules (§ 726)

IV. Exempt Property (§ 522)

V. Debtor obligations not subject to discharge (e.g., taxes) (§ 523)

VI. Means Test/Direction to Chapter 13 (§ 707(b))

ii. Chapter 9 – Municipalities
iii. Chapter 11

I. Designed for firms needing restructuring

II. Individuals with large business-related debts (§ 1141(d)(2)-(3))

III. Debtor is “debtor in possession” – incentivizes Chapter 11 because debtor management gets to retain control

iv. Chapter 12 – Family Farmers

v. Chapter 13

I. Individual keeps property and works out plan with creditors for payment over time (different bargain than Chapter 7)
II. Makes sense if debtor has a lot of non-exempt property

III. Now is a punitive measure for those not qualifying under Chapter 7

2. The Bankruptcy Forum

a. BR courts have nationwide jurisdictional reach

II. COMMENCEMENT OF THE CASE
A. Who May Be a Debtor Under the Code

1. Rule (§ 109(a)): 
a. Debtor may only be

i. A person residing or having domicile, place of business, or property in the U.S.
OR
ii. A U.S. municipality
iii. (Note: Code excludes banks and insurance companies)

b. Person (§ 101(41)): Individuals, partnerships, and corporations
c. Corporation (§ 101(9)): Associations having power or privilege of private corporation (but not individual partnership), partnerships, joint-stock companies, unincorporated companies or associations, business trusts, NOT limited partnerships

i. In re Treasure Island Land Trust (Bankr. M.D. Fla. 1980)

I. Facts: Trust files under Chap. 7, creditor argues it is not a bus. trust, so no a “corporation,” so not a “person,” and thus ineligible to be debtor.  Trust document said it was not to transact any business, and Trust had argued it wasn’t business for sec’s laws.

II. Holding: Trust not a “business trust” under estoppel rationale

III. TM: On one hand, this violates BR policy to look to substance over form; on the other hand, creditors in case were only ones that mattered, trust in ec. distress, debtor was stalling, so BR not needed and result was right

2. Chapter 7-Specific Rule (§ 109(b)): Chapter 7 debtors CANNOT include

a. Railroads

b. Domestic or foreign insurance companies
c. Banks, savings banks, savings and loan associations, credit unions

d. Others (see Code)

3. Chapter 11-Specific Rule (§ 109(d)): Chapter 11 debtors MAY ONLY include

a. Railroads

b. Chapter 7 debtors (except stockbrokers or commodity brokers)

c. Others (see Code)

B. The Petition

1. Voluntary vs. Involuntary Petitions
a. Voluntary Cases (§ 301)
i. Main Rule: Can be commenced under a chapter by anyone who may be debtor under that chapter (§ 301(a))
ii. Rationale
I. Individuals: Allows election to discharge obligations

II. Both: Allows avoidance of costly creditor race to assets

iii. Order for Relief (§ 301(b))
I. Rule: Commencement alone constitutes order for relief: allows court to administer case (debtor need not be insolvent)

b. Involuntary Cases (§ 303)

i. Main Rule: Can be commenced 
I. only under Chapter 7 or 11

II. by

A. ≥ 3 entities, 

1. each of which is either holder of claim against the debtor or an indenture trustee representing such holder, AND
2. each of which holds or represents a claim 
a. not contingent as to liability or subject of a bona fide dispute as to liability or amount, AND
b. that aggregates at least $13,475 more than the value of any lien on property of the debtor securing such claims held by the holders

OR

B. If ≤ 12 holders satisfying above conditions, any one can file involuntary petition as long as $13,475 aggregate undersecurity requirement satisfied

OR

C. If neither of above two conditions is not satisfied at filing & before dismissal, they may be met if petition joined by holder of an unsecured, noncontingent claim

D. (Rules respecting partnerships, foreign representatives – see § 303(b)(3)-(4))
ii. Rationale: 

I. Why At All: debtor will not always be incentivized to file even when BR process would preserve value of its assets (e.g., management and equity too willing to gamble to pay off all debts)

II. Why Harder
A. BR may result in whole or partial liquidation of firm, thus loss of jobs

B. Creditors may be competitors or have other ulterior motives
iii. Order for Relief (§ 303(h))
I. Rule: Commencement constitutes order for relief IF
A. Debtor does not “controvert” petition

B. Petition controverted but debtor “generally not paying” debts as they become due, besides debts subject to bona fide dispute

OR

C. Within 120 days before petition, custodian appointed to administer assets

2. Bankruptcy Remote Provisions

a. Bankruptcy Remote Provision (def): Provision designed to make BR unavailable without creditor consent

b. (General) Rule: A debtor cannot waive right to file for bankruptcy
c. In re Kingston Square Associates (Bankr. S.D.N.Y. 1997)

i. Facts: Sec’d creds. initiated foreclosure against properties.  Debtor couldn’t file voluntarily because provision required consent of “independent” (cred.-controlled) director, so ginned up support from other creditors for involuntary provision.  Ostensible reason for filing was that foreclosure would leave money on the table given improvement in R.E. market.  Sec’d creds. allege impermissible collusion.

ii. Holding: No impermissible collusion, because (1) debtor primarily intended to preserve value for estate and other creditors by avoiding foreclosure; and (2) creds. had disrespected corporate form by actions of “independent” director, who did not treat fiduciary duty seriously
iii. Rule: 

IF debtor primarily motivated to prevent further dissipation of assets through foreclosure in attempt to facilitate orderly workout among all creditors,

THEN no bad faith

iv. TM
I. Court didn’t like BR remote provision, but didn’t have to strike it down because of creds.’ bad behavior and apparent value of BR
II. Sec’d creds. had no economic motive to act in way that would benefit anyone but themselves; they’re either sec’d or oversec’d (mkt. was improving)

3. Dismissal (§ 707(b))

a. Rule:
IF court determines that grant of relief under Chapter 7 would be abuse of BR process,

THEN 
i. Court may dismiss Chapter 7 case, OR
ii. Court may convert case to Chapter 11 or Chapter 13 w/ debtor consent

b. Abuse of Process
i. Presumed IF 
I. Debtor fails to pass means test, OR 

II. Debtor and spouse earn more than applicable median income
ii. Without presumption, IF court determines that debtor

I. Filed petition in bad faith, OR

II. In totality of the circumstances, debtor’s financial situation demonstrates abuse

4. Abstention (§ 305)
a. Rule
IF interests of creditors and debtor better served by dismissal or suspension,
THEN court, after notice and hearing, may unreviewably dismiss or suspend at any time
b. To Be Used Sparingly (because unreviewable)

c. Interests of Creditors and Debtor Better Served
i. Factors to Consider (Colonial Ford)
I. Primary

A. Speed

B. Economy

C. Freedom from litigation

II. Secondary

A. Fairness

B. Priorities in distribution

C. Capacity for dealing with frauds and preferences

D. Importance of discharge to debtor

d. In re Colonial Ford (Bankr. D. Utah 1982)
i. Facts: Dealership was in three lawsuits w/ creds.  Then settled, concluded all three suits w/ exception of one claim, and having creds. reduce claims in exchange for debtor’s having 9 mos. to sell or refinance on pain of foreclosure.  Debtor unable to sell or refinance, so filed under Chapter 11.  Creds. object under § 305(a)(1).
ii. Holding: Court abstains under § 305(a)(1) because interests of creds. and debtor both better served.  
I. Creds: all agreed to workout (no cred. Dissent), saves them money, workout was comprehensive and final.

II. Debtor: (1) In Chap.  11, not totally separable from creds. (2) Mgmt was saved displacement; shareholders saved wresting of control by creds.’ plan; debtor also saved (likely) conversion to Chapter 7; (4) Estoppel of debtor; (5) Whatever debtor interests, there is policy of encouraging workouts, 

iii. TM
I. This was a Chap. 11 stall; reorg. had been tried already and failed; debtor was in bad state when it entered workout, and still in it when tried to file; no reason to enter BR

II. Compared to Kingston Square: Econ. realities.  There, BR made sense given equity in property; here, it made no sense, would have been redundant sequel to workout
III. THE AUTOMATIC STAY
A. To What Does the Automatic Stay Apply
1. Section 362(a)

a. Filing of a petition (under §§ 301-303) operates as a stay, applicable to all entities, of
i. Judicial, administrative, or other proceedings based on prepetition claims

ii. Enforcement against debtor or property of the estate of prepetition judgments

iii. Acts to

I. obtain possession of 

A. property of the estate, OR

B. property from the estate, 
OR

II. exercise control of property of the estate

iv. Acts to create, perfect, or enforce liens against 

I. property of the estate 

II. property of the debtor to extent lien secures prepetition claim

v. Acts to collect, assess, or recover prepetition claims against debtor

vi. Setoff of any prepetition debt owing to the debtor against any claim against the debtor

vii. Tax proceedings for corporate debtors

2. See also § 363(l)

a. Trustee may use, sell, or lease property of the estate, notwithstanding contractual or lease provisions or applicable law

i. conditioned on

I. debtor insolvency or financial condition

II. appointment of or taking possession by a trustee

ii. that effects, or gives option to effect, a forfeiture, modification, or termination of debtor’s interest in property

b. Note: This provision has similar effect of § 362(a) of protecting debtor (and hence creditor) property from actions of creds. or third parties once in BR
3. Official Bondholders Committee vs. Chase Manhattan Bank (D. Del. 1997)

a. “Status as Creditors” Rule
Violation of Automatic Stay IF

Creditors act to exercise control of property of the estate in their “status” as creds.
b. “Clear Abuse” Rule
Violation of Automatic Stay (by shareholders electing new board) IF

Clear abuse (=Showing that shareholders’ action in seeking to elect new board demonstrates willingness to risk rehabilitation altogether solely in order to win larger share for equity)
c. “Insolvency” Rule (Chase/Johns-Manville)
Violation of Automatic Stay (by shareholders exercising control of debtor) IF

Company insolvent (b/c shareholders’ not real parties-in-interest)
d. The Case
i. Facts: Bondholders owned bonds of Marvel holding companies, which were secured by stock in Marvel.  Holding companies and Marvel filed Chap. 11.  Bondholders had stay lifted and foreclosed on Marvel shares.  Were going to vote on shares to replace Marvel’s board; wanted something out of Marvel’s BR.  Marvel objected under “exercise control” clause of § 362(a)(3).
ii. Holding: Attempt to vote on shares not violation of automatic stay, because (1) not clear abuse of right of shareholders (which persists in BR) to elect new board, and (2) bondholders were not acquiring control of Marvel in their position as creds. of Marvel, but as creds. of Holding Companies, and (3) even though insolvency of debtor would mean equityholders were not real parties-in-interest, there was no finding of insolvency.
4. Citizens Bank of Maryland v. Strumpf (U.S. 1995)

a. “Setoff” Rule  (under § 362(a)(7))
IF creditor has exercised setoff (in violation of the automatic stay),

THEN creditor has (1) decided to effectuate setoff; (2) taken action accomplishing setoff; and (3) recorded the setoff

b. Facts: Bank placed administrative hold on debtor’s account to extent of debtor’s debt to bank, refused to pay out more than that.  
c. Holdings: 
i. Administrative hold not a setoff, because bank did not permanently reduce debtor’s account balance
ii. Also, action not a violation of “exercise control” clause in § 362(a), because was just refusing to pay promise implicit in giving debtor a bank account, not exercise of control over debtor’s property
B. When Does the Automatic Stay End - § 362(c)(1)-(2)

1. Stay of an act against property of the estate under § 362(a) continues until property is no longer property of the estate

2. Stay of any other act under § 362(a) continues until earliest of

a. Time case is closed

b. Time case is dismissed, OR

c. Time of granting or denial of discharge, if case is Chap. 7, 9, 11, 12, or 13
C. Lifting the Automatic Stay 

1. Section 362(d)(1)-(3)

a. Rule
Court may, on request of party in interest and with notice and hearing,

terminate, annul, modify, condition, or otherwise grant relief from auto stay

ONLY

i. for cause, including lack of adequate protection of a party’s interest in property

ii. w/r/t stay of an act against property, IF

I. Debtor does not have equity in such property, AND

II. Property is not necessary to an effective reorganization

OR

iii. w/r/t stay of an act (1) against single asset real estate (2) by a cred. whose claim is secured by an interest in the real estate,

I. debtor has filed a reorganization plan that has a reasonable possibility of being confirmed w/in a reasonable time, OR
II. debtor has commenced monthly payments that

A. may, in debtor’s sole discretion, be made 

1. from rents or other income generated before, on, or after the date of commencement of the case by or from the property 

2. to each cred. whose claim is secured by such real estate (other than a claim secured by a judgment lien or by an unmatured staturoty lien), AND

B. are in an amount equal to interest at the then applicable nondefault contract rate of interest on the value of the cred.’s interest in the real estate

2. In re Cahokia Downs, Inc. (Bankr. S.D. Ill. 1980)

a. Facts: July 1979, debtor signs fire insurance policy with Ins. Co.  Debtor at time already in financial difficulties, and in Oct 1979 lost racing dates.  Debtor had always paid its obligations under policy.  In April 1980 creds. filed under Chap. 11.  Nine days after filing, Ins. Co. canceled policy pursuant to contractual clause allowing cancelation w/ 30 days notice, citing increased risks of fire from poor fin. condition.  Cancelation enjoined as violation of auto stay, so Ins. Co. requests termination of the stay.
b. Holding: Request to terminate stay denied, because (1) risks Ins. Co. claimed to fear present at time policy signed, and thus (2) BR filing was reason for cancelation, and (3) fire policy is important asset of the estate protected both by § 362(a) and, from cancelation clause in policy, by § 363(l) (also, court can’t force Ins. Co. to sign new policy once current one expires)
c. TM: This was not unfair to Ins. Co.  They knew debtor in trouble at time of policy, and so policy was probably expensive in first place.
3. In re M.J. & K. Co. (Bankr. S.D.N.Y. 1993)

a. Facts: Debtor had contract (construed by court as license in real property now expired) to sell law school’s books.  In serious trouble, debtor performs badly, and dean gets complaints.  Dean considers and then decides to terminate, accordingly seeks to modify stay under § 362(d)(1).  Dean had heard about debtor’s Chap. 11 filing before deciding to terminate, but debtor’s problems long preexisted.
b. Holding: Request to modify stay granted, because only restriction on terminating now-expired license was law school’s good faith, and law school’s good faith obvious (protect its efficiency, further long-standing policy of short-term contracts with vendors).
4. Reconciling the Cases (TM)
a. General Idea: BR cannot be the motivation or justification for a request to lift the stay
b. Cahokia Downs – Court doesn’t believe Ins. Co.’s claim that BR filing not cause of its cancelation, since risks were the same.  Also, debtor kept paying under the policy.
c. M.J. & K. Co. – Court believes law school canceled because debtor not holding up its end of the bargain.  Also couldn’t do anything for law school that would give it adequate insurance.

D. Exceptions to the Automatic Stay
1. Section 362(b)

a. § 362(b)(1), (4)

i. Filing of a petition (under §§ 301-303) does not operate as a stay
I. Under § 362(a), of the commencement of a criminal action against debtor
II. Under § 362(a)(1)-(3) & (6), 
A. of the commencement or continuation of an action or proceeding by a governmental unit
B. to enforce such unit’s police and regulatory power
1. including the enforcement of a judgment, other than a money judgment, obtained in an action or proceeding by the governmental unit to enforce such unit’s police or regulatory power
b. Other Exceptions in § 362(b)
i. Actions for the establishment of paternity, the suspension of a driver’s license, alimony, maintenance, or support (§ 362(b)(2))

ii. Specified setoffs and settlements in securities industry (§ 362(b)(6), (7), (17) and (27))

iii. HUD Secretary may foreclose on specified mortgages or deeds held by the Secretary (§ 362(b)(8))
iv. Government tax authorities may assess and demand payment of specified tax obligations (§ 362(b)(9))

v. Lessor of nonresidential real property may take possession upon lease expiration (§ 362(b)(10)

vi. Specified transactions in negotiable instruments (§ 362(b)(11))

vii. Specified actions by Secretaries of Transportation and Commerce (§ 362(b)(12)-(13))

viii. Specified actions to accredit, license, and determine eligibility of educational institutions (§ 362(b)(14)-(16))

ix. Creation of a statutory lien for property taxes in specified circumstances (§ 362(b)(18))

x. Employer may withhold wages and contribute them to specified pension plan (§ 362(b)(19))

xi. Actions to enforce a lien against debtor property when debtor not eligible to file a case (§ 362(b)(20)-(21))

xii. Under specified circumstances, eviction of a debtor tenant pursuant to pre-BR order (§ 362(b)(22)), or who has used illegal drugs on or endangered the property (§ 362(b)(23))

xiii. Postpetition transfers permitted elsewhere in the Code (§ 362(b)(24))
xiv. Sec’s self-regulatory orgs. can investigate debtor or enforce its rules against debtor (except to collect money) (§ 362(b)(25))
xv. Governmental unit may exercise setoff right w/r/t pre-petition taxes (§ 362(b)(26))

xvi. HHS Secretary may exclude debtor from federal health care program (§ 362(b)(28))
2. In re Federal Communications Commission (2d Cir. 2000)
a. Facts: Debtor bought billions in spectrum licences at FCC auction.  Licenses conditioned upon issuance of promissory notes, which debtor issued.  Turned out debtor way overpaid.  Sought relief first in non-BR, then, when unsuccessful, by filing Chap. 11.  Appeal to 2d Cir. resulted in court’s denying BR jurisdiction over auction decisions, b/c regulatory.  FCC publicly announced re-auction of licenses due to debtor’s default.  BR Court invalidated this, saying FCC not acting in a regulatory manner.  
b. Holding: Automatic stay does not apply to FCC’s decisions about auctions and licensee requirements, because those are regulatory under § 362(b)(4).  BR court had no jurisdiction, mandamus issued.
c. TM: Here court focused on jurisdiction and on fact of government agency exercising power, not on whether power being used in gov’t’s position as creditor over position as regulator 

3. United States v. Nicolet, Inc. (2d Cir. 1988)

a. Rule: “Pecuniary Purpose Test”
IF gov’t acting principally in public policy interest in general safety and welfare, rather than to protect its pecuniary interest in debtor’s property,

THEN gov’t’s action is exempt under § 362(b)(4).  

b. Facts: EPA incurred costs engaging private contractors to clean up debtor’s waste sites under CERCLA.  Sought reimbursement under statute from debtor.  Debtor then filed Chap. 11.  Government claimed it was suing only to reduce claim to judgment, not to enforce it.  District court said this was okay under § 362(b)(4), auto stay not applicable.
c. Holding: Auto stay not applicable, because government not attempting to enforce a money judgment, because (1) in attempting to reduce claim to judgment, gov’t not trying to seize property, (2) gov’t acting pursuant to regulatory mandate, not seeking redress for private wrongs, remedy for private contract brief; not acting in role as mkt. participant, and (3) CERCLA deterrence requires gov’t’s ability to get payment.
d. TM: (1) Court here focuses more on what purpose of governmental action is – regulatory or pecuniary (2) Deterrence claim is nonsense, since gov’t will probably get paid once Nicolet is out of BR whatever the effect of the auto stay.

IV. CLAIMS
A. When a Claim Arises

1. Section 101(5), (12)
a. A claim is

i. A right to payment, whether reduced to judgment, liquidated or unliquidated, fixed or contingent, matured or unmatured, disputed or undisputed, legal or equitable, or secured or unsecured

ii. A right to an equitable remedy for breach of performance if such breach gives rise to a right to payment, whether reduced to judgment, fixed or contingent, matured or unmatured, disputed or undisputed, legal or equitable, or secured or unsecured

iii. Costs and Benefits
I. Costs: Claims in BR will be discharged

II. Benefits: You get a say in how assets will be distributed, get a piece of the estate

iv. TM: BR policy argues for a broad def. of “claim.”  You want to stop creds. from racing to the courthouse to get their claims reduced to judgment.  Broad definition does that.

b. A debt is a liability on a claim
2. “Right to An Equitable Remedy for Breach” (§ 101(5)(B))

a. Ohio v. Kovacs (U.S. 1985)

i. Facts: Debtor had polluted.  Ohio settled with debtor, (1) enjoining debtor from polluting further, (2) requiring him to clean up, and (3) ordering $75,000 compensation payment.  Debtor did not comply and state had receiver appointed to take possession of debtor assets and implement judgment.  Debtor filed.  Ohio filed in state court motion to discover debtor’s assets.  BR court stayed proceedings, and Ohio claimed debtor’s obligation under settlement was not dischargeable in BR b/c not a debt, therefore not a liability on a claim.  
ii. Holding: Debtor’s obligation is a debt, because it is a liability on a claim of Ohio’s, because (1) mere fact that Ohio’s right to performance arises from state law rather than contract does not mean it doesn’t qualify under § 101(5)(B), and (2) Ohio was seeking monetary relief due to debtor’s failure to perform, so breach did give rise to right to payment
iii. Notes
I. Even assuming lifting of auto stay, question still whether debtor’s obligation to Ohio will be discharged, and that turns on whether obligation is a “debt” under the Code

II. Obligation here not implicated under exemptions to discharge in § 523, which generally does not discharge the debts of “bad actors,” but has been interpreted strictly
3. Claims Against Debtor Manufacturer
a. Potential Tests
i. Piper Test (Epstein)
An individual has a claim under § 101(5) against a debtor mfctr. IF

I. There is a pre-confirmation (of BR?) relationship, such as contact, exposure, impact, or privity, between the claimant and the debtor’s product, AND

II. The basis for debtor’s liability is debtor’s prepetition conduct in designing, manufacturing, and selling the allegedly defective or dangerous product

ii. Prepetition Relationship Test
IF an individual has a claim under § 101(5) against a debtor mfctr.,

THEN there is some prepetition relationship, such as contact, exposure, impact, or privity, between the debtor mfctr.’s prepetition conduct and the claimant

iii. Conduct Test
IF basis for debtor mfctr.’s liability is prepetition conduct of debtor,

THEN an individual has a claim under § 101(5) against debtor

iv. State Law Claim Test
IF an individual has a claim under § 101(5) against a debtor mfctr.,

THEN claim has accrued under state law

b. Epstein v. Official Committee of Unsecured Creditors (11th Cir. 1995)

i. Facts: Debtor plane manufacturer alleged to have made bad planes, being sued from all directions.  Files voluntary Chap. 11.  Future Claimants – people not yet hurt by debtor’s planes – placed in separate class.  Debtor and unsecured creds. object to claims of Future Claimants on ground that they are not “claims” under § 101(5).  
ii. Holdings: (1) Piper Test adopted, partly b/c it lets in claimants whose claims arise between filing and confirmation; and (2) Future Claimants do not hold claims, b/c they have no pre-confirmation exposure to defective products or any other pre-confirmation relationship with Piper
iii. TM: This is all about when you resolve the future claimants claims against Piper.  If they are not “claims” under § 101(5), that doesn’t prevent claimants from suing later.  But Piper might not be around then.  
B. Claim Allowance and Estimation

1. Section 502(a)-(c)
a. Claims Deemed Allowed (§ 502(a))

IF a proof of claim is filed,

THEN the claim is deemed allowed

UNLESS a party in interest objects

b. Court Action Upon Objection (§ 502(b))

IF party of interest objects to a proof of claim,

THEN court, after notice and hearing, determines whether or in what amount to allow the claim (with certain objections – see Code)

c. Estimation (§ 502(c))

Court is to estimate

i. Contingent or unliquidated claims, fixing or liquidation of which would unduly delay case administration
ii. Rights to payment arising from right to equitable remedy for breach of performance
2. Raleigh v. Illinois Department of Revenue (U.S. 2000)
a. Facts: Debtor had state tax liability.  State law said it is taxpayer’s burden (of production and persuasion) to dispute amount of tax.  Debtor, having filed, says that burden should be on state in BR.  
b. Holding: Burden remains on debtor, because (1) Butner (2) Congress had not, in Code, placed burden for tax claims on one or another side, and (3) burden of proof is a substantive element of a claim; also (4) debtor’s pre-Code practice argument rejected b/c pre-Code practice was actually not that clear
3. Bittner v. Borne Chemical Co. (3d Cir. 1982)

a. Facts: Co. filed tortuous interference with merger claim against debtor, who filed for Chap. 11.  Co. asked for lifting of auto stay to continue state proceedings.  Debtor asked BR court to temporarily disallow co.’s claims until judgment reached in state court.  BR court lifted stay and disallowed claims temporarily.  After DC commanded BR court to estimate tort claim value, BR court said value was zero b/c less than 50% chance of victory.    Co. says method of estimation wrong.
b. Holding: Method of estimation not an abuse of discretion, because (1) allows for greater speed than PV method, and speed of the essence in reorg. cases, and (2) if court had used PV method, given size of co.’s claim, they’d have been in charge of the BR even though state court might have ended up finding their claims lost; the BR court’s method just temporarily disallowed them.
4. In re A.H. Robins Co. (E.D. Va. 1988)
a. Facts: Debtor in Chap. 11, had manufactured Dalkon Shield.  Overwhelmed in litigation with staggering and unpredictable punitive damage awards.  Files.  Asks for disallowance of claims for punitive damages.  
b. Holding: Punitive damages claims disallowed (though granted discharge waiver) under BR court’s equity power, because (1) court allowed to disallow if allowance would frustrate successful reorganization, and (2) punitive damages were frustrating successful reorganization b/c were inestimable.  
C. Secured Claims

1. Section 506

a. Bifurcation
IF an allowed claim is secured by a lien on property 

i. in which the estate has an interest, OR
ii. that is subject to setoff under § 553
THEN the claim is 

iii. a secured claim to the extent of 

I. the creditor’s interest in the estate’s interest in the property (i.e., value of the collateral), OR

II. the amount subject to setoff

AND

iv. an unsecured claim to the extent either

I. the value of the creditor’s interest, OR

II. the amount subject to setoff 

is less than the amount of the claim

b. Valuation
Value of secured claim determined

i. (in general) in light of the purpose of the valuation and of the proposed disposition or use of the property
ii. (for individuals in Chap. 7 or 13 cases, or where DIP intends to keep property in Chap. 11 cases) 
based on the replacement value of the property as of the date of the filing of the petition without deduction for the costs of sale or marketing
I. IF property acquired for personal, family, or household purposes,
THEN replacement value = price a retail merchant would charge

c. Post-petition Interest Allowed on Claims of Oversecured Creditors
IF an allowed secured claim is secured by property that, after costs are deducted, is greater than the value of the claim (= creditor is oversecured),

THEN creditor entitled to

i. interest on claim, AND

ii. any reasonable fees, costs, or charges provided for under the agreement or state statute under which claim arose

d. Costs of Preservation & Disposition
Trustee may recover from property securing an allowed secured claim the reasonable, necessary costs and expenses of preserving, or disposing of, the property to the extent of any benefit to the holder of the claim, including payment of all ad valorem property taxes w/r/t the property
2. Associates Commercial Corp. v. Rash (U.S. 1997)
a. Facts: Debtor purchased tractor, made down payment, pledged tractor as collateral securing unpaid balance.  Debtor then filed Chap. 13, wanted to keep tractor for future income.  Creditor has secured claim under § 506(a).  Issue is value of the tractor, hence value of secured claim.  Debtor says foreclosure value (lower).  Creditor says replacement value (higher).  
b. Holding: Value is replacement value, not foreclosure(specifically, “the price a willing buyer in debtor’s trade, business, or situation would pay to obtain like property from a willing seller”(because (1) replacement value represents value of “disposition or use” when debtor has decided to retain, not to allow foreclosure on,  property and (2) replacement value, as higher, compensates creditor for continued risk of debtor default
c. TM
i. Court’s point about compensating creditor weak, b/c creditor still protected by foreclosure possibility and interest rate it will get

ii. Both sides have credible threat: debtor can abandon property and switch to Chapter 7, leaving creditor with foreclosure value; cred. can call bluff and dare debtor to try to replace its property.  So parties might settle in middle, depending on bargaining power.  Court’s decision doesn’t change this.
V. PROPERTY OF THE ESTATE
A. The Debtor’s Estate

1.  Section 541(a)
a. Rule
Property of the estate includes:

i. All legal or equitable interests of the debtor in property as of the commencement of the case
ii. Other

I. Interests of debtor and debtor’s spouse in community property

II. Interest in property recovered by the trustee under various provisions (see Code)

III. Interests in property preserved for the benefit of or ordered transferred to the estate under §§ 510(c) or 551

IV. Interests in property acquired within 180 days after filing of petition by (1) bequest, etc. (2) property settlement agreement, or (3) life ins. Policy

V. Proceeds, product, offspring, rents, or profits of or from property of the estate, except such as are earnings from services performed by an individual debtor after the commencement of the case
VI. Interests in property the estate acquires after the commencement of the case

b. Consistency with Butner
i. Estate includes property in which debtor has an interest, but subject to all limitations that are applicable outside of bankruptcy

2. In re LTV Steel Co. (Bankr. N.D. Ohio 2001)
a. Facts: Debtor entered into structured finance (“ABS”) arrangement with bank.  Debtor sold rights to accounts receivable (and inventory) to sub.  Bank loaned to sub in exchange for sub granting bank sec’y interest in receivables and inventory.  Debtor filed Chap. 11, sought to use “cash collateral”- receivables – saying it couldn’t stay afloat otherwise.  Bank says receivables not part of debtor’s estate, b/c sold to sub.
b. Holding: Receivables (and inventory) are property of the estate, b/c (1) debtor retains at least equitable interest in product of its labor and in proceeds derived from it, and (2) equities are on side of debtor, b/c if debtor shuts down people will lose jobs, and lots of retirees will lose medical benefits
c. TM
i. Court might have done better to deny that sale between debtor and sub was a “true sale”
ii. Isn’t it also inequitable to allow debtor to get lower financing cost through ABS agreement, and then not to pay price for it once it goes into the bad state?  Next time bank won’t lend so cheaply.

B. Ipso Facto Clauses

1. Section 541(c)

a. Rule
Property of the estate not excluded by provision in any agreement, transfer instrument, or applicable non-BR law

i. That restricts or conditions transfer of interest by debtor, OR

ii. That is conditioned on 

I. Debtor insolvency or financial condition

II. Commencement of BR case, OR

III. Appointment or taking possession by a trustee or custodian

AND 

that effects or gives an option to effect a forfeiture or modification or termination of the debtor’s interest in property

b. Exception: restriction on transfer of a beneficial interest of the debtor in a trust that is enforceable under non-BR law
2. In re L. Lou Allen (Bankr. N.D. Ill. 1994)
a. Facts: Debtor carrier had claim to shipping “undercharges” from manufacturer.  Debtor ceased transporting property and filed Chap. 7.  Debtor sought to recover undercharges.  NRA (federal law) prohibited carrier’s attempting to recover undercharges if carrier “no longer transporting property.”  Debtor argues that NRA at odds with § 541©(1)(B), shouldn’t prevent its collecting undercharges.
b. Holding: NRA not at odds with § 541©(1)(B), because conditioned on “no longer transporting property,” not debtor’s financial condition or insolvency (financial condition only one possible reason why carrier might cease transporting property)

c. TM: As matter of fact, vast majority of carriers no longer transporting will have done so due to their financial condition, so this provision just way of getting around § 541©(1)  
VI. EXECUTORY CONTRACTS
A. Background

1. Definitions
a. Executory Contract (def: Vern Countryman, Energy Enterprises)
Material performance is required by both parties at time of petition, such that non-performance by either side would count as material breach
b. Executory Contracts as Net Assets or Net Liabilities
i. Qua Net Assets: Value of debtor’s right to performance exceeds value of obligation to perform
ii. Qua Net Liabilities: Value of debtor’s obligation to perform exceeds value of debtor’s right to performance

c. Assumption (def): Formal process by which trustee takes advantage of favorable contract (and lives up to debtor’s obligations under contract)

d. Rejection (def): Formal process by which trustee renounces obligation to perform (and forgoes right to performance), thereby breaching contract
2. Section 365(a)

a. Rule: Subject to court approval, trustee may assume or reject any executory contract or unexpired lease of debtor

b. Rationale: forces counterparties to keep dealing w/ debtor if that is in estate’s interests

3. Energy Enterprises Corp. v. United States (3d Cir. 1995)
a. Facts: Counterparty creditors had sued debtor in class action for breach, then settled.  Settlement required debtor to make two payments of $15 million each.  It required class members to execute release of claims and supplemental contracts restating terms of settlement, before receiving their share of money.  Debtor filed for BR after making only first payment.  Not all class members had executed their releases/supplemental contracts at that time.  Class members wanted debtor to assume or reject, debtor agreed to assume, b/c didn’t want to deal w/ IRS.  IRS objected, saying contract not executory in the first place.
b. Holding: Contract is not executory, b/c failure of class members to execute not material breach; payment terms not duties, just conditions for payment; just administrative/ministerial; debtor benefits if class members fail to execute, and gets nothing of value if they do
B. Assumption

1. Section 365(b)(1)-(2)
a. Cure Requirement (§ 365(b)(1))
Assumption
i. (if default curable) requires that debtor cure, or provide adequate assurance of prompt cure of, default

ii. (if default uncurable) is prohibited, UNLESS
I. IF default arises from failure to perform nonmonetary obligations under unexpired lease of real property,

THEN is permitted, 

OR
II. IF default arises from failure to perform obligations under nonresidential real property lease, 
THEN requires that debtor

A. cure default to the extent possible, AND

B. compensate lessor for monetary damages for breach

b. Annulment  of Ipso Facto Provision Occasioning Default (§ 365(b)(2))
IF default arises from breach of provision relating to

i. Insolvency or financial condition of debtor before closing of case

ii. Commencement of a case

iii. Appointment of or taking possession by a trustee or custodian, OR

iv. Satisfaction of any penalty rate or penalty provision (see Code)

THEN cure of default is not required (i.e., § 365(b)(1) is inapplicable)

2. General Prohibition, But Conditional Permissibility of, Assumption/Assignment (§ 365(c), (f))
a. General Prohibition of Assumption & Assignment (§ 365(c))

i. IF, 

whether or not executory contract or unexpired lease prohibits or restricts assignment of rights or delegation of duties,

I. applicable law excuses a party, other than debtor, from accepting performance from or rendering performance to an entity other than debtor or debtor in possession, AND

II. that party does not consent to assumption or assignment

OR

III. Contract is contract to 

A. make a loan, or extend other debt financing or financial accommodations, to or for the benefit of the debtor, OR
B. issue a security of the debtor,

THEN assumption and assignment not permitted

ii. Hypothetical vs. Actual Test
I. Hypothetical Test (Perlman)

IF assumption and assignment not permitted,

THEN (1) applicable law would bar assignment to third party, and (2) non-debtor does not consent to assumption or assignment

II. Actual Test (Institut Pasteur)
IF assumption and assignment not permitted,

THEN (1) applicable law would bar assignment to third party, (2) non-debtor does not consent to assumption or assignment, and (3) debtor actually contemplates assignment

b. Conditional Permissibility of Assignment (§ 365(f))

IF 
i. Neither § 365(b) or (c) applies,
ii. Trustee assumes contract or lease, AND

iii. Assignee provides adequate assurance of future performance, whether or not there has been a default

AND NOTWITHSTANDING provision in executory contract or unexpired lease, or in applicable law that

iv. Prohibits, restricts, or conditions assignment of contract or lease, AND

v. Allows for termination or modification, upon assumption or assignment, of contract/lease or of right/obligation in contract or lease,

THEN trustee may assign executory contract or unexpired lease
c. Relationship between § 365(c) and § 365(f)
i. Perlman “Rationale for Assignment Prohibition” Test
I. IF applicable law prohibits assignment on the rationale that the identity of the contracting party is material to the agreement,

THEN § 365(c)(1) applies and assumption/assignment are barred

II. IF applicable law merely recites a general ban on assignment,

THEN § 365(f)(1) applies and assignment may be permissible
III. Note: It is not clear if this test is workable, because every prohibition on assignment seems based on “rationale that identity of the contracting party is material to the agreement,” if there is any rationale at all

ii. Pioneer Ford “Explicit Prohibition vs. Enforcement of Clause” Test
I. IF non-BR law explicitly prohibits assignment,

THEN § 365(c)(1) applies and assumption/assignment are barred

II. IF non-BR law would merely enforce agreement prohibiting assignment,

THEN § 365(f)(1) applies and assignment may be permissible

d. Perlman v. Catapult Entertainment, Inc. (9th Cir. 1999)

i. Facts: Debtor had made license agreements w/ Perlman.  Filed for Chap. 11.  Wanted to assume licenses (assumed to be executory contracts).  Federal law makes licenses assignable only with debtor consent.  Debtor does not consent to assumption, therefore says assumption not permitted under § 365(c).
ii. Holding: Assumption of licenses not permitted under § 365(c), because identity of nondebtor party is material to rationale for nonassignability of licenses, and Perlman did not consent to assignment.
e. Institut Pasteur v. Cambridge Biotech Corp. (1st Cir. 1997)

i. Facts: Debtor licenses patents to Pasteur.  Debtor then filed for Chap. 11, Plan contemplated sale to Pasteur’s competitor, assumption of patents.  Pasteur claims this violates § 365(c), since patents not assignable and it objects.  
ii. Holding: Plan does not violate § 365(c), debtor-in-possession may assume patents, because (1) actual test applies, and (2) debtor’s Plan does not contemplate assignment, because debtor-in-possession legally the same entity as debtor, despite sale.
3. Time Limitations (§ 365(d)(1)-(3))
a. Chapter 7 Cases (§ 365(d)(1))
IF

i. Case is under Chapter 7, AND

ii. Trustee does not assume or reject executory contract or unexpired lease of residential real property or personal property of the debtor
I. within 60 days after order for relief, OR

II. within additional time (less than 60 days) allowed for cause by court

THEN contract/lease is deemed rejected
b. Chapter 9, 11, 12, & 13 Cases (§ 365(d)(2))
IF case is under Chapters 9, 11, 12, or 13,
THEN trustee may assume or reject executory contract or unexpired lease of residential real property or personal property of the debtor at any time before confirmation of plan,

UNLESS court orders trustee to decide within a specified period of time

c. Time Requirement for Obligations Under Unexpired Nonresidential Real Property (§ 365(d)(3))
i. Trustee must timely perform all obligations of debtor (except under § 365(b)(2)) arising from and after order for relief under nonresidential real property, until lease is assumed or rejected

ii. Court may extend time for performance for cause
4. Ipso Facto Clauses May Not Terminate or Modify (§365(e))

IF provisions in executory contract or unexpired lease conditioned on

i. Insolvency or financial condition of debtor at any time before case closes

ii. Commencement of case

iii. Appointment of or taking possession by a trustee or custodian,

THEN such provisions, no matter the force of applicable non-BR law, may not 

iv. terminate or modify contract or lease, OR

v. terminate or modify any right or obligation under contract or lease

UNLESS

vi. BOTH

I. applicable law excuses a party, other than debtor, from accepting performance from or rendering performance to an entity other than debtor or debtor in possession, AND

II. that party does not consent to assumption or assignment

OR

vii. Contract is contract to 

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

II. issue a security of the debtor
C. Rejection

1. Section 365(g)

a. Rejection Without Assumption (§ 365(g)(1))

i. IF,  having never been assumed, executory contract or unexpired lease is rejected,

THEN rejection constitutes breach of contract immediately before date of filing of petition

b. Rejection After Assumption (§ 365(g)(2))
i. IF, having been assumed, executory contract or unexpired lease is rejected,
I. (pre-conversion)

THEN rejection constitutes breach of contract at the time of rejection

II. (post-conversion)
THEN rejection constitutes breach of contract either 

A. immediately before date of conversion, if contract or lease assumed before conversion, OR

B. at the time of rejection, if contract or lease assumed after conversion

2. Section 502(g)

a. IF executory contract or unexpired lease is rejected,

THEN 

i. non-debtor has claim (for breach of contract), AND

ii. claim treated to have arisen before date of filing of petition

3. Leasing Services Corp. v First Tennessee Bank (6th Cir. 1987)
a. Facts: LSC was assigned leases that gave it security interest in debtor assets.  After LSC’s perfection, bank loaned money to debtor and obtained security interest in same assets.  After debtor filed Chap. 7, debtor gave assets to bank, who sold and collected.  Debtor also deemed to have rejected lease obligations.  LSC had deficiency claim against debtor and asserted it against bank, saying its sec’y interest was superior.  Bank argues that rejection eliminated LSC’s sec’y interest (even though sec’y interest was not executory part of contract).
b. Holding: Bank owes LSC for deficiency claim, because (1) rejection did not eliminate LSC’s sec’y interest, because it was nonexecutory and thus not subject to rejection, and (2) LSC’s sec’y interest superior under state law to bank’s.
c. TM: Case shows that not all agreements are unitary; they can sometimes be broken up into executory and non-executory parts

4. In re Register (Bankr. M.D. Tenn. 1989)

a. Facts: Silk Plants flowers entered franchise agreement with debtor that included covenant not to compete.  Debtor filed Chap. 13 and rejected franchise agreement.  Later they opened another fake flowers business.  Silk Plants wants injunction to enforce covenant not to compete, arguing (1) covenant not to compete was not executory, therefore not subject to rejection, and (2) remedy for breach must be injunction, because damages not valuable, and thus breach does not give rise to a claim under § 101(5).
b. Holding: Injunction denied, because (1) covenant was executory, in that enforcement was deemed conditional upon Silk Plants’ performance under entire franchise agreement, not all of which had been performed, and (2) breach gave rise to a claim, because court can value damages from breach of covenant not to compete (contrary to what state courts thought they could do)
c. TM: This case perverse incentive for use of BR; outside of BR, debtor faces injunction for attempt to violate covenant; in BR, debtor can compete and pay damages
5. Northwest Airlines Corp. v. Association of Flight Attendants (2d Cir. 2007)

a. Facts: Debtor filed Chap. 11, and, w/ court approval, avoided collective bargaining agreement (CBA) w/ union under § 1113.  Continued negotiations did not bring new agreement, and union threatened strike.  District court enjoined strike under Railway Labor Act.  Union objected to injunction.
b. Holding: Strike enjoined, because RLA requires both sides to keep negotiating and union had not complied with RLA.  Consequences of court consenting to avoidance of CBA under § 1113 not same as of rejection under § 365(g), which would make union free to strike (and entitled to damages).
VII. THE TRUSTEE’S AVOIDING POWERS
A. The Trustee as Creditor

1. The Hypothetical Lien Creditor

a. Section 544(a)

i. The Provision
I. At time of commencement of the case, AND

II. Without regard to any knowledge of the trustee or of any creditor,

Trustee shall 

III. have rights and powers of, OR

IV. may avoid any transfer of 
property of the debtor or any obligation incurred by the debtor that is voidable by

A. (strong-arm power) A creditor that 

1. extends credit to the debtor at time of case commencement, AND

2. obtains, at such time and w/r/t such credit, a judicial lien on all property on which a creditor on a simple contract could have obtained such a judicial lien, whether or not such creditor exists
B. A creditor that 

1. extends credit to the debtor at the time of case commencement, AND

2. obtains, at such time and w/r/t such credit, an execution against the debtor that is returned unsatisfied at such time, whether or not such creditor exists

C. A bona fide purchaser

1. of real property, other than fixtures, 

2. from the debtor, against whom applicable law permits such transfer to be perfected, 

3. that 

a. obtains the status of bona fide purchaser, AND

b. has perfected such transfer at the time of the commencement of the case, 

4. whether or not such purchaser exists

ii. The Strong Arm Power (§ 544(a)(1))
I. “Ideal, Hypothetical” Lien Creditor
A. Ideal: No actual knowledge is imputed that might, under non-BR law, defeat an action
B. Hypothetical: Trustee can act whether or not there is real judgment creditor who could exercise rights or powers or avoid a transfer

II. How It Works
A. Secured creditor has unperfected security interest in debtor’s property at time of filing

B. Trustee asserts rights of one who lent $ to debtor at commencement and, upon default, reduced claim to judgment and got lien on property

C. Trustee’s interest trumps unperfected security interest

D. Property comes into estate 

E. Unperfected secured creditor is now general creditor (unless loan nonrecourse)

III. Rationale: The unperfected secured creditor might have lost to an actual lien creditor; was all a matter of who would have won the race; BR prevents the race and treats everyone equally

iii. Sections 544(a)(2)-(3)
I. Rationale: Some jurisdictions allow unperfected security interests to trump even lien creditors; creditor must, in some cases, either execute judgment or, in case of real property, execute judgment and acquire the property
b. Limitations on Exercise of § 544(a)

i. Applicable law permits perfection of an interest in property to be effective against one who acquires rights earlier (§ 546(b)(1))
I. E.g., purchase money lender

ii. Time limit (§ 546(a))
iii. Special case limitations (§ 546(c)-(g)) (see Code) 

c. Section 550

i. Transferees From Whom Trustee May Not Recover Under § 544 (§§ 550(a)-(b))
IF
having avoided transfer under § 544 (or variety of others), trustee MAY NOT RECOVER for the benefit of the estate, from a given transferee,

I. property transferred, OR

II. if court orders, the value of such property,
THEN EITHER
III. transferee

A. took property for value,
B. took in good faith, AND
C. did not know about the voidability of the transfer

OR

IV. transferee 
A. took property in good faith, AND

B. is a subsequent transferee of a transferee who 

1. took property for value,

2. took in good faith, AND

3. did not know about the voidability of the transfer
ii. Trustee may only recover from one source (despite multiple possibilities) (§ 550(d))

iii. Good Faith Transferees Have Liens for Improvements (§ 550(e))

IF 

I. trustee may recover property under § 550(a), AND
II. given transferee took in good faith,
THEN transferee has lien on recovered property to secure lesser of

A. (cost to transferee of improvements transferee made) – (profit transferee realized on property), AND
B. Any increase in value of property as result of improvement
d. Section § 551: Transfers avoided under § 544 (and other provisions) are preserved for benefit of the estate 

e. Kors, Inc. v. Howard Bank (2d Cir. 1987)

i. Facts: Bank and two other creditors of debtor made loans to debtor.  Bank got security interest in debtor collateral, but it was unperfected.  Other creditors had perfected security interests in collateral.  However, both creditors subordinated their interests to bank.  Debtor filed under Chap. 11 (then converted to 7).  Trustee used § 544(a) to avoid bank’s security interest b/c unperfected.  Court directed distribution of proceeds of collateral in line with subordination agreement – so bank first.  Trustee said § 544 could be used to avoid subordination agreement as well.
ii. Holding: Distribution upheld, b/c Section 544(a) applies only against unperfected security interest, but § 510(a) allowed creditors to subordinate priorities by agreement if permitted by state law, which the subordination agreement in this case was.  Trustee through § 544(a) acquired rights of bank against debtor, but not rights of bank against other creditors under subordination agreement.
2. The Actual Creditor

a. Section 544(b)

i. Voidable Transfers (§ 544(b)(1))
IF transfer of 

I. an interest of debtor, OR

II. an obligation incurred by the debtor, 

is voidable under applicable law by a creditor holding an unsecured claim that is

III. Allowable as a claim under § 502
IV. Not allowable only under § 502(e),
THEN trustee may avoid the entire transfer (irrespective of what creditor is owed)
ii. Note: Is most often applied to void fraudulent transfers under state law

iii. Exception – Charitable Contributions (§ 544(b)(2)) (see Code)
b. Section 550 – See Above
c. In re Ozark Restaurant Equipment Co. (8th Cir. 1987)

i. Facts: Debtor’s principals may have abused corporate form.  Trustee sues principals in alter ego action, but district court denies standing.  Trustee argues for standing under (1) § 704 & § 541; (2) § 544; and (3) § 105 and general equitable principles of Code.
ii. Holding: Trustee does not have standing to bring suit, because (1) alter ego claims not property of the estate under § 541; (2) § 544 does not give trustee power to assert general claims of creditors and bring them into the estate (contemplated by Congress and rejected); and (3) equitable powers do not extend to awarding relief on behalf of party that does not have standing.
iii. Note: Court speaks about § 544(b)’s giving trustee power to avoid “transfers” of debtor interests, and an alter ego action does not entail invalidating a transfer of interest.  But perhaps you could characterize something in the alter ego action as transfer of debtor interests to misbehaving shareholders.  Still, you don’t want overly broad definition of “transfer.”
B. Fraudulent Conveyances

1. Section 548
a. Section 548(a)(1)

i. IF debtor

I. voluntarily or involuntarily made transfer of an interest of the debtor in property or obligation incurred by the debtor (including transfers or obligations to or for the benefit of an insider under an employment contract)
II. on or within 2 years before date of petition filing,

III. EITHER

A. with actual intent to hinder, delay, or defraud any entity to which debtor was or became, on or after date transfer made or obligation incurred, indebted, 

OR

B. BOTH
1. received less than reasonably equivalent value in exchange for transfer or obligation, AND

2. ANY OF

a. was 

(1) insolvent on date transfer made or obligation incurred, OR

(2) became insolvent as result of transfer or obligation

b. was engaged in, or about to engage in, business or transaction, for which any property remaining w/ debtor was an unreasonably small capital,

c. intended to incur, or believed that debtor would incur, debts that would be beyond debtor’s ability to pay as debts matured, 

OR

d. made such transfer or obligation to or for the benefit of an insider, under an employment contract and not in the ordinary course of business

THEN trustee may avoid transfer or obligation
ii. Rationale: Saves trustee from conflict of law problems 
iii. When § 544(b) and § 548 Do Not Overlap

I.  § 548 does not cover transfers more than 2 years before filing

II. § 544(b) requires an actual creditor, which § 548 does not
iv. “Reasonably Equivalent Value” In Foreclosures
A. Bundles Rule:
IF foreclosure price < 70% of FMV,

THEN price is not reasonably equivalent value

B. Durrett Rule: Foreclosure price establishes presumption in favor of reasonably equivalent value rebuttable by analysis of facts and circumstances

C. BFP Rule (The Law)
IF all requirements of state’s foreclosure law have been followed,

THEN foreclosure sale price equals “reasonably equivalent value” under § 548

D. BFP v. Resolution Trust Corp. (U.S. 1993)

1. Facts: Secured creditors foreclosed on house and sold it at foreclosure.  Debtor filed for Chap. 11.  Alleged that foreclosure was fraudulent transfer voidable as less than “reasonably equivalent value” under § 548, because “actual worth” of house well over foreclosure price.  9th Cir. says “non-collusive and regularly conducted nonjudicial foreclosure sale” is conclusive evidence of “reasonably equivalent value” under § 548.
2. Holding: Sale price complied with § 548, because fair market value measure would upset state law, and Congress must speak clearly if that is to happen (Butner)
3. Note: Idea here is this is reasonably equivalent value of the debtor’s interest in property at time of foreclosure, since debtor has voluntarily subjected itself to foreclosure possibility

4. TM: 
a. Butner requires only state substantive law to be respected in BR, not state procedure; arguable foreclosure is latter

b. Lenders here have no incentive to get max value of property if oversecured; state procedures not concerned with that, but BR courts usually are
v. Insolvency: Going Concern Value of Firm < Liabilities of Firm
vi. “Unreasonably Small Capital” in LBOs
I. Rule (Moody)

IF it is reasonably foreseeable that acquisition will fail at time it is made,

THEN acquisition leaves company with unreasonably small capital
II. Moody v. Security Pacific Business Credit, Inc. (3d Cir. 1992)

A. Facts: Debtor was successful business.  Participated in LBO, in which it takes on new debt to buy out old equity.  Various players had made projections showing optimistic future.  But in face of competition, recession, shrinking market, company did poorly and filed Chap. 7.  Unsecured creditors, who were all post-LBO creditors, allege fraudulent conveyance under state law/§ 544(b), saying LBO left co. w/ unreasonably small capital.
Holding: LBO did not violate § 544(b), because no reasonable foreseeability, since parties had made reasonable, optimistic calculations about future that simply didn’t pan out.

b. Section 548(c)

i. Rule
IF

I. Transferee or obligee of transfer or obligation takes 

A. for fair value AND 

B. (transferee has burden to show) in good faith, 

AND
II. Transfer or obligation is not voidable under §§ 544, 545, or 547,
THEN transferee or obligee, to the extent he gave value in exchange for transfer or obligation,

III. has lien on or may retain any interest transferred, OR

IV. may enforce any obligation incurred
ii. “Transferee” Under § 548(c) (Manhattan Investment Fund)
I. Transferee → Dominion AND Control

II. Dominion (def): Legal dominion over the transfer

III. Control (def): Actual control of the transfers taking the situation as a whole, including fairness

iii. “Good Faith” (Manhattan Investment Fund)
I. IF good faith,

THEN

A. Honest belief, absence of malice and of design to defraud or seek an unconscionable advantage, AND 
B. EITHER
1. No knowledge of circumstances which ought to put the entity on inquiry, OR
2. If inquiry notice, then diligence
II. Diligence (def): consulting easily obtainable sources of information that would bear on the truth of any explanation received from the potential wrongdoer

iv. In re Manhattan Investment Fund Ltd. (Bankr. SDNY 2007)
I. Facts: Debtor had committed a Ponzi Scheme.  Had account with Bear Stearns, which (1) had right to set level of maintenance margin; (2) had security interest in money held in acct.; (3) had sole discretion to prevent debtor from withdrawing money in acct. as long as any short positions remained open; (4) had sole discretion to use money in account to liquidate debtor’s open short positions w/ or w/o debtor consent.  Made over $2.4 million in revenue on services.  Trustee alleges (1) debtor made transfers with actual intent to defraud; (2) Bear was a transferee; and (3) Bear did not take in good faith.
II. Holding: Fraudulent transfer for which Bear is liable, because (1) Ponzi scheme counted as actual intent to defraud; (2) Bear not a mere conduit, because had legal dominion and actual control, given various rights it held plus fact that it profited; and (3) did not take in good faith, because was on inquiry notice and did not follow up diligently.  
c. Preservation and Recovery Under § 548 (§§ 551 and 550)
C. Voidable Preferences

1. General Scope

a. Rationale: Root out preferences made on eve of BR that interfere w/ goal of BR law to stop creditor race (efficiency), treat similarly situated creds. same (equality), and prevent premature liquidation (efficiency)
b. Main Rule - Section 547(b)

i. Rule
Trustee may avoid any transfer of an interest of the debtor in property 
,
IFF transfer was

I. to or for the benefit of a creditor
II. for or on account of an antecedent debt owed by the debtor before such transfer was made

III. made while the debtor was insolvent (presumed so during 90-day period before filing of petition, § 547(f)),
IV. (timing of transfer) made

A. w/in 90 days of filing of petition, OR
B. (if creditor was insider at time of transfer) between 90 days and 1 year before filing of the petition,

AND 

V. one that enabled a creditor to receive more than he would receive if ALL OF

A. case were liquidation under Chapter 7

B. transfer had not been made, AND

C. creditor had received payment of the debt

UNLESS 


VI. the earmarking doctrine applies, 

OR

VII. one of the safe harbors of § 547(c) applies

=
ii. Note: No penalty on top of avoidance; not even interest

iii. Transfer of an Interest of the Debtor In Property . . . To or For the Benefit of a Creditor . . . On Account of an Antecedent Debt
I. (May) Include(s)
A. Cash (most obvious)
B. Security interest given to assure previously unsecured debt
C. Shipments of goods in satisfaction of cash advance
D. Payments of debt ordered by court
II. Excludes: 

A. Supplier demand of cash advance in exchange for supplying goods (transfer not for antecedent debt, even if supplier motivated by worry about BR)

B. Contemporaneous exchanges (b/c no debt involved; debtor gets something of value; transfer not for antecedent debt)

III. In Letters of Credit – TWO VIEWS
A. Independence Principle (Bergner)
1. Rule: Relationships between debtor and Bank, and between Bank and suppliers, in letter of credit arrangements, should be dealt with separately, even under BR law
2. Upshot: Bank is liable if § 547(b) otherwise applies

3. P.A. Bergner & Co. v. Bank One (7th Cir. 1998)

a. Facts: Debtor had letter of credit agreement w/ Bank.  Letters issued to two suppliers of debtor.  Debtor started to get into economic trouble.  Suppliers wanted to draw down on letters.  Debtor got outside credit to cover first supplier’s drawdown.  Bank placed enough money to cover second supplier’s prospective drawdown in collateral account under Bank’s control. Debtor filed and claimed both of these were voidable preferences by Bank, arguing that transfer should be viewed as between debtor and suppliers.  Bank made money under letter of credit arrangement.
b. Holding: Both transfers were to Bank under independence principle, and were voidable.  Bank was debtor’s creditor in the transaction, not suppliers.  

c. TM
(1) Had this been viewed as single transaction, there would have been no voidable pref, b/c transfer (apparently) not actually on account of antecedent debt to suppliers; this makes it seem stupid to hold the bank liable

(2) But, court treating bank as insurer for debtor (fees for letters of credit will go up)
B. Integration of Transactions
1. Rule: Link various transactions in letter of credit arrangements, construing drawdown payment from Bank to supplier., and payment from debtor to Bank to meet resulting obligation, as single transfer on account of antecedent debt owed to supplier.

2. Rationale:
a. Section 547(b) says creditors “to of for” whose benefit transfer made

b. BR should get at economic realities

3. Upshot: Supplier is liable if § 547(c) otherwise applies (might not, b/c transfer might not be on account of antecedent debt; see TM’s view of Bergner, above)
4. In re Compton Corp. (5th Cir. 1987)
iv. Time of Transfer – Grace Periods (§ 547(e)(2))
I. Rule
Transfer is deemed made IFF

A. ANY OF

1. (if transfer perfected ≤ 30 days) at time transfer takes effect between transferor and transferee,
2. (if transfer perfected > 30 days) at time transfer is perfected,

OR
3. (IF transfer NOT perfected at later of 

a. commencement of the case, OR

b. 30 days after transfer takes effect between transferor and transferee)
immediately before date of filing of petition
AND

B. debtor has acquired rights in the property transferred
v. More Than Would Be Received Under Chapter 7
I. Interaction With § 553: Determining whether creditor received more than he would have under Chapter 7 may require determining whether its claim was secured by a right of setoff, which requires analysis under § 553 (see Braniff)
vi. Insider (def § 101(31))
2. The Earmarking Doctrine (Judicial Exception to § 547(b))

a.  Rule (Heitkamp)
IF

i. debtor and third party agree to use loaned funds to pay a specified antecedent debt,

ii. agreement’s terms are actually performed,

AND

iii. the transaction as a whole does not diminish debtor’s estate,

THEN the debt payment is not voidable under § 547(b)

b. Rationale: Preference law not meant to prevent this sort of transaction
i. Loaned funds are not “an interest of the debtor in property” under § 547(b)
ii. Unpaid creds. are not injured by the transaction
c. Transaction Does Not Diminish Debtor’s Estate
i. Subrogation
I. Rule
IF preexisting obligation of debtor transferred from cred. to guarantor,
THEN transaction as a whole does not diminish debtor’s estate

ii. Replacing Creditor w/ Another of Equal Priority
I. Rule
IF 
A. debtor incurs new obligation to new cred.,

B. new cred. gives debtor funds, which are transferred to old cred. to eliminate debtor’s antecedent debt to old cred., AND

C. new cred. is NOT of higher priority than old cred.,
THEN transaction as a whole does not diminish debtor’s estate
II. In re Heitkamp (8th Cir. 1998)

A. Facts: Debtor homebuilder ran out of cash.  Got loan from Bank, who made it in checks payable directly to debtor’s subcontractor creds.  Debtor got waiver of security interests from creds. in exchange for checks.  Debtor filed Chap. 7.  Trustee says payment to creds. was voidable under § 547(b) as transfer on account of antecedent debt.
B. Holding: Transfer not voidable, b/c earmarking doctrine applies.  Bank had same priority level as creds.  Other creds. no worse off.
C. TM: Bank doing this b/c it’s better off if the house gets built; it’s not trying to get ahead of other creds.; what it’s doing actually helps all creds. by finishing the project
3. Safe Harbors
a. Rationale:  Some transactions likely reflect innocent events rather than cred. attempts to opt out of, or gain advantage in, imminent BR proceeding
b. Rule (§ 547(c))
Transfer is not voidable under § 547 IF transfer

i. BOTH 

I. was intended 
A. by 

1. debtor, AND

2. creditor to or for whose benefit transfer was made 

B. to be a contemporaneous exchange for new value given to the debtor, 
AND

II. was in fact a substantially contemporaneous exchange,
ii. BOTH

I. in payment of a debt incurred by the debtor in the ordinary course of business or financial affairs of the debtor and transferee, AND
II. EITHER

A. made in the ordinary course of business or financial affairs of the debtor and transferee, OR
B. made according to ordinary business terms,

iii. (purchase money security interest) creates a security interest in property acquired by the debtor that
I. secures new value that was

A. given at or after signing of a security agreement that contains description of such property as collateral

B. given by or on behalf of secured party under such agreement

C. given to enable debtor to acquire such property, AND

D. in fact used by debtor to acquire such property,

AND

II. is perfected ≤ 30 days after debtor takes possession of the property

iv. BOTH

I. to or for the benefit of a creditor, AND
II. after which transfer, creditor gave new value to or for benefit of the debtor that

A. was not secured by an otherwise unavoidable security interest, AND

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

v. creates a perfected security interest 
I. in

A. inventory,

B. a receivable, OR

C. proceeds of either

II. that, when aggregated w/ all similar transfers, did not cause a reduction

A. as of the date of filing of the petition

B. to the prejudice of other creds. holding unsecured claims

C. of amount represented by

[(Amount of debt secured by the security interest) – 

(Value of all security interests for the debt on

later of

a. EITHER

(1) (if transfer did not involve an insider) 90 days before date of filing, OR

(2) (if transfer involved an insider) one year before date of filing

AND

b. date on which new value was first given under the security agreement creating the security interest)]
vi. (if individual BR debtor owing primarily consumer debts) was < $600

OR

vii. (if BR debtor whose debts not primarily consumer debts) affects or is constituted by property aggregate value of which is < $5,475

c. Ordinary Course of Business (§ 547(c)(2))
i. Incursion of Debt
I. General Considerations

A. Was incursion an “everyday” event for the company?
B. (alternatively) was there anything suspect about loan or circumstances surrounding it?
II. Long-Term Debt Can Qualify

A. Rule (Wolas): Incursion of (and payments on) long-term debt may qualify as made in ordinary course of business
B. Wolas 
1. Facts: Debtor borrowed $7 million from bank, and, before filing, had made payments.  Trustee challenged as voidable.  Bank said ordinary course of business.  Trustee said long-term debt can’t be incurred or paid in “ordinary course.”
2. Holding: Long-term debt is eligible for § 547(c)(2) exception, because statute is clear and legislative history and BR policy don’t say otherwise
3. TM: 
a. Threats from long-term and short-term creds. different.  Section 547 meant to prevent premature liquidation.  This happens w/ long-term creds. b/c when not paid they will go to non-BR court.  But happens w/ short-term creds. (e.g., suppliers) b/c will stop dealing with the debtor, destroying firm value (hence premature liquidation).  Section 547(b) takes care of long-term creds’ threat on its own, but § 547(c)(2) needed to comfort short-term creds and prevent premature liquidation that will happen in spite of § 547(b).  So maybe long-term creds. shouldn’t get protection of § 547(c)(2), since it seems to originate in concern about short-term creds. only.
b. Giving long-term creds. access to ordinary course exception gives them more bargaining power; now debtor can’t threaten BR
ii. Payment of Debt
I. General Considerations
A. Whether debtor has ceased to pay other creds. but one or a few
II. Wolas Rule applies to payments on long-term debt

D. Setoffs - § 553
1. Pre-BR Right to Setoff (§ 553(a))
a. Rule
IF a creditor has a right


i. to offset a mutual debt owed by creditor to debtor against claim of creditor against debtor


ii. that arose pre-case commencement unaffected by BR 
THEN creditor’s right is not affected by BR (and creditor is secured to extent of setoff right,

UNLESS

iii. cred.'s claim is disallowed,
iv. cred.’s claim was transferred to cred. by entity other than the debtor
I. after commencement of the case, OR
II. BOTH
A. > 90 days before filing of petition, AND
B. while debtor was insolvent (presumed so ≤ 90 days before petition),
OR

v. debt owed by cred. to debtor was incurred by cred.
I. > 90 days before filing of petition,
II. while debtor was insolvent (presumed so ≤ 90 days before petition), AND
III. in order to obtain a right of setoff against the debtor
b. Mutuality Requirement
i. Rule (Braniff)

IF debts are mutual,

THEN

I. each party stands in the same capacity w/r/t each obligation as the other stands w/r/t the other, AND

II. each debt is prepetition
ii. Example
I. No mutuality if jeweler bailee of customer’s watch tries to offset obligation to return watch against simple contract debt owed by customer to jeweler.  W/r/t watch obligation, jeweler is bailee and customer is bailor, but w/r/t contract debt, jeweler is simple creditor and customer is simple debtor.
c. Prepetition Requirement
i. Rule (§ 101(5), (12) / § 553 / Braniff)
IF, pre-petition, cred. has right to payment, whether or not reduced to judgment, liquidated, unliquidated, fixed, contingent, natural, unnatural, disputed, undisputed, legal, equitable, secured or unsecured

THEN cred.’s debt is prepetition

2. Pre-BR Exercise of Setoff (§ 553(b))
a. Rule
IF cred. exercises right of setoff ≤ 90 days before filing of petition,

THEN trustee may recover from creditor

lesser of

(1) (Amount offset by creditor)

AND

(2)  
(Amount of Insufficiency on 
later of

90 days before date of filing of the petition






AND
first date ≤ 90 days before filing of petition on which there is an insufficiency)





minus 

(Amount of Insufficiency on date of setoff)

b. Rationale: Don’t want to allow creds. to improve their position by exercise of setoff
c. Exercise Right of Setoff ≤ 90 Days Before Petition
i. Two Views

I. First View: § 553(b) applies only if cred. exercises right of setoff during the 90 days before petition
II. Second View (Braniff): § 553(b) applies whether cred. exercises right of setoff pre-petition or post-petition
d. Insufficiency
(Amount of claim against debtor) – (Amount of mutual debt owed to debtor)
3. Braniff Airways Inc. v. Exxon Co. (5th Cir. 1987)

a. Facts: Braniff prepaid $530,000 for jet fuel as per contract.  It had only used $96,252 of that when it field.  Exxon therefore owed Braniff $434,972 under jet fuel contract.  At time of petition, Exxon also had $1,824 in claims against Braniff, which BR court allowed it to setoff.   Remaining $433,148 ordered paid to Braniff.  Braniff and Exxon also had another contract, under which Braniff owed Exxon, and during 90-day period before petition, Braniff paid Exxon $145,745.  Post-petition, Braniff wanted to recover part of that as voidable preference.  Exxon said could not establish “Chapter 7” element, b/c it had right to the payment as setoff.  Braniff said no right to setoff b/c (1) Exxon’s debt to Braniff not prepetition b/c created by BR court judgment post-petition, and (2) no mutuality, and said Exxon couldn’t exercise setoff right under § 553(b)(1).
b. Holding: Not voidable preference b/c Exxon had right to setoff, b/c (1) debt prepetition even though amount fixed by BR court, and (2) mutuality existed b/c both parties in same capacity and both debts prepetition.  But remands on § 553(b) issue, saying that § 553(b) applies even though right to setoff exercised post-petition, and that amount of insufficiency needs to be determined.
c. TM:
VIII. THE DEBTOR’S ESTATE
A. Property of the Estate (Again) (§ 541(a))
1. Property of the estate includes:

a. All legal or equitable interests of the debtor in property as of the commencement of the case
b. Other
i. Interests of debtor and debtor’s spouse in community property
ii. Interest in property recovered by the trustee under various provisions (see Code)
iii. Interests in property preserved for the benefit of or ordered transferred to the estate under §§ 510(c) or 551
iv. Interests in property acquired within 180 days after filing of petition by (1) bequest, etc. (2) property settlement agreement, or (3) life ins. Policy
v. Proceeds, product, offspring, rents, or profits of or from property of the estate, except such as are earnings from services performed by an individual debtor after the commencement of the case
vi. Interests in property the estate acquires after the commencement of the case

B. Property of the Estate and Turnover of Property
1. Section 542
a. Turnover of Property of the Estate under §§ 363/§541 & § 522 (§ 542(a))
i. Rule
IF, during the case, 
I. an entity, other than a custodian (see § 543 for custodians),
II. is in possession, custody, or control, of property that EITHER
A. (b/c such property is property of the estate under § 541) the trustee may use, sell, or lease under § 363, OR
B. debtor may exempt under § 522,
III. the property is not of inconsequential value or benefit to the estate, AND
IV. the good faith exception of § 542(c) does not apply (see below)

THEN the entity must deliver to the trustee, and account for, the property or the value of the property
b. Debts Owed that are Property of the Estate (§ 542(b))
i. Rule
IF an entity owes a debt that is

I. property of the estate,

II. ANY OF

A. matured,

B. payable on demand, OR
C. payable on order,


AND

III. not able to be offset under § 553 against a claim against debtor,

THEN the entity must pay the debt to, or on order of, the trustee

c. Exception for Good Faith Transfers (§ 542(c))

i. Rule

IF an entity 
I. has, w/r/t the commencement of a case concerning the debtor, NEITHER

A. actual notice, NOR
B. actual knowledge,
II. acts in good faith,
AND

III. to an entity other than the trustee, EITHER
A. transfers property of the estate, OR
B. pays a debt owing to the debtor,
THEN the commencement of the case has no effect upon the transfer
2. Interaction of §§ 541 & 542(a)
a. Rule (Whiting Pools)
IF, pre-petition, secured creditor has 

i. repossessed collateral, AND
ii. not yet disposed of collateral,

THEN the trustee may require turnover of the property under § 542(a)
b. Principle (Whiting Pools)
Secured creditor’s right to seize and sell collateral is NOT part of any “interest in property” it has that is protected by the Code

c. United States v. Whiting Pools, Inc. (U.S. 1983)

i. Facts: IRS seized debtor’s property on which it had placed a tax lien.  Liquidation value of property much less than going concern value.  Debtor filed Chap. 11.  Debtor requested turnover of property under § 542(a).  
ii. Holding: 
I. IRS required to turn over property, b/c (1) § 542(a) requires turnover of all property of the estate that may be leased, sold, or used by trustee under § 363, and (2) seized property, in which debtor still had interest, counted as such property
II. Even though Code defines “property of the estate” as “all interests of the debtor in property,” not “all property in which the debtor has an interest,” Court doesn’t take definition to limit what can count as “property of the estate”.  

III. IRS had rights to seize and sell property under non-BR law, but those rights were merely procedural, and meant to protect its substantive property interest – the lien – which is now protected by different BR procedures.

C. Property of the Estate and Adequate Protection of Creditors
1. “Adequate Protection” (§ 361)
a. Rule
An entity’s interest in property is adequately protected (under §§ 362-64) IF

i. trustee is required to make a cash payment or periodic cash payments to entity to extent a decrease in value of entity’s interest in property results from
I. a stay under § 362,
II. use, sale or lease under § 363,
III. any grant of a lien under § 364
OR

ii. entity is provided additional or replacement lien to extent decrease in value of entity’s interest in property is decreased by stay, use, sale, lease or grant (see above)
iii. entity is granted such other relief
I. aside from compensation allowable under § 503(b)(1) as an administrative expense,
II. that results in entity’s realization of indubitable equivalent of its interest in the property
b. Indubitable Equivalent
i. In Timbers, Court says this entitles cred. only to “realization” upon completion of reorganization of indubitable equivalent of collateral.  Cred. would be entitled to PV of its interest in the collateral.  Not entitled to “indubitable equivalent” immediately upon BR, b/c of automatic stay.
2. For Cause Lifting of Automatic Stay (Again) (§ 362(d)(1))
a. Rule: Stay can be lifted if necessary to adequate protection of creditor’s interest in property
3. Post-petition Effect of Security Interests (§ 552)
a. Attachment of Pre-Commencement Security Interest in Property Acquired Post-Commencement: General Freedom From (§ 552(a))
i. Rule
IF debtor or estate acquire property after commencement of the case,

THEN such property is not subject to any lien resulting from any pre-commencement agreement entered into by the debtor

b. Attachment of Pre-Commencement Security Interest in Property Acquired Post-Commencement: Exceptions for Proceeds, Offspring, Profits, and Rents (§ 552(b)-(c))
i. Rule
IF debtor and entity entered into a security agreement pre-commencement that created a security interest that extends to 

I. Property of the debtor acquired before commencement, AND

II. EITHER

A. proceeds, products, offspring, or profits acquired by the estate after the commencement of the case, 

OR

B. amounts paid as rents of such property or the fees, charges, accounts, or other payments for use or occupancy of rooms and other public facilities in hotels, motels, or other lodging properties acquired by the estate after the commencement of the case,

THEN security interest extends to proceeds, etc.… or to amounts, etc.… acquired by the estate post-commencement to extent 

III. provided in security agreement,
IV. by applicable non-BR, AND
V. not ordered by court after notice and hearing and based on equities of case
4. Interaction of §§ 361, 362(d)(1)
a. Rule
“Adequate protection” (§ 361), as required by § 362(d)(1), of creditor’s “interest in property” 
i. INCLUDES
right to compensation for any post-petition decline in value of collateral
ii. DOES NOT INCLUDE (Timbers)
I.  secured cred.’s right to seize and sell collateral, 

and therefore 

II. does not include right to post-petition interest on value of collateral that cred. foregoes as result of auto stay’s denying cred. right to immediate foreclosure
b. United Savings Association v. Timbers of Inwood Forest Associates (U.S. 1988)
i. Facts: Cred. was undersecured.  Security interest was in apartment project owned by debtor and in rents therefrom.  Debtor filed Chap. 11.  Cred. asked for relief of auto stay under § 361(d)(1), claiming inadequate protection, b/c not being compensated for deprivation of its “interest in property” that is right to immediately seize and sell collateral caused by the auto stay.  BR court kept stay, but only on condition of payment of interest on value of collateral for post-petition time period other than what would have reflected normal foreclosure delays (attempt to mimic foreclosure process).
ii. Holding: Cred. not entitled to post-petition interest on value of collateral (thus nominal value only), b/c its “interest in property” doesn’t include right to seize and sell immediately.  
iii. Rationale: Section 506 allows oversecured, but not undersecured, creds. post-petition interest on value of claim, and if Congress had meant to give undersecured creds. post-petition interest on value of collateral, it would have done so in § 506, by allowing such creds. lesser of interest on claim or on collateral.  But Congress didn’t.  Therefore it doesn’t make sense to allow undersecured creds. post-petition interest on collateral through § 362(d)(1)/ § 361.
iv. Note: Outside BR, sec’d cred. has two options: foreclose (exercise right to seize and sell, thus protect interest in collateral) or don’t foreclose and have loan in default (thus protect interest in claim).  In BR, motion to lift stay under § 362(d) is analogue of the foreclosure option, and § 506 protects interest in claim.  So why not view § 362(d) as Code’s way of protecting interest in collateral?
v. TM: Despite academic criticism of this decision (see Note above), this decision’s conception of what secured cred.’s “interest in property” is consistent w/ that in Whiting Pools.  Interest in seizing/selling is procedural.
D. Using and Selling Property
1. Use, Sale, & Leasing of Property of the Estate (§ 363)
a. Rationale: Preserving value, either for going-concern sale under Chap. 7, or reorganization under Chap. 11, requires business to continue to function more or less as usual
i. TM: Better to sell fresh fish before it rots
b. TM’s Three Requirements (understood as applying to all § 363)
i. Process
ii. Equality
iii. Authority
c. Outside/Within Ordinary Course of Business
i. “Property of the Estate” in § 363(b) & (c)
I. Rule: For purposes of § 363(b) & (c), “property of the estate” means “all property in which estate has an interest,” (despite § 541(a))
II. Rationale: Otherwise debtor could not use property subject to a perfected lien
ii. NOT in Ordinary Course of Business (§ 363(b)(1))
I. Rule: 
Trustee may use, sell, or lease property of the estate other than in ordinary course of business 

IFF 

after notice and hearing
II. When Permissible
A. “Articulated Business Justification” Rule (Lionel)
1. Rule 
IF permissible use, sale or lease not in ordinary course of business,

THEN judge must articulate some business justification, from evidence presented before him at hearing, for such use, sale, or lease

2. Factors to Consider
a. (in general) interests of debtors, creds., and equity holders

b. Proportionate value of asset to estate as a whole

c. Amount of elapsed time since the filing

d. Likelihood that reorg. plan will be proposed and confirmed in near future

e. Effect of the proposed disposition on future reorg. plans

f. Proceeds to be obtained from disposition vis-à-vis any appraisals of the property
g. (most important) whether asset appreciating or depreciating

3. Note: this has been interpreted to set a low barrier

III. Applications
A. Official Committee of Equity Security Holders v. Mabey (4th Cir. 1987)

NOT OK: Paying Creditor Claims In What Would Otherwise Be Code Violation (but § 363(b)(1) rationale never addressed)
1. Facts: Relying on equity powers, lower court had approved establishment of fund to provide for reconstructive fertility surgery or in vitro to tort claimants of Chap. 11 debtor.  Funds would be disbursed prior to reorganization.  Other creds. liked b/c limited liability (as time goes on, risk of permanent infertility increases).  But equity holders objected (to get leverage).
2. Holding: Plan violates Code under Chap. 11, and equity powers under § 105(a) do not allow courts to disregard clear language and meaning of Code.

3. TM: 
a. Even though everyone would be better off w/ this arrangement, Court rejects b/c doesn’t like short-circuiting of normal process

b. Here, process, equality, and authority all not met

B. In re Kmart Corp. (7th Cir. 2004)

NOT OK: Unsubstantiated “Critical Vendor” Orders
1. Facts: Debtor sought and received permission on first day of BR to pay off “critical vendors” – vendors who allegedly would cease doing business w/ debtor in BR, thus making other creds. worse off.  Debtor argued for order under (inter alia) § 105(a) equity powers, “doctrine of necessity,” and § 363(b)(1).  But lower court did not require debtor to establish either (1) that vendors would cease doing business, or (2) that other creds. would at least be no worse off if critical vendors paid immediately
2. Holding: While § 363(b)(1) may authorize a critical vendor order as long as fact that (1) critical vendors will cease doing business w/ debtor if not paid, and (2) other creds. will at least be no worse off if critical vendors paid immediately, fact that neither of those was established means order must be rejected.  (Also, § 105(a) and “doctrine of necessity” rationales rejected).

3. TM: Process problem here
C. In re Lionel Corp. (2d Cir. 1983)
NOT OK: Sale under § 363(b)(1) “just because creditors want it”
1. Facts: Debtor in trouble, its best asset was large stake in another, profitable company (Dale).  Filed Chap. 11.  Sale of stake approved under § 363(b)(1), rather than under later Chap. 11 procedures, and turns out company requested it only b/c creds. wanted it, and (according to CEO witness) no difference selling now under § 363 or later under Chap. 11.  Equity holders objected.  Only other reason offered for use was to avoid delay.
2. Holding: Sale rejected b/c no business justification was articulated; cred. desires and delay not enough.  BR judge’s discretion under § 363 not unfettered.
3. TM: 
a. Creds. want to sell now b/c who knows how long Dale will be profitable (hence, CEO witness wrong that it “made no difference”).  Equity wants to delay b/c willing to take risk, unlimited upside.  

b. Process problem.
iii. IN the Ordinary Course of Business (§ 363(c)(1))
I. Rule
Trustee may, in the ordinary course of business,
A. enter into transactions, including sale or lease of property of the estate, AND
B. use property of the estate
IFF

C. business of debtor authorized to be operated under §§ 721, 1108, 1203, 1204, or 1304, AND
D. court does not order otherwise
d. Free and Clear Sale under § 363(b) & (c) (§ 363(f))
i. Rationale
I. Eliminates purchaser’s diligence costs
II. Encourages higher price for asset b/c lower risk
III. Facilitates quick sales
ii. Rule
Trustee may sell property under § 363(b) and (c) free and clear of any interest in property of another entity 

IF
I. applicable non-BR permits sale of the property free and clear of interest,
II. entity consents,
III. interest is a lien, AND price at which property is to be sold is greater than aggregate value of all liens on property,
IV. interest is in bona fide despite, OR
V. entity could be compelled, in a legal or equitable proceeding, to accept a money satisfaction for its interest
iii. Note: Doesn’t mean entity no longer has claim against debtor itself; it just doesn’t have interest in the property (i.e., is no longer secured by that property).  This protects the acquirer and facilitates the sale, but doesn’t necessarily (subject to adequate protection requirement of § 363(e) screw over the claimant, who just becomes a general creditor.  This is why the claimants in TWA are not really getting screwed and were really just being greedy.
iv. “Interest in Property” under § 363(f)
I. Rule (TWA)
IF a party’s interest in debtor’s assets being sold “arises from” the property being sold,

THEN the interest is an “interest in property under § 363(f)
v. “Compelled . . . to Accept a Money Satisfaction”
I. Rule (TWA)
IF, upon liquidation, a party’s claims would have been converted to dollar amounts and paid out as such,
THEN the entity could be compelled to accept a money satisfaction for its interest

vi. In re Trans World Airlines (3d Cir. 2003)
I. Facts: TWA in BR and sold to American under § 363(b).  BR court’s sale order extinguished American’s successor liability to discrimination claimants on pending charges, under § 363(f).  Claimants objected that (1) their interests were not “interests in property” under § 363(f), and (2) that, even if they were interests, § 363(f) did not apply to them, specifically b/c they couldn’t be compelled to accept money satisfaction for their interests.
II. Holding: Sale approved w/ interests extinguished, b/c (1) interests are “interests in property” b/c arise from property sold, and (2) interests are reducible to money judgment as claims in liquidation.
III. TM: 
A. Odd reading of § 363(f) – claimants didn’t have any interest in particular property here, like a lien; but statute read broadly to cover many types of interests
B. Authority and process are fine here, and all of the equality considerations favor a sale free and clear, which will bring more $ into the estate.  Claimants just want to get ahead of everyone else and get at AA’s deep pockets
e. Adequate Protection of Creditors under § 363 (§ 363(e))
i. Rule
IF
I. entity has interest in property used, sold, or leased, or proposed to be such, by the trustee,
II. entity’s interest is NOT being adequately protected,
THEN court, w/ or w/o hearing, must prohibit or condition use, sale, or lease as is necessary to provide adequate protection
2. Abandonment of Property of the Estate (§ 554)
a. When Abandonment May Occur (§ 554(a)-(b))
i. Rule
IF

I. property of the estate is EITHER

A. burdensome to the estate, OR

B. of inconsequential value and benefit to the estate,

AND

II. EITHER
A. (w/r/t trustee) after notice and hearing
OR

B. (w/r/t party in interest)
1. on party’s request, AND

2. after notice and hearing,

THEN

III. (w/r/t trustee) trustee may abandon the property, OR
IV. (w/r/t party in interest) court may order trustee to abandon the property

b. When Abandonment Does Not Occur (§ 554(d)
i. Rule
IF 

I. property of the estate is not abandoned, AND

II. court does not order otherwise,

THEN property remains property of the estate

E. Financing the Estate

1. Debtor in Possession Financing (§ 364)
a. Rationale: Debtor must finance ongoing operations, and may be need to use security interests get counterparties to deal w/ debtor.
b. Unsecured Debt IN Ordinary Course of Business
i. Rule
IF 

I. business of debtor authorized to be operated under §§ 721, 1108, 1203, 1204, or 1304, AND
II. court does not order otherwise, 
THEN trustee may obtain unsecured debt allowable under § 503(b)(1) as an administrative expense
c. Debt NOT in Ordinary Course of Business
i. Unsecured Debt (§ 364(b))
I. Rule: After notice and hearing, court may authorize trustee to obtain unsecured credit, allowable under § 503(b)(1) as an administrative expense
ii. Secured Debt (higher than admin expenses but lower than other secured) (§ 364(c))
I. Rule:
IF trustee is unable to obtain unsecured credit,

THEN court, after notice and hearing, may authorize trustee to obtain credit

A. with priority over any and all administrative expenses under §§ 503(b) & 507(b)
B. secured by a lien on property of the estate that is not otherwise subject to a lien, OR
C. secured by a junior lien on property of the estate that is subject to a lien
iii. Super-priority Debt (higher or equal to other secured) (§ 364(d))
I. Rule
IF court may, after notice and hearing, authorize obtaining of credit secured by senior or equal lien on property of the estate that already is subject to a lien,

THEN trustee must show that
A. trustee is unable to obtain such credit otherwise, AND
B. there is adequate protection of the interest of the holder of the lien on the property of the estate on which such senior or equal lien is proposed to be granted
iv. Cross-Collateralization
I. Definition: Cred. who provided debtor w/ credit before BR grants new credit after BR that is secured by all of debtors’ property, both owned  before petition and acquired subsequently
II. One View: Prohibited
A. In re Saybrook Manufacturing Co. (11th Cir. 1992)
1. Facts: Debtor entered Chap. 11.  Asked to incur secured debt.  Request granted, and pre-petition cred. agreed to loan $ and received security interest in all of debtor’s property, both owned prior to BR and acquired after.  Security interest secured both pre- and post-petition debt.  Unsecured creds. object.
2. Holding: Cross-collateralization not permitted under § 364, b/c (1) § 364(c)-(d) apply only to future extensions of credit, not prepetition ones, and thus do not authorize granting of liens to secure prepetition loans, and (2) equity power doesn’t justify rearranging Code priority, and cross-collateralization does that by subordinating some general creds. to others.
3.  Note: Courts not well positioned to understand effects of a cross-collateralization clause in short periods of time they are required to work under.  Rule banning cross-collateralization may on balance do more good than harm.
4. TM: 
a. Creditor (Manny Hanny) was massively undersecured even with cross-collateralization, so not clear there was abuse here.
b. Cross-collateralization sacrifices equality; but maybe the subordinated creds. will be better off.  Trouble is it’s tough for courts to judge.
III. Another View: Reluctantly Permitted
A. Considerations: Who’s objecting to the clause, how well-prepared is the DIP and plan of financing?
d. Good Faith Creds. Who Lend under § 364 Not Adversely Affected by Reversal (§ 364(e))
i. Rule
IF creditor 

I. in good faith,
II. extends credit to debtor pursuant to debtor’s permission under § 364, AND

III. authorization and incurring of debt not stayed pending appeal,

THEN successful appeal against use of § 364 to allow debtor to incur new debt does not affect validity of debt, or any priority or lien granted,
ii. Rationale: Encourage extension of credit to debtors in BR by eliminating risk that lien securing the loan will be modified on appeal
iii. In Saybrook: Court said § 364(e) didn’t protect cross-collateralization clause b/c it only protects loans actually authorized under § 364.  But no appellate court reversing a decision under §364 to allow extension of credit thinks the extension was authorized by § 364.  Rationale would viscerate this safe harbor.  But, other appellate courts haven’t followed (e.g., 9th Cir.).
2. Administrative Expenses (§ 503(b)(1))
a. Rationale: Debtor must finance ongoing operations, and may be need to use security interests get counterparties to deal w/ debtor
b. Rule
Administrative Expenses are allowed after notice and hearing, and include (inter alia)

actual and necessary costs and expenses of preserving the estate, including

i. wages, salaries, and commissions for services rendered

ii. any specified tax (see Code) or fine, penalty, or reduction in credit relating thereto

c. Tort Claimants
i. Rule (Reading Co.): Claims arising from estate’s post-petition negligence are “actual and necessary costs of preserving the estate”

ii. Rationale: Existing creditors must “take the bitter with the sweet”

iii. Reading Co. v. Brown (U.S. 1968)

I. Facts: Debtor filed Chapter XI.  Receiver appointed to conduct debtor’s business, which was leasing its only asset, an industrial structure.  Building destroyed by fire, and other property harmed.  Question is whether tort claims are administrative expenses.
II. Holding: Post-petition tort claims made while business being run are administrative expenses (“actual costs and expenses of preserving the estate,”) b/c one of BR’s purposes is fairness to all persons having claims against a debtor, and business being run for other creds. benefit, but was thrust upon the tort claimants.  Also, debtor should get insurance.
III. Dissent: Tort claimants here just fortuitous enough to have been harmed post-petition, not pre-petition.  That’s no reason to give them priority over other creds.  Also, in non-BR context, these creds. would not have been preferred, so this creates Butner/forum-shopping problem in form of improper bias towards liquidation.

d. Expenses for State Law Compliance / Protection of the Public
i. Rule (Wall Tube)
IF expenses are

I. in required compliance w/ state law, OR

II. to protect the health and safety of a potentially endangered public,

THEN the expenses are “actual and necessary costs of preserving the estate”

ii. In re Wall Tube & Metal Products Co. (6th Cir. 1987)

I. Facts: Debtor filed Chap. 7.  Lots of hazardous substances on its site.  State, under CERCLA, cleaned up and filed request for administrative treatment of the expenses.  

II. Holding: Expenses are “actual and necessary”, b/c, as in Reading Co., existing creds. are responsible for costs the estate imposes on innocent parties (other citizens), and for compliance w/ state law.

e. Expenses for Assuming Executory Contracts
f. Post-Petition Debts to Counterparties
i. Rule (DAK)
IF business counterparty of debtor entitled to administrative expense treatment of debtor’s debts to it,

THEN counterparty-claimant must show 

I. EITHER

A. that debt arose from a transaction w/ debtor in possession as opposed to debtor pre-petition, OR

B. that claimant gave consideration to debtor in possession,


AND

II. that debt substantially benefited the estate

ii. Microsoft Corp. v. DAK Industries, Inc. (9th Cir. 1995)
I. Facts: DAK (debtor) had agreement with MS (unsecured cred.) in which debtor was obligated to make minimum payment in exchange for right to sell cred.’s software on its computers.   Debtor filed, not having made full minimum payment yet, nor sold amount allowed by minimum payment w/o incurring further payment obligations.  Debtor rejected K, and kept selling software.  Cred. asked for payment of debt as administrative expense, calling debtor’s continued use a benefit to it under a licensing agreement, hence giving rise to post-petition debt.

II. Holding: Cred. not entitled to administrative expense treatment, b/c even though (1) estate substantially benefited from post-petition sales, (2) debt arose from an entirely pre-petition transaction, b/c contract was a sale, not a license, since entirety of debt was result of minimum payment agreement, and cred. did not provide debtor anything at its expense post-petition.

A. Additional Policy Rationales
1. Denying cred. claim does not unjustly enrich estate for benefit of all other creds.

2. Allowing claim would not serve purpose of § 503(b), which is to get parties to do business w/ debtor post-petition

III. TM: If DAK had sold more than minimum amount post-petition, case might be different, b/c new debt (but only that debt, no?)
IX. PRIORITY OF CLAIMS
A. Codified Priorities
1. Priority Order (§ 507)
a. Rule: Priority order is
i. domestic support obligations (though exception for some administrative expenses – see Code),
ii. administrative expenses (see § 503)
iii. unsecured claims 
I. allowed under § 502(f)
II. up to $10,950 for wages, salaries commissions, or sales commissions
III. for contributions to employee benefit plans
IV. of persons engaged in grain raising or fishing
V. of individuals to extent of $2,425,
VI. of governmental units, but only for various taxes and duties
VII. based upon debtor commitments to the FDIC
iv. allowed claims for death or personal injury from car and boating incidents resulting from alcohol or other substance use
v. (additional priority scheme under § 726 – equity at bottom)
b. Note: Secured claims are satisfied first under § 725, therefore no need for mention of secured claims in § 507
2. (Conditionally) Impermissible Administrative Expenses
a. Retention Payments (§ 503(c)(1))
i. Rule:
IF permissible transfer 
I. made to, or an obligation incurred for benefit of, a debtor insider 

II. for purpose of inducing insider to remain w/ debtor’s business,
THEN court must find, based on evidence in the record, that

III. transfer or obligation is essential to retention of the person b/c individual has a bona fide job offer from another business at same or greater rate of compensation,
IV. Services provided by person are essential to business’ survival, 
AND

V. EITHER
A. (amount of transfer/obligation) ≤ 
((10)(amount of mean transfer or obligation of similar kind given to nonmanagement employees for any purpose during calendar year in which transfer made/obligation incurred), OR
B. (if no such transfers made/obligations incurred for benefit of nonmanagement employees during calendar year) 
(amount of transfer/obligation) ≤ 

((25%) ( (any similar transfer/obligation made to or incurred for benefit of such insider or any purpose during calendar year before year in which transfer is made or obligation incurred)

b. Severance Payments (§ 503(c)(2))
i. Rule
IF severance payment to debtor insider is permissible,

THEN

I. payment is part of a program that is generally applicable to all full-time employees, AND

II. (amount of transfer/obligation) ≤ 
((10) ( (amount of mean transfer or obligation of similar kind given to nonmanagement employees for any purpose during calendar year in which transfer made/obligation incurred),
c. Other Impermissible Estate Expenses (§ 503(c)(3))
i. Rule
IF transfer or obligation is

I. outside ordinary course of business, AND

II. not justified by facts and circumstances of the case, 

III. including transfers made to, or obligations incurred for benefit of, officers, managers, or consultants hired after date of filing of the petition,

THEN transfer or obligation is prohibited

ii. Interpretation (Dana): § 503(c)(3) just requires that the expense be an “actual, necessary cost or expense of preserving the estate.”

d. General Considerations in Approving a Compensation Plan (Dana)
i. Reasonable relationship between plan proposed and results to be obtained

ii. Whether cost of plan is reasonable in context of debtor’s assets, liabilities, and earning potential

iii. Whether 
I. scope of plan fair and reasonable

II. plan applies to all employees

III. plan discriminates unfairly

iv. Whether plan or proposal consistent w/ industry standards

v. Debtor’s due diligence efforts in investigating need for a plan

vi. Whether debtor received independent counsel in performing due diligence and in creating and authorizing incentive compensation

e. In re Dana Corp. (Bankr. SDNY 2006)

i. Facts: Debtor filed for BR, and plan for reorg. included various things for senior management, including (1) a plan to assume senior execs’ pension plans, (2) a severance plan, (3) a long-term performance based incentive plan (LTIP), and (4) an annual incentive plan (AIP).  Objecting parties say these are impermissible under § 503(c).
ii. Holding: Plan allowed, b/c (1) pension plan not retentive in nature, so § 503(c)(1) not applicable; (2) severance plan qualifies under § 503(c)(2), and (3), (4) LTIP was not retentive under § 503(c)(1), and there was ceiling on payments under it, (4) AIP was w/in ordinary course of business under § 503(c)(3), and (5) plan was generally justified by business judgment as fair and reasonable.
iii. TM: § 503(c) really watered down to “business judgment rule with bells and whistles.”  Rationale is you don’t want your senior management looking for offers elsewhere when things are going badly.

B. Equitable Subordination
1. Equitable Subordination (def): altering distribution priorities that would otherwise apply
2. Section 510(c)
Court may, after notice and hearing,

a. under principles of equitable subordination, subordinate for purposes of distribution 
i. all or part of an allowed claim to all or part of another allowed claim, OR
ii. all or part of an allowed interest to all or part of another allowed interest,

OR

b. order that any lien securing such a subordinated claim be transferred to the estate
3. Canonical Example – Self-Dealing: Single shareholder owns all stock in debtor corporation.  Debtor in substantial debt to bank creditor.  When debtor becomes insolvent, thus making bank loan risky, shareholder converts equity to debt or lends debtor new funds.  Upon failure, shareholder tries to collect in front of bank and other creds.
4. “Principles of Equitable Subordination” – Test (Clark Pipe)
a. Rule
IF claim should be equitably subordinated,

THEN

i. claimant must have engaged in inequitable conduct,
ii. misconduct must have 
I. resulted in injury to creditors of debtor, OR
II. conferred unfair advantage on claimant,
AND

iii. equitable subordination of claim must not be inconsistent w/ provisions of Code
b. Inequitable Conduct
i. Rule (Clark Pipe)
IF

I. fraud, illegality, or breach of fiduciary duties,
II. undercapitalization, OR
III. a claimant’s use of the debtor as a mere instrumentality or alter ego,
THEN inequitable conduct

5. In re Clark Pip & Supply Co., Inc. (5th Cir. 1990)

a. Facts: Cred. had agreement w/ debtor whereby cred. loaned money to debtor, and debtor deposited all collections from accounts receivable (AR) into cred. bank account.  Amount cred. lent depended on a formula based on certain % of AR, which cred. could reduce at discretion.  Debtor ran into trouble, and cred. reduced payments so debtor would have just enough to make payments to cred., and other most critical payments.  Cred. did not expressly tell debtor how to use the money.  Debtor filed, and trustee tried to recover payments to cred. under equitable subordination.  
b. Holding: No equitable subordination, b/c control exercised was not unconscionable, b/c (1) cred. was just exercising its rights under agreement, which was properly entered into (no evidence debtor was insolvent at time) and was not changed during the bad times, and (2) cred. never told debtor whom to pay.  
c. Note: Conditioning things on whether agreement made while debtor solvent could discourage loans when debtor in distress.

d. TM: 
i. Debtor also always had ability to declare BR in face of cred.’s actions.

ii. Equitable consolidation is very fact-intensive inquiry
C. Substantive Consolidation
1. Definition: 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).  Result is that claims of creditors against separate debtors morph into claims against consolidated survivor.
2. TO BE USED SPARINGLY
3. Rule (Owens Corning)
IF proponent of substantive consolidation can show, w/r/t the entities for whom substantive consolidation is sought, that ANY OF
a. pre-petition they disregarded separateness so significantly their creditors relied on the breakdown of entity borders and treated them as one legal entity, 
b. post-petition their assets and liabilities are so scrambled that separating them is prohibitive and hurts all creditors, OR
c. creditors consent

4. Background Principles (Owens Corning)
a. Limit cross-creep of liability by respecting entity separateness
b. Harms addressed by substantive consolidation are nearly always caused by debtors (and entities they control) who disregard separateness
c. Mere benefit to the administration of the case (e.g., allowing a court to simplify a case by avoiding other issues, or making post-petition accounting more convenient) is not enough to justify substantive consolidation
d. Since it’s an extreme and imprecise remedy, should be rare and last resort, after rejecting other remedies
e. May not be used offensively (e.g., having a primary purpose to disadvantage tactically a group of creditors in the plan process, or alter creditor rights); may only be used defensively to remedy identifiable harms caused by entangled affairs
5. In re Owens Corning Corp. (3d Cir. 2005)
a. Facts: Banks extended loan to debtor and its subsidiaries.  Various subs made guarantees for the debt.  Each sub was a separate legal entity that observed governance formalities; separate accounting, documentation of transactions, dealt separately with banks, etc.  Debtor filed Chap. 11 after facing massive asbestos litigation.  Asks for “substantive consolidation” that is “deemed consolidation,” such that consolidation deemed to exist only for purposes of valuing and satisfying creditor claims.  Banks objected (would intermingle their claims against subs with claims of other creds. against parent).
b. Holding: Substantive consolidation denied, b/c (1) no evidence of disregard of varies debtor entities’ separateness, and banks had actually relied on entities’ separateness in extending credit; (2) no evidence of hopeless commingling of debtor assets and liabilities; and (though this is not really different) (3) “deemed consolidation” can never be enough.
X. CHAPTER 11

A. Overview
1. Five Steps of Chapter 11
a. Incumbent Management remains in control
b. Negotiation among debtor and creditors
c. Proposal of plan of reorganization
d. Plan Voting
e. Confirmation of plan, and emergence from BR of debtor as new entity
2. Goals of Chapter 11
a. Preserve Going Concern Value
b. Preserve Jobs
3. Basic Provisions of Chapter 11
a. Designate (def): Disqualify from voting
b. Rights, Powers & Duties of Debtor in Possession (§ 1107)
i. Rule
Unless court orders otherwise, debtor in possession

I. has

A. all rights of a trustee (except right to compensation under § 330), AND
B. all powers of a trustee, AND
II. must perform all functions and duties of trustee (except under § 1106(a)(2), (3), and (6)
c. Who May File a Plan (§ 1121(a)-(d))
i. Debtor
I. Rule: Debtor:
A. may file a plan EITHER

1. with a petition commencing a voluntary case, OR
2. at any time in a voluntary or involuntary case
B. is only party that may file plan in period 
1. 120 days after order for relief, OR
2. on request of party in interest (including debtor), that court orders, but no longer an extension than 18 months from order for relief
ii. Parties in Interest
I. Rule
Any party in interest, including debtor, trustee, creditors’ committee, equity security holders’ committee, equity security holder, and indenture trustee
may file a plan IFF
A. trustee has been appointed, OR
B. debtor EITHER
1. did not file a plan in period 
a. 120 days after order for relief, OR
b. on request of party in interest, that court orders, but no longer an extension than 18 months after order for relief, 
OR
2. did not file a plan that was accepted
a. in period 
(1) 180 days after order for relief, OR
(2) on request of party in interest, that court orders, but no longer an extension than 20 months after date of order for relief
b. by each impaired class of claims or interests
d. Effect of Confirmation (§ 1141)
i. Parties Bound
I. Rule
Provisions of a confirmed plan bind
A. debtor,

B. any entity issuing securities under the plan

C. any entity acquiring property under the plan

D. any creditor, equity security holder, or general partner in the debtor
ii. Vesting of Property of the Estate
I. Rule: Confirmation of a plan vests all property of the estate in debtor

iii. Effect on Property Dealt with by Plan
I. Rule
IF

A. plan is confirmed,

B. plan or order confirming plan does not provide otherwise,

THEN property dealt with by plan is free and clear of all claims and interests of creditors, equity security holders, and general partners of the debtor
iv. Debt Discharge
I. Rule
IF
A. plan is confirmed, 

B. plan or order confirming plan does not provide otherwise,

C. debtor is not an individual exempted from discharge under § 523,
D. ALL OF

1. plan does not provide for liquidation of all or substantially all of property of the estate

2. debtor engages in business after plan consummation, AND

3. debtor would not be denied a discharge under Chapter 7,

E. court does not approve written waiver of discharge by debtor,

THEN debtor is discharged from

F. any debt that arose pre-confirmation, AND

G. any debt specified in § 502(g), (h), or (i)

II. Note: In conjunction w/ § 1129(b), § 1141’s “discharge” provision just ensures that debtor’s future income goes to creditors.
4. Economics of Chapter 11
a. Some Basic Ideas

i. Residual Claimant (def): Claimant who has most incentive to bring in enough value through a sale to pay off senior claimants

I. Not always easy to know who this will be

II. But usually will be general creditors
ii. Hypothetical Sale: Chap 11 is Hypothetical Sale: Sale to those who hold claims in the debtor
b. Traditional Justifications for Chapter 11
i. Distressed business has substantial value as going concern

ii. Investors cannot sort out financial distress through ordinary bargaining, requiring collective forum,

iii. Business cannot readily be sold in the market as a going concern

c. Why Chap. 11 Made Sense for Railroads
i. Going concern value greater than liquidation (no one wanted ten rail ties)

ii. Scattered capital sources, many different debt instruments used, hence complex capital structure, hence need for the single forum
iii. M&A market not well-developed

d. Today’s Environment (according to Baird – Descriptive Claim)
i. Going concern value not that great, b/c businesses less capital intensive and composed of intangible assets, and tangible assets more often fungible, and can be used more productively other than by a reorganized debtor (think outsourcing) 
ii. Simpler capital structures created w/ possibility of distress in mind and plans often set up before BR even happens; creditors larger and more sophisticated, more organized and in control than before
iii. Highly developed & liquid capital markets, w/ large sources of capital for business acquisition

iv. Thus, Chap. 11 not being used much for true reorganizations anymore
e. How Chapter 11 is Used Today
i. Traditional Uses
I. Resolution of insolvency

II. Partial liquidation leaves assets behind which must be redeployed

ii. More Modern Uses
I. BR forum used as way of selling to highest bidder
II. Sales often almost complete before Chap. 11, which just ensures that no one else will bid more

iii. Secured creditors use DIP finance to control the debtor in possession – BR prevents them from acting for socially sub-optimal ends

f. Why Chapter 11/BR Shouldn’t Be Used Today (Baird – Normative Claim)
i. Going concern value is often low

ii. Liquidation or sale outside of BR may be more efficient
I. We already have a mkt for corporate control (actual, not a hypothetical sale like in BR); why rely on judges, who have a continuation bias, when we have the market?
II. Chap. 11 is slow, expensive, and allows for strategic gamesmanship

g. Objections to Baird
i. Descriptive Claim
I. JP Morgan bought whole railroads – markets were sophisticated

II. There still are true reorganizations today
III. Increase in sales may have been partly result of ease of credit (not as easy today)
ii. Normative Claim
I. Perhaps market won’t value firm properly

A. Not clear you can get rid of gamesmanship

B. And debtor management may share continuation bias

II. Firm assets can be industry specific

III. Sometimes it’s beneficial to sell through a plan

IV. Data show judges actually get economic/financial distress question right

V. Chapter 11 cases are pretty quick these days (like in SDNY, D. Del.)

B. Classification of Claims
1. Substantial Similarity Requirement (§ 1122(a))
a. Main Rule
IF plan may place claim or interest in a particular class,

THEN that claim or interest is substantially similar to the other claims or interests of the class

b. Two Views of What this Requires
i. One View (5th Cir.): Substantially similar claims may be placed in different classes, subject to debtor’s abusing its discretion

I. Rationale: The conditional is not “IF substantially similar, THEN same class,” but the reverse.  So the Code should be construed to, in principle,

II. Abuse of Discretion: see rule against gerrymandering

ii. Second View: Sbstantially similar claims must be placed in same class

c. Rule Against Purposive Gerrymandering (Woodbrook)
i. Rule
IF debtor classifies substantially similar claims separately in order to gerrymander an affirmative vote on reorganization,

THEN the classification violates § 1122(a)
d. Substantial Similarity
i. Excludes
I. Two claims secured by different collateral
II. Two claims secured by same collateral where one has priority over other

III. Two claims w/ very different legal rights (Woodbrook)
IV. TM thinks adverse interests are not substantially similar

e. In re Woodbrook Associates (7th Cir. 1994)

i. Facts: Cred. (HUD) had secured claim against debtor.  It was undersecured, and its loan was non-recourse, so out of BR it had no right to apply deficiency against assets besides debtor’s collateral.  Once in Chap. 11, § 1111(b) made its unsecured claim recourse.  Cred.’s claim was separately classified from those of other unsecured creds.
ii. Holding: Separation of the two claims was not impermissible gerrymandering, b/c the unsecured deficiency claim had different legal origins, and different legal rights, than the claims of other unsecured classes.  Therefore, not only was separation permissible (and so not gerrymandering) but required under § 1122(a)

iii. TM: Court dodged question here; what if HUD’s loan wasn’t non-recourse?

2. Designation of Certain Unsecured Claims (§ 1122(b))
a. Rule
IF a separate class of claims consisting only of 

i. every unsecured claim 

ii. that is less than or reduced to an amount 

iii. that the court approves as reasonable and necessary for administrative convenience,

THEN plan may designate that class

3. Requirement of Equal Treatment of Claims/Interests in Same Class (§ 1123(a)(4))
a. Rule
Plan must treat each claims or interests in a particular class the same,
UNLESS holder of a particular claim or interest in the class consents to less favorable treatment of his claim or interest

b. “The Same”
i. Prohibited
I. Giving one type of claim 10¢/$ and another 5¢/$

II.  Paying some claims in cash and others in long-term promissory notes
C. Plan Voting
1. Impairment of Claims or Interests (§ 1124)
a. Rule
IF a class of claims or interests is not impaired under a plan,
THEN, w/r/t each claim or interest of such class, the plan

i. leaves unaltered the legal, equitable, and contractual rights to which such claim or interest entitles the holder of such claim or interest
 OR

ii. notwithstanding any contractual provision/applicable law that entitles the holder of such claim or interest to demand or receive accelerated payment of such claim or interest upon a default,
I. cures any default that occurred pre- or post-commencement
II. reinstates the maturity of the claim or interest as it existed before default
III. compensates the holder for any damages from reasonably relying on the contractual provision or applicable law
IV. (if claim or interest arises from a failure to perform a nonmonetary obligation) compensates holder (other than debtor/insider) for any pecuniary loss incurred as result of failure, AND
V. does not otherwise alter the legal, equitable, or contractual rights to which claim or interest entitles the holder
2. Post-Petition Disclosure Statement (§ 1125(b))
a. Rule
IF acceptance or rejection of plan may be solicited post-commencement from a claim or interest holder,

THEN

i. after notice and hearing court approves of written disclosure statement as containing adequate information, AND
ii. before solicitation, plan or summary of the plan and written disclosure statement are given to the claim or interest holder
b. Rule: Disclosure statement need not contain valuation of debtor or appraisal of debtor assets
3. Acceptance of Plan
a. Effect of Pre-Commencement Acceptance (§ 1126(b))
i. Rule
IF

I. a claim or interest holder accepted/rejected plan before commencement,
II. solicitation of acceptance/rejection was in compliance w/ non-BR law, AND
III. if no non-BR law, disclosure was adequate under § 1125(a)
THEN plan deemed accepted/rejected

b. Class of Claims  Acceptance of a Plan (§ 1126(c))
i. Rule
Class of claims accepts plan IF plan has been accepted by creditors

I. other than entities designated under § 1126(e),
A. that hold
B. ≥ 2/3 of amount of allowed claims of the class, AND
C. > 1/2 number of allowed claims of the class
ii. One Vote Per Claim (Figter)
c. Class of Interests Acceptance of a Plan (§ 1126(d))
i. Rule
Class of interests accepts plan IF plan has been accepted by creditors

I. other than entities designated under § 1126(e),
II. that hold ≥ 2/3 of amount of allowed interests of the class
d. Designation (Disqualification from Voting) for Bad Faith (§ 1126(e))
i. Rule
IF

I. party in interest requests, after notice and hearing, AND
II. entity accepted or rejected plan was EITHER
A. not in good faith, OR
B. not solicited or procured in good faith,

THEN court may designate the entity

ii. Bad Faith
I. Malice or Blackmail → Bad Faith
II. Motive Unconnected to Creditor Interest
A. Rule (Figter)
IF person accepts/rejects, or solicits/procures acceptance/rejection of/ plan for some (rational) purpose ulterior to his interests as a creditor,

THEN bad faith

B. Figter, Ltd. v. TIAA (9th Cir. 1997)

1. Facts: Cred. purchased, and offered to purchase, claims of other classes to reject plan, b/c it wanted its claims better compensated.  Debtor said bad faith.  
2. Holding: No bad faith, b/c cred. was acting to protect its interests as a cred., not ulterior interests (e.g., as competitor of debtor, or to prevent an action against it).

3. Notes: Other courts would consider fact that cred. voted against plan with purchased claims only on behalf of claims in a different class is enough of an “ulterior motive” for bad faith.

4. TM: Would interpret rule more broadly and say good faith motive must be tied to the BR plan/case itself

e. Deemed Acceptance by Unimpaired Classes (§ 1126(f))
i. Rule
IF a class is not impaired under a plan,
THEN the class, and each claim or interest holder of class, is conclusively presumed to have accepted the plan (no solicitation of acceptance required)

f. Deemed Non-Acceptance by Totally Impaired Classes (§ 1126(g))
i. Rule
IF plan provides that claims or interests of a class do not entitle holders to receive or retain any property on account of their claims or interests,

THEN class deemed not to have accepted the plan

4. Purchasing of Claims
a. Negative View: Disrupts bargaining process at core of Chap. 11 and makes plan acceptance harder as claim owners constantly shift.
b. Positive View: 
i. Claim purchasing assembles dispersed claims and mitigates collective action problem.  
ii. Competition increases returns to creditors
D. Cramdown / The Absolute Priority Rule: (§ 1129(b)(1)-(2))
1. Rule (§ 1129(b)(1))
IF

a. requirements of § 1129(a) besides § 1129(a)(8) (= req that plan be accepted by all impaired classes of claims and interests) are met w/r/t a plan, 
AND

b. w/r/t each class of claims or interests that (1) is impaired under the plan, AND (2) has not accepted the plan,
i. plan does not discriminate unfairly, AND

ii. plan is fair and equitable
THEN, on request of a plan proponent, court must confirm plan

2. Requirements of § 1129(a) Besides § 1129(a)(8)
a. Section 1129(a)(10)
i. Rule
IF a plan is confirmable,

THEN ≥ 1 impaired class has accepted the plan

ii. Upshot: The “cramdown” of § 1129(b)(1) is not possible without the acceptance of the plan by at least one impaired class, but does not require acceptance by all impaired classes
3. Unfair Discrimination
a. Rule:
IF

i. two classes contain claims or interests of identical priority, AND

ii. no special circumstance justifies subordination of one class,

THEN plan cannot provide less to one class on a pro rata basis w/o class’ consent

b. Note: Does NOT mandate same treatment, like § 1123(a)(4)) does, in terms of form of consideration, if there is a reason for different treatment

4. Fair and Equitable w/r/t a Class (§ 1129(b))
a. Class of Secured Claims (§ 1129(b)(2)(A))
i. Rule
IF plan is fair and equitable w/r/t/ a class of secured claims,

THEN plan provides ANY OF

I. that BOTH

A. claim holders retain liens securing their claims to extent of allowed amount of such claims, AND

B. each claim holder receive on account of such claim 
1. deferred cash payments with present value equal to the value of his collateral, AND
2. a stream of payments equal to the face amount of the secured claims

C. ALL OF

D. for the sale of any property that is subject to the liens securing such claims,

E. free and clear of such liens, 

F. w/ such liens to attach to proceeds of such sale, AND

G. treatment of such liens on proceeds as provided under [I above] or [III below]

OR

II. for realization by such holders of indubitable equivalent of such claims

b. Class of Unsecured Claims (§ 1129(b)(2)(B))
i. Rule

IF plan is fair and equitable w/r/t a class of unsecured claims,

THEN

I. plan provides that 
A. each claim holder receive or retain 
B. on account of such claim 
C. property of a value, as of effective date of plan, equal to allowed amount of such claim,

OR

II. plan provides that

A. holder of claim or interest that is junior to claims of class will NOT receive or retain under plan 
B. on account of such junior claim or interest
C. any property (except if debtor is an individual) 

c. Class of Equity Interests (§ 1129(b)(2)(C))
i. Rule
IF plan is fair and equitable w/r/t class of interests,

THEN

I. plan provides that 
II. each holder of an interest of such class receive or retain
A. on account of such interest 
B. property of a value, as of effective date of plan, equal to the GREATEST OF
1. the allowed amount of any fixed liquidation preference to which such holder is entitled, 
2. any fixed redemption price to which such holder is entitled, OR
3. the value of such interest,

OR

III. plan provides that
A. the holder of any interest that is junior to the interests of such class will NOT receive or retain under the plan
B. on account of such junior interest
C. any property
ii. Note: Upshot of this is that creditors can’t capture entire value of a solvent debtor

d. “On Account of”
i. Rule (LaSalle)
IF junior claim or interest holder receives or retains property under plan on account of his claim or interest,

THEN holder’s claim or interest substantially caused his receipt or retention of the property 

ii. Rationale: (1) Maximize value for creds.; (2) Preserve going concern value
iii. Upshot: Equity has to pay full value for anything they receive
iv. Bank of America v. 203 North LaSalle Street Partnership (U.S. 1999)
I. Facts: Chap. 11 debtor tried to cramdown plan previously blocked by cred.  Plan left cred’s unsecured deficiency claim compensated at 16% of value.  Other unsecured creds. paid in full, and former ownership got interest in order to avoid personal tax liability.  Cred. objected under absolute priority rule, saying equity holders received property “on account of” their old interests.
II. Holding: Because equity did not pay for opportunity to propose a plan (no market test done; Souter skeptical of BR judge’s doing it), cause of its retaining ownership was its old interest.  Equity must pay for opportunity at appropriate value.  Market test is way to determine that.
v. In re Armstrong World Industries, Inc. (D. Del. 2005)
I. Facts: In Chap. 11 plan, unsecured creds. and tort creds. impaired, and equity receives new warrants.  Plan stated that if unsecured creditors rejected plan, tort creds. would automatically receive, but then waive, rights to new warrants to equity.  Question is whether this violates “fair and equitable” requirement.
II. Holding: Violation of absolute priority rule, b/c (1) equity receiving interest because of (“on account of”) its equity interests despite senior class’ not being fully satisfied its allowed claims, (2) Congress considered and rejected allowing senior classes to subordinate claims in plans. 
III. TM: Strange result, maybe, b/c parties can subordinate interests in exact same way out of BR.  But court concerned w/ preventing too much wiggle room in BR – preserve clarity, ease of administration.
E. The Best-Interests Test (§ 1129(a))
1. Rule
IF court may confirm plan,

THEN, w/r/t each impaired class of claims or interests,

a. each claim or interest holder,

i. has accepted the plan, OR

ii. will receive or retain under the plan 

I. on account of his claim or interest

II. property of a value, 
III. as of the effective date of the plan, 
IV. that is at least as much as he would receive or retain if debtor were liquidated under Chapter 7

2. Party Incentives
a. Debtor: Wants liquidation value to be as low as possible, b/c this is metric against which Plan is compared for purpose of approval

3. Rationale: Achievement of debtor going concern surplus (Chap. 11) should not require any creditor/equity holder to accept less than he would have outside BR (but ignoring all the race-to-the-courthouse issues)
4. In re Crowthers McCall Pattern, Inc.
a. Facts: Disagreements about valuation of company’s assets, and objection from plan opponent that company should have been valued by contacting competitors.
b. Holding: Court rejects need for market valuation of debtor assets, saying that that may send bad signal into marketplace (i.e., that the company may liquidate) and send the value of the company down as customers and business partners go elsewhere
c. TM: 
i. Not clear that putting the company on the block is such a bad idea.  Market was specialized and small, so don’t we want experts coming in to value the firm’s assets?  Could keep whole thing on the q.t.  

Congress’ Limited Response to Timbers (see below)
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